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Introductory Note:

· Define what the legal relationship is:  because tax law is declaratory – it declares what the tax implications of certain relationships are.

· Facts: make sure to note what facts I would need to answer a questions

· judges are looking for TEXT; CONTEXT; and PURPOSE (from SCC Canada Trust Company): the judges want this for the rules exam: answer with these three
BASIC ELEMENTS OF THE ITA 
MAGIC FORMULA:   Tax payable by tax unit (payor) = (tax base x tax rate) – tax credits
· Tax Unit: who pays? Individual; family; couple; (in Canada each person must file a tax return)

· Tax base: get definition the thing you are taxed on (?); income; wealth; property; 

· Tax rate: 100% - 0% percentage of the base that will be taxed
· Tax credit: good thing; reduction in taxes payable
· How is this magic formula represented in the Canadian ITA?

TAX BASE

2(1) 
an income tax shall be paid, as required by this Act, on the taxable income for each taxation year of every person resident in Canada at any time in the year
2(2)
taxable income The taxable income of a taxpayer for a taxation year is the taxpayer’s income for the year plus the additions and minus the deductions permitted by Division C

3
income for a taxation year The income of a taxpayer for a taxation year for the purposes of this Part is the taxpayer’s income for the year determined by the following rules:

(a) world income, including office, employment, business, or property – etc, etc

TAX RATES: for the purposes of part one

s. 117 or vii (cheat sheet) individuals have a progressive tax rate– so once you are over a number you don’t pay that number on all – you pay the rate in each bracket on that amount – ie 300,000 fed – first 37G at 15.5, up to 74G at 22

s.138 corporate tax is flat – 38%

s. 122 inter vivos trust – flat rate – 29%

what are some tax credits – list in syllabus

some only for humans, some for humans and corporations, some only for corporations

cheat notes viii

· recognize that individual credits are there for some activities and conditions

· corporate credits – certain activities, geography, nature, quality, etc, etc many factors – will actually effect their tax rate (few pay 38% federal tax)

Provincial Taxes

vii Provinces have their own rates in their respective Income Tax acts

provinces also give personal and corporate tax credits
TAX LIABILITY UNDER THE ITA
s. 149 Exempt Taxpayers 

· 149(1) No tax is payable under Part I on the taxable income of a person for a period when that person was: 

(a) employee of a foreign country but whose duties requires them to work here; 

(b) family members of those people; 

(c) municipal authorities; 

(d) crown corporations;  . . .  

(f) charities and non-profits 

· these people have a tax base, but pay a 0% rate: some may still have to file a tax return
· list from text:  diplomats and their families; municipal authorities; Crown corporations; Labour organizations; Registered charities; Non-profit clubs; Register pension funds; Specific types of trusts
RESIDENCY

· Canadian residents are liable for tax on their world income for each taxation year, as computed under Division B (2(1); 2(2); 3(a))

· Non-residents are liable for tax on certain Canadian source income as determined under Division D (2(3); 115)

· Part time residents are liable for tax on their world income while resident in Canada or a reasonable amount thereof (114)

Resident of Canada – World Income (s. 2(1) and (2))

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

2(2) taxable income.  The taxable income of a taxpayer for a taxation year is the taxpayer’s income for the year plus the additions and minus the dedication permitted by Division C

3 income for the taxation year
DETERMINING RESIDENCY OF HUMAN PEOPLE

Residence of Individuals (HUMAN PEOPLE) 
· Concept of residence is distinct from the immigration concept and can be determined with reference to statutory law, common law, or international treaty rules
· Residence in Canada for tax purposes refers to the legal and economic nexus that an individual has with Canada; physical presence is important but not definitive criterion
· Statutory Rules: some people are deemed to be resident in Canada by s. 250(1): generall these people are not physically present in Canada and may even have taken families / possession out of Canada, but for policy reasons are deemed to continue to have a nexus
250(1) deeming rules an individual is deemed to be a resident of Canada if he or she:

(a)
Sojourns in Canada for 183 more days in a year (day = 24 hours or part thereof) – (*note that a sojourner for less than 183 could still be a resident based on the “facts and circumstance” common law test – and must not be here against will)

(b) 
Is member of the Canadian Forces

(c) 
Is a member of the Canadian diplomatic or quasi-diplomatic service

(d) 
Performs services in a foreign country under a prescribed international development assistance program of the Canadian government

(d.1)Is a member of the Canadian Forces schools staff; or

(f) 
Is a child of a person holding a position above (other that sojourner), if he/she is wholly dependant upon that person for support

250(3) Ordinary resident. In this Act, reference to a person resident in Canada includes a person who as at the relevant time ordinarily resident in Canada

· if you have not cut your ties to the jurisdiction (ie went away to school for a year)

· Common Law rules: “facts and circumstances” test which looks to see if the individual has social, physical, and economic ties with a degree of permanence to Canada  
· Whether there is a sufficient nexus between the individual and Canada to make the taxpayer resident is a question of fact in each case
· Residency for income tax purposes is based on state of mind demonstrated by conduct; intention discerned by objective actions – there must be an intention to be resident in the country as demonstrated by social and economic ties

· where the links are sufficiently strong that person is considered to have a nexus with Canada and is a resident for tax purposes

· persuasive: own house or have a permanent dwelling

· concepts underpinning this analysis:
· a taxpayer must reside somewhere

· a taxpayer need not have a fixed place of abode to be resident in the jurisdiction

· residence requires more than mere physical presence within a jurisdiction

· residence does not require constant personal presence

· a taxpayer may have more than one residence

· the number of days a taxpayer spends in Canada is not determinative

· “residing” and “ordinary resident” do not have a special or technical meaning – this is a question of fact

· some indicia:
· nationality and background
· physical presence
· ownership of property or dwelling in Canada
· location of family home
· presence of business interests
· presence of social interests
· mode of life and family times
· social connections by reason of birth or marriage
· Past a present habits of life
· Regularity and length of visits to Canada
· Ties within Canada
· Ties elsewhere
· Purpose of stay
· Ownership or rental of a dwelling on a long-term basis (lease more than a year)
· Residence of spouse, children and other dependants in a dwelling that the taxpayer maintains in Canada
· Memberships in religious, social, professional organizations
· Credit cards and back accounts with Canadian institutions
· Registration and maintenance of vehicles in Canada
· Local newspaper / magazine subscriptions sent to Canadian address
· Canadian driver’s license
· Will prepared in Canada
· Legal documentation indicating a Canadian residence
· filing Canadian income tax return as a Canadian residence
· landed immigrant status in Canada
· active involvement in business activities in Canada
· employment in Canada
· maintenance or storage in Canada of personal belongings (family pets; clothes)
· severing substantially all ties with former country of residence
· Tax Treaties Canada – US Income Tax Convention [2671]

· The convention is applicable to persons who are residents of one or both contracting states (Article 1)

· tie-breaker rules
Article IV, paragraph 2. Where by reason of the provisions of paragraph 1 an individual is a resident of both Contracting States, then his status shall be determined as follows:

(a) she shall be deemed to be a resident of the Contracting State in which he has a permanent home available to him; if no permanent home available in either, deemed resident of the State with which his personal and economic relations are closer (centre of vital interests)

(b) State which is centre of vital interest cannot be determined, deemed resident of State in which he has a habitual abode
(c) No or two habitual abodes? Deemed resident of State of citizenship

(d) Neither or both citizenships? Competent authorities of both states shall settle by mutual agreement

· Administrative Views

· Focus on three principle factors (1) dwelling place (most important); (2) family connections; (3) personal property and social ties

DETERMINING RESIDENCY OF CORPORATION PEOPLE
· Statutory Rules

· 248(1) a corporation is a person 

· 250(4) corporation deemed resident.  For the purposes of this Act, a corporation shall be deemed to have been resident in Canada throughout a taxation year if
(a) incorporated in Canada post April 26, 1965
· if incorporated in Canada deemed to be resident in Canada throughout the taxation year
If note deemed resident by statute then . . . .

· Common Law

· A question of fact
· A corporation is resident where its de factio central management and control resides; where it “keeps house” and does business

· There is no bright line factual test for where central management and control resides, but some criteria:

· Location of director’s meetings (strong indicia)

· Degree of independent control exercised by its directs; and

· Nationality of directors –conventional rule: if a majority of Board of Directors found to be residents of Canada, the corporation will tend to be found to be a Canadian resident; where meetings are held where governance of the corporation occurs

· If you do not want the corporation to be resident in Canada; have majority non-Canadians on board; have meetings outside Canada (board & shareholder); do all banking / corporate finance outside Canada

· The “rubber stamp” test: the relative influence and power of Canadian directors as compared with foreign directors on the board

· CL definition of individual resident can be persuasive for corporations too

Tax Treaties Canada – US Income Tax Convention [2671]
Article IV para 3 where by reason of the provisions of paragraph 1 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.  BUT . . . if you are a resident of both but your existence was moved by a continuance to the other State . .  .resident of the State where you have been continued

· tie is broken in favour of State in which the company was incorporated 

· even if corporation initially incorporated in US but then is continued under federal or provincial company law: but remains resident in both countries because of the “central management and control” test, to be resident of Canada
RESIDENCE OF TRUSTS

· a trust is not a separate legal entity in private law, but for tax purposes a trust is taxable as a separate person (104(2))

· trusts only have to file Canadian tax returns if they have a Canadian tax liability: a trust is only subject under Part I if it is a resident of Canada

· s. 104 residence of the trust is dependant on the residency (per tax law) of the trustee
· Where more than one trustee you look to the trust document to see if links can be broken (ie where the property and beneficiaries are located (Dill)

· trusts are legal relationships: settlor / testator gives property to a trustee who holds, administers, maintains the property for the benefit of the beneficiary: the trustee owes a duty of care and fiduciary duty to deal with the property in manner which is fair to the trustee

· property of a trust may consist of capital and make give rise to income

· there are detailed rules regarding the taxation of trusts 

NON-RESDIENT TAX LIABILITY

s. 149 Exempt Taxpayers 

· 149(1) No tax is payable under Part I on the taxable income of a person for a period when that person was: 

(a) employee of a foreign country but whose duties requires them to work here; 

(b) family members of those people; . . .  

· these people have a tax base, but pay a 0% rate: some may still have to file a tax return
· is the Canadian source income (1) active or (2) passive? They are taxed differently.

(1) ACTIVE

· is taxable under Part I 

· non-residents are liable for Canadian income tax on their Canadian source income and the amount of tax they are liable for is computed in accordance with Division D which is at s. 115 (s.2(3))

· 115 provides non-resident’s active income in Canada is calculated per Division B (s.3), but as if the non-resident had no other income than their Canadian source income (ie no world income) (115)

· a non-resident person has active Canadian source income if at any time in the current or previous year if she did one of the things listed in s. 2(3) and if so is required by Part I to file tax return for those 2(3) things
2(3) tax payable by non-resident persons. Where a person who is not taxable under sub (1) for a taxation year 

(a) was employed in Canada,  

(b) carried on a business in Canada, or  

(c) disposed of a taxable Canadian property, 

at any time in the year or a previous year, an income tax shall be paid, as required by this Act on the person’s taxable income earned in Canada for the year determined in accordance with Division D.
2(3)(a) NON-RESIDENTS EMPLOYED IN CANADA

· 2(3)(a) a non-resident person who is employed in Canada is subject to Part I tax
· tax liability for non-resident income from employment calculated in 3(a) as if the non-resident had no other income than their Canadian source income (ie no world income) (115(1)(a)(i))
· Employment in Canada is a question of fact – generally work performed in Canada is taxable as Canadian source income

· applies whether or not employer is a resident

· 115(2) deems the following non-resident persons to be employed in Canada: 

· full time post-secondary students in Canada; 

· persons who ceased to reside in Canada in a previous year to attend/teach post-secondary outside of Canada

· persons who ceased to reside in Canada in a previous year to carry on research for which they received a research grant

· persons who ceased to reside in Canada in a previous year but receive remuneration in the current year in respect of an office or employment from a Canadian resident

· individuals who receive a signing bonus that is deductible for Canadian income tax purposes by the person who paid the bonus if the payment was for services to be performed in Canada

· US CAN TAX TREATY: Article XV
· Primary right to tax employee compensation rests with country of residence but the source country may tax if:
· Remuneration more than $10, 000 of source country’s $
· Individual is present in source country for more than 183 days in the taxation year (physically present, includes all days and part of days, including arrival and departure)
· A permanent establishment or fixed base in or resident in the source company bears the cost of compensating the individual (“bears” = deducts cost of wages from its taxes)
2(3)(b)NON-RESIDENTS CARRYING ON BUSINESS IN CANADA

· 2(3)(b) a non-resident person who carries on business in Canada is subject to Part I tax

· tax liability for non-resident income from carrying on a business in Canada is calculated in 3(a) as if the non-resident had no other income than their Canadian source income (ie no world income) (115(1)(a)(ii))

(1) IS THE NON-RESIDENT CARRYING ON A BUSINESS AND 

· 248(1) non-exhaustive definition applies: business includes a profession calling, trade manufacture or undertaking of any kind whatever and . . . an adventure or concern in the nature of trade but does not include an office or employment”
· an intention to profit is inherent in this definition so the CL has looked to the intention of the taxpayer and that is evidenced through objective activities: a few factors -

· the amount of money they have put at risk, 

· the amount of activity which they have generated to make money – reflected by number of people to assist in the activity, time spent, advertising, amount charged for goods or services being rendered, ability of the activity to generate money
(2) IF YES, IS THE NON-RESIDENT CARRYING ON THE BUSINESS IN CANADA? 

