
TAXATION I
Kroft, Fall 2008

Introduction to the Formulation of Tax Laws and Policy

1.  What is a Tax? 

> Tax: a compulsory contribution levied on individuals, firms or property in order to transfer resource from the private sector to the public sector

> Purposes:


(i) finance public sector goods and services


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

(iii) to encourage certain activities, and shape people’s behavior

2.  Objectives of Taxation

(a) revenue needs:

· Raises money from consumption taxes (GST) and income taxes; the balance between the two sources is a subject of debate as consumption taxes are thought to be regressively distributed (impose a higher burden on lower income groups)

(b) equity: there are two equity principles at work:

· the benefit principle: requires burden of tax correspond to benefit derived by the taxpayer; and
· ability to pay: relationship between burden of the tax and the taxpayer’s ability to pay:

· vertical equity: tax burden should fall more heavily on the rich than poor  (concerned with tax rate);  and
· horizontal equity: groups in similar financial situations should be taxed equally (concerned with the tax base)

Three basic types of rate systems:

· Proportional (flat) rate system: a single tax rate is applied on all taxable income (corporations and inter vivos trusts are taxable at flat rate): eg GST, corporate tax rate.

· Regressive tax rate system: rate of tax decreases with amount of taxable income.

· Progressive tax rate system: rate of tax increases with amount of taxable income.

· Canada has the progressive tax rate for individuals for at least two reasons:

· the marginal utility of income decreases with total income earned;

· an individual’s capacity to pay tax increases as his income rises

> Critical question is How much progression? ( too much is a disincentive for productive work

> The economic objectives of tax policy include:

(i) Stabilization of the economy at full employment;

> progressive tax rates provide automatic stabilization: if a recession hits, income goes down and then so do tax rates which inspire more spending. If a good economic period hits, incomes increase as do tax rates


(ii) Price stability; and

(iii) Promotion of economic growth.

3.  Why does Government Need Money?


(i) Finance public sector goods and services


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

(iii) Implement (indirectly) socio-economic policy

4.  What are the Basic Elements of the any Tax System? 

> Basic formula of taxation:





TAX PAYABLE = (TAX BASE x TAX RATE) – TAX CREDITS


> Tax base: the elements of life on which the government chooses to levy tax (income, wealth). No definition in ITA, but in Canada it is income. Government can re-define what is income (lottery). [Content and unit of measurement]


> Tax rate: rate at which tax is applied to tax base. Can be flat, progressive, regressive.


> Tax unit: the entity that pays the tax; in Canada, there are several kinds:

(i) individuals (legal entity that is taxable); [ss.117-122]

(ii) corporations (legal entity that is taxable); [ss.123-125]

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

(iv) trusts (legal relationship that is taxable) [ss.122]


> Taxable income: a calculation based on receipts that provides the tax base for the ITA; it is derived from a two step process:

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

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


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


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


> Effective rate: obtained by dividing the total tax payable by the net income


> Surtax: Instead of increasing tax rate, governments add a “surtax” ( a tax on a tax.

5.  What Factors Influence Tax System Design? 

 (i) Equity (fairness): Concerned with optimality of distribution. Equitable policy is one that treats similarly situated taxpayers in similar manner (horizontal) and promotes fair distribution of income (vertical).

(ii) Neutrality: If tax law influences how people behave it is NOT neutral. System should not draw artificial distinctions between identical transactions merely on the basis of the legal form of transactions or their source. Canadian system is NOT neutral!

· a neutral tax will not interfere with market decisions in the allocation of resources

· sometimes tax provisions are used as a tool for social engineering

(iii) Efficiency: should be efficient for both compliance by the taxpayer and administration by government. Promotes optimal allocation of capital. Also concerned with efficient allocation of economic resources to maximize production and economic growth – “economic efficiency.” Does the tax shift economic activity towards tax-saving projects that cause market distortions?
(iv) Simplicity/certainty: a tax system should attempt to be as simple as possible to comprehend and apply. Simplicity breeds complicity. The more complex the tax system the higher the compliance costs. 

(v) Ease of administration: must be easy to understand, comply with, enforce. 

(vi) Constitutional limits: both feds and provinces have the right to levy direct taxes (income and sales), but provinces cannot administer indirect taxes.  Province can also administer things like property transfer taxes, probate fees, mining taxes, hotel room taxes, gas taxes, school taxes. Feds under s.91(3) to raise money by any mode or system of taxation. 

(vii) Territorial limits: impractical to collect $ from people that do not live within the country’s borders. ITA applies to persons who have physical/economic nexus, bond, or link to Canada. Canada does not enforce foreign tax laws, and will not assist foreign countries in the enforcement of their tax laws in Canadian courts. But under tax treaties, Canada may be obliged to exchange info and provide administrative assistance. 

(viii) Presumption against retrospective application: Provisions of Act that adversely affect taxpayers do NOT apply retroactively unless such a construction is very clearly dictated in statutory language. A statutory provision is retroactive if it creates new obligations; imposes new duties; attaches new disabilities in respect of past events and transactions. 

6.  The Income Tax System

Who Has Authority to Tax in Canada?
· Feds have power under 91(3) to raise money by any mode or system of taxation.

· Provinces can only impose DIRECT taxation (92(2))

· Direct tax: demanded from very person who it is intended should pay it.

· Indirect: 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 tax.
> the tax base for federal purposes is the taxable income, but the provincial tax base is actually the federal tax payable

> provincial taxes are applied as a percentage of the federal tax payable

> government takes certain things out of tax base (lottery, children’s clothing, food), but has to raise rate on other things to compensate (sin taxes)

> there are other tax bases available other than income:


(i) expenditures (like GST and PST);  (ii) usage (tolls on Coquihalla)


(iii) wealth (probate fees);   (iv) capital tax (for corporations)

Who Formulates Tax Law and Policy?
Federal


> Minister/Dept. of Finance: Draft legislation and design laws [CRA does NOT!]


> Parliament of Canada: makes federal tax into law;


> Governor in Council (cabinet): s. 221 allows GIC to make regulations.


> Canada Revenue Agency (CRA): Administers the law.

· Puts out Information Circulars (IC) and Interpretation Bulletins (IT)

Provincial

> Minister / Dept of Finance: drafts and designs laws – formulates.


> Legislature makes into law


> Ministry of Small Business, through Consumer Taxation Branch, administers the law. In most provinces, feds collect, but not in Quebec (prov income tax), Alberta and Ontario (corp tax). BC laws administered by CRA.

> History of tax reform:

> Income Tax War Act 1917: first “temporary” tax statute


> 1963 Carter Commission: introduced “a buck is a buck is a buck” for income calculation; was never fully adopted. Findings reported in 1967 and people thought it was communist. In 1969, Trudeau released White Paper proposals, government watered it down…


> 1971: genesis of the modern day ITA

> 1987: last revamping of the ITA ( government reduced rates and broadened tax base.


> 2004: federal tax rates lowest in a decade but have a tax base that is protected.



**Exam: “Here is a proposal…evaluate it from tax policy perspective.” [TCP analysis: Text, Context, Purpose. You must know WHY laws were created – important to know when major changes occurred.]

7. Fundamentals of Tax System

Tax Base: “taxable income” – content, period of measurement. Provinces can elect to use one of the following bases for purposes of provincial tax: (a) federal taxable income; (b) federal tax payable. Taxable income derives from two step process: (1) Determine gross income and deduct expenses incurred; (2) Deduct other expenditures.

Tax Rate: Flat, progressive, regressive. See #4 above for discussion on marginal, average, and effective tax rates. 

Tax Unit: the entity that pays the tax; in Canada, there are several kinds:

(i) individuals (legal entity that is taxable); [ss.117-122]

(ii) corporations (legal entity that is taxable); [ss.123-125]

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

(iv) trusts (legal relationship that is taxable) [ss.122]

Tax Credit: Offset against tax payable – often used to validate government not subsidizing people in another way – also used to entice people to do things. MUST have tax payable to get tax credits! Credits do not reduce tax base, only tax payable.

> individuals get tax credits for being married, etc (s.118 – 118.1)


> corporations get tax credits for being Canadian owned (ss.124 – 127)


> everyone gets tax credit for tax payments already made


> some credits transferable, can be applied to different years or family members.


> Two kinds:

· Refundable credit – you get the excess back

· Non-refundable credit – don’t get the excess, it only reduces your tax payable.
> $1 tax credit is worth more than $1 tax deduction (deduction is only worth its face value X tax rate)

> the distinction between credits and deductions is best understood in the formula:


TAX PAYABLE = (TAX BASE * TAX RATE) – TAX CREDITS
> deductions reduce TAX BASE, whereas credits are subtracted from the TAX PAYABLE, so the net effect of a deduction is the deduction times the tax rate, whereas the net effect of a credit is the full amount of the credit itself

> tax credits are independent of the tax rate, but deductions are net of the tax rate, so deductions are worth less to people at a lower tax rate than they are to people at a higher tax rate

8.  What are Tax Expenditures? (p. 39-41)
How does government achieve socioeconomic policies?

> Budgetary expenditures: directly, by providing grants and subsidies through budget process.

> Tax expenditures: indirectly, by using tax system to provide incentives for particular initiatives   or activities (exemptions, deductions, credits or deferrals). These do not require parliamentary spending approval. 


> deviations from a “benchmark” tax system.



> benchmark system: normative system that measures income without reference to special incentives to achieve social, economic and other policy objectives.

Sources of Income Tax Law

1.  Statutory Law (p. 41-42)

> There are a number of sources of statutory “law” that are directly applicable to Canadians:


(i) Income Tax Act;


(ii) International tax treaties;


(iii) Income Tax Regulations and Schedules: passed under authority of the ITA by Cabinet without going through Parliament; allow for fast changes to ITA. Flow from statute – supplement ITA. Possible because ITA delegates power to make rules in cabinet in some circumstances. Example: Regulation 7700 defines what a prescribed prize for s.56(1)(n)(i).


(iv) Income Tax Application Rules (ITARs): statutory provisions intended to help the transition from the old Act (prior to 1971) to the new Act.


(v) Provincial Tax Act: Individuals and corps subject to income tax under provincial income tax statutes. 




FEDERAL TAX PAYABLE + PROV TAX PAYABLE = TOTAL TAX PAYABLE




FEDERAL TAX RATE = PROV TAX RATE = TOTAL TAX RATE

* ITA is declaratory: it declares tax consequences that flow from valid legal relationships. To determine if something is a valid legal relationship, one must recourse to the appropriate law which determines legal relationships. 

2.  International Tax Treaties (pp. 68, 82, 1167-1169)
> Foreign tax credit: Canadian residents are subject to full tax liability on their worldwide income.  To alleviate double taxation, Canadians can claim a credit against Canadian tax for taxes paid to a foreign government.