· s. 253 extends meaning of “carrying on business” where a person who is a non-resident person (b) solicits orders or offers anything for sale in Canada through agent or servant, whether contract or transaction is to be completed insider or outside of Canada or partly

· some factors to determine whether a non-resident is carrying on a business in Canada: (location of contracts; location where goods are delivered and payments made; location of business assets; location where it derives provides; location of bank accounts, listed telephone numbers and addresses; location where it purchases assets; degree of supervisory or other activity in Canada; whether its activities in Canada are integral or merely ancillary to its main business)
· US CAN TAX TREATY

· Article VII general rule 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” = fixed place of business win which the business of the enterprise is wholly or partly carried on; requires a degree of permanence and stability
· Article V defined permanent establishment – including: fixed place of business; a factory; workshop; office; branch; place of management; contraction site lasting more than 12 months, etc
· Fowler how “fixed” do you have to be: physically static – not a high threshold (here PNE vendor from Washington state found to be liable even though only here for two weeks)

2(3)(c)NON-RESIDENTS DISPOSING OF TAXABLE CANADIAN PROPERTY (CAPITAL GAIN /LOSSES)

· 2(3)(c) a non-resident person who disposed of taxable Canadian property is subject to Part I tax
· as tax liability for non-resident income from capital gains and losses is calculated in 3(b) as if the only property disposed of by the taxpayer was Canadian property (ie no world income)  (115(1)(b))
· 248 “taxable Canadian property” most frequently run into – real property or an interest therein; shares of Canadian private corporations
· US / CAN TAX TREATY Art. 13 US/Can Tax Treaty deals with capital gains; essence: (1) general rule that Canada has the right to tax real estate gains realized by residents of US; however, Canada yields its right to gains from the sale shares of Canadian private company unless that corporation has a significant amount of its value derived from Canadian real estate (more than 50%)
CLEARANCE CERTIFICATES

· 116 creates a process whereby a non-resident of Canada is obliged to request permission and advise Canadian government of proposed disposition of Canadian property obligation to obtain a clearance certificate from Canadian government in respect of the sale of Canadian Property 

· 116(5) if purchasor from a non-resident is not given a clearance certificate then the purchasor is liable for a whole bunch of money - 25% of purchase price
· Real estate conveyance practice to deal with non-resident – hold back the 25% to force a clearance certificate

· Can ask for affidavits or statutory declarations that they are not non-residents of Canada

· 116(5) requires the purchasor to make reasonable inquires re: residency and clearance certificates
· This issue comes up in Family law; corporate – commercial; real estate, etc; and is a professional negligence issue because if you do a transaction of property with a non-resident and you don’t warn, set up hold back, or get clearance certificate you will be sued!
· 128.1 when cease to be a resident of Canada by cutting the ties which indicate residency, you are deemed to dispose of property at fair market value

· policy: Canada wants to tax your capital gain as if you had sold it before you left Canada while they still have you!

Note No capital gain when giving away money because you give away same value
NON-RESIDENT DEDUCTIONS

· 115(1) DEDUCTIONS for non residents (d) (d.1) (e) (f) if basically all of the non-resident’s income is Canadian source income may be allowed to deduct other deductions as may be wholly reasonable (ie like Canadian residents) 

TREATY OVERRIDES FOR PART I TAX (also applies to PART VIII tax)

· usually your country of residence will give you a tax credit for the foreign taxes you pay in the other contracting state, but credit will only be given up to the credit of the tax rate of the country of residence so you will pay the higher of the two rates (US res. owe 10$ in Cnd tax, but US tax would be 15$; pay the 10$ to Can plus 5$ to US)

(2) PASSIVE

· Analyzing Part XIII – define type of income; does the tax treaty relieve or reduce??

· passive income is income from things like dividends, interest, or royalties, where the receipts flow from the property itself not from activity which the owner expends to generate the income

· is taxable under Part XIII
· Part XIII does not require a tax return – it imposes on the resident paying the non-resident to collect – the Canadian resident who pays is responsible for the FLAT tax; must withhold 25% of the gross amount and pay it to the government (214(1))

· Part XIII levies a flat or fixed tax: a general rate of withholding per Part XIII is 25% unless reduced by a tax treaty (US/CAN – 10%)

· Part XIII certain things are taxable: 

· 212(1)(a) management fee  

· 212(1)(b) Interest from Canadian borrower exceptions: Canada Savings Bonds; government debt instruments 

· interest – compensation for the time value of money; compensation for the use of funds (Definition section of Part XIII is 212(4))

· 212(1)(c) Estate or trust income.  Non resident beneficiary of a trust gets income from a Cnd trust 25% withheld

· 212(1)(d) Rents, royalties, etc.  (royalty – amount paid with reference to use of property – percentage of sales, profits or revenues) a withholding tax at a rate of 25% is payable by the resident payor to the government

TREATY OVERRIDES FOR PART VIII TAX (also applies for PART I tax)

Can/US Tax Convention

Article XI: Interest 

· This section reduces the amount of Part XIII tax to be withheld from 25% to 10%

Art XII Royalties 

· totally eliminates some withholding taxes re: royalties to keep the flow of intellectual property 

· lxi of ITA – rates of withholding tax under tax treaties

· So passive flat withholding tax is subject to (1) the Treaty, and then (2) to tax credits which your country of residence may give
· usually your country of residence will give you a tax credit for the foreign taxes you pay in the other contracting state – credit will only be given up to the credit of the tax rate of the country of residence so you will pay the higher of the two rates  (US res. owe 10$ in Cnd tax, but US tax would be 15$; pay the 10$ to Can plus 5$ to US)

BASIC PERSONAL INCOME TAX CALCULATION

· 2(1) income tax shall be paid on the taxable income for each taxation year of every person resident in Canada at any time during the year
· 2(2) taxable income is income for the year as computed by Division B, plus/minus deductions and additions provided for in Division C
· taxation year is defined as 249.1(1)(a) corps or partnerships – generally its fiscal period; 249.1(1)(b) in the case of a human individual, a calendar year
DIVISION B – Computation of Income 

· 3 the income of a taxpayer for a taxation year for the purposes of the Part is the taxpayer’s income for the year determined by the following rules: (a + b – c – d = e or f)

(a) take total of all amounts each of which is your income from a source inside and outside of Canada (all employment, office, business, property or other sources);

(b) take taxable capital gains and subtract taxable losses
(c) add up totals from (a) income and (b) capital gains-losses and take away any deductions from SUBDIVISION E - see if you have anything left that is a positive number – if zero or less you can stop here 

(d) take your positive (c) total and take away any losses from (a) (ie losses from business) and see what you have left  

(e) whatever you have left over is your income for the year  OR

(f) if you have less than zero you are deemed to be zero

(a) INCOME (b) CAPITAL GAINS/LOSSES (c) DEDUCTIONS (d) LOSSES
3(a)INCOME
WHAT IS INCOME?
Definition

· 248 does not have a definition of income

· in the absence of specific statutory rules, income means net income determined in accordance with ordinary commercial principles (Dominion Natural Gas) 

Excluded from Income

· to be taxable in Canadian tax law income must be from a source - stems from UK jurisprudence

· That is why Windfall Gains and Gifts are not taxable: non-recurring, not predicable, happenstance type things – not income because there is no sources from which the money came

· Windfall Gains 
· not income for tax purposes

· a gain that is unexpected, unplanned and unrelated to a named source of income (ie employment, business, capital gains, etc)

· more specifically, a gain that -  does not result from a legally enforceable claim; is not expected, either specifically or customarily; is not likely to recur; is not customarily a source of income for the recipient; is not given as consideration; is not earned as a result of an activity or pursuit of gain

· Gifts and Inheritances 

· a gift is a voluntary and gratuitous transfer of property from one person to another that is willingly accepted

· not income for tax purposes

· Gifts are seen as being capital – so you give a gift to me it is a transfer of the tree not the fruit
· strike pay is also not taxable – it does not flow from a source (Fries)

· Subdivision G s. 81 – Amounts not included in Computing Income: War pensions; personal injury awards; war damages; Hepatitis C trust; other statutes can do this – s. 87 of the Indian Act
SOURCES OF INCOME

INCOME FROM PROPERTY AND BUSINESS

· Subdivision B deals with Income or Loss from a Business or Property

· 9(1) and (2) are the starting points for the computation of income for business or property

· 9(1) Subject to Part I a taxpayer’s income for a taxation year from a business or property is the taxpayer’s profit from that business or property for the year
· general rule  is that income from business or property represents the excess of revenues over expenses over the taxation year because the ITA taxes on a NET basis
· EXPENSES whole spend money to make money idea s. 18(1)(a)

· proof of expense is key – receipts people!
· s. 9(1) speaks of net  - an income based on your profit

· s. 9(2) loss – if costs greater than revenues (SEE LOSS UNDER 3(d) BELOW)

· calculations under s. 9 happen under a business by business or a property by property basis - calculate income or loss from each of these sources, and then income goes into 3(a) – loss goes into 3(d)

WHAT IS PROFIT?

· Profit may not be your income – but it is the first step because income is revenue minus costs, but is subject to other rules in Part I which may affect what income is (9(1))

· The ITA does not provide that income must be computed in accordance with GAAP (generally accepted accounting principles)

Canderel Limited v. The Queen (SCC 1997)

· The SCC clarifies the issue of profit computation for the purposes of the ITA

· Loss is also based on the principles of this case

REASONING
· Profit is not defined in s. 9(1) of the ITA nor anywhere else in the ITA

· This intentional legislative decision shows that there is really no single definition that can adequately apply  to the millions of individual taxpayers

· TEST FOR INCOME

1. Determination of profit is a question of law: the meaning of profit is a question of law; Calculating Profit is a Q of mixed fact and law

2. The profit of a business for a taxation year is to be determined by setting revenues for the year against expenses incurred in earning said income

· 18(1)(a) is a general limitation which prohibits deducting 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 business or property
· when you incur you become legally obligation to pay it 
· “for the purpose” does not require that it directly cause the money making (ie clients to lunch counts) Royal Trust (1957)
3. In seeking to ascertain profit, the goal is to obtain an accurate picture of the taxpayer’s profit for that year

4. In ascertaining profit, the taxpayer is free to adopt any method with is not inconsistent with:

(a) the provisions of the ITA;

(b) the common law; AND

(c) ordinary principles of commercial trading or well-accepted business principles

5. well-accepted business principles (including, not limited to GAAP) are not rules of law, but are interpretive aids and only influence calculation of income on a case by case basis
6. Onus on reassessment: once taxpayer shows she has provide an accurate picture of income for the year in line with the above principles, the onus shifts to the Minister to show either that the figure provided does not represent an accurate picture, or that another method of computation would provide a more accurate picture

Exam notes

· So in a case you would want to call experts in the particular industry – to show what others who do business in the same field normally do
· What facts do you need to bring forward to win your case??  What do you need from your client?
· You need to bring forward the taxpayer, an accountant, experts in the field
WHY DISTINGUISH BETWEEN INCOME FROM BUSINESS AND INCOME FROM PROPERTY?

(1) 
there are more liberal deductions for income from business than income from property
(2)
the overall tax burden on corporations make income from business taxed lighter income than property 

· rationale for this preference in ITA: tax policy, to encourage enterprises which employ other people

(3) 
certain anti-avoidance rules only apply to income from property, not from business

How to distinguish:

· A court will look at the degree of services provided and the number of people employed in the enterprise

· Is the compensation for right to use/occupy the property, for other services?

· Example:  

· landlord v. hotelier; the more services the landlord provides, the more it is a business because the compensation is becoming more than the right to occupy the property – there is more going with it

· the hotelier – things given / done by hotel given that are more than right to occupy: housekeeping; soaps; shower cap; towel

BUSINESS

defined
· 248 non-exhaustive – “business includes a profession calling, trade manufacture or undertaking of any kind whatever and . . . an adventure or concern in the nature of trade but does not include an office or employment”
· it is an activity as opposed to an entity
· traditional CL definition: anything which occupies the time and attention and labour of a man for the purpose of profit
· an intention to profit is inherent in this definition (not necessarily the realization of profit) so the CL has looked to the intention of the taxpayer and that is evidenced through objective activities: a few factors -

· the amount of money they have put at risk, 

· the amount of activity which they have generated to make money – reflected by: 

· number of people to assist in the activity, 

· time spent, 

· advertising,

· amount charged for goods or services being rendered, 

· ability of the activity to generate money

· “trade” the business of selling goods, with a view to profit, that the trader has either manufactured or purchase

· “ . . . adventure or concern in the nature of trade”: intended to catch activities which were not done on a repetitive basis; intended to tax people as if they are carrying on a business if they only engage in an activity on a one time basis (hence “adventure”)

BUSINESS OR HOBBY

· the pursuit of profit differentiates a business from a hobby: the first question to determine is whether the taxpayer undertakes the activity in purpose of profit or as a personal endeavor or hobby
· pursuit of profits  - not its realization (ie you can pursuit profit but not get it) – is the key element in distinguishing between commercial ventures and hobbies

· look for indicia of commerciality or badges of trade: advertising, ability to generate money, commercial risk, etc

BUSINESS INCOME / LOSS OR CAPITAL GAIN / LOSS

· will be an exam Q – is the money a taxpayer earns from buying and selling property a business activity or a capital gain? Sometimes asks as Crown or D; identify the facts you need; apply the law to the facts 

Why Distinguish? 

· The sale of property can generate income and give rise to either income from business or a capital gain

· distinction is important capital gains are generally taxed at a lower rate: only half of gain is a taxable capital gain, while income is taxed at a whole
· Government wants things to be income because taxed on ALL income – whereas only 50% of capital gains are taxable; contrast with losses where government wants them to be capital losses because then only 50% AND only deducted from capital gains – whereas losses from business can be deducted from income and capital gains
How Distinguish?
· distinction is created in the common law, not expressly in the ITA

· income from business derives from trading or yield of an investment; the fruit from the tree you own

· capital gains derive from sale or realization of the investment; the tree itself
· so we must identify whether the taxpayer has traded assets or sold an investment: the distinction between the two lies in the intention at the time of acquisition of the property: was the taxpayer’s operative intention at the time she acquired the property to trade (do business) or to invest (hold property)?
· Nature of the Property Depends on the Taxpayer intention at time of Acquisition
· A taxpayer attempting to claim a capital gain from disposition of an asset must show 
(1) her primary intention at the time of acquisition was to make an investment AND 

· Investment or capital asset is an asset or property acquired with the intention of holding / using to produce income; 
· taxpayer acquires property with the intention to trade – to resell property for profit – the gain or loss from the trade is business income or loss
(2) that she had no secondary intention at that time to trade in the particular property – 
· that early resale at a profit was not a motivating consideration at the time of acquisition; that the taxpayer was not actively contemplating the potential of profit from resale at the time of investment

· this requires more than mere awareness that will sell it at some point in the future – a gain or loss resulting from a changing investment climate does not make it an adventure in trade 
· Primary and secondary intention is always a question of fact

· Intention is evidenced by various criteria – but no single criteria is determinative
(1) Number of similar transactions

· Evidence of similar transactions = weighs for income from business / property
· Greater number of similar transactions = more weight
· A single transaction can give rise to income from business / property if the transaction is closely related to the taxpayer’s ordinary business
(2) Nature of the asset

· Is there a possibility – even a remote one – that the asset will yield income? If yes – favours finding of capital asset
· Gain from disposition of shares = generally capital (unless trader / flipping for profit)
· Gain from disposition of land (particularly raw land) or a share interest therein = generally trading (unless acquired to gain rents)
(3) Related activity

· Very strong presumption that a gain or loss is closely related to the taxpayer’s ordinary business activities, they will be categorized as business income or loss
(4) Corporate objects and powers