> foreign taxes paid by resident on non-business circumstances


> foreign taxes paid by resident on business income


> taxes paid by non-residents in respect of certain capital gains.

> the purposes of international tax treaties include:


(i) avoiding double taxation;


(ii) preventing income tax evasion; and


(iii) providing certainty in international commercial transactions

> the taxes covered by treaties (particularly the Canada-US treaty) include:


(i) taxes imposed by government of Canada under Parts I, XIII (withholding tax) and XIV


(ii) taxes imposed by the USA under the Internal Revenue Code
> Note: provincial and state taxes are not generally covered by the treaty

> in interpretation matters, if a word in the treaty is undefined, then the Contracting State seeking to apply the treaty can look to its own statute for the definition of the word

> there are two techniques used to overcome double taxation:


(i) ceding to one jurisdiction; or

(ii) requiring that the signatories to the treaty provide a credit for taxes paid to the other country in respect of that income (this is typically what happens where the rates of withholding taxes are reduced)

> No international tax treaty? Why not?

· no incentive because that country imposes very low rates of tax, no incentive to enter treaties with countries with very high tax

· unwilling to share financial info back and forth

· do very little business with Canadian residents, no incentive to enter treaty.

> Look to Income Tax Conventions Interpretation Act
3.  Common Law: Canadian Judicial Structure & Taxation (pp. 33-36)
> CL affects taxes in two distinct ways:


(i) Judges determine legal relationships (i.e. trust, corporations, partnerships) after which the ITA is declaratory and follow the result of the legal relationships which they assume are valid. Don’t forget to look to look to other statutory regimes to ensure relationship is legal!

(ii) Judges can interpret the ITA itself

· DOJ primarily responsible for litigating income tax disputes.

· An appeal or review of a decision of the Tax Court lies with Federal Court of Appeal and from there, on leave, to SCC.

· Federal court does NOT have authority to quash, review, restrain an assessment under s.18.

· Tax Court of Canada: TCC is trier of facts in disputes under ITA. Can apply for Informal Procedure (>$12,000), or General Procedure – full blown litigation if >$12,000. 

· Federal Court of Appeal: Usually the ultimate arbitrator in tax disputes. Taxpayer must initiate appeal within 30 days of TCC judgment.

> Res judicata: generally provides that a judicial decision determines every right that was or ought to have been put in issue by the parties as part of litigation but res judicata applies to the CL of tax in that year only. A final judgment conclusively determines all matters in connection with the issues litigation. A judicial determination in respect of a particular year does NOT bind either taxpayer or CRA on the same issue in a subsequent year.
> Estoppel: Crown is not estopped by any representation of law made by its officials – civil servants cannot make Crown liable for misstatements of law, but CAN claim estoppel for misstatements of fact. Taxpayers who receive “informal advice” from tax officials must assess the advice on the basis of the law.

General Principals of Interpretation (p. 66-67)
Definitional Structure: definition given in ITA.

Normal Usage: Courts prefer ordinary meaning rather than technical meaning. Where more than one ordinary ( prefer wider, more predominant meaning.

Ambiguity: Words and phrases should be interpreted in context of statutory provision in which they appear and in context of ENTIRE Act. Where words are ambiguous, courts should select interpretation that best promotes smooth working of system. 

No Interpretive Presumptions: The rule that exemptions were to be strictly interpreted against the taxpayer and charging provisions strictly against state no longer applies. 

Substance over Form: Substance should be given precedence over form to extent that it’s consistent with wording and objective of statute.

> Interpretation Act

> s. 248 has all the definitions

> “prescribed” = there is regulation for it – go to ITA Regulations.

> “means” = the list is all-inclusive – not open to judicial interpretation.

> “includes” = the list is not all-inclusive – expands traditional meaning.

> “deemed” = rebuttable presumption

> Wherever words “if any” are use, it must be a POSITIVE number.

> “Subject to this part” – there may be rules in this part that could lead to a different result. 

5.  Administrative Policy

> CRA distributes several types of doc’s that do not have the force of law, but are persuasive:


(i) Information Circulars: concerned with administrative procedures such as collection


(ii) Information Bulletins (ITs): are CRAs interpretation of provisions in the Act; they have two purposes:




(a) instruct RC’s staff; and




(b) provide a source of info to taxpayers of RC’s interpretation of the Act


(iii) advanced rulings (see below)


(iv) Published Speeches and Roundtable Discussions: Published in hard copy or electronically by various organizations or publishing houses.


(v) Department of Finance Technical Notes since 1982: explain changes and purpose of ITA enactments

> Advanced Rulings are a special type of administrative procedure, where a taxpayer can apply to CRA for a ruling on a particular proposed tax question and CRA will be practically bound (although not bound as a matter of law). A written statement/opinion as to how CRA will interpret specific provisions in the context of specific proposed transactions.

      > Several important considerations with advanced rulings:


(i) RC does not have an obligation to render a ruling


(ii) only proposed applications will be considered


(iii) the advanced ruling only applies to the applicant

(iv) the ruling may be revoked retroactively if a misrepresentation or omission occurred


(v) if the law is changed, then the ruling is no longer valid after the change in the law


(vi) certain types of questions are not permitted (i.e. something that is being litigated presently)

6. Relevance of Other Laws

> Other laws can come into affect with respect to the ITA including:


(i) Interpretation Act: used to interpret the ITA. Section 12 says, “Every enactment is deemed remedial, and shall be given such fair, large, and liberal construction and interpretation as best ensures attainment of its objects.” This is a remedial statute = it is legislation that remedies wrongs and abuses and abates faults.


(ii) Provincial Statutes: used to determine legal relationships that go towards the declaratory aspects of the ITA. 


(iii) Other federal laws: can excuse people from taxation (Indian Act).


(iv) Charter: Section 15(1): “Every individual is equal before and under the law and has the right to the equal protection and equal benefit of the law without discrimination…” Section 15(2): “Subsection (1) does not preclude any law, program, or activity that has its object the amelioration of conditions of disadvantaged individuals or groups including those that are disadvantaged…” Section 8: “Everyone has the right to be secure against unreasonable search or seizure.” Section 24 gives the courts broad power to provide relief or remedy for violation of taxpayers’ constitutional rights. 

Reading the ITA: Overview of Calculation of Tax Payable

1. Framework of ITA (pp. 41-42, 144-145, 149-150)

> Parts, Divisions, Subdivisions, sections, subsections, paragraphs, subparagraphs, clauses, subclauses 


> Example: section 6, subsection 6(1), paragraph 6(1)(b), subparagraph 6(1)(b)(i), clause 6(1)(b)(i)(A), subclause 6(1)(b)(i)(A)(I)

> ITA has multiple parts, most of them having the following parts:


(a) tax base; (b) tax rate; (c) tax credits; (d) tax units

2. Most Common Parts Used by Advisors/CRA

Part I (s.2 – 108) – The main part. But you may owe tax under different parts as well.

Exam**: Always a question on s.3. No definition of income – it is a series of computational rules (s.3a). You get taxed on your income wherever it is from. Section 3b deals with taxation and determination of amounts. Section 3c: take all the stuff that was positive in 3a and 3b and subtract amounts you spent in 3c. Section 3d: subtract all losses from carrying on business, renting apartment, investments, etc. 

Part XIII – Tax on Income from Canada of Non-Resident persons.

Part XV – Administration and Enforcement. Section 220ff (page 1837).

Part XVI – Tax Avoidance, s.245 (page 1909) **Exam**

Part XVII – Interpretation. Definitions, s248(1) (page 1919).

3.  Tax Base and Tax Rates (pp. 144-145, 149-150)
> Section 3 is the anchor of the Act, contains the basis rules for determining income for a taxation year.  This section adds and subtracts things from your income.

· World income from, without restricting the generality of the foregoing, office (political office), employment, business and property.

· Sets out sequence for the aggregation of the different sources of income and losses.

· Taxpayers make every effort to reclassify income from high-rate sources into income that is either tax-exempt or taxed at a lower rate (income deferral), or taxable on a deferred basis (tax deferral).

3.3  Part I: Tax Rates (Division E and E.1) (pp. 630-632)
Individuals (s. 117-122 and 127.5) 

> important to understand the difference between deductions and tax credits:


> Deductions: reduce the taxable income and therefore indirectly reduce the tax payable by amount that is equal to the deduction times the tax rate


> Tax credits: come directly off of the tax payable and therefore reduce the tax payable by an amount equal to the tax credit.  Not supposed to completely account for the costs you incur, but meant to defray the cost (childcare, disability). Depends on:

· status – source of income – type of expenditure – location of source of income

> Basic tax rate is set out in s. 117(2) and is indexed by a formula linked to (CPI).  

> Taxable income: mathematical measure of the taxable base.  Resident’s taxable income is his or her net income plus or minus the adjustments and deductions in Div. C.

> Provincial taxes: are expressed as a % of the basic federal tax payable in every province except Quebec

> Surtaxes are used for yearly adjustment of the tax rate


> basic surtax: applies to every one 


> super surtax: applies to people over $58,300

Corporations, ss. 123-125 

s. 123(1) Basic rate (flat rate) for corps is 38%, which is reduced by a general rate reduction. See page xvi of ITA. [PROVINCIAL rates found on page xvii]. 

· there is a surtax of 4%

· there are numerous tax adjustments (deductions and credits).

· corps get a federal credit of 10% of taxable income = provincial tax credit.

Inter vivos trusts

s. 122(1) flat rate of 29%.

4.  Tax Credits (General Reading)

Tax credits reduce your taxes payable.

Types of Individual Credits (pp. 633ff)

(i) Personal Tax Credits (s. 118), (page viii):


> personal tax credits may be claimed on account of: single status, spousal status, equivalent-to-spouse status, dependents, and age


> calculated by adding up all of the amounts to which the individual is entitled and then multiplying them by the “appropriate %”


> These credits are NOT refundable. Federal Limitations (page ix).

(ii) Pension Income (p.637):


> provide relief from inflation, particularly for individuals who have to live on fixed incomes


> depends on two factors:



(i) the source of the pension;



(ii) the recipient’s age 

> if a person is over 65, then they get the benefit calculated on their “pension income”, but if the person is under 65, then they get the calculation based on their “qualified pension income” which is narrower


> calculation by applying the “appropriate %” to the lesser of $1000 and the pension income (or qualified pension income) of that year


> “pension income” and “qualified pension income” are defined in s. 118(7)

(iii) Tuition Fees (s. 188.5) (p.639)

> this credit applies to “tuition fees” (which are defined in scope) for attending a post secondary institution or an institution designed to improve vocational skills


> calculated by applying the “appropriate %” to the tuition pays in that year 


> can be applied to school outside Canada, but requirements are more strict


> only fees paid in respect to particular year may be creditable in that year


> student can transfer tuition tax credit to his/her spouse.

(iv) Education Credit (p.642)


> for attendance at designated educational institution, if he enrolls in qualifying educational program (s.118.6).

(v) Medical Expenses (p.643)


> applicable to “extraordinary medical expenses” over a minimum threshold limit

(vi) Mental or Physical Disability (p.6456)  (s. 118.3)


> a person who has “severe and prolonged impairment” may obtain a tax credit  if they are markedly restricted from performing basic activities of daily living and the impairment can be expected to last for longer than 12 months


> the tax credit is a fixed amount

(vii) Dividend Tax Credit (p.645) (Para. 82(1)(b), s. 121)


> an individual who receives a dividend is required to include 125% of the dividend in their income (this is known as “grossing up” by 25%)


> grossing up is intended to reflect the tax paid by the corporation on the dividend transaction


> then the person is entitled to a dividend tax credit of 66.7% of the “gross ups” applied to the dividend for a federal tax credit and since the provincial tax is based on the total federal tax, there is automatically a reduction in the provincial tax payable


> this process of grossing up and then providing a tax credit is known as “tax integration”

· An individual who receives a dividend from a Canadian corporation can claim a partial credit against tax payable. 

(viii) Overseas Employment Tax Credit (p.647) (s. 122.3)


> an individual who is employed by a “specified employer” overseas for a period of 6 consecutive months in certain improved activities is eligible for this tax credit. A specified employer is generally an employer resident in Canada (122.3(2)).

(ix) Charitable (s.118.1)

> Related section 110.1(1) “Deduction for gifts.”

(x) EI/CPP (s.118.7): page 1104.

(xi) Foreign (s.126).

(xii) Political (s.127(3)): Deduction from total amounts of contributions referred to in Elections Act to a registered party. There are specific allocations on page 1196.

(xiii) Investment – Scientific Research/Experimental Development (s.127(5)): page 1198.

4.2  Types of Corporate Credits 

(i) Provincial Tax Credit  (s.124) (p.650)


> a co. may deduct a tax credit of 10% of its taxable income earned in a province


> calculation involves four steps:



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



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



(iii) calculate provincial tax abatement as 10% of amount of “taxable income earned” in province



(iv) deduct provincial tax abatement from corp’s “tax otherwise payable”

>note: “tax otherwise payable” is not a defined term in the ITA and should be read as the tax that is payable after all permissible credits

(ii) Small business deduction (s. 125) (p.654)


> a Canadian Controlled Private Co. (CCPC) is entitled to a credit of 16% of the 1st $300,000 of its “active business income”


> the combination of the provincial tax credit and the CCPC tax credit leave the normal CCPC to pay federal tax at a rate of 13.12%

(iii) Manufacturing and Processing Tax Credit (s. 125.1) (p.654, 664)


> available to companies that carry on active business in Canada and derive gross revenue from the sale of goods manufactured and processed here


> 7% of manufacturing and processing profits that do not qualify for the small business deduction ( reduced M&P rate to 22.12%. Note: Credit not available in respect of income eligible for Small Business Deduction. 

> “manufacturing and processing” have a definition: examples given on page 665.


> some co.’s may qualify for status as “small manufacturers” in which case their manufacturing and processing profit is equal to their “adjusted business income”

(iv) Large Co. Capital Tax (s.181 – 181.7)


> large co.’s are subject to a special tax on their capital employed in Canada (0.2%)

(v) Logging (s.127): Allows credit for “logging taxes” paid by a taxpayer to a province in respect of logging operations. 
4.2.1  All Taxpayers

(i)  Foreign Tax Credit [ss.20(11)(12), 126] (p.658)


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


> foreign tax credit rules deal with three circumstances:


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

> separate calculation procedure and limits



(ii) foreign taxes paid by a resident on business income
> tax credit for income of taxpayer from any business carried on by them in a foreign country



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

> if a Canadian who gives up residency in Canada and  still trying to sell property in Canada and defers the “departure tax” on selling that property may claim a credit against Canadian tax for any non-business income tax paid to a foreign country when they actually dispose of the property

Note: employees of international organizations (UN) exempt from income tax levied by the country in which they are stationed***

(ii) political contributions (s.127(3))


> credits are given up to $500 of contribution to a political party - encourage activism

(iii) other tax credits


(b) s. 127(5) investment tax credit for certain R&D investments for all taxpayers

4.3  Credits or Deductions? (p. 151-152, 588-589)

> the general formula is tax payable = (tax base * tax rate) - tax credit


> deductions are most beneficial to those in a higher marginal tax rate.

· not constant – based on the marginal tax rate the particular taxpayer pays.

· deduction from taxable income

> credits are most beneficial for those who have to pay tax, but are generally not of any assistance for taxpayers who don’t have any tax payable.

· tend to be used to accommodate personal circumstances that might affect a taxpayer’s ability to pay tax.

· deduction from tax payable.

  * Difference between a deduction from income and a tax credit is that deduction has the effect of reducing income, which indirectly reduces the amount of tax payable, whereas a tax credit directly reduces the amount of tax payable without reducing income.

5.  Role of Provincial Tax (BC Income Tax Act)

Provincial statutes impose their own income taxes and grant their own tax credits. The ITA creates formulae within the ITA Regulations regarding the allocation of income between provinces when business is being carried on in more than one province.

Individuals, Fed. Reg. 2600-2607.

Corporations, Fed. Reg. 400-413.
Jurisdiction to Tax Under the ITA
1.  Concepts of Source and Residence Taxation (p. 97-99)
Canada does not use citizenship for determining taxation (confers membership to country regardless of where they reside; has little bearing on economic activities).

Does not use domicile to determine jurisdiction for taxation (it is fraught with substantial uncertainty – residence is determined by individual’s intention and free choice – and is not easy to administer for tax purposes).

Does not use source income (corporate taxpayers may derive all economic, political, and legal benefits of residence in a country and arrange their international transactions so as to source their income in law-tax countries or tax havens.

Canada DOES use residence: person should owe allegiance to country he is most connected in socioeconomic terms; obligation to pay taxes on basis of residence derives from principle that persons who benefit have obligation to contribute; it is administratively practical and relevant.

2.  General Rules, (s. 2): Who is Taxable? What is Taxable? 

2.1 Residents of Canada - World Income (s. 2(1), 2(2), 3(a)).

> s. 2(1)(2) says that a Canadian resident must pay tax on their total income, as defined in s.3, subject to tax treaties and foreign tax credit.

Section 2(1): 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.

· shall be paid – MANDATORY

· on the taxable income – see s. 2(2) for the definition of this (refers to s. 3)

· for each taxation year – period

· resident in Canada at any time in the year – defined later.

2.2 Non-residents of Canada - Canadian Source Income

> s. 2(3) says that a non-resident of Canada must pay tax on Canadian source income in accordance with Division D (s. 115); such a person must have been:




(a) employed in Canada;




(b) carried on business in Canada; or



(c) disposed of a taxable Canadian property

3.  Residence of Individuals, ss. 114, 250(1)(2)(3)

Determining the Residence of Individuals (pp.100-110)
> under ss. 2 and 3, residents of Canada get taxed on worldwide income but non-residents of Canada get taxed only on Canadian source income, so it is very important to determine the residency of an individual; residence of individuals is determined by 4 factors:


(i) common law rules;


(ii) statutory rules;


(iii) tax treaties;


(iv) administrative views

3.1 CL rules:

> Residence: is not defined in s. 248(1) and the dictionary definition is “to dwell permanently or for a considerable time, or to have ones settled or usual abode”

> in Canada, residence arises from a nexus or link with Canada; some indicia include:


(i) physical presence; 


(ii) nationality or background;


(iii) ownership of property in Canada;


(iv) connection with family, business, social interests (social and economic ties): belies intention to be connected to the jurisdiction – intention reflected in actions: friends, family, memberships in social organizations, bank accounts, Canadian credit cards, newspaper subscriptions. State of mind determined by your objective actions, your course of conduct.


(v) many more outlined in Krishna, (p. 103)

> in general, residence is not determined by a single criteria, but by many factors

> certain propositions have been deduced from the case law:

(i) taxpayers must be a resident somewhere;


(ii) there is no need for a fixed abode to be a resident in a jurisdiction;


(iii) residence requires more than mere presence in the jurisdiction;


(iv) residence does not require constant personal presence;


(iv) residence may be established by presence in Canada, even if the presence is involuntary INTENTION AND FREE CHOICE NOT NECESSARY!


(v) many more in CB (p. 104)

> CRA has views on common law residency “facts and circumstances” test (question of fact):


(i) nationality and background


(ii) physical presence


(iii) family presence


(iv) ownership of property or dwelling in Canada


(v) location of family home


(vi) presence of business, social interests


(vii) social connections by reason of birth or marriage 

> CRA presumes that a Canadian resident absent for less than two years retains resident status while abroad and that a Canadian resident absent for more than two years relinquishes resident status; (note: only administrative presumptions that may be rebutted)

> a person may be a common law resident of multiple jurisdictions and that is where international tax treaties come into play

Giving up Residence

> to convince CRA that a taxpayer is giving up residence in Canada, there are four factors:


(i) permanence and purpose of stay abroad;


(ii) residential ties in Canada;


(iii) residential ties elsewhere;  


(iv) regularity and length of visits to Canada

> person wishing to give up residence should take extraordinary steps:

· sell or lease dwelling in Canada

· sell motor vehicle and cancel drivers license

· cancel any lease for a dwelling in Canada

· cancel bank accounts, club memberships and social and business connections.

· cancel medical insurance.

· establish social and economic ties in the new country.

3.2 Statutory “Deemed” Residence [s.114, 250(1)(2)(3)]

> s. 114: Part year resident:


> if a person is a resident of Canada for part of the year and a non-resident for a part of the year, then they are taxed on their global income while resident in Canada and on their Canada source income while non-resident  **IMPORTANT**

> s.250: Person deemed resident (non-rebuttable):


>(1) if a person 


(a)“sojourns” in Canada for more than 183 days in a calendar year (sojourn = stay temporarily as opposed to being ordinarily resident – 250(3));


(b) is acting as government personnel; or 


(c) performs services at any time during the year in a foreign country under a “prescribed international development assistance program of Govt of Canada”; or

(d) is the spouse or wholly dependent child of one of the above categories,



then they are deemed to be residents of Canada for entire year of taxation


>(2) if a person ceases to fall under one of the categories of subs. (1) part way through the tax year, they may be deemed to be residents of Canada for only part of the year


>(3) throughout the Act, a “person resident in Canada” includes a person who is “ordinarily resident in Canada”


(iii) >s. 114 (part year resident) does not apply to sojourners under s. 250(1)(a) who are taxable on the entire tax year’s global income (i.e. it is meant to apply only to immigrants and emigrants)


(iv) if a person is resident in Canada for less than 183 days, then that person cannot be deemed to be a resident of Canada for the entire year and must only be a part-time resident (s.114) for that year. HOWEVER: it depends on how you are tied to jurisdiction: you can be resident even if here for less than 183 days. 