· Characterization of corporate income depends upon the business actually conducted, not by any restrictions on its powers in its constating docs (so use same analysis as set out here) 

(5) Degree of organization

· If a taxpayer deals with property in much the same way as a deal would with similar profit – likely to be business income / loss

· So even if singular event – if it is in “the nature of trade” it is dealt with as business income

· 39(4) guaranteed capital gains election file a form so that the disposition certain publicly trade stocks will result in a capital gain (one of few ways taxpayer can guarantee themselves a certain treatment); wouldn’t want to do it if you thought you might lose money, or you might want to say that it was an adventure

PROPERTY
· 248 property definition – property means property of any kind whatever whether real or personal or corporeal of incorporeal and, without restricting the generality of the forgoing, includes:

(b) a right of any kind whatever, a share or chose in action,

(c) unless contrary intention is evident, money,

(d) a timber resource property, and

(e) the work in progress of a business that is a profession

· income from property may include
· rents (compensation from use of property), 

· dividends (yield from ownership of shares), 

· interest (compensation from the use of money)

· the property is the tree – income is the fruit, the yield of the tree – when you sell the tree you will have a capital gain / loss – when you deal in fruit you have income from property

· need to distinguish between income from a sale of the property and income from the property – ie interest; dividends; the yield from your property is taxed as income from property
· sale of property may be income from business or a capital gain (as the case may be), but income from property is income derived from the property while the taxpayer has the right to so do

INCLUSIONS IN INCOME FROM PROPERTY AND BUSINESS
· 12 modifies what otherwise goes into your income from business or property per s. 9 by providing certain things be included in income from business or property
· the concept is that of earning:  you earn income when you render a service or sell goods – even though you haven’t been paid yet (ie sent the bill after completing service but you haven’t been paid) 

12(1) Income inclusions.  There shall be included in computing the income of a taxpayer for a taxation year as income from a business or property such of the following amounts as are applicable

· 12(1)(a) Services to be rendered
· 12(1)(b) amounts receivable
· 12(1)(c) Interest any amount received or receivable by the taxpayer in the year (depending on the method regularly followed by the taxpayer in computing the taxpayer’s income) as, on account of, in lieu of payment of or in satisfaction of, as interest to the extent that the interest was not included in computing the taxpayer’s income for a preceding taxation year

· Receivable – legal obligation on the person to pay; you have a legal right to demand payment – so if you have received interest or you have the right to receive interest you have to pay tax on it

· (depending on the method . . . ) can choose to pay tax on the interest on a cash basis (when they get paid) or when they have the right to get paid

· as interest – interest is compensation for use of money – well established SCC definition

· to the extent that the interest was not included – you have not paid tax on this interest before

· 12(1)(g) Payments based on production or use - any amount received . . . that was dependent on the use of or production from property whether or not that amount was an installment of the sale price of the property, (except agricultural land)

· not receivable – just received

· example – songwriters – royalties – get paid on a per unit basis (per sale; per play on the radio); harvesting of logs; or gravel / minerals, etc for people to be paid on how much is derived from the ground

· this provision generally catches royalties
· 12(1)(x) inducement, reimbursement, etc. Any particular amount . . .  received by the taxpayer in the year in the course of earning income from a business or property from

(i) targets inducement payments received in the course of earning income from a business or property

· brought in after 1985 after cases found amounts to not be taxable – common where a landlord has to find tenants and sometimes need to pay tenants an inducement to rent (common in commercial properties when high vacancy); this money is no longer tax free! (12(1)(x)(i)(A))

(ii) taxes amounts received from governments where the particular amount can reasonably be considered to have been received
SUBDIVISION B DEDUCTIONS FROM INCOME FROM BUSINESS OR PROPERTY

· s. 18 prohibits certain deductions
· s. 20 allows certain deductions
· s. 67 General Expense Limitation
SECTION 18 PROHIBITED DEDUCTIONS

· in order to find out net profit (ie income) is for the purposes of s. 9 – we have to deduct the costs from what we spent

· s. 18 modifies which expenses you can deduct for tax purposes 

· it provides a series of rules for modifying the expenses (of doing business) which would otherwise be deductible from income from property or business under s. 9
18(1) provides a prohibitory list – things that no deduction shall be made in respect of  in computing the income of a taxpayer from a business or property 
· 18(1)(a) is a general limitation which prohibits deducting 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 business or property
· when you incur you become legally obligation to pay it 

· “for the purpose” does not require that it directly cause the money making (ie clients to lunch counts) Royal Trust (1957)

· 18(1)(h) Personal and living expenses – personal or living expenses of the taxpayer, other than travel expenses incurred while away from home in the course of carrying on the taxpayer’s business are prohibited

· a lot of times costs are apportioned between personal and business – ie computer at home; cell phone; blackberry – these will be pro-rated

· 18(1)(b) Capital outlay or cost. Cannot deduct outlay or expense on account of capital except as expressly permitted by Part I
· if you spend money to acquire capital, you cannot deduct the expense unless another section in the Act says you can

· CL definition of capital expenditure: essentially is an expenditure has lasting value beyond the year (ie computer)

· It is not a “current” expense like a wage

· 18(1)(l) use of recreational facilities and club dues cannot be deducted
(i) 
for the use or maintenance of property that is a yacht, a camp, a lodge or gold course or facility, unless the taxpayer made or incurred the outlay in the ordinary course of business (ie that is their business to doe that thing)

(ii) 
as membership fees or dues in any club the main purpose of which is to provide dining, recreational or sporting facilities for its members

· 18(1)(e) Reserves, etc. Cannot deduct contingent liabilities

· ie if you reduce the amount of your profit for anticipated liabilities

· contingent: an amount you may not have to pay

SECTION 20 ALLOWABLE DEDUCTIONS

20(1) Notwithstanding 18(1)(a)(b) or (h) even you have an expense prohibited by those, you can deduct such of the following amounts as are wholly applicable to that source or such part of the following amounts as may reasonable be regarded as applicable thereto:

(c) interest paid in respect of borrowed money pursuant to a legal obligation to pay interest on:

(i) borrowed for the purpose of earning income from a business or property

or a reasonable amount in respect thereof, whichever is the lesser

· Major issue of litigation: 20(1)(c)(i) the money must be used to earn income from business or property before it can be deducted – borrowed funds must be traced to an expenditure for the purpose of earning income from business or property
· Key point from the common law – courts look to the direct use of funds to see if interest deductibility is allowed – if it was used to make (or attempt to make) more money, then you can deduct the interest payment from your income from business or property
SECTION 67 GENERAL EXPENSE LIMITATIONS

· 67 General limitations re: expenses. Expenses are only deductible to the extent that the outlay or expenses was reasonable in the circumstances
· ie hire kids, have to pay them what you pay everyone else – common to deny payments to family members in excess of what you would pay a stranger

· 67.1(1) Expenses for food, etc. the lesser of 50% of 

(a) the amount or 

(b) the amount that would be reasonable in the circumstances 

· Stapley – get the deduction only if you go with the client 

· 67.1(2) (f) Christmas party provision - exceptions ie can deduct 100%
· 67.5(1) non-deducibility of illegal payments. No deduction shall be made in respect an outlay or expense for the purpose of doing anything that is an offence under CC

· 67.6 Non-deducibility of fines and penalties,  No deduction shall be made that is a find or penalty imposed under a law of a country or political subdivision of a county by any person or public body that has authority to impose the fine or penalty

CAPITAL COST ALLOWANCE

· the fundamentals of the cost expenditures allowance are tested every year

· certain amounts of capital expenditures are also deducible, but the ITA does not allow to deduct all in one year because you can use them for more than one year and they generate income for more than one year – so it would not provide an accurate, fair picture of income to deduct it all at once.  

· So the ITA allows a taxpayer to deduct the cost associated with capital expenditure over a number of years
Do I want it to be a current cost or a capital cost expenditure? Depends on if I am the Crown or taxpayer.
· Current expenditures reduce income in the current year – capital expenditures are deducted over a period of time 

· A current expense reduces income as quickly as possible, so there is taxpayer bias to want to have things found to be current expenses because they want to deduct full amount as quickly as possible – a lot of tax planning revolves around the timing of expenditures

· Crown wants to argue – want capital expenditures – deducted over a long period over time – why?

· Because 3(a) we put in income from business and property – if we make 0 we pay 0
· Generally, people try to minimize their income and the Crown tries to maximize it
FORMULA:

· 18(1)(b) Capital outlay or cost. Cannot deduct outlay or expense on account of capital except as expressly permitted by Part I
· 20(1)(a) when computing a taxpayer’s income from the year from business or property there may be deducted . . .  such part of the capital cost to the taxpayer of property, or such amount in respect of the capital cost to the taxpayer of property, if any, as is allowed by regulation
(1) STEP ONE is it capital property

· must be “capital property” – ie not current expense, last beyond the year: capital property is defined in s. 54 as property, the disposition of which will give rise to a capital gain or loss; generally, the characterization of a gain / loss as being from income or capital is determined by reference to CL principles (see above)
· capital expenditures – have value beyond the end of the year

· current expenses do not have value beyond the year (like wages)
(2)
STEP TWO calculate the capital cost of the asset

· “capital cost” is not defined in ITA: it means the total costs associated with acquiring a piece of property (ie actual cost, store mark-up, taxes – the total of what you spent on it - including legal costs / real estate fees)
· what are repair costs? Depends - one of the most litigated areas – because it is very fact specific
· if you change the asset significantly that add to and increase its value – capital expenditure, adding to the capital cost of the asset

· to the extent that you maintain assets to current, regular state – do not add value – that is not 

· courts will be more likely to see a regular, steady amount as repair – and a one time shot of a lot of money as a capital expenditure
(3)
STEP THREE  calculate the deduction allowed by regulation
· Capital Cost Allowances are governed by ITR; Part XI; Reg. 1100: this provides what percentage of the capital cost can be deduced from income each taxation year for the purposes of s. 20(1)(a) in respect of which class the asset belongs to (1100(a)) 

· That percentage is then applied on a declining balance basis
· You pool assets in each class (so a jetty, mole, and culvert – you take 4% of the total of the assets in that pool)   (Land it not deductible he said is that right??)
· Aggregate to this Different assets have cost classes that are different

· Point: ITA allows different capital costs to be deducted at different rates to address the relative speed of  obsolescence / life expectancy of assets (ie building a 4% and linens 100% - linens wear out before buildings) 
· Some listed assets do not conform to this reasoning, but because taxpayers want to be in Classes that have higher percentages of deductibility  - by putting an asset in a class with a high % deduction rate (ie Canadian feature films) the government can serves a political and socio-economic purpose to encourage spending on certain assets
· example – a building

· Buildings are in Class One – 4%; Capital cost - $100 

· How long is the 4% a year go on for – 4% every year for ever would be a “straight-line”, BUT the ITA employs a system called declining balance basis – so first year 4% of total, next year take away 4% from the total (ie 4% of $96) and then you get 4% from that – until the original amount is totally eroded

(4)
STEP FOUR – selling the capital asset
· back to $100 building

· year 1 – get to deduct 4% - left with 96 to deduct in the future

· that $96 is called the undepreciated capital cost “UCC”
· year 2 - I sell the building

for EXACTLY the UCC
· UCC and proceeds from disposition are equal ($96) so there are no tax consequences; 

· have recovered full $96 not out of money – was only able to deduct 4% in the year I bought it, and I used that to deduct my income

for LESS than the UCC
· sell for less that the UCC the ITA gives the taxpayer a deduction in the year of sale for the undeducted amount – a terminal loss s. 20(16)
· If I sell for $94 and the UCC is $96, that means that I did not get to deduct enough based on what it is worth
· makes sense because over the should be able to deduct 100 in total over the expected life span of the asset - I deducted 4, recovered 94, and was out of pocket the 2 – so I can claim it as a deduction when I get rid of the asset

for MORE  than UCC
· in the year you sell the property you are required to recapture the difference between what you sell it for and the UCC – s. 13 the recapture goes back into your income in the year in which you sell it
· sell for $98 – for $2 more than UCC; recovered $2 more than UCC – ITA says we gave you too much of a deduction because you were able to sell it for the undeducted balance, really you shouldn’t have been able to sell it for more so, $2 goes back into your income this year!

· Another example sell for $100 – deducted $4 first year had $96 – sell for $100 – you got $4 more than UCC – so you recapture $4 into your income in the year of sale

· The maximum amount of recapture you can have is 4$ - why?? Because that is the most you deducted of the costs – the most you can recapture is what you deducted
Two little nuggets to digest:

· Purchasers of assets want to try to allocate the price of what they buy to those assets which give rise to the quickest fasts deductions

· Vendors want to try to allocate the price to those assets which give rise to the least amount of tax – away from assets which giver rise to recapture, which is fully taxable as income

· ie selling a restaurant – allocate price to linens, not the building

LOOK AT CLASSES IN ITA – CHART ON PAGE 



CAPTIAL  COST ALLOWANCE - INTANGIBLES

20(1)(b) Cumulative eligible capital amount. (basically, the capital cost allowance system for intangibles)

· Apply to earning income from a business (NOT property) which was not otherwise deductible under the ITA
· 20(1)(b) – rate of 7% on declining balance basis – BUT only ¾ of the asset is deductible (not whole thing)

· see if it fits under 20(1)(a) first, then here if you are taxpayer because under 20(1)(a) can deduct whole amount

· Concept: ie make capital expenditure to make income from business or property, but can’t find the asset in the classes because it is an intangible asset  – ie goodwill, a customer list, location (incorporation costs very common capital expenditures – not current because for life of company)

· A number of expenditures (like intangible) were not otherwise found in the ITA and per 18(1)(a) cannot deduct things unless permitted by Part I; people said this was unfair – because were spending money to make money

· 1972 amendments permitted the deduction of certain intangible capital expenditures 

IF YOU BORROW MONEY TO BUY A CAPITAL ASSET REMEMBER THIS!