(v) a person is deemed to have disposed of his or her property immediately prior to giving up residency in Canada and might be subject to a departure tax

· What if you move around from province to province? The desire to have the connection is the test.
· EXAM*: Bill is challenged by CRA that he is not resident of Canada. What are factors he needs to show he is not resident?
> If you are becoming a resident of Canada, it is generally better to establish residency than a sojourner because you will only have to pay tax on worldwide income for part of year under s.114.

>Note: Residence for the purpose of immigration are different than those for tax purposes

3.3 Tax treaties

> Taxpayer may be a resident in more than one jurisdiction, in which case, he may be subject to double taxation for which there are several types of relief:


(i) unilateral relief (Canadian foreign tax credit) ( Credit for what you pay in another jurisdiction.


(ii) bilateral relief (income tax treaties with other jurisdictions)

> CDN-US treaty is on p. 2787 of the ITA

· Only applies to extent that those specific (double) taxes are covered by Treaty (Article 2)

· Article 4** determines which country you are resident of and has the following tie breaker rules:


(i) permanent home: permanence of home NOT nature of ownership that matters;


(ii) where the personal and economic relations are closer – centre of vital interests

(iii) habitual abode;


(iv) citizenship;


(v) competent authorities of Contracting States settle question by mutual agreement.

· International Tax Conventions: Page lxi. Many countries are not listed (Caymans). Why? Mutuality of Information Exchange required – they don’t want to give it up. Also, some jurisdictions have 0% tax – so why would they want to? Also, some jurisdictions have no investment with Canada, or vice versa. 

3.4 Administrative Views/Rules
To determine residence, CRA looks at: (a) Dwelling place; (b) Family Connection; (c) Personal property and social ties.

To determine giving up residence: (a) Permanence and purpose of stay abroad; (b) residential ties within Canada; (c) Residential ties elsewhere; (d) Regularity and length of Canadian visits. 
4.  Residence of Corporations, s. 250(4), (p. 110-117)


1. Was it incorporated in Canada?  Yes ( resident

2. Was it incorporated elsewhere, but has central management and control in Canada?  Yes ( resident.

3. Was it incorporated elsewhere, but carried on business in Canada through a permanent establishment?  Yes ( must pay taxes on Canada source income.

> As with individuals, corps pay tax on their global income if they are resident in Canada and incorporated in Canada after April 26, 1965 (though can still be considered Canadian corp if incorporated elsewhere and passes central management and control test – see below). 

· Non-resident corp can only be taxed if it carries on business in Canada
· US/Canada treaty says taxed on where incorporated (tax treaty Article IV s. 3).  However, if your existence was moved through corporate law through a “continuation”, then you are a resident there.

Residency is determined in three ways:



(i) at CL; (ii) by statute; (iii) by treaty

>s. 250(5) and 250(6): non-resident status of foreign corporation guaranteed if:

· by virtue of a tax treaty, is resident of the other country and not of Canada.

· carries on international shipping business and incorporated in foreign jurisdiction.

> if not incorporated in Canada but may in fact be a Canadian resident corp, the principle Question at CL is: “Where does the co.’s “central management and control” abide? 

· operations are in Canada

· controlled by people situated in Canada

· Good idea: have people who are not Canadian residents on the board of directors.  However, if the non-Canadians are taking directions from a Canadian (puppets v independent thought), too bad – the corporation is Canadian.

> indicia of central management and control include:

(i) location of directors meetings


(ii) the degree of independent thought and control exercised by directors;


(iii) relative degree of influence of Canadian directors as opposed to foreign directors (“the rubber stamp test”)


(iv) Not so much focused on the day-to-day running;

Non-resident enterprise of a country with which Canada has a bilateral tax treaty is taxable only if it carries on business in Canada through a “permanent establishment” – fixed place of business in which the business of the enterprise is wholly or partly carried on.

· presence of permanent physical premises

· presence of directors or employees – where do they live?

· bank accounts and books of account

· telephone listing

· employees/agents established with general authority to K for taxpayer in the jurisdiction.

> general propositions:


(i) Corporation can have more than one residence ( look to treaties


(ii) central management and control refers to the exercise of power by the directors, not the shareholders


(iii) the residence of a subsidiary co (even a wholly owned subsidiary) is determined independently from its parent company

> Notes:


(i) it appears that the place where the directors meet to exercise “central management and control” is more important than the place where directors reside*****


(ii) as a matter of practice, CRA only chases co.’s in tax havens and is much more likely to find them Canadian resident co.’s

4.2 Statutory “deemed” residence

> s. 250(4): Corporation deemed resident


> If incorporated in Canada after April 26, 1965 is deemed to be a resident of Canada throughout the taxation year independent of where “central management, control” is


> If incorporated prior to April 27, 1965 is deemed to be a resident in Canada throughout the taxation year if it was incorporated in Canada and:




(i) it becomes resident in Canada at any time under CL rules; or



(ii) it carries on business in Canada during any taxation year after April 26, 1965

Queen v. Gird Products: Canadian company acted as an intermediary for an associated US company. Although incorporated before April 1965, the corporation subsequently carried on business in Canada and was subsequently deemed to be resident.
4.3 Dual Residence (Tax Treaties): (p.114)
> Tax treaties can play an important part in resolving dual residence problems by:


(i) deeming the residence of the corp to be the country in which the corp’s effective management is (OECD Model); [tie-breaker] Article 4(3) of Convention.


(ii) referring the matter to “competent authorities” to make a ruling; and

(iii) deeming the residence of the co to be where it was incorporated (CDN/US Model) 

> OECD model is based on the concept of “permanent establishment” which means a “...fixed place of business in which the business is wholly or partly carried on” (p.114)

· FACTORS: presence of permanent physical premises; presence of directors or employees; bank accounts and books of account; telephone listings; employees or agents established with general authority to K for the taxpayer in that jurisdiction.

> the CDN/US model remains: the place in which the co was incorporated is where it is resident.

> Anti-Treaty Shopping: there has been growing concern that corps are positioning themselves globally to take advantage of tax treaties and most treaties have attempted to deal with this “Anti-treaty shopping” by denying treaty benefits to non-resident-owned investment co.’s as defined in s. 133 of the Act if they abuse treaty. (p. 116; Article XXIX(A) of Treaty). 

5. Trusts (s. 104)

“Legal relationship that arises when a person (trustee) is compelled by law to hold property for the benefit of some other person (beneficiary).” 

NOT a separate legal entity in private law, but is taxable as a separate person ( ITA treats trust as if a separate taxpayer. 

Residency determined with same CL rules that apply to individual.

· Trust resides where trustee resides.  Where they have more than one trustee, resident where a majority of trustees reside if the trust.  

· Trusts cannot have dual citizenship.

People establish trusts inside and outside Canada. 

· Trusts are treated as taxpayers, and have to file tax returns

· Trusts only have to file a return if they create a Canadian tax liability (if they are a resident of Canada)

· Look to the residence of the trustee.

You want a trustee that is not a Canadian, and one that is a resident of a country with little to no tax.  Make sure a majority of the trustees are not resident of Canada. Hold trust meetings outside Canada. Invest assets of trust outside Canada. 

· There are significant anti-avoidance laws that regulate these trusts in the ITA.

· Tax treaties will affect if trust is resident of one country or another – don’t forget to look.

· Dill Case: Dill was trustee – CRA said trust resident in Canada – court looked to other factors other than residence of trustees: location of beneficiaries and settlers, etc.

6.  Non-residents, s. 2(3), 115, 116, 212-218, Role of Treaties (p.119-120)

6.1 Part I Active Canadian Source Income [s.2(3)] – (p.1369-1381)
> s. 2(3): Tax payable by non-resident persons


> a non-resident is liable to Canadian tax only if:




(i) he was employed in Canada;




(ii) carried on business in Canada;




(iii) disposed of taxable Canadian property


and that liability only extends to Canadian-source taxable income as calculated in Division D (s. 115).

> If a non-resident earns income from any of these sources, he must file Canadian tax return

> Different than how residents compute income – it is a much smaller tax base for non-residents.

· ease of administration – jurisdiction problem – fairness – simplicity

Active Canadian source income (in accordance with Division D, s. 115(1)).:

> s. 2(3)(a): employment income: - see p.1360ff


> performed the duties of employment or office in Canada, whether or not the employer resides in Canada. See page 1363


Article 15: Dependant Personal Services:

· Salaries, wages, and emp income are taxable only in US unless employment exercised in Canada
· EX: Canada retains right to tax Canuck players’ income
· Exception: Article 16: “Artists and Athletes”
· Para 1: Income derived by US resident as entertainer, artist, athlete exercised in Canada may be taxed in Canada except where the amount of the gross receipts including reimbursed expenses do NOT exceed CDN$15k for the calendar year. 
· Para 4: An inducement to sign an agreement by a Canadian to an American Resident relating to the performances of an athlete may be taxed in Canada, but will not exceed 15% of the payment
> s. 2(3)(b): Carrying on business in Canada (s. 253) (pp.1369-81)


> the extended meaning of “carrying on business” is discussed in s. 253 of the Act and has been litigated and developed a CL definition – See p. 2000 if ITA
· business activity in Canada (growing, manufacturing, etc.)

· solicitation of orders or offering anything for sale in Canada through an agent or servant, whether K completed in or out of Canada. *NOTE the sale (K) must take place in Canada

· maintains physical establishment in Canada (see US tax treaty)

· maintains stock of goods in a warehouse

· K’s are habitually made in Canada by an agent on his behalf


Article 7: Business Profits:

· Business profits from US resident taxable only in US

· BUT if US resident is carrying on business in permanent establishment then business profits are taxable in Canada.


Article 5: Permanent Establishment:

· “A fixed place of business through which the business of a resident of the K state is wholly or partly conducted.”

· Includes: place of management – branch – office – factory – workshop – mine, oil well, quarry, etc.


Article 13: Gains:

· In some cases, non-residents are NOT subject to tax…

· Para 1: Non-residents that own real estate in Canada are subject to tax on the gains from real estate

· Para 2: Non-residents who have gains from the alienation of personal property used to carry on business in a permanent establishment in Canada can be subject to tax in Canada

· Para 4: Gains from the alienation of personal property that does not fall into para 1 and 2 is taxable ONLY in the country of residence.
> s. 2(3)(c) Disposal of taxable Canadian property: (Part I; p.1402-03)

> “taxable Canadian property” is defined in s. 248(1) which immediately refers to s. 115

· real property situated in Canada

· shares of resident Canadian corporations (other than public corporations)

· capital property used to carry on a business in Canada.