· interest is the compensation for the use of funds

· if you borrow money to spend money to make more money – then interest is a cost of doing business so you can deduct it per 20(1)(c) 
· SEE ABOVE SECTION 20 ALLOWABLE DEDUCTIONS 
INCOME FROM EMPLOYEMENT
EMPLOYMENT INCOME

· 5(1) Income from office or employment. Subject to Part I, a taxpayer’s income for a taxation year from an office or employment is the salary, wages and other remuneration, including gratuities, received by the taxpayer in the year.
· “year” = calendar year

· “received” = actual or constructive payment (constructive payment - paid to and for your benefit, ie to someone else for your benefit)

· 248 “office” means the position of an individual entitling the individual to a fixed or ascertainable stipend or remuneration and includes a judicial office, PM, senate, legislative assembly, etc (“officer” is a person holding such an office)

· 248 “employee” includes an officer

· 248 “employment” the position of an individual in the service of some other person (“servant” and “employee” means a person holding such a position)
· 153(1) Withholding. Every person paying at any time in a taxation year (a) salary, wages, or other remuneration . . . shall deduct or withhold from the payment the amount set out in regulation

· only federal; the Provincial obligation is created by the relevant provincial statute
· Employment Insurance and CPP . . . so there are four different statutes authorizing withholding
(1) Is the taxpayer an employee (if yes, subject to pay tax per s. 5)

· employment is the position of an individual in the service of some other person

· impendent contractors offer their services for a fee

· Why is this an important distinction?

(1) deductions 

· Employees taxed under s.5-8 and entitled to very few deductions in earning their income

· Independent contractors under s.9-31 calculate income on a net basis - can deduct a lot of expenses

(2) employees who lose their jobs claim EI; independent contractors are not
· Employee v. independent contractor is a question of fact and must examine the total relationship between the parties. There is no bright line test, but there are several elements which can distinguish 

(1) Degree of supervision and control 
· Traditional criteria: 

(a) The power to select the person who renders the service

(b) Mode and time of payment

(c) Evaluation of the method and performance of the work; and

(d) The right to suspend or dismiss the person engaged to do the work

(2) Location of the Economic Risk
· employee = guaranteed income no matter what as long as you work; 

· independent contractors - the chance that you will make money or not; there is a risk of not getting paid if you are an proprietor; prospect of loss for proprietor

(3) Ownership of the tools of trade
· Own your tools – likely independent contractor

(4) Function essential to the core business?
· If yes - employees

May also want to consider:
· Intention to contract weight in favour of independent contractor (but is not determinative)

· terms of the contract and factors of conduct will be considered Royal Winnipeg Ballet – dancers were independent contractors: if there is a statement in contracts saying “you are not employees” something to consider 

· Opportunities for outside employment

· Method of remuneration for services

· Arrangements for holidays / sick leave / medical coverage

(2) Does the taxpayer hold an office (if yes, subject to pay tax per s. 5)

· Office per s. 248(1) a position that entitles an individual to a fixed or ascertainable stipend or remuneration

· Different from employment in that does not require person to be in service of another person like employment does - but both are taxed on remuneration and benefits
BENEFITS

· s. 6 brings into income the value of any benefits that the taxpayer receives or enjoys in a year  
· a benefit is an economic advantage, measurable in monetary terms, that an employer confers on an employee in her capacity as an employee
· 6(1) amounts to be included as income from office or employment.  There shall be included in computing the income of a taxpayer for a taxation year as income from an office or employment such of the following amounts as are applicable

· 6(1)(a) value of benefits including board, lodging, or any kind of whatever during the year in respect of, in the course of, or by virtue of an office or employment . . . .

· legal issues: (1) is it a benefit? (2) what is its value? (3) is it enjoyed by employee? (4) is it in respect of, in the course of or by virtue of employment? If YES to all, unless it is statutorily exempt, it will be included as income
(1) benefit
· better of by virtue of receipt of what they got?

· common law position – if the perk is primarily for benefit of employer, not the employee, the employee will not have to pay tax on that (ie courses for continuing legal education)

· 14 Telus employees assed for parking provided by Telus; of those 14 who had to go to visit clients it was found needed cars primarily for the benefit of employers so not employee benefit – for others, for benefit of employee so taxable (Addler)

· BUT it does not mean that employee can’t enjoy it – ie having to live in a suite in a luxury hotel as a manager (Benaglia)
(2) what is its value?
· CRA as a matter of policy will not tax a benefit unless it can easily measure the valie in monetary terms

· No single formula for valuation: some argue cost to employer, some according to market price for similar products, and some for opportunity cost?

· This would be a place to make arguments about the proper approach

· Should you be taxed on retail price of company merchandise you get? Case – ring with employer symbol on it: CRA said the value was what you would pay an equivalent of the ring at a store – but employee said it was the scrap value of the ring – because who wants that logo! Court agreed with the scrap argument

· CRA has said first place ticket bought with frequent flier points employer let employee keep were not worth the full amount because points makes it harder to get seats – had nominal value

(3) received and enjoyed by employee?
· Usually will be resolved in step one – ie if pass one usually pass this one

· Low threshold

(4) respect of, course of, virtue of employment?
· Nexus between receipt or provision of the benefit and the employee relationship

· TEST - but for the employment relationship, the money would not have been paid
· “in respect of” = interpret as the broadest relationship possible

· taxpayer was a friend of a stock promoter who provided stock option benefit (free shares) and CRA came along and assessed her for a taxable benefit; court said no (Busby)
· 6(1)(a) con’t . . . EXCEPT any benefit

(i) MSP; CPP

(ii) Under a retirement compensation arrangement

(iii) In respect to use of automobile

(iv) Counseling services

· 6(1)(b) personal or living expenses.  All amounts received by a taxpayer in a year as an allowance for personal or living expenses or an allowance for any other purpose are taxable, except: (long list of things to cover traveling sales types jobs)

· “allowance” – an amount you are free to spend without accountability

· if you have to account for it, it is generally seen as a reimbursement; if you do not have to account for the money, it is like more salary

· the concept underlying 6(1)(a) and 6(1)(b) to the extent that you are made better off by cash or near monetary amounts paid by your employer, you have a greater ability to pay and therefore should be taxed on the amounts 

· 6(1)(c) Director’s or other fees – if you are a director of a company, you get taxed on the fees you get for performing that service
· 6(3) Inducement and non-compete payments general terms: ensures inducement payments made to prospective employees and non-competition payments made to departing employs are considered remuneration and therefore are taxable under s. 5 upon receipt
· 6(9) amount in respect of interest on employee debt. If you receive a no or zero interest loan form  - when you have an employment benefit in respect of an employee loan

· a loan is a capital transfer and therefore not income
·  a little anti-avoidance rule (cannot ask employer to give spouse your free car to keep it out of employment income)

· 56(2) indirect payments A payment or transfer of property made pursuant to the direction of, or with the concurrence of, a taxpayer to some other person for the benefit of the taxpayer or as a benefit that the taxpayer desired to have conferred on the other person . . .  shall be included in computing the taxpayer's income to the extent that it would be if the payment or transfer had been made to the taxpayer.
STOCK OPTIONS

· OUTLINE (1) what happens when you get the benefits and (2) what happens when you sell the shares
· Corporation separate legal entity – ownerships interests are shares owned by shareholders

· Corporations are obliged to issue shares at the prices fixed by directors

· Sometimes corporations will offer employees the option to buy shares at a reduced price – say $1 for a share valued at $100 on the market – employee has 99$ taxable benefit

· s. 7(1)  deals with the issuance of shares for less than market value; this section taxes the benefit derived by anyone who acquired shares of a corporation for less than their fair market value
· if you purchase shares of your employer corporation as a reduced price you are deemed to have a benefit in the amount the difference between what you paid and the fair market price of the shares so that difference goes into s. 5 tax
· You can only be taxed under s. 7 if you have received shares by virtue of employment 

· difference between public companies and Canadian controlled private corporation stock options
PUBLIC CORPORATION
· 7(1)(a)(i) valued at date of acquisition 

· so the savings (here $99 x the number of shares) is included in the income by virtue of s. 7

· “value” of public company shares is fair market value (Steen)

· 7(1)(a)  taxed in the year of acquisition
· concept: if you have money’s worth you have the ability to sell what you got and you should have the cash to pay the tax; if you choose not to sell you must still find the cash to pay for the tax on the benefit
CANADIAN CONTROLLED PRIVATE CORPORATION
· 125(7) definition of Canadian controlled private corporations – corporation resident in Canada (see above residency); valuation of private company shares is hard can look at third party offers or if any have been sold what they went for 

· this creates an incentive for Canadian private corporations to offer these types of benefits – an incentive for employee ownership

· 7(1)(a)(i) valued at date of acquisition
· fair market value (Steen) 

· determining fair market value for shares of private corporations is difficult, but usually valued by reference to estimated future cash flow and net value of assets or the pro rata value of the corporation
· 7(1.1) tax is paid on Canadian controlled private corporation stock options in the year in which the employee disposes or exchanges the securities

· the benefit is taxed in the year the employee disposes of the shares, not the year they acquire them
· theory – because then you will have the cash to pay the tax – because there are often tight restrictions regarding selling shares of the private corporation

· loans for purchasing shares such companies will often offer the employee a loan to but the shares

· if they charge less than a market rate of interest to buy shares at market price – there is a benefit in the interest

· 7(3) tax consequences for employer statute expressly provides that the corporation cannot get a deduction for giving these benefits to employees like it can deduct their wages 7(3)
· 18(1)(p)(i) employers can deduct wages paid to employees

SUBDIVISION A EMPLOYEE DEDUCTIONS

· 8(2) general limitation Except as permitted by section 8 no deductions shall be made from a taxpayer’s income for a taxation year from an office or employment

· so you have to fit into s. 8 or no go!

· 8(1) Can deduct from income from a source of office / employment part or whole of the following which are applicable to that source to the extent they are reasonable 

(b) legal expenses in relation to the employment ie to collect wages

(c) clergy residence 

(e) expenses of railway employees 
(f) sales expenses for which they are not reimbursed 
(h) travel expenses 
(i) amounts paid by the taxpayer in the year which are not reimbursed for

(i)  [this is 8(1)(i)(i)]dues necessary to maintain a professional status recognized by statute (ie law society)

(ii) office rent or salary to an assistant, the payment of which by the employee was required by the contract of employment

(iii) cost of supplies consumed directly in the performance of the duties of the office of employment and that the employee

(iv) trade union dues

· musicians and trades people with tools get tons of deductions under this section
3(b) CAPITAL GAINS/LOSSES

HISTORY: TRANSITION TO TAXING CAPITAL GAINS

· taxable gains were not taxed until 1972

· From 1917-1972 the biggest area of litigation was income v. capital gain because capital gains were not taxable

· what if you bought something before this and expected the gain to be free of tax, but are only now disposing of it?

· ITAR rules “income tax application rules” were intended  to transition the old system of taxation to the new system

· s. 26 of ITAR – (simply put) the gain between when you bought it and 31 Dec 1971 is tax free; you are taxed on the gain from the value on 31 Dec 1971 to date of disposition

· Valuation day: what it was worth on 31 Dec 1971

· Lots of litigation about what the valuation day value was for property then (ie because people wanted high and government low)

· One reason important 35 years on – people who bought land before this are gonna die soon!  See deemed disposition on death

· example
· 1968 buy property for $1; 

· 31 Dec 1971 worth $10; (+9$ gain = tax free)

· sold in 1975 for $20: 

· (20 POD – 1) = 19 ACB

· $19 –$10 (value on 31 Dec 1971) = $9 gain  = 5.4$ taxable capital gain 

BASIC FRAMEWORK

· 3(b) taxable capital gains and allowable capital losses (lingo!) are part of the calculation of taxpayer income for the taxpayer year
· capital gains / losses are governed by SUBDIVISIONC ss. 38-55 of the ITA
· 38(1)(a) taxpayers taxable capital gain for a taxation year from the disposition of any property is ½ of the taxpayer’s capital gain for the year from the disposition of property
· Only ½ of the total gain is included in income – the taxable capital gain
· 3(b)(i)(a) all of the taxpayers taxable capital gains from dispositions of property other than listed personal property
· 38(1)(b) taxpayers taxable capital loss for a taxation year form the disposition of any property is ½ of the taxpayer’s capital loss for the year from the disposition of property

· Only ½ of the total loss is an allowable taxable gain
· 3(b)(ii) there is an internal offset here – cannot offset capital losses from income – ONLY deduct from total capital gains (contrast losses from business and property which offset total income via 3(d) per 9(2))
what do taxpayers want 

· when people make money they want capital gains because only ½ of the capital gain is included as income as a capital gain under 3(b)(1)
· to the extent that people lose money they wish the loss to be regarded as loss business and property / employment etc  because that loss can offset income from any other source per 3(d)

what does the CRA want?

· an the CRA would like to see amounts taxed in full under 3(a) – as income from business
· would like to see losses from the disposition of property to fall as capital losses because only ½ is deductible – and only against capital gains, not income at large (3)(b)(ii)

BUSINESS INCOME / LOSS OR CAPITAL GAIN / LOSS

· will be an exam Q – is the money a taxpayer earns from buying and selling property a business activity or a capital gain? Sometimes asks as Crown or D; identify the facts you need; apply the law to the facts 

Why Distinguish? 