> s. 115(1): cannot be resident of Canada at any time of year to follow this computation of income.
· if you fall into situations in a or b ( into your taxable income.

· if you fall into c – f, you can reduce your taxable income

· business or employment losses

· allowable business investment losses


s.116: Non-residents disposing of taxable Canadian property in Canada must give notice to tax department. 

· (116(5): Purchaser of property liable to pay 25% tax on of price they paid for property unless they get clearance certificate.

· Article 13: provides that Canada and US get to tax real property sold ( US subject to capital gains. 

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 purchaser from a non-resident is not given a clearance certificate then the purchaser 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

· 116(5) requires the purchaser 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

Part XIII (s. 212(1), 215): Passive Income (p. 1405-1417)
Passive Canadian source income is liable for Canadian withholding under ITA Part XIII.  So if a non-resident earns income in a way not described in 2(3), still owe taxes under this section for the certain things listed.

· s. 212: “every non-resident person shall pay an income tax of 25% on every amount that a person resident in Canada pays or credits to the non-resident person, or is deemed by Part I to pay or credit…”  Withheld by the Canadian entity at a flat rate of 25% (s. 215) (reduced under Canada-US Treaty to 10% in certain cases – policy reason: to encourage flow of intellectual property). 

· management fees 212(1)(a)

· interest (212(1)(b))

· interest: compensation for the time-value of money.

· estate and trust income (212(1)(c))

· rents and royalties (d)

· rent: compensation for use of “space”

· royalty: right to use some kind of property.

· dividends (212(2)).

**NOTE: look at treaty – there are some breaks on withholding tax rates (also on chart at beginning of book).

How can Canadian get out of this obligation?

· can pay more $ to make up for the withholding (gross-up clause in a commercial agt)

· forms can be filed to exempt payment of this amount

Tax Treaties and Part I for Non-Residents (ACTIVE SOURCE INCOME)

> In general, tax treaties are good for individuals, b/c they can be relieved of the tax otherwise owing or the tax treaty can affirm the tax under the ITA, but generally do not increase the ITA tax

> There is a higher threshold for determining residency in the case of non-residents from non-treaty countries

.

Canada-US Tax Treaty:

> Art. VII Business Profits:

> business profits of US resident shall be taxable only in the US unless the US resident has a “permanent establishment” set up in Canada (i.e. Canada does not get to tax a US resident under s. 2(3)(c) unless they have a “permanent establishment”)

> Art. V Permanent Establishment:

> (1) permanent establishment means fixed place of business, through which the business of the non-resident is wholly or partly carried on

> (2) permanent establishment includes: a place of management, branch, office, factory. 

> Art. XIII Gains

> (1) gains derived by a US resident through the sale of real property situated in Canada may be taxed in Canada

> (4) gains derived by a US resident (other than those set forth in ss. 1, 2, and 3) are not taxable in Canada (i.e. shares of privately held Canadian co.’s sold by a US resident for profit are not taxable in Canada)

Tax Treaties and Part XIII for Non-Residents (PASSIVE: Withholding Tax)

> s. 212: Tax on Income from CDN of non-resident persons


(1) Every non-resident shall pay an income tax of 25% on every amount received from a resident Canada for:

(a) management fees; (b) Interest; (c) estate/trust income; (d) rents, royalties, etc


(2) Every non-resident shall pay an income tax of 25% on any dividends received from a resident Canada co.

Canada-US Tax Treaty:

> Art. X Dividends:


(1) dividends paid by a Canadian resident corp to a US resident may be taxed by the US


(2) however, such dividends may also be taxed in Canada (confirming s. 212(2)) but the upper limit of the withholding tax is changed to 5% or 15% rather than 25%

> Art XI Interest:


> same as above but reduces the effective withholding tax on interest to 10%

> Table p. xxxv, xxxvi of the ITA:

> lists the withholding tax rates for all areas and counties which Canada has tax treaties

>Note:

> the effect of the international tax treaties on Part I tax is applied to net receipts (i.e. gross-deductions)

(iii) Part XIII is a flat rate of tax (25%), but Part I is on a graduated scale

Part XIII: Liability rests with non-resident person. 

Section 215: When person [financial institution] pays/credits/provides an amount on which an income tax is payable…the person shall…deduct or withhold from it the amount of the tax and remit that amount to RG. [25%] 

Issues for Non-Residents:

· Non-resident wants to get 100%. If he comes to you and says, “How can I get $100?” 

· Gross-up clause: impose financial burden on institution to bear the tax ( shift the burden of taxation.

· Are you caught by charging section? Look for exemption. S.212(1)(b): Is this interest? 

· If you are caught by charging section (it’s interest), ask, “Is this person subject to tax in another country?” Client will ask: “Do I care if Canada taxes me?” Sometimes when liability is imposed by Canada, clients may not care because country where they are resident will give them offset/credit – Foreign Tax Credit. 

· But: client will care if there is NO full credit for Canadian tax. 

· Applicable tax treaty: Does TT reduce or eliminate Canadian tax?  US-Can Tax Treaty, Article 11 “Interest.” Paras.1,2 – tax rate: “no more than 10% of gross amount.” [If tax was wiped out, there would be more cross-border lending]. 

· *Exam: Please advise non-resident of Canada the prospect of avoiding Part XIII tax – what is process you would follow? [Consider both statute and treaty].

Section 215(6): “Liability for tax” – where person failed to deduct or withhold any amount as required…that person is liable to pay tax under this Part on behalf of the non-resident person… 

· There is cross-border enforcement in Canada-US Tax Treaty (Article 29). 

What if someone comes to Canada and sends up stand at PNE to sell machines that slice vegetables? When it comes to business/employment income, non-residents should be subject to Canadian tax – but what of enforcement? Test: Do they have permanent establishment in Canada? 
7. Part Year Resident (s. 114) (p. 109)

General Rule for taxation of residents of Canada: Residents taxed under Part I on “worldwide income.” 

· If someone comes to Canada part way through year from the US, how much of their income should be taxed by Canada in the year they become a resident?

· (s.114): Canada can only tax on worldwide sources as of date they become resident of Canada. 

· This rule applies in year you become resident of Canada or in year you cease to be resident in Canada. 

If he or she gives up or takes up Canadian residence part way through the year.

· for portion of year he was resident, pays on worldwide income.

· for portion of year he was non-resident, subject to 2(3) and 212.

8. Exempt Persons (s. 149) (p. 121-123)
The taxable interest still must be computed to come up with a tax base, but the tax rate is zero.  Usually for policy reasons.

· Diplomats, members of their family and servants

· Municipal authorities

· Crown corporations

· Registered charities

· Labor organizations

· Non-profit clubs, societies or associations (NPO’s)

· Prescribed small business investment corporations

· Registered pension funds and trusts

· Trusts created for employee profit sharing plans, registered supplementary 

· unemployment benefit plans, RRSP plans, deferred profit-sharing plans, RESPs, 

· Retirement compensation arrangements.

· Indians

[General Assessment: Compare Part I with Part XIII…

Part I (Residents): Have to file tax return; individuals to pay themselves; amounts collected on net basis.

Part XIII (Non-residents): Do not have to file a tax return; people withhold the tax for non-residents at the source – do not have to pay themselves; tax is calculated on GROSS basis.] 

The Concept of Income

1.1  What is Income? 

> No strict definition of taxable income (s. 2(2)) 

· 3(a) take worldwide income (fruit) from sources (the tree) (except taxable capital gain from property). Also see s.56(1) for what is to be included in your income. Cases on page 3, s.3. [Au v. Queen: Wrongful dismissal settlement NOT taxable].

· employment, business, office and property income

· yields from property (rent), from money in bank (interest), from stock (dividends)

· Amounts that are not recurring (windfalls, gifts, strike pay – if it doesn’t fall into other categories, can argue it is a windfall) not regarded as source income

· windfall: gain that is unexpected, unplanned, and unrelated to any of the named sources of income).

· gift: voluntary transfer of property with no valuable consideration.


EXAM: “How to calculate income under s.3?”

1.2 What is Net Income?

> Subtract any deductions applicable to that source which yields net income from sources


  add up all the net income from sources to obtain income

1.3 What is Taxable Income? [s.2(2)]

Subtract any Division C deductions which may be applicable to get taxable income
> income in common law v. income in economics

> in economic theory, income amounts to the “money value of the net accretion to one’s economic power between two points of time”; this includes the value of goods consumed in a period net of any gain or loss in value of assets over a time period


> in law, the concept of income differs in two respects:


(i) the exclusion of unrealized gains: generally, unless converted to cash; accrual in the value of assets does not count as income; and

(ii) the rigid classification of income by source: different sources of income are treated differently for the purposes of taxation

2.  Statutory Concepts of Income: Section 3 (Source Income)

Krishna on Income: “…recurring gain which proceeds from labor/effort/business/property/capital.”
> s. 3 of ITA classifies income and losses into six major categories which are treated differently for the purposes of taxation; as such, people are always trying to reclassify income from high rate sources into low rate sources

> Judge on Source: “…to extent there was no source, there was no income.” The principal sources of income in s. 3 are: office – business – employment – property – capital gains – “any other source.”

> Income v. Capital:


> analogy to a tree that bears fruit: the tree is capital, the fruit is income


> bank investment: capital


> interest from bank investment: income

Note: If statute silent on “source” – judges have power to interpret meaning of income from a source and determine whether amounts of ITA can be taxable under 3(a). See cases under section 3(a).


EXAM* Section 3 calculation: “How to calculate income under s.3?”
(1) Section 3(a): Add up income from the year from different sources (other than capital gains) inside or outside Canada from office, employment, business and property.


INCLUDE s.56(1) other income that is included in this section: certain pensions – spousal support – prizes – scholarships – research grants.

· If NO SOURCE, then no income goes into this section [strike pay].

· NOTE: Receipts in this section are fully taxable.
(2) Section 3(b) Calculate the “net taxable CAPITAL gains and losses.” 

· Taxable capital gains (including LLP gains) exceeding allowable cap losses.

· When real estate is sold the gain or loss is included in this section.

· This section CANNOT BE NEGATIVE – only zero.

· Note: Receipts in this section are partially taxable (1/2)

(3): Section 3(c) Determine the amount by which the total under (a) and (b) Exceeds certain deductions under (c).

· After you add up (a) and (b) then if you still have a positive number, then you subtract all deductions from subdivision e (ie. ss. 60-66.5)

· Policy justification for deductions: should not have to pay tax on expenses that were incurred to gain or produce income.


> Note: the amounts of deductions specified in s. 3(c) do not come from any source (i.e. no correlation between deductions and income sources)

· Section 60 examples of Deductions: (o) Legal fees; (s.62 and 63) – Child Care and Moving Expenses – reimbursable to certain extent.

· Note: Deductions are worth whatever tax rate is. Therefore, they subsidize people with high incomes more because they have higher tax rates.

· If you pay NO tax: The deduction is worth nothing – unless it is reimbursable tax credit.

(4): Section 3(d) If there is still a positive amount of income left, you can deduct losses from: business, employment and property. Permits you to deduct losses from non-capital sources. 

(5): Section 3(e) The amount left is the taxable income for the year. 

· Note: If the income is less than 0, then it is deemed to be zero

3. Economic Concept of Income and the Comprehensive Tax (p.132-35)
Haig-Simons Concept: Income is the accretion in the value of assets on hand at the end of the period over the value of assets on hand at the beginning of the period after adjustments for the value of goods consumed [incoming in the value of wealth over time]. Any accretion to your value increases your ability to pay.
Imputed Income: Income that is derived from the personal use of one’s own assets and from the performance of services for one’s own benefit. The Canadian income tax system generally does not impute income to a taxpayer. Consumption of personal services (home repairs) not taken into account in measurement of income for tax purposes.

4.  Exclusions from Legal Concept of Income (Source Income) (p.150-55)

> Some incomes are not subject to tax because they do not come from a source:


(i) Gifts: no consideration, must be voluntary [but giver of gift may be subject to tax] [Policy: How do valuate? ITA taxes income, not capital; tracing gifts difficult]. For tax purposes, gifts and inheritances are not considered income ( capital transfers.


(ii) Gambling winnings ( no source with respect to statute ( compliance ( enforcement issues. [Policy: you would have people trying to claim losses]. Rumack: Winnings from gambling are considered windfall because it is an irrational activity.

(iii) Windfalls: some criteria for a windfall gain include: [Cranswick FCA]:
(i) the gain does not result in a legally enforceable claim (no legal entitlement to $)

(ii) payment is not expected either specifically or customarily

(iii) there is no foreseeable element of recurrence
(iv) the payer is not customarily a source of income for the recipient of the gain

(v) payment is not for services rendered, for a favor, or anything else provided; 



      (vi) the payment is not earned as a result of an activity or pursuit of gain


         (iv) strike pay

Policy: Government can tax these things but there are policy reasons not to: strike pay is political (collective bargaining) – evaluation a problem for gifts – want to encourage giving – ITA taxes income, not capital – gamblers would try to claim losses.
· Windfall comments: Exam* “What if you found money on street?” 

· Windfall: If you receive damages for lost arm you are being compensated for lost capital ( not income. How about award from labor tribunal? Amount paid to them not referable to amount of wages they were to be paid (asked to do things other than employment K). Cases where people successful are ONE TIME, no expectations. 

Barter Trading: one of the areas that is difficult for taxing under the ITA is barter trading. In general, they are covered by the ITA in same way as cash but valuation problems:

(i) should the payment be valued on the basis of its value in use to the recipient; 


(ii) should the value be the value in exchange for the goods or services sold or rendered.

> Legal issues arising from the classification of income into sources:

(i) litigation about receipts that are fortuitous (without source or do not have the quality of income): 

(a) Fries: strike pay is not income from a source

(b) Cranswell: flood relief payments are not income from a source

(c) gambling winnings: do not have the quality of income

(d) gifts: do not have the quality of income

(e) Swartz: damages from a breach of K not a source

Why you should declare income if you are not sure (even though most people do not):


(i) do not want to be seen as tax evading


(ii) want the limitations periods to start (i.e. for reassessment)


(iii) want to avoid penalties under s. 163(2)


(iv) people want the matter to be adjudicated quickly

5.  Sourcing of Income in ITA (s. 4), (p. 162-168)
> s. 4 has the effect of sourcing income from both inside and outside Canada

> dimensions of the source concept:


(i) the geographical source of income important for determining for tax credits because of amount paid in foreign jurisdictions and for tax treaties


(ii) the source of income by activity matters as to how the income is treated in Canada for taxation purposes

Timing of Income

> Individuals: “taxation year” is calendar year – tax is due by April 30 of following year (s. 249);

> Corporations: “taxation year” is the fiscal year and taxes are due six months from the end of the fiscal year (ss. 150, 249.1)

6.  Exempt Income s. 81 (p. 156-158) See chart, p.157
Certain things you do not have to include in your income: personal damage awards received by minors; war pension; etc. 

> (1)(a) amounts exempted from income by any other federal statute (Indian Act makes property on reserves non-taxable) (Williams introduced connecting factors test to whether the property in question was on the reserve or not)

> (1)(g.1) exempts investment income from a personal injury award; particularly if it is being invested for an infant

> most of the other provisions are not really applicable

> Note: s. 81 is an exemption of a receipt from income, which is distinct from a s.149 tax exemption which provides that certain taxpayers pay at a rate of zero

Measurement of Income and the Role of Generally Accepted Accounting Principles (GAAP)

· ITA creates the tax law and overrides accounting concepts relating to the realization and recognition of income and the deductibility of expenses for purposes of calculating net income under ITA. 

· GAAP does not govern for purposes of calculating income for tax purposes. It is only a reference for purposes of calculating profit for purposes of s.9 of ITA. 

GAAP and the “Truer Picture of Income”:

· GAPP: Principles that underlie the preparation of financial statements for commercial use. 

  Measurement Concepts:
· Realization: Measurement of income requires one to calculate gain and relate it to appropriate time period – generally measure gain at time of realization. Simple definition of realization: “point of sale.” 

· Recognition: Identify the appropriate period in which we wish to recognize the gain for tax purposes. Take into account of an amount in computing the income under the ITA. For the most part, the ITA does not recognize unrealized gains (exception: taxpayer who ceases to be Canadian resident to have disposed of any capital property and realized any accrued gain or loss for tax purposes.

· Accrual: Accrual accounting requires that we recognize revenues in the period to which they relate, rather than we collect the cash. AA requires us to recognize the purchase in the current year, even though we did not pay for it until the following year. Essential: “matching the expense with revenues in the period in which we derive the benefit of the expense to earn the revenues.”

· Matching: Requires us to deduct expenses in same time period as they contribute to the earning of revenues. If we incur expenses in one time period but expenses will benefit several periods, we allocate the expense in some reasonable manner between the various periods. 

· Conservatism: Accounting profession’s approach to measuring profits: requires cautious approach in allocating values and recognizing revenues and losses. An enterprise should not recognize revenues before earning them, but should recognize all anticipated losses even before they actually occur. 

GAPPs:

s. 9(1): “Subject to this Part, a taxpayer’s income for a taxation year from a business or property is the taxpayer’s profit from that business or property for the year.”  So it says that income from business or property is to be “profit” but exactly what is profit is a confusing issue


> in general: Profit= Revenues – Costs. But for purpose of ITA, not all costs are deductible from the revenues


> in general, we start with accounting principles and if ITA specifically prescribes a different treatment for an item ( ITA is followed.

> ITA: “profit” is a legal concept and not an accounting concept and profit is determined from a business perspective and not the GAAP or accounting perspective

· Determination of NET PROFIT is a question of law and not a matter of GAPP (Symes v. Canada). GAPP may influence the calculation of income only on a case-by-case basis. Section 9(1) represents a starting point and normal accounting practices for tax purposes may be overborne by specific statutory provisions, judicial precedent, or commercial practice.

> Where ITA is silent, you can rely on any principle used over the last 200 years to measure “profit” of which GAAP is only one principle

> Interesting issue is “which principles lead to the “truer picture of profit””

> “accrual basis of accounting”:


> profit from business or property is generally calculated on an accrual basis (s. 12(1)(b) requires that income from the goods or services sold in a year should be included in income regardless of when the receipts are due or actually collected)

> unearned income: is to be included as income under s. 12(1)(a) 

· Tax Profits: GAPP rule for depreciation: in calculating net income, a reasonable amount of depreciation can be deducted from revenues, but ITA prohibits deduction of depreciation – so such an expense cannot be taken into account in calculating net income for tax purposes. In lieu of depreciation, ITA allows Capital Cost Allowance, thus, tax profits and accounting income may be different.

How Does ITA deviate from GAPP?
1. Reserves and Allowances: Accountants anticipate contingencies by setting up an allowance that has the effect of reducing income in the current period, BUT ITA sets out specific rigid regime in respect of accounting for reserves.

2. Depreciation: In past, depreciation allowed as deduction for tax purposes, but no longer ( CCA: imposes limits on amount of depreciation deductible in calculating income for tax purposes.

3. Inventory: Accountants use “last-in, first-out” (LIFO) principle – but this principle has been rejected judicially. 

Conformity of Accounting Methods:

· Use of GAPP: In absence of any specific proscription, profit is determined according to commercial and GAPPs. However, ultimately, the measure of profit is a question of law.

· Conformity of Methods: “it would be undesirable to establish an absolute requirement that there must always be conformity between financial statements and tax returns... The approved principle is that whichever method presents the ‘truer picture’ of a taxpayer’s revenue, which more fairly and accurately portrays income, and which ‘matches’ revenue and expenditure.

· “Truer Picture”: GAPP method of inventory valuation: “most suitable method for determining cost is that which results in charging against operations those costs that most fairly match the sales revenue for the period.” 

Case Law: CANDEREL, IKEA, COLLEGE PARK

> In Canderel, Ikea, and College Park the SCC dealt with difference between “profit” as in the ITA and “profit” as measured by (GAAP)

1. GAAP is a factor that can be taken into account, but is not a set of rules that must be followed.

2. Court considers profit to be a question of law, not an accounting question (really a question of mixed fact and law).

> Taxpayer is free to adopt any method that is not inconsistent with the provisions of the Act, legal principles and well-accepted business principles, although the method must also provide an accurate picture of the taxpayer’s income position.

> Note: The effect is that income on financial statements (“book income”) can be different from “taxable” income and this is OK.

Income from Property and Business

1. Significance of Distinctions Between Property and Business Income

> s. 3 says that income from each of business and property (aka investment) must be included in the calculation of income

> Why care?  

· Attribution rules in 74.1 and 74.2 only apply to investment income (income from property) and capital gains but do not apply to income from business.

· small business deduction available only in respect to business and does not apply to investment income.

· certain anti-avoidance rules only apply to income from property.

· Section 20(1)(b) allows ¾ of certain capital expenditures to be deducted at a rate of 7% of businesses only – NOT property.