· The sale of property can generate income and give rise to either income from business or a capital gain

· distinction is important capital gains are generally taxed at a lower rate: only half of gain is a taxable capital gain, while income is taxed at a whole
· Government wants things to be income because taxed on ALL income – whereas only 50% of capital gains are taxable; contrast with losses where government wants them to be capital losses because then only 50% AND only deducted from capital gains – whereas losses from business can be deducted from income and capital gains
How Distinguish?
· distinction is created in the common law, not expressly in the ITA

· income from business derives from trading or yield of an investment; the fruit from the tree you own

· capital gains derive from sale or realization of the investment; the tree itself
· so we must identify whether the taxpayer has traded assets or sold an investment: the distinction between the two lies in the intention at the time of acquisition of the property: was the taxpayer’s operative intention at the time she acquired the property to trade (do business) or to invest (hold property)?
· Nature of the Property Depends on the Taxpayer intention at time of Acquisition
· A taxpayer attempting to claim a capital gain from disposition of an asset must show 
(1) her primary intention at the time of acquisition was to make an investment AND 

· Investment or capital asset is an asset or property acquired with the intention of holding / using to produce income; 
· taxpayer acquires property with the intention to trade – to resell property for profit – the gain or loss from the trade is business income or loss
(2) that she had no secondary intention at that time to trade in the particular property – 
· that early resale at a profit was not a motivating consideration at the time of acquisition; that the taxpayer was not actively contemplating the potential of profit from resale at the time of investment

· this requires more than mere awareness that will sell it at some point in the future – a gain or loss resulting from a changing investment climate does not make it an adventure in trade 
· Primary and secondary intention is always a question of fact

· Intention is evidenced by various criteria – but no single criteria is determinative
(1) Number of similar transactions

· Evidence of similar transactions = weighs for income from business / property
· Greater number of similar transactions = more weight
· A single transaction can give rise to income from business / property if the transaction is closely related to the taxpayer’s ordinary business
(2) Nature of the asset

· Is there a possibility – even a remote one – that the asset will yield income? If yes – favours finding of capital asset
· Gain from disposition of shares = generally capital (unless trader / flipping for profit)
· Gain from disposition of land (particularly raw land) or a share interest therein = generally trading (unless acquired to gain rents)
(3) Related activity

· Very strong presumption that a gain or loss is closely related to the taxpayer’s ordinary business activities, they will be categorized as business income or loss
(4) Corporate objects and powers

· Characterization of corporate income depends upon the business actually conducted, not by any restrictions on its powers in its constating docs (so use same analysis as set out here) 

(5) Degree of organization

· If a taxpayer deals with property in much the same way as a deal would with similar profit – likely to be business income / loss

· So even if singular event – if it is in “the nature of trade” it is dealt with as business income

· 39(4) guaranteed capital gains election file a form so that the disposition certain publicly traded stocks will result in a capital gain (one of few ways taxpayer can guarantee themselves a certain treatment); wouldn’t want to do it if you thought you might lose money, or you might want to say that it was an adventure

CALCULATING CAPITAL GAINS / LOSSES

· s. 248 disposition an event which entitles you to proceeds of disposition; any transaction or event entitle a taxpayer to proceeds of disposition of the property
· s. 54 proceeds of disposition (POD) include: the sale price of property that has been sold; compensation for property unlawfully taken; compensation for destroyed property (ie insurance); expropriation; damage, and you are entitled to be compensated as a result; so you can have a disposition of property even if you still own it – it is a broader notion than sale
POD – proceeds of disposition:  the money you make from disposition

ACB – adjusted cost base: cost of property + capital improvements made to the property during ownership

· 47 adjusted cost base and identical properties if you buy a share A and pay $1 then you buy share B a year later for $14 (same company) – the ITA does not require you to keep track of the cost of each identical share - can average the cost of the shares – so your ACB is $7.50 per share for the both

· identical – must be of the same class and have the same share characteristics

EOD - Expenses of disposition : the costs you had to spend to sell the property (ie realtor fees)

CG – capital gain

CL – capital loss

40(1)(a)(i) formula calculating capital gains        CG = POD – (ACB + EOD)

· take 50% to get the taxable capital gain per 38(1)(a)
40(1)(b) formula for calculating capital losses     CL = (ACB + EOD) – POD  
· just the POD and bracket are switched because you spent more than you made
· take 50% to get the allowable capital loss per 38(1)(b)

· remember, allowable capital losses can only offset taxable capital gains per 3(b), whereas losses from business / property offset total income per 3(d)

PRINCIPLE RESIDENCE EXCEPTION

· 40(2)(b) principle residence exception where the human person’s capital gain is the result of disposition of their principle residence, you will not have a capital gain that is taxed not taxed at all
· this applies regardless of the value of the residence

· 54 principle residence means a particular property that is a housing unit, or a leasehold interest, owned jointly or solely in the year by the taxpayer 

· 54 (a) which was ordinarily inhabited in the year by the taxpayer, souse, common-law partner, former spouse or common law partner or by a child of the taxpayer
· “in” the year – not throughout – just a presence in the place ordinarily in the period

· “common law partner” s. 248 – someone who cohabits at the same time in a conjugal relationship for at least 1 year continuously, or they have a child; contemplates to the extent that they separate and reconcile

· “spouse” s. 252(3) someone who is party to a void or voidable marriage 

· 54(c) if the particular property was designated by the taxpayer ins prescribed form and manner – and no other property has be claimed as the principle residence
· should fill out a form – CRA not hugely picky as long as you are not abusing this

· 54 (e) can only have ½ hectare associated with principal residence, including land subjacent to the house, unless that excess was necessary for the use and enjoyment of the housing unit as a residence.
· Unless the land cannot be subdivided because of a law, the onus is on the taxpayer to show that the land exceeding ½ hectare is necessary for the use and enjoyment of the residence if they want the amount exceeding that also to be exempt under the principle residence exception to taxable capital gains
· Depends on the particular facts of each case
· The focus is necessary for use and enjoyment of the residence (ie the house)
· Organic garden case: so argued the land over the limit was necessary: lost because – food is not connected to the enjoyment and use of the house; could enjoy the house without the garden

· Religious revivals in backyard: lost because of the same idea – owner did not need the land to enjoy the use of the house itself

· long windy road throughout the property until finally get to the house – same idea – couldn’t use the house unless he could get there – so depending on the facts of the situation the road may have

· CRA looks at people who have change principle residences a lot because it could be in the nature of business.  So not only would it not be exempt – but it would not be capital gain and would be taxed as income – so whole profit!  And GST consequences which we are not concerned with

DEEMED DISPOSITION

Death 
· technically there is no “death” tax in Canada, but there are income tax consequences
· 70(5) general rule: on death you have a disposition and it occurs at fair market value
· 70(6) exception re: spouses / common law on death – at cost (POD deemed  = ACB)

Inter vivos Gift 
· a gift is a voluntary and gratuitous transfer of property from one person to another that is willingly accepted

· technically there is no “gift” tax in Canada, but there are income tax consequences

· 69(1)(b)(ii) general rule: whenever you give away property you are deemed to have disposed of it at fair market value when you give away property that has appreciated in value since you acquired it you have the prospect of tax consequences
· 73 exception re: spouses / common law for inter vivos – at cost (POD deemed  = ACB)

Non-arm’s Length Transfers

· basically covers situations where you give a relative a deal!

· 69(1)(b)(i) general rule: voluntary transfer of property for no proceeds or proceeds less than market value to someone not at arm’s length are deemed to be at fair market value
· 251(1) meaning of “arms length” related persons are deemed to deal at non-arms length
· 251(2) “related” humans are related by blood, marriage or adoption; however, blood is grandparents, parent, kid, grandkid, siblings – but not uncles/aunts/cousins

· 251(1)(c) if you are not related or in a certain trust relationship it is a question of fact whether you deal at arms length with someone: 

· captures circumstances where technically you are not related but here is a relationship such as there is no hard bargaining and the commercial terms do not reflect what they would be in free and unrestricted market place
Cease to be Resident in Canada

· 128.1 when cease to be a resident of Canada by cutting the ties which indicate residency, you are deemed to dispose of property at fair market value

· policy: Canada wants to tax your capital gain as if you had sold it before you left Canada while they still have you!

PERSONAL USE PROPERTY

· 46 adjusted cost base (ACB) and cost of disposition (EOD) of personal use property
· There is no gain or loss for personal use property sold for less than $1, 000
· Whenever you dispose of personal use property, the cost base of personal use property is deemed to be $1, 000 and the proceeds of disposition is deemed to be $1, 000 if sold for less

· If you sell personal property for less that $1, 000 your gain is nothing
· If you sell personal property for more than $1, 000 and have a gain – you have to pay tax on the amount over $1, 000 ie sold for 1, 200 you only have 200 gain (100 taxable)
· but cannot claim a loss per 40(2)(g) if you sell a $1400 watch for $1200
· 40(2)(g) Deems capital losses from the disposition of personal use policy in certain cases to be zero
· 54 “personal use property” hallmarks not acquired for purpose of gaining or producing income – you acquire it for personal use (ie your car; towels; food)
· Purposes: (1) because people will never get what they paid for these items on resale (ie towels); and (2) if people had to keep track of these losses would spend all their time keeping records (ie imagine food)
LISTED PERSONAL PROPERTY

· 54 “listed personal property” stamps, coins, art, books, etc

· loss only has a discrete use - losses from the disposition of listed personal property can only be deducted from or offset a capital gain derived from the disposition of other listed personal property (sold painting for less than I paid for it, but can use that loss to offset the gain I received from selling my stamp collection)

· deemed proceeds still $1, 000 if less than $1, 000

· if you have a loss from listed personal property (sold painting less than what you paid) you can deduct the loss – but can only be offset against a capital gain from other listed personal property
ALLOWABLE BUSINESS INVESTMENT LOSS: “ABIL”
· 39(1)(c) allowable business investment loss is a capital loss that arises from the disposition of the shares of certain Canadian private companies or losses from the disposition of loans made to Canadian private companies

· it is an incentive to encourage people to invest in / lend money to private Canadian companies

· 3(b)(ii) excludes allowable business investment losses from the regular capital gains / losses equation in 3(b) and 3(d) provides that ABIL can offset TOTAL income 
· people want them because unlike any other allowable capital loss can offset income from any source – it is deducted in 3(d) – not 3(b)
3(c) SUBDIVISION “E” DEDUCTIONS

*******

3(d) LOSSES

· Why do people want losses in business –because they can deduct it from income from everything – 3(d) comes after 3(b) (whereas capital losses are only deductible from capital gains)

· Government wants things to be income because taxed on ALL income – whereas only 50% of capital gains are taxable; contrast with losses where government wants them to be capital losses because then only 50% AND only deducted from capital gains – whereas losses from business can be deducted from income and capital gains

· S. 9(2) Loss.  Subject to section 31, a taxpayer’s loss for a taxation year from a business or property is the amount of the taxpayers loss, if any, for the taxation year from that source computed by applying the provisions of this Act respecting computation of income from that source with such modifications as the circumstances require
· income goes into 3(a) – loss goes into 3(d)

OBLIGATIONS OF TAXPAYERS 

(1) File return and calculate correct amount of tax owing
· 150 subject sub (1.1) a return of income that is in prescribed form and include prescribe information without notice or demand for each taxation year of a taxpayer

· so per Part I – must voluntarily and without demand file a return with the correct information

deadlines

· 150(1)(a) corporation – within 6 months of the end of the taxation year

· 150(1)(d) individuals – generally by April 30th following the relevant taxation year (people who carry o business as partners or sole proprietors may file by June 15th following the relevant taxation year)

· trusts, estates, dead people have different deadlines

(2) pay your tax
· 150(1.1) exceptions sub (1) does not apply if (a) corporation is a registered charity (b)(i) individual does not have to file unless he/she owes tax for the year – so do not have to file tax return
· ie if you don’t make any money!
(3) employer obligation to withhold tax at source
· your tax has already been withheld 
· 157 advance payments of tax – installments – for corporation or individual who is an independent contractor – it goes against what you will owe; they will charge you interest if you do not make the installment payments
· so employees have it withheld, and partners / sole proprietors must pay installments
(4) keep books and records if you are carrying on a business
· to verify what you are earning
· 238 must keep books and records that are necessary to allow the CRA to verify taxes payable (will talk book / records next time)
(5) pay interest when owing and penalties when it is due
CRA’S OBLIGATIONS, COLLECTION POWERS & COLLECTION REMEDIES

CRA’s OBLIGATIONS

· CRA is the organization that administers the ITA on behalf of the federal government; officials located in various cities and towns, head office in Ottawa

· Administers certain Provincial ITA on behalf of certain Provinces – including BC

Where does the CRA fit into tax law?
· Department of Finance formulates tax policy; Parliament makes the laws; CRA administers
· Canada Revenue Agency (“CRA”) reports to the Minister of National Revenue; CRA administers the income tax laws

· Federal government agreement with most of the Provinces that they via the CRA will administer the provincial income tax systems on behalf of the provinces (BC and most other provinces)
What do CRA officials do? 
· Can give information about how ITA is administered, but it is only their view 

· Primary obligation of CRA – look at forms you file and if they are filled out correctly and if the amount of tax you say you owe is the correct amount
· In order to verify, the CRA has the right to exercise powers which permit them to gather information in a variety of ways: ask Q’s; demand docs; search home or business and seize docs

COLLECTION POWERS & REMEDIES

· Primarily Role of CRA: verifying what taxpayers put on their tax returns AND  collecting outstanding taxes; interest on outstanding taxes; and penalties

· Principle penalties for which taxpayers are liable: 

· purpose of penalties: specific and general deterrence

· there are repeater penalties – if you repeat the offence you can have an even higher penalty

· late filing penalties (if you owe money -5% penalty if you are one day late if and 1% penalty for each month which you are subsequently late – so up to 17% penalty); 

· gross negligence: s. 163(2) when conduct has been grossly negligent – to the point of willful blindness (ie trying to deduct personal expenses as business expenses) ; onerous – can be up to 50% of tax owing

· 222-227.1 create collection remedies for the CRA which range from suing for judgment for outstanding amount; to garnishment; seizing goods and selling in an auction (225)

· 225.2 and 226 deal with circumstances where minister may try to collect taxes where taxpayer is fleeing or leaving Canada

· 227.1 director’s liability

· 160 transferee liability

Limitation Periods

· 222(4) limitation period for collection of taxes  - 10 years from date due
· 222(5) limitation period extended if (a) if taxpayer acknowledges debt the limitation period extends from date of acknowledgement (b) Minister commences an action to collect the tax debt
· note on legislation this came in 2004 – so if you had a debt predating 2004 - deemed to have arisen on date legislation came into force so until 2014 you are in the zone even if your debt was from 1980
How can the government collect taxes / interest / penalties owed to it?

· 223 Certificate deemed judgment the Minister can register a certificate in a superior court (ie Federal court) and that will be treated as a judgment for purposes of getting outstanding amounts 

· so government does not have to sue to get a judgment in order to put a lien or caveat on property and / or pursue other creditors remedies 

· 224 garnishment (or third party demands) CRA can go to a third party who owes money to taxpayer: could be customer of tax debtor; employer; or any creditor liable to pay any amounts within a year to the tax debtor etc

· 160 transferee liability 
· tax debtor owes money to CRA; tax debtor has money and property but gives money and property to third party so CRA cannot get it

· 160 generally states that a non-arms length transferee will be jointly and severally liable for the transferor’s tax debt for the lesser of the amount owed or the worth of the property, minus any consideration paid by the transferee to the transferor, the value of which can be the subject of argument

· no requirement of knowledge on the part of the transferee

· 160(1) gift / sale / transfers to (a) spouse, CL partner, person who has since become a spouse of CL partner; (b) person under 18; (c) person not dealing at arms length; THEN (d) transferee and transferor are jointly and severally liable to pay a part of transferor’s tax equal to a formula (e) that is the lesser of what the debtor owed or the stuff transferred (i) minus any consideration paid to tax debtor 

· 227.1 director’s liability
· (1) where corporation liable under certain provisions (153(3); 135.1(7); 153; 215), then the directors are liable for the tax that should have been paid by the corporation

· recall s. 153 if the corporation is an employer of people it must withhold monies from employees paycheck – if it does not send that money in to the government on your behalf the corporation will be assessed

· directors are jointly and severally liable with the corporation for withholding taxes for Part I s. 153 and Part XIII (withheld from source for passive income of non-residents)
· if a corporation has withheld but not remitted burden on corporation – if the corporation has not withheld the employees will still be liable
· defences to director’s liability 
(1) tax should not been withheld 
(2) corporation has ability to pay 
(3) 227.1(3) the “due diligence defence” director not liable if that director exercised reasonable diligence care and skill in comparable circumstances
· if you are active in day to day management will be more likely to be liable and 
· even if more a director for show / prestige - must ask questions re: tax withholding if you know corporation is in financial trouble
(4)
resignation – ceasing to be a director – not liable if there has been no assessment/pursuit for two years from the date the person ceased to be a director
read his paper in the supplementary materials – the info is in there in great detail

· 220(3.1) waiver of penalty or interest
· “the fairness package” which has just been renamed “taxpayer relief provisions”

· can apply to have the Minister waive your penalties and interest

· usually because of 3rd party or extraneous event which delayed you and that is why you were late and incurred the penalty (ie death in family, flash flood!); OR CRA delay

· on or before the day that is ten calendar years after the end of a taxation year

225.1 Collection Restrictions 

225.1 (1) if a taxpayer is liable for the payer on an assed under this Act . . . the Minister shall not, until after the collections commencement day in respect of the amount, do any of the following

a. commence legal proceedings in a court

b. certify the amount per 223

c. require a person to make a payment per 224(1)

d. require an institution or a person to make a payment under sub 224(1.1)

e. …

f. require a person to turn over monies per 224.3(1)

g. give notice, issue a certificate, or make a direction under sub 225(1)
· so basically cannot try to collect 

· they can call you and ask how you are going to pay, etc.

225.1(2) if taxpayer has served notice of objection . . . Minister cannot do the above things for 90 days after the day on which notice is mailed to the taxpayer that the Minister has confirmed or varied the assessment.
225.1(6)(b) Subs (1)-(4) do not apply to an amount that was required to be deducted or withheld under this act – (ie royalties withholding, employee deductions) because those are taxes you are really kind of paying on behalf of others and those are extra naughty 

225.1(5) can hold of collections until the Tax Court has issued an adverse decision on the issue BUT appeal to Fed Appeal and SCC will not hold off collections (often better to pay, which does not carry an adverse inference, but if you don’t huge debt!)

· Interest is compounded daily – should pay your tax debt pending perusing your remedy – paying is not an admission of guilt
Remission Orders

· can be passed by cabinet to remit or eliminate tax liability of taxpayers: under Financial Administration Act the government has the power to waive someone’s taxes

· Usually exercised where no other remedy and the provisions have worked in some way that is unfair
INVESTIGATORY POWERS

· The CRA has been given significant powers by Parliament to collect information: there are laid out in Part XV at 231-231.7
· 231.1 CRA can:  

· inspect premises, 

· ask reasonable and proper questions , 

· look at property and inventories 

(this is what happens in an audit)

· if a person refused to meet / allow a 231.1 review, the CRA has the power per 231.2 to demand information
· this demand is know as a “requirement”
· the CRA may “require” information and / or documents from you and has a remedy
· 238 remedy for failing to comply with requirement people who fail to comply with requirements may be prosecuted and convicted of an offence – you can go to jail or be fined for failing to answer a requirement

· Third party information under 238.1
· statutory compulsion would be a defence to a breach of contract suit so you may want to wait until the CRA gives you a requirement letter so you are compelled by law – namely 231.2 and 238

· Case going to SCC in 2008 Redeamer case – want information about third parties who made donations

· 232.2(3) judicial authorization for fishing expeditions- when you have unnamed persons the CRA wants to get unknown persons (ie customer lists) 

· this was enacted after the SCC  James Richardson case – CRA wanted customer list – SCC said no fishing expedition; then ITA amended to permit fishing expeditions if authorized by judge

· Search & Seizure
· usually only happens during criminal investigations

· Law is rather clear not to seize and then search – should know what they are coming for

· Need to ask judge permission beforehand 

· Judicial requirements: need for reasonable and proper conduct

· Two of the defences which are raised with respect to fathering information (1) solicitor/client privilege and (2) Charter
(1) Solicitor/client privilege
· a substantive right to have communication between client and lawyer kept free from compellability

· Belongs to the client; one of the most important rights a person has in Canada 

· Accountants? No – unless accountant is acting as agent for client in getting legal advice

· Two kinds of privilege: (1) solicitor/client – advice privilege; and (2) litigation privilege – information provided to or by lawyer in the course of litigation – differs from advice privilege in that once the litigation is over, the privilege ends (solicitor/client privilege enures for ever and ever amen)

· Privilege can be destroyed by waiver by the client

(2) Charter 

· has not been of particular help to taxpayers in terms of defending tax suits; 

· however, has been successfully invoked when taxpayer’s asked to self-incriminate (or potentially) in the context of an audit – so it may limit the extent the CRA can use requirements: where liberty is at stake, cannot use requirement to elicit information from me that will show I have committed tax evasion because of s. 7

What prompts an audit ?

· Something triggers –unusual expenses, etc – benchmarks or thresholds are exceeded; being reported

· 152 notice of assessment must be sent by Minister in reasonable time

· assessment has a date – and the clock starts running from that date

· 152(4) Minister may reassess (as many times as it wants!) and issue you a notice of reassessment; limitations? So long as done before the expiry of “normal reassessment period” (a) if you made a misrepresentation – neglect, carelessness or willful – can go after you forever and ever  - any omission or false statement – no intent requirement (a)(ii) or if you waive the limitation period (but you can revoke it in a form and then Minister has six months to reassess)

· 152(3.1) normal reassessment period – for a human person is three years from the date on the notice of assessment; three years for Canadian corporation 
· 165(1) 90 days to file a form – notice of objection of an assessment or reassessment; have to put down the facts upon which you object – the CRA’s appeal division looks at this – the appeals level is independent of the audit level – if it is not resolved at the appeal level then you go to federal court

DISPUTES: JUDICIAL STRUCTURE & LIMITATION PERIODS

Administrative Process

· 165.(1) A taxpayer who objects to an assessment under this Part may serve on the Minister a notice of objection, in writing, setting out the reasons for the objection and all relevant facts, 
· human people can write a letter re 165
·  165(1.11) objections of large corporation have an onus to put more detail in notice of objection that human people 165(1.11)(a) all issues; (b) the relief (c) all the facts - if they omit to object to an issue – they are estopped from raising that
· Limitation within 90 days from date of the mailing of the Notice of Assessment AND within one year of the taxpayer’s due date for filing her return (165)

· if you miss the deadline you can beg the CRA for an extension (166.1), and if it refuses, you can apply to the Tax Court of Canada for an extension (166.2)
· 165(3) Power of CRA on notice of objection – appeals division
· Vacate – get rid of it

· Confirm – cornfirms origian decision
· Vary and reassess – may agree with some but not all your objections

thereupon notify the taxpayer in writing of the Minister's action.
· SEE SECTION 225.1(2) ABOVE – WHAT HAPPENS TO DEBT WHILE ON APPEAL

Tax Court of Canada

· 169(1) appeal to tax court of Canada as of right if notice of appeal filed within limitation period

· Limitation 90 days from the date the Minister mails the Notice of Confirmation, or 90 days after Notice of Objection (mailed?) if no response (169(1))

· The Tax Court of Canada is a Court of superior original jurisdiction and has original exclusive jurisidction to hear case re Income tax act
· (gown in general procedure)

· The taxpayer has the burden except for where penalties or limitations – then it is the Crown burden; Crown must prove the fraud, or waiver, or what they need to prove penalties

· two procedures:

(a) informal procedure
· equivalent of small claims process; limit of 12G in federal tax amounts or 24G in loss 

· lose right of appeal, but still JR available

· pre-determined time frame (expedient, relatively)

(b) general procedure
· formal, full blown litigation process

· formal rules of evidence govern

· process can take several years (like other litigation)

· 171 (1) Power of the Tax Court of Canada on appeal. The Tax Court of Canada may dispose of an appeal by
· dismissing it; or (bad because taxyper is always sappeallant)

· allowing it and

i.
vacating the assessment

ii.
varying the assessment (generally not up, as Minister cannot appeal its own assessment), OR

iii.
remit the assessment to the Minister for reconsideration and reassessment

Federal Court of Appeal

· limitation file notice of appeal within 30 days of Tax Court ruling (excludes July and August)

· ultimate arbiter of disputes in most tax cases

· usually hears appeals with a panel of three judges

Supreme Court of Canada

· limitation file notice within 60 days of Appeal Court ruling
· only with leave; not many tax cases get to the SCC – most ITA interpretation is done at the Tax Court level

· two reasons why leave may be granted: (1) the Federal Court of Appeal thinks the question is one that ought to be addressed by SCC; OR (2) SCC is of the view the matter is of national importance 

· dollar value has no bearing on leave
The Federal Court of Canada

· judicial review

· If you want to challenge re abuse of power – or an inappropriate action – inaction re Income Tax Act
Provincial Court

· Provincial income tax disputes 

TAX PLANNING
· This part really emphasizes his relationship idea – what are the effective legal relationships and the consequences of those relationships
· IDENTIFY RELATIONSHIP AND TAX CONSQUENCES ON EXAM
· Duke of Westminster Principle: taxpayers are entitled to arrange their affairs to minimize the amount of tax payable (some doubt about this now re: GAAR)
Two main objectives
(1) tax savings Arises when the amount of tax that you would pay is diminished by virtue of certain actions you can take

(2) tax deferral when you are able to postpone a tax liability until another taxation year (but not a tax debt)

· In order to achieve savings and postponement, the ITA has provisions within it that endorse these principles; or the actual construction of the ITA these types of benefits can arise

· For example: can transfer some tax credits from one taxpayer to another (ie tuition credits)

Shifting and splitting income

· ITA treats everyone as a separate taxpayer – so people in the same family/economic unit can both prosper by diverting income to the person who pays the lower tax rate
· The more money you ear, the more tax you pay – but if someone only makes 37K of taxable income they pay 15%; if 38K taxable – first 37 at 15% and the balance taxed at second rate

Technique One – give your poor spouse a tree
· So if spouse 1 makes all the money and pays the highest rate of 29% and spouse 2 makes none – how can we get some of that income into spouse 2 so then spouse 1 drops into a lower bracket and we share the savings!

· How do they do that? 

· Can’t just do a gift – that isn’t taxable –but if you give the lower income spouse the tree then they pay lower tax on fruit!

· Note cannot split employment income because it has already been earned

Technique two – hire a kid!
· Dad has business – revenues and expenses – including wages

· Hire a kid to work – income from employment for kids gives Dad an expense which could knock him down a bracket

· Note 67 General limitations re: expenses. Expenses are only deductible to the extent that the outlay or expenses was reasonable in the circumstances
· ie hire kids, have to pay them what you pay everyone else – common to deny payments to family members in excess of what you would pay a stranger
· People try to shift value to people within their economic unit so the can shift that money from a high bracket into a lower bracket – ie on the kids 20K salary 15% instead of 29%

Technique Three – become a corporation!
· Corporation

· They are entitled to certain tax credits depending on type of income they earn

· People set up corporations to earn their income (subject to rules) to earn as many tax credits as they can

Technique Four – join a Partnership!
· Partnership is a legal relationship between two or more persons carrying on business in common with a view to profit 

· X and Y are partners, they have a shoe store

· X is in the highest bracket, Y is in the lowest bracket

· When they split the profits from the business – Y will get more, X will get less – try to divert income to the person who is at the lowest rat

Deferral

· Corporate tax rates are going to go down in the next  years

· In 2007 tax rate is 17.62, in 2008 it will decline to 15.5 

· You want to earn income in 2008

· Ie selling big piece of machinery – try to sell it first week of January instead of last week of Dec – if it is wrok a million you just saved 2% or 20K!

· Choice between a capital gain or income

· Want capital gain because 50% - people will look for preferential items – such as principle residences, lotto!

LIMITS ON TAX PLANNING ss. 239-239

· 238 offences and punishment Every person who has failed to file or make a return as and when required by or under this Act or a regulation . . . .  is guilty of an offence and, in addition to any penalty otherwise provided, is liable on summary conviction to 
· 239 every one who does one of the five bad things in this list– 50% and 200% of the tax sought to be evaded and you can even go to jail for 2 years(each offence)

(a) 
made, or participated in, assented to or   acquiesced in the making of, false or deceptive statements  in a return, certificate, statement or answer filed or made  as required by or under this Act or a regulation, 
(b) 
to evade payment of a tax imposed by this Act, destroyed, altered, mutilated, secreted or otherwise 
disposed of the records or books of account of a taxpayer, 
(c) 
made, or assented to or acquiesced in the making of, false or deceptive entries, or omitted, or assented to or acquiesced in the omission, to enter a material particular, in records or books of account of a taxpayer, 
(d) 
wilfully, in any manner, evaded or attempted to evade compliance with this Act or payment of taxes imposed by this Act, or 
(e) 
conspired with any person to commit an offence  described in paragraphs 239(1)(a) to 239(1)(d), 
· 239(2) someone charged and charged byway of indictment for these bad things is liable for 100-200% of tax to be evaded and up to five years (each offence)

· 69(1)(b)(i) fair market value deeming disposition – non arms length

· He is giving this as an example of ITA policing non-arms length transactions

· 56(2) indirect payments A payment or transfer of property made pursuant to the direction of, or with the concurrence of, a taxpayer to some other person for the benefit of the taxpayer or as a benefit that the taxpayer desired to have conferred on the other person . . .  shall be included in computing the taxpayer's income to the extent that it would be if the payment or transfer had been made to the taxpayer.
Note on Interest

· Interest is compounded daily, it can be owed on tax, penalties, and debt; and paying is not an admission of guilt so better to pay it and get it back after if you win

ATTRIBUTION RULES

74.1 Attribution of income from property

74.2 Attribution of capital gains or losses

74.1(1) transfers and loans to spouse or common law partner where an individual transfers or lends property which includes money . . . either directly or indirectly to or for the benefit of one of the following people – spouse, common partner or a person who has since become a spouse or common law partner . . any income or loss from the property or from property substituted therefor . . . shall be deemed to be income or a loss of the giver (residency rule, taxation year, proportional time of taxation year is spouse, common law partner apply)
· basic general rule whenever one person gives or lends money or property to spouse, CL, or person – the income or loss from that property is contributed back to the giver
· this is for income from property or income substituted for that property(ie using money to buy shares) NOT income from business - if I give a business to my spouse, the income from that business is HIS not mine

· can be a loan or a gift
· created for stopping the first kind of tax planning

· because it does not stop income from business –

· a defence to this is that you are not a resident
74.2 Capital gain or loss deemed that of lender or giver
· 73 exception from 69 deeming rules re: spouses / common law for inter vivos – at cost (POD deemed  = ACB)  capital gains – spouse one five property the proceeds are deemed to be $1 even though Fair market value 10$

· BUT when spouse two sells that thing – the gain or loss goes back to the giver
74.1(2) transfers and loans to minors where transfers minors to a child or person under 18 who deals at non-arms length or who is a niece or a nephew  . . . the income or loss of the kid from that property or from property substituted for that property . . .is deemed that of the giver

56(4.1) stop people from income splitting when 18 and older if the purpose of the arrangement is primarily to save taxes; stops income shifting for the predominant purpose of saving taxes 

· The money will be attributed back to the parent who gave it to your

So how can you avoid attribution rules?