> s. 248(1) DEFINITIONS
> Business: includes but is not limited to profession, calling, trade, or any undertaking of any kind whatever and an “adventure or concern in the nature of trade” but does not include office or employment


> businesses derive income from sales, proceeds, fees, income from the sale of property 


> business generally requires a “profit motive” and “ risk of loss”

> businesses are usually active income (from being “busy”) 


> Factors: Organization – Experience – Information – Frequency – Amount of Investment. You DO NOT need a corporation – can be individuals, etc. 

> adventure in the nature of trade: trade of a speculative nature meant to catch activities that are not done on a repetitive basis.

· When you buy or sell at the first available opportunity (not an investment)


CL Definition: “Anything which occupies the time and attention of labor of a man for the purpose of profit.”
> Property: includes income from property of any kind whatever, real, personal, corporeal incorporeal, rights, shares, chooses in action and, unless contrary intention is evident, money


> Examples:

(i) interest is included because it is realized from money s. 12(1)(c)

(ii) exploiting intellectual property (i.e. royalties) is included s. 12(1)(g), and
(iii) rents are included (unless it is a business). 


> Capital gains from the disposition of property are not included in income from property (s. 9(3)). Gains and losses not included: “income from property does not include any capital gain from the disposition of that property and loss from a property does not include any loss from the disposition of that property.”


> property income is usually passive

> s. 9(1) Income:


> subject to this Part, a taxpayer’s income from business or property is the taxpayer’s “profit” from that business or property for the year (profit is net income from your business based on normal commercial accounting practices).


> Your “profit” may not be your “income” for purposes of computation of income because it may be tampered with in s.10-37.


> This calculation is done for each business and each property that you own. Then s. 3 says plug in the profit or loss from each of these sources.
> s. 12(1) Income Inclusions: (lists a whole bunch of specific stuff to be included as income from business or property)


> The following are included in business or property income

(a) services to be rendered [or goods to be delivered]

(b) amounts receivable;

(c) interest;

...

(g) Payments based on production or use (i.e. on an earn out or per diem basis)

(j) dividends from resident co’s

(k) dividends from other co’s

(x) inducements, reimbursements (i.e. amounts received for inducements)

> s. 12 – inclusions, ie. Accounts Receivable (“income earned”)


> s. 18 – deductions – contains set of rules that prohibit certain deductions.


   s. 20 – deductions – contains set of rules that allow certain deductions.


To calculate:

s. 9 – is it income or loss from each source

s. 9(3) – don’t include capital gains and losses.

s. 12 – make sure you have included all these things

s. 18 – make sure you haven’t deducted any of these things.

s. 20 – you can include these deductions if you haven’t already.


= net (taxable) income / loss ?  (slot it after you have calculated it – 3(a) or 3(d)).

> Notes:


(i) income from a hobby is generally not considered business income


(ii) income from disposition of capital assets (i.e. capital gains) is generally not a business income (i.e. long term investment in stock) unless the taxpayer is in the business of trading stock


(iii) under s.3(d), losses from business or property are fully deductible from any income source (this is why people like to have businesses that run at a loss)


(iv) Investment v. Asset: the sale of an investment yields a capital gain, and the sale of a trading asset yields income.


(v) can elect to have all dispositions of Canadian securities considered capital gains [39(4)], but this isn’t a great idea because if you have a loss, you may want to characterize it as a business loss.

3. Is it business, capital gains or property income?


(i) Sale of trading shares: is not income from property because it is the sale of the property but may be income from business or capital gains because if the selling of shares is part of the taxpayers profession etc., then it can be business income but otherwise is capital gains ***


(ii) Rents from a run down Kits apartment where the landlord does not live in the building and does not do any upkeep is probably property income, but the operation of a hotel is business income



> The test in the case of real estate is the level of service provided as a supplement to the rental of the real property.


(iii) Candy store which puts revenue in the bank and earns interest:


> if the $ is in the bank temporarily, then it is ancillary to the business and the interest is probably business income because it will be used to buy more candy



> if $ are in the bank more permanently, then it is not as connected then it is property income


(iv) Short term investments: the characterization of income from a short-term investment involves a two-step process:

(a) if the investments are an integral part of the taxpayer’s business activities, then the investments derive business income (whether the making of the investments was part of the mode of conducting the business?);

(b) if the investment activities constitute a separate business, then the investments derive business income, but if the investments do not relate to a separate business, then the investments derive income from property 

> Legal issues arising:


(i) characterization of the income as arising from property or business


(ii) whether the receipt is actually from business or maybe from a hobby or capital gains?


(iii) how do you measure income from property or business?

4.  Income from Business

> s. 248(1) Definitions:

>business: includes but is not limited to profession, calling, trade, or any undertaking of any kind whatever and an “adventure or concern in the nature of trade” but does not include office or employment

> trade of a speculative nature is included in an adventure in the nature of trade


> businesses derive income from sales, proceeds, fees, income from the sale of property

> s. 9(1) Income:


> subject to this Part, a taxpayer’s income from business or property is the taxpayer’s profit from that business or property for the year
s. 3(d) Deductions from Income


> a taxpayer can deduct from income any losses arising from employment, business, property or office; therefore any loss arising out of business income can be applied against income from employment 

5.  Business v. Hobby:

Section 18(1)(a): A taxpayer is not entitled to deduct an expense unless he incurs the expenditure for the purpose of gaining or producing income from the business or property.

(i) As a result of s. 3(d), CRA is reluctant to classify sources as business unless it is done in pursuit of profit (for the purpose of gaining or producing income from business or property), as people are anxious to find business losses (profit motive test)

· Profit motive is dominant force used to distinguish between commercial activities and hobbies.


(ii) Proof is essential if the business is constantly losing money, because it looks like the taxpayer is claiming business losses for what might actually be personal expenses (baseball card hobby where there are no revenues, just purchases and losses)


(iii) Factual considerations that are proof of business expenses:

(a) extent of time devoted to business

(b) capitalization of venture

(c) industry norm for profitability in similar circumstances

(d) the extent to which taxpayer acts as others would in similar circumstances

(e) the amount of time promoting and marketing the business

(f) the amount of revenue received from sales or services by taxpayer

(g) historical record of profits and losses

(h) taxpayer’s qualifications and education

(i) membership in professional organizations

(iv) other factors that signify business as opposed to hobby:

(a) activity (business is active and hobbies may not be)

(b) enterprise and entrepreneurship; and
(c) commercial risk

(v) Because of the fear that people will try to write off personal expenses, inherently pleasurable activities that create a loss and are more closely reviewed by CRA


(vi) CRA also closely reviews pleasurable businesses that are ancillary to a more legitimate business and both “businesses” must independently satisfy the profit motive test.

Hobbies: No concern for profit – accumulation without necessarily collecting revenue – money is spent for enjoyment – usually have a loss.
6.  Business v. Capital gain:


Capital Gains: Profits/losses from the capital itself not the use of the capital. Investment, holding property for period of time in order to derive income from that property. If you buy shares, you derive income from shares. In property, the market drives up price…you did nothing to drive up price ( capital gain. Property went up without any activity making it more valuable and there was NO INTENTION at time of acquisition. 



*EXAM: Capital gain (loss) or business? “You are a lawyer acting for DOJ. Taxpayer claimed loss was business loss…what facts would you elicit to argue for one or the other? 


Answer: Long holding period; property acquired for investment; intention to hold; nature of property to derive income; no special experience (agent).


(i) business income is taxed in full (i.e. 100% of profit is included) under s. 9(1) (see above) but capital gains are only taxed on 50% of the income and further business losses are 100% deductible from any source of income, but capital expenditures are subject to the CCA if deductible at all and capital losses may only be deducted from capital gains; 
(a) people want to classify income as capital gains; and 

(b) people want to classify expenditures and losses as business losses

> Definitions:


> Income (business or property): is the periodic yield from a “long term investment” (capital asset) or from the sale of “trading assets” (inventory); and 

> Capital gains: derive from the disposition of the “long term investment” (i.e. capital asset)

> The big question in this section has to do with classifying assets as “long term investments” (the sale of which leads to capital gains) and “trading assets” (the sale of which leads to business income) but the answer to this question involves looking at the taxpayer’s intentions and not upon the nature of the asset disposed of.


(ii) Test for determining whether a receipt is classified a capital gain or business income (i.e. whether the asset is a trading asset or a long-term investment) is based on the taxpayer’s intentions and NOT upon the nature of the asset disposed of


> the factors that influence the classification of the taxpayer’s intention include:

(a) the number of similar transactions (if there are a large number of similar transactions, then the receipt looks like it is business income)

(b) the nature of the asset being bought or sold (if the assets have no possibility for long term benefit (i.e. pork bellies or vacant land) then it looks like business income, but if the assets have some (even remote) possibility for earning income, then the asset is generally seen as a capital asset, the disposition of which leads to a capital gain.)

> Note: that shares were decided to be capital in the SCC decision of Irrigation Industries, but now courts have backed off from that position since dividends are no longer automatic and so the shares may not confer lasting benefit

> Note: an isolated speculative trade of what might otherwise be a capital asset may be considered “an adventure in the nature of trade” and be brought under business income (see below)

(c) Related activity (if the property bought and sold is closely related to whatever else the taxpayer does for income, then it is likely business income) (i.e. real estate agent buying and selling real estate is probably business income)

(d) Degree of organization and mode of trading: if you are doing things in an organized fashion, then it is indicative of business income

(e) Length of ownership: if the asset is owned for a long period of time, then it appears to be capital gain

(f) Taxpayer’s using their own $ (if you are borrowing, then it looks like business, but if you use your own $, then it looks like investment)


(iii) To show capital gains requires two things:

(a) That the primary intention at the time of making the transaction was for the purposes if investment; and 

(b) He had no secondary intention up until the time that he bought the property

> Notes: 


(i) No one factor is determinative; all of these factors should be considered in conjunction with one another and not as separately deciding the issue


(ii) Secondary intentions are important only if they were present and motivated the decision to buy the property (i.e. only relevant up to the time property was purchased) but primary intention is always relevant

(iii) (Regal Heights) (company bought property that it intended to hold for a long time (i.e. capital gain) and then zoning by-laws changed and the company could not make use of the property in the manner originally proposed, so the co sold the property immediately (i.e. business income). The court held that the income was capital gains)

s.248 “Business” – If everyday you buy and sell houses, are you in business? Factors: Frequency of transactions – operating motivation at time you acquired property…why did you buy it? – What use was property put to – Information/experience/occupation of person [is he real estate agent] – Where did person get money in order to get acquisition…borrow? – Judges look at entire course of conduct.
 “Adventure of Concern in the Nature of Trade” v. Capital Gain

> In the “flush language” of the s. 248(1) definition of business, there is the clause which says “an adventure or concern in the nature of trade”

> Another indicator of business is an adventure or concern in the nature of trade; this is intended to cover an isolated speculative event (the one time purchase of property to resell it at the 1st available opportunity) (i.e. vacant property, pork bellies and other commodities that cannot generate income).