74.5(1)(a) Transfers for fair market consideration (c) if elected to not have 73(1) apply on income tax return

· fair market transfers for cash to not trigger the attribution rule if election made

74.(3) matrimonial breakdown transfer of property upon matrimonial breakdown does not give rise to attribution if the certain criteria of this section are met

SECTION 245 GENERAL ANTI-AVOIDANCE RULE “GAAR”

· GAAR creates a way for the Minister to deny a tax benefit that is otherwise allowed by the provisions of the ITA
· This is a broadly drafted overarching provision, intended to negate arrangements that would be permissible under a literal interpretation of other provisions of the Income Tax Act, on the basis that they amount to abusive tax avoidance
· 245(1) definitions

“tax benefit” a reduction, avoidance or deferral of tax or other amount payable under the ITA, or an increase in a refund of tax or other amount under the ITA, and includes a reduction, avoidance or deferral of tax or other amount that would be payable or result in increase in refund but for a tax treaty

“tax consequence” to a person means the amount of income, taxable income, or taxable income earned in Canada or, tax or other amount payable or refundable to the person under this act, or any other amount that is relevant for the purposes of computing that amount

“transaction”  includes an arrangement or event

· 245(2) general anti avoidance provision.  Where a transaction is an avoidance transaction, the tax consequences to a person shall be determined as is reasonable in the circumstances in order to deny a tax benefit that, but for this section, would result, directly or indirectly, from that transaction or from a series of transactions that includes that transaction

· 245(1) “transaction”  includes an arrangement or event
· 245(3) An avoidance transaction means any transaction
(a) that, but for this section, would result, directly or indirectly, in a tax benefit, unless the transaction may reasonably be considered to have been undertaken or arranged primarily for bona fide purposes other than to obtain a tax benefit

(b) that is part of a series of transactions that would result, etc 
If you have an avoidance transcation that results in tax benefit if you fall within 245(4) which says 

· 245(4) sub (2) applies to a transaction only if it may reasonable be consider that the tranaction would (1) result in an abuse or miscuse of a provision, the regualtion, the treat, or the act as a whole

(b) would result directly or indireclty in an abuse having regard to those provisions, other than this section, read as a whole
Critiques of GAAR (see below – Lipson issues going to SCC)

Canada Trust Co [2005 SCC 54]

· CTMC is a mortgage lender; purchases trailers which it then leases back to the vendor to offset revenue by claiming a big capital cost allowance on the trailers – allowing CTMC to defer paying taxes on the on the profits until disposing of the trailers

· Miniseter reassessed CTMC and disallowed the CCA claims

· Tax Court set aside the Minister’s decision: finding the transaction fell within the “spirit and purpose” of the CAA provisions so as not to invoke GAAR

· Federal Court of Appeal upheld this; Minister appealed

ISSUE

· Only whether there was abusive tax avoidance per (3) below

HELD
· SCC agreed with the Tax Court ruling

GAAR ANAYSIS
(1)
Three requirements to permit the application of GAAR
(a) 
whether there is a tax benefit arising from a transaction or series of transaction within the meaning of 245(1) and (2)

(b) 
whether the transaction is an avoidance transaction under s. 245(3) in the since of not being “arranged primarily for bone fide purposes other to than to obtain the tax benefit”

· objectively reasonable subjective intetion

(c) 
whether there was abusive tax avoidance under 245(4) in the sense that it cannot be reasonably concluded that a tax benefit would be consistent with the object, spirit or purpose of the provisions relied upon by the taxpayer

(i) If the existence of abusive tax avoidance is unclear, the benefit of the doubt goes to the taxpayer.

(ii) The courts proceed by conducting a unified textual, contextual and purposive analysis of the provisions giving rise to the tax benefit in order to determine why they were put in place and why the benefit was conferred. The goal is to arrive at a purposive interpretation that is harmonious with the provisions of the Act that confer the tax benefit, read in the context of the whole Act

(iii) Whether the transactions were motivated by any economic, commercial, family or other non-tax purpose may form part of the factual context that the courts may consider in the analysis of abusive tax avoidance allegations under s. 245(4) but is insufficient to alone prove abusive avoidance
(iv) Abusive tax avoidance may be found where the relationships and transactions as expressed in the relevant documentation lack a proper basis relative to the object, spirit or purpose of the provisions that are purported to confer the tax benefit, or where they are wholly dissimilar to the relationships or transactions that are contemplated by the provisions.

(2)
the BURDEN is on the taxpayer to refute (1) and (2) - the BURDEN is on the Minister to establish (3)
(3) standard of review - Where the Tax Court judge has proceeded on a proper construction of the provisions of the Income Tax Act and on findings supported by the evidence, appellate tribunals should not interfere, absent a palpable and overriding error.

STATUTORY INTEPRETATION RE: GAAR

· The court must to the extent possible contemporaneously give effect to both the GAAR and the other provisions of the Income Tax Act relevant to a particular transaction.
· The provisions of the Income Tax Act must be interpreted in order to achieve consistency, predictability and fairness so that taxpayers may manage their affairs intelligently. (ie rule of law!)
NOTES

· major SCC statement on statutory interpretation of ITA – see section below on statutory interpretation
Lipson v. The Queen  (Tax Court of Canada 2006)

FACTS

· Lipson admitted certain transactions between himself and his wife were made to avoid tax, but claimed they did not constitute abusive tax avoidance. 

· Lipson and his wife, owners of shares in a family corporation, entered an agreement to buy a home on September 1, 1994. The purchase price was $750,000 and they paid a $50,000 deposit. 

· On August 31, the wife borrowed $562,500 from the bank, giving the bank an interest-bearing demand promissory note. 

· The bank would not have lent the money without Lipson promising to repay the loan from mortgage funds to be advanced the next day. 

· On the same day, Lipson sold shares he held in the family corporation to the wife for $562,500. 

· The money the wife paid was forwarded to Lipson's lawyer for the home purchase, with instructions to apply the money to the home purchase, while using the mortgage funds to pay the wife's loan. 

· The shares were deemed to have been sold to Lipson's wife for proceeds equal to their adjusted cost base, thereby deferring any taxable gain or loss until a subsequent sale. 

· Any income or loss from the shares would be attributed back to Lipson. 

· The wife was able to deduct the mortgage interest against income she derived from the shares. 

· As a result, Lipson was able to claim various losses representing interest expenses paid under the mortgage.

· Initial reassessments were issued on the basis the true economic purpose of the money the wife borrowed was for the home purchase.

· Lipson was denied interest expenses for the three years, but the attribution of income from the shares was not changed. 

· Interest claimed was added to Lipson's income for the three years. 

· The transaction between Lipson and his wife was subsequently declared an avoidance transaction. Lipson appealed to the court from the reassessments. 
ISSUE

· The original basis of the Minister's reassessments was that the true economic purpose for which the mortgage proceeds were being used was to purchase a home, not dividend-producing corporate shares, so that the mortgage interest should not be deductible. The taxpayer appealed to the Tax Court of Canada, and at trial, the Minister relied on the GAAR to support the reassessments. 

HELD

· taxapyers’ appeal dismissed

· Denied the interest expense because the loan was for the house– taxed on dividends but not allowed to deduct the interest expense
· The judge concluded the overall purpose of the series of transactions undertaken by the Lipsons was to make interest on money used to buy a personal residence deductible, which would not otherwise have been deductible. The judge found this to be a misuse and abuse of the provisions of the Income Tax Act.
REASONING / RATIO

· Previously, the Supreme Court of Canada held that for the GAAR to apply, there must be a tax benefit, an avoidance transaction and abusive tax avoidance. 

· The taxpayer's situation involved all three of these criteria. 

· There was obviously a tax benefit resulting from an avoidance transaction. The abuse involved the misuse of paragraph 20(1)(c), subsections 20(3), 73(1), and section 74.1 of the Act. 

· Under paragraph 20(1)(c), interest on borrowed money is deductible when the money is used for a commercial purpose, and not for the acquisition of a residence. 

· The provisions of subsection 20(3) are intended to facilitate the deduction of interest on genuine refinanced debt, but not to permit a taxpayer's wife to use a temporary borrowing of funds to pay for shares whose tax incidents remain with the taxpayer through a misuse of the section 74.1 attribution rules, facilitated by avoiding a subsection 73(1) election. 

· The taxpayer used the interest deductibility and attribution provisions of the Act to facilitate the deduction of interest on funds borrowed to acquire a personal residence. The GAAR was specifically aimed at this type of case. The Minister's reassessments were affirmed accordingly. 

Lipson v. The Queen  (Federal Court of Appeal 2007)

FACTS

· Appeal from above

HELD

· appeal dismissed

REASONING
· There was no basis for interfering with the judge's conclusion that Lipson engaged in abusive tax avoidance. 
· No single element of the transaction was determinative of whether there was abusive tax avoidance, but the judge was entitled to give substantial weight to the series of transactions. 
· The overall purpose of the transactions was abusive, although none of the steps individually contravened the Act.
RATIO
· Had to atturmbite income from the source or income from the source to the tranferre spouse 0
· Abuse Turst Co – were the provisions used for a purpose they were not intended?
· analysis is to first construe the provisions giving rise to the tax benefit in order to determine their object spirit and purpose and then to determine whether the transactions, as they actually took place, fall within or frustrate this purpose.
· these transaction are real, economic, valid

· share transactions are fine on their own
· legitimate on their own but the magic combination made for some badness in the series
· 20(1)(c) purpose of accumulating wealth 
· Generally speaking, interest on borrowed money is deductible when the money is used for a commercial purpose. It is not deductible when the money is used for an ineligible (i.e. non commercial or personal) purpose. A purpose of paragraph 20(1)(c) is to "create an incentive to accumulate capital with the potential to produce income by allowing taxpayers to deduct interest costs associated with its acquisition". 
· 73(1) to permit inter-spousal transfers without immediate tax consequences
· BUT overall purpose – to buy a house
ISSUES GOING TO SCC

· the rule of law -  Canada Trust Co. states The provisions of the Income Tax Act must be interpreted in order to achieve consistency, predictability and fairness so that taxpayers may manage their affairs intelligently. (ie rule of law!)
· If you can’t rely on the rules – how can you know how to comply with the Act?
· May frustrate the  rule of law– people want certain in what they do – want the law to apply – anarchy can occur when people do not believe that laws are certain, and predictable and fair
· GAAR frustrates the Duke of Westminster principle that taxpayers are entitled to arrange their affairs to minimize the amount of tax payable
Singleton
· Lipson at the SCC will discern if this case is still the law
· Singleton wanted to buy a house

· Took money out of law practice and used it to buy a house

· Borrowed money from a bank and put it back into his buisenss

· 5-2 SCC says the interst from the bank loan is deductable

· what is the difference between the two?

· GAAR was not applied in Singlton – CRA did not use it 

· Also –Lipson involved two people

THE FORMULATION OF TAX LAWS & TAX POLICY

FUNDAMENTAL CONCEPTS
What is tax? 

· Krishna’s definition: a compulsory contribution that governments levy on individuals, firms or property in order to fund government operations:

·  income tax is the involuntary expropriation of property without direct compensation – 

· compulsory contributions that the government levies on transactions in goods, services and intellectual property to finance public expenditures that society considers to be for the public good

· (ie licenses; expropriation; customs; tariffs on the importation of goods are another example)

What are the objectives of taxation? 

· To raise money to spend on public sector goods and services

Why does government need money? 

· To fund public sector goods and services; to redistribute wealth amongst different sectors of society 

· Tax is used as an instrument of social and economic policy

· Laws for raising money can change the was society operates: an economic tool to control behaviour

MAGIC FORMULA:   Tax payable by tax unit (payor) = (tax base x tax rate) – tax credits
· Tax Unit: who pays? Individual; family; couple; (in Canada each person must file a tax return)

· Tax base: get definition the thing you are taxed on (?); income; wealth; property; 

· Tax rate: 100% - 0% percentage of the base that will be taxed

· Tax credit: good thing; reduction in taxes payable

· Government wants to be sure its gets money; governments play with tax rate and tax base the most: tax rates are very transparent: tax rates are a magnet for the press as they are in percentages

· Government has an important balancing act – they have to decide how much to take from people – what to (tax base) and at what rate

TAX BASE (content, period of measurement)

· some choices: income, wealth, property, purchase 

· we are dealing with income taxation

· the tax base for federal purposes is “taxable income”: gross income, minus expenses incurred to earn the income = Net income, minus policy deductions = taxable income [26]

· there is no definition of income in the code
· We will measure income over a year, there is a policy issue

· over what period do we measure the tax base (income)? One year, a lifetime? Every year you calculate your income when you file a tax return – 

· usually annual, but people who earn a ton of money one year and never make any money again – is that fair? (ie would pay more if their income is “bunched”)

· Issues of measurement

TAX RATE (flat, progressive, regressive)

· Flat: PST 7%; GST 6: doesn’t matter how much you earn, you will pay the same rate (PST GST are “commodity taxes” – taxes on goods and services that we buy)

· Progressive: the more you earn, the steeper the curve (not a uniform increase in the amount of tax); the rate progresses as you earn more; thought to be fair – the more you earn, the more ability you have to pay

· Regressive: the more you make, the less you pay; if you want to encourage people a lot of money to come to the jurisdiction; it would form the economy in a different way

· Marginal tax rate the level of tax that applies at the top dollar of a taxpayor’s income

· Average rate of tax dividing total tax payable by the tax base: it reflects the weighted average of all the marginal tax rates

· Effective rate of tax taxpayor’s total tax payable divided by net income before exclusions and exemptions; this is the only meaningful yardstick for comparing tax burdens in different countries

TAX UNIT (individual, family unit)
· In Canada people are taxed individually

TAX CREDIT (tax payment, incentive)

· Deductions reduce the tax base; credits reduce the tax payable 

· Credits are worth money – is the credit refundable? Some tax systems create refundable credits and some create non-refundable credits
· In Canada, some are refundable, but some are not 
· You can carry them forward, sometimes carry back, or transfer them to another family member
TAX EXPENDITURES 

· Tax expenditures are the costs of exemptions, deductions, credits and deferrals of a payor’s tax for social reasons: a government can pursue its economic and social policies indirectly (v. directly by a budgetary expenditure) by using the tax system to provide incentives for particular initiatives are activities.  A government can implement social or economic policy via tax goodies

· How does it differ from government spending? Are not tabled as direct outgoings, so they do not require Parliamentary approval – also not so publicly notices

· Benchmark tax system refers to a normative system that measures income without reference to special incentives to achieve social, economic, and other policy objectives

· Any deviation from the benchmark is considered a tax expenditure, so the definition of income is central to the determinations of what is a tax expenditure

· Tax provisions that provide for the deduction of normal current costs incurred to earn income are considered to be party of the benchmark system and thus not tax expenditures

· Tax provisions that fall outside of what are considered to be normal deductions are tax expenditures

· Canadian Personal Benchmarks: existing tax rates and brackets; individual tax unit; calendar year basis; nominal income unadjusted for inflation is used to define income; structural features such as the dividend tax credit to avoid double taxation are normal

HISTORY & REFORM

HISTORY & REFORM

· Pre-1917 mostly customs and tariffs

· Income tax if fairly new: federally in 1917 by Mr. Borden because of WWI Income War Tax Act.

· Temporary measure to help finance the war effort . . . and government saw how much money it could raise

· Income War Tax Act - Tax base was very small 

Major tax reforms
· 1948; 

· 1962/63 (Deifenbaker) the Carter Commission Report: was a landmark; it analyzed the entire income tax system in Canada and became a model for other countries

· 1967 Government recommended that income tax base was too narrow (ie wanted to tax sale of shares and land, etc) and people were incensed

· 1972 after six years of to and fro the entire tax system was overhauled

· 1987  tax rates got to high – why? Was not increasing tax base – government needed more money but was not increasing tax base so had to raise rates; also accountants and lawyers found ways around the rules

· no major reforms –but the law is constantly changing – constantly coming out with updates

· tax bases have general texture and tax rates have a general look – the changes tinker with the system: so if you understand the context it is not that tricky – just tinkers

· 2/3 of the huge book is anti-avoidance rules: people have figures ways around old rules

OBJECTIVES – POLICY

What factors influence tax system design? 

· Tax policy: a “good” tax system is: (1) neutral and efficient; (2) fair and equitable; (3) certain: and, (4) administratively simple and easy to comply with

· Governments make decisions

· Decide what the tax base and rate will be

· Why do governments make the laws they do?

· What is the primary objective of government? to raise money so that they can spend it

· The government has to make political choices to design a system that gets money and does not piss people off

· Simple; easy; fair = people are more likely to pay and not avoid

Neutrality

· Tax laws can influence behavior: when laws are created which do so they are called “non-neutral” because they are not neutral in the way they cause people to behave

· Governments, at times, strive to make neutral laws, but sometimes they create laws to be non-neutral

· Governments do take into account whether or not the laws are neutral: whether or not they effect people’s behavior

· [Example Lotto winner v. person who earns a million dollars – non neutral law to encourage people to play lotto]
Equity (fairness)

· People want a tax system that is fair: they want tax laws that are fair

· Fairness in terms of relatively: people in different situations should be treated differently, and people in the same circumstances should be treated the same (substantive equality)

· People who each earn the same should be treated the same: similarly situations = treated similarly

· Fairness is described as horizontal equity (people in similar situations treated similarly) and vertical equity (people treated differently are treated differently)

· [Example Lotto winner v. person who earns a million dollars – non neutral law to encourage people to play lotto: fairness has been exchanged for the incentives]
Simplicity

· Needs to be easy to understand and to administer; systems must be fairly transparent and which people can understand – then people are more likely to comply and follow the rules

· Ease of administration gets more money in – not as much enforcement

Efficiency

· On the government and the economy general: whether the laws will have people do things that will not make the economy operate as smoothly as it could

Ease of Administration

· Needs to be easy to administer

Constitutional Limits 

· governments must operate within the constitutional framework: government must have the power to make the laws to collect taxes

· both federal and provincial governments have the power to levy income tax

· Provinces can levy direct taxes but not indirect taxes
· Federal government can levy direct and indirect
· Example of Provincial: license fees; property transfer taxes; probate fees; mining taxes; logging tax; hotel room tax; gas tax; school taxes; property taxes; etc.)

Territorial Limits 

· laws may not be enforceable extraterritorially

Presumption against retroactive application [

· will come back to it at a later point in the court
· exam note he will give us some proposal of tax policy and will ask what is wrong / right, what are the policy considerations underlying this? Does is work or not? Look at it from the perspective of the elements of tax design listed above

· why do we have to know tax policy: it is also important to be able to explain to a judge why a rule is there so that when they render a decision it makes sense (what does it offend or not offend?)

JURISDICTION AND THE CANADIAN JUDICIAL STRUCTURE RE: TAX

JURISDICTION

Who has the authority to tax in Canada?

91(3) federal power to raise money by any mode or system of taxation

92(2) provincial power to (1) direct taxation (2) within the province for the (3) purpose of raising revenue for provincial purposes
Direct tax: a tax which is demanded from the very persons who it is intended or desired should pay it (income tax) 

Indirect taxes are those which are demanded from one person in the expectation and intention that he shall indemnify himself at the expense of another; such as the excise or customs J.S. Mills

Federally
· who makes the rules federally: Parliament 

· who actually formulates tax policy – the Department of Finance (Minster gives the budget)

· Department of Finance creates all the financial laws which are then passed by Parliament

· Canada Revenue Agency (“CRA”) reports to the Minister of National Revenue; CRA administers the income tax laws

· Finance formulates tax policy; Parliament makes the laws; CRA administers
Provinces

· Ministry of Finance formulates policy
· Legislature makes the law
· Ministry of Small Business through Consumer Taxation Branch generally administers non-income tax 

· Federal government agreement with most of the Provinces that they via the CRA will administer the provincial income tax systems on behalf of the provinces (BC and most other provinces)

Remission orders passed by cabinet to remit or eliminate tax liability of taxpayers: under Financial Administration Act the government has the power to waive someone’s taxes
SOURCES OF INCOME TAX LAW
Statutory law 

· ITA

· Regs Cabinet has the power to make regulations (s. 221(1)): why in Act: it is very difficult to amend the ITA frequently – have to go to Parliament; delegates the power from Parliament to make rules / regs as long as fall within the provisions of s. 221

· If government wants to raise money or block certain transactions from happening, need to make changes quickly

· Prescribed = look for a regulation
Income Tax Application Rules (“ITAR”)

· Part I – transition pre 1972 Income tax world to post – 1971 Income tax world

International Tax Treaties (or Conventions)

Canada – US Income Tax Convention
· Set out between countries rules to mitigate the possibility of double taxation

· Regulate relationships between Canadians and other nations in which they have economic relationships

· And Canada and foreigners who have economic relations in Canada
some reasons a tax treaty would not be completed with a country

· Information is shared between countries: many people go to these countries because the do not want their information shared

· No incentive for places which have no taxes (or extremely low) to make tax treaty with place with a high one

· If very few citizens do business in those countries – not a big benefit

Income Tax Conventions Interpretation Act
· Special federal statute to help with interpretation of Tax Conventions

PRINCIPLES OF STATUTORY INTERPRETATION RE: ITA
General Principles of Interpretation re ITA

· The general principle of modern statutory construction is to interpret statues in context, harmony and within the scheme of legislation

· SCC: “the words of an Act are to be read in their entire context and in their grammatical and ordinary sense harmoniously with the scheme of the Act, the object of the Act, and the intention of Parliament” (Canada Trustco)

· The interpretation of a statutory provision must be made according to a textual, contextual and purposive analysis to find a meaning that is harmonious with the Act as a whole (Canada Trustco)

· When the words of a provision are precise and unequivocal, the ordinary meaning of the words play a dominant role in the interpretive process. On the other hand, where the words can support more than one reasonable meaning, the ordinary meaning of the words plays a lesser role. The relative effects of ordinary meaning, context and purpose on the interpretive process may vary, but in all cases the court must seek to read the provisions of an Act as a harmonious whole” (Canada Trustco)

· The provisions of the Income Tax Act must be interpreted in order to achieve consistency, predictability and fairness so that taxpayers may manage their affairs intelligently. (ie rule of law!) (Canada Trustco)

· Plain meaning rule unless other definition specifically assigned

· There is a tension between a textual and purposeful analysis and determining the harmony of the Act as a whole

· Court should interpret words in the context of the general commercial law and settle legal definitions therein

· Purpose rule is not a substitute for the plain meaning rule: used where language is obscure and a court needs help to determine legislative intention

· Unambiguous legislative language is interpreted according to plain meaning, but not so literally as to produce absurd results

· (note: the meaning of a word or phrase in an Act of Parliament is a question of law not fact Ransom v. Higgs)

Steps to interpretation

look at the words of the provision to determine their meaning in the context in which they appear
· check definitions in 248(1) and the division / part you are in

· “means’: restricts

· “includes’: enlarges

· “deems’: imposes

· “if any”: a positive number

Res Judicata 

· res judicata a judicial decision determines every right, question or fact distinctly put in issue by the parties to a dispute and all matters that ought to have been brought forward as part of the litigation; thus, a final judgment conclusively determines all matters in connection with the issues litigation

· operates in income tax law as in other areas except the doctrine only applies to facts in dispute in the particular taxation year
· a judicial decision in respect of a particular issue for a particular year does no bind either the taxpayer or the Agency on the same issue in a subsequent taxations year

Estoppel 

· estoppel: (1) a representation (or conduct amounting to such) by a person who intends to induce a course of conduct on the party of the person to whom she makes the representation (2) an act or omission resulting from the representation, whether actual or by conduct, by the person to whom the representation is made; and (3) detriment to such person because of the act or omission.

· the Crown is not estopped by any representation of law made by its officials: a civil servant cannot make the Crown liable for misstatements of law; but it CAN apply with respect to representations of fact made by the Crown

Administrative Policy

· CRA administers federal income tax law

· Administrative practices can be established that differ from what is set out, and are set out in Information Circulars and Interpretation Bulletins

· These are guides to administration, only represent interpretation of the law seen through the eyes of the administrators

· Administrative pronouncements are not the law
Department of Finance Technical Notes

· Federal Department of Finance formulates the tax laws that are put before Parliament

· DF creates technical notes which are introduced with any Bill into Parliament to show what they think it means when they draft a provision – an aid to interpretation
· SCC has acknowledge that the technical notes are helpful, but not conclusive, to giving guidance to the purpose for which rules are enacted
Interpretation Acts 

· Important

· “every enactment is deemed remedial, and shall be given such fair, large and liberal construction and interpretation as best ensures the attainment of its objects”

Other Federal and Provincial Laws 

· tax laws are declaratory: they declare the results of transactions, relationships involving taxpayers, what the tax results are when someone does something 

· tax lawyers presume that legal relationships are effective, that they are valid, binding, enforceable – and the only way to figure that out is to look to other statutory rules which regulate those relationships: tax law is effected by many other statutory and common law principles (ie Partnership Act, etc)
· first Q with client – make sure they are or are in the relationship they say they are (ie are you really a Partner? Are you sure? Was the sale and purchase effective?)
ADVANCE RULINGS

Advance Rulings (AR or ATR) 

· a written statement/opinion from the Agency as to how it will interpret specific provisions in the context of specific proposed transactions

· only for prospective transaction, will not rule on completed ones

procedure
· ruling is issued based on specific facts set out in taxpayer’s application

· requests must be forwarded in duplicate to the proper director and should identify taxpayer and relevant Tax Services Office

· should contain: clear statement of relevant facts; copies of pertinent documents; and statement of the purpose of the transaction; an interpretation of the provisions (with cited law and bulletins) upon which the payer is relying; statement confirming none of the issues is being considered in respect of a return (ie transaction not happened yet)

fee for service
· for an advance ruling

Conference with CRA

· must request at time of application

Rejection of Request at Initial State

· may be rejected at filing on policy grounds, such as: issue involves a matter already in front of the Courts; request contains alternative courses of action; major issue is if property transaction viewed as income nature or capital transaction; matter is a determination of fair market value of property; ruling would require an opinion as to generally-accepted accounting or commercial practices in certain circumstances

Discretion

· CRA is not bound to issue a ruling

Appeals

· No formal appeal, but can request a reconsideration if there is new information or the taxpayer can show the ruling was based on a misunderstanding of the information previously submitted

· CRA will usually contact taxpayer before issuing an unfavourable ruling, and the payer can withdraw the request prior to its issuance

Delayed Rulings

· No timetable: usually 3-4mos. If routine, up to a year for something contentious

Status of Rulings

· Rulings are not binding law: the advance ruling mechanism is entirely an administrative creation and is not an expression of legislative authority
· CRA generally considers itself to be bound and rarely revokes a ruling, except: if there was a material omission; law has subsequently changed; time limits of transaction in application have expired

Publication of Rulings

· Are published with substantial editing

ETHICS

· When you make a mistake
· Taxes have struck down tax consequences of transactions because the instruments do not complete the transactions
· Ineffective transactions do not give rise to effective tax consequences
· Never back date a document
· Computers will always tell dates! Don’t be a liar that is just stupid even if no damages – credibility
· Complicity in tax evasion if you help people destroy docs; move money; hide documents;  - this can be trickey because you may not even know you did it – so maybe no mens rea, but disipline
· KNOW YOUR CLIENT where did they come from, what is their background, money – they may want to launder!  Via retainer with law firm and then break retainer next day
Third Party Penalties in 163.2 
· 163.2 (2) every person who makes or furnishes, participates in the making of or causes another person to make or furnish a statement that the person knows, or would reasonably be expected to know but for circumstances amounting to culpable conduct, is a false statement that could be used by another person is liable to a penalty
· A civil penalty for bad things you can do as an advisor, not as a taxpayer
· 163.1(1) definitions “culpable conduct”  means conduct, whether an act or a failure to act that (a) is tantamount to intentional conduct; (b) shows an indifference to whether this Act is complied with; or (c) shows a willful, reckless or wanton disregard of the law
· standard –probably beyond gross negligence
· 165 (5) penalties can be fines 
· purpose – to discourage risky advise
· it is a criminal offence to help people evade creditors – read the Criminal Code
· also beware of conflicts of interest – Strother; Neal 
· how do you avoid? – recognize your limitations; letters – retainers – outline what youw ill and will not be doing, suggest advice from third party; document advise with notes to file; be assertive with clients – assertive with who you should and should not take on  - better not to work than to get into trouble

· we will make mistakes – deal with it – ask for help

· you need mens rea for tax evasion