> This part of the clause is intended to make sure that taxpayers do not have isolated speculative events in which they want to sell at the first opportunity and then try to classify the earnings from that event as a capital gain for the purpose of reduced tax.

What are distinctions among business income, capital gains, and adventures in the nature of trade?

[s.9(1)]: “Subject to this part, a taxpayer’s income for a taxation year from a business or property is the taxpayer’s profit from that business or property for the year.” Profit is the starting point for calculation of income from business.

· If you buy software you are buying license to use. In other cases, you would be leasing.

· When do you want to get paid? If someone says, “I’ll sell you this car…pay me in 12 years.” They are NOT in business…not seeking profit. People who want to earn more money will say, “I need a rental agreement…” ( tax consequences will differ depending how legal relationship is created.

· EXAM* Is there a business? It depends on the facts! What are their expenses: salaries, utilities, equipment, rent, interest on borrowed money, inventory, uniforms, advertising, insurance, accounting/legal fees.

· What is distinction between salaries and equipment? Some expenses do not have value for any length of time – don’t necessarily give owners LASTING value. Some expenses therefore cannot be totally deducted from income.

Test:

1) is it business income?


· Pursuit of profit test (not a hobby/personal income) [s.18]

· Adventure in the nature of trade test (not a capital gain). [s.248]

Guaranteed capital gain:  s. 39(4) Election concerning disposition of Canadian securities:

> s. 39(4): except as provided in s. 39(5), if someone sells “Canadian securities” and elects on a form submitted with the return, then the securities shall be deemed to be capital property

> s. 39(5) people who cannot use the special election of s. 39(4) are financial institutions and traders and dealers in securities

> Notes: 


(i) s. 39(4) is a “lifetime election” and you can not flip back to a business loss in the case of a loss


(ii) Canadian securities are those bought and sold on Canadian stock exchanges (not private stock)

Damages
> Damages must be slotted in somewhere but they can fit in almost anywhere:

> Test: on what account are the damages paid?


(i) Damages arising from taxable receipts are taxable (surrogatum principle: damages paid in lieu of receipts that would otherwise have been taxable are taxable as income). If you sue for lost profit, the damages you receive are treated in same way as they would have been taxed as if you had earned them. Surrogatum = Substitution. 


(ii) Payments in lieu of non-taxable receipts are not taxable capital receipts

· Somebody rams you with car – can’t work for one year – you make no money. Is money from suing guy who hit you taxable? IF you would have worked – you would have paid taxes – yes!

· Tsiaprailis: Payments in substitution for lost profits/amounts take on character of amounts they are replacing.

> Notes: 


(i) Characterization of damages does not depend on method by which damages are calculated;


(ii) Global payment covering several different heads should be broken down into its taxable and non-taxable segments

> Breach of K:

> The mere fact that lost profits are used to calculate damage does not determine whether the damages are taxable or non-taxable


> payments on account of taxable receipts are not taxable


> damages for non-performance of a service contract are usually taxable as income unless non-performance materially dislocates the taxpayer’s business structure

> Breach of warranty of authority:

> Agent who misrepresents their authority to a person who suffers damage by acting on the strength of the misrepresentation


> Surrogatum rule applies and damages that substitute for amounts that would have been taxable are taxable but damages that substitute for capital goods are not 

> Tort damages:


> General rule: the surrogatum rule applies to torts and damages that substitute for income receipts are taxable as income, but compensation for capital receipts is not

> Examples:

(i) business or investments: damages for injury to a business resulting in loss of profit are taxable as business income, but compensation for the destruction of an entire business is a non-taxable capital receipt

(ii) depreciable property: compensation for damages to depreciable property is included as income to the extent that the money is expended to repair the damages

(iii) capital property:  damages for total destruction of an asset are considered “proceeds of disposition” and go towards capital gain on the property

(iv) personal injuries: a plaintiff is compensated for their “loss of capacity” to work and not their employment income and so damages are calculated on gross loss of earnings and are not taxable receipts (surrogatum rule does not apply to personal injuries). Loss of personal injury treated as loss of CAPITAL – not taxable.

(v) fatal accidents: damages are calculated based on net of tax earnings and so are in effect taxed
3.  Income from Property (p.280)
> s. 248(1):

> income from property: includes income from  property of any kind whatever, real, personal, corporeal incorporeal, rights, shares, chooses in action and, unless contrary intention is evident, money


> examples:

(i) interest is included because it is realized from money,

(ii) exploiting intellectual property (royalties) is included,

(iii) rents are included

Go through same analysis: s.9; s.12; s.18; s.20.

> s. 9(3) Gains and Losses not included


> any income or loss that results from sale of property itself is not income from property

> s. 12(1) Income Inclusions: (lists a whole bunch of specific stuff to be included as income from business or property)

> the following are included in business or property income

(a) services to be rendered [or goods to be delivered]

(b) amounts receivable;

(c) interest;

...

(g) Payments based on production or use (on an earn out or per diem basis)

(j) dividends from resident companies

(k) dividends from other companies

(x) inducements, reimbursements (i.e. amounts received for inducements)

> Note: Royalties received from IP rights are income from property

Interest [ss.12(1)(c), 16(1)] – Generally income from property.

> s. 12(1)(c) Income inclusions from interest:


> “any amount received or receivable by taxpayer in year...”

· Received: Actually have received it.

· Receivable: You have right to receive it or the right to demand payment of the interest. 

> Note: “received” indicates a cash basis
> s. 16(1) Income and capital combined:


> if an amount can be reasonably regarded as part interest (or other income account) and part capital, then the part of the amount attributable to the interest or the other income account should be included as income for the tax year that it was received

> Interest: is the return or material consideration given for the use of money belonging to another (i.e. in order to classify as interest, there must be a relationship between the payment and the outstanding obligation (principal))

> Notes:


(i) Debatable whether a lump sum can be interest or whether interest requires “daily accrual”


(ii) Debatable whether interest may vary with gross revenues or profits of the borrower


(iii) Blended payments: require segregation of the interest component from the principal and include the interest portion in income


(iv) for discounts on debt instruments, 

(a) if issued from tax exempt entities (government) at “deep discount” (more than 1/3 in excess of nominal interest rate) then the discount is income
(b) if issued from a non-taxable entity, then capital gain
Income from payments based on production or use of property [s.12(1)(g)] 

> Include as income the amount received by taxpayers in a year dependent on “the use or production of property” whether or not that amount is an installment on the sale price of the property – note that it says “RECEIVED”

· Examples: Actor may be paid amount based on how well a film does as percentage of gross. People who get paid per cubic meter when they cut down trees. Some are paid based on how much gravel taken from property. 

· Payments based on how much you take out of a property. 
> Include as income any amount “received” (cash basis) on an “earn out” basis (per diem basis or on a formula based upon production from or use of the property)

> During the course of business, when normal inventory assets are sold, they are business income but some assets are capital in nature (have extended benefit (shares and land)) and there is confusion about the value of the assets because the buyer does not know how much $ the asset will generate, so the buyer and seller arrange an “earn out” transaction

> Note:


This section has the effect of allowing a sale of capital assets and forcing what would be capital gains into income from business or property (CG have a favorable tax rate).

Examples in Krishna, p. 313: D sells land containing sand to Z. The sale price is determined at 5 cents per ton of sand extracted in the next three years but not to be less than $10,000. In fact, Y extracts 300,000 tons and pays $15,000.
· Section 12(1)(g) does NOT apply to the $10,000 since amount is not dependent upon production; $5000 is included in D’s income by paragraph 12(1)(g).

Dividends [s.12(10(j)]
> Income from dividends on shares or capital stocks of resident co’s (s. 12(1)(j)) and non-resident companies (s. 12(1)(k)) is included as income from business or property (usually property) on a cash basis.
Rents

> income from rents of land are usually classified as income from property, unless there is a degree of service attached (test is level of services that one provides as an adjunct to the rental of real estate).

Inducements [s.12(1)(x)] p.314
Inducement: an economic incentive to lead or persuade a person to perform a particular action or decision. Inducement is taxable as income

> Include as income any amount received (cash basis) (in the course of earning from business or property) from:


(i) a person who pays the amount in the course of earning income from a business or property in order to achieve a benefit or advantage for the payer;


(ii) a grant from the government;


or where the amount can be reasonably considered, to have been received


(iii) as an inducement, whether as a grant, subsidy, forgivable loan ... etc.; or 


(iv) as a reimbursement, contribution, allowance or assistance ... in respect of




(a) an amount included or deducted from the cost of property; or



(b) an outlay or expense

> Any time compensation that would otherwise be free $ for people earning $ from business or property is taxable

> Example: Winnipeg Flood Relief is income from property.

Sometimes landlords pay people money to become tenants when economic times tough – could not reduce rent or others would be mad! Some English cases said it was gift and not income. Section 12(1)(x) taxes inducement payments received by taxpayers – comes in income to extent you are earning income from property/business.

SUMMARY: Inclusions: Sections 9…12…13…14           Deductions: sections 18…30


There are separate sources from separate items! Don’t mush them together.

Summary: What is Difference Between Income from Business and Income From Property?

Beast owned castle and castle was big. Beast decides to rent some of it out. When he rented castle out – tenants paid him to stay with money. Was the beast carrying on business or earning property income? What is the difference?
· ITA treats income differently from two sources.

· Difference: degree of services provided by beast to tenants. Difference between a hotel and an apartment building in which you might live. Maid service, bellboy, furnished, etc. People carrying on business provide you with something more than space – property itself is not for sole reason for generation of revenue.

· With a business – there is some kind of activity being carried out – opposed to some income from property.

· What if Beast allowed you to use library? It depends on matter of degree of services!

People running shoe store earn $100 per month – expenses are $5. Profit = $95. They take it to bank – want compensation for use of money. If they get $1 of interest income…is it from business or property?
· Depends on their plans for cash that is in bank…if intention to use for business…it is income from business. But if $95 is not really used for their business…it is income from property.

· What questions do we need to ask of store-owner in order to determine if it is income from property or business?
· How often do you remove money from your account? If they say 6 times per month…ask “Is the money used in the course of business?” ( What were funds used for?

· If you don’t take it out, what are your plans?

· If new machine coming out that will revolutionize making of shoes…and they are saving for it…the money is earmarked for purposes of business.

· There are certain types of receipts you can receive that may be income from business or from property ( different circumstances. 

· POLICY: Incentives can be different…Anti-avoidance rules from ITA that only affect income from property and business.

· EXAM*: Application of anti-avoidance rule. 

Deductions from Business or Property Income

1.  General Limitations on Deductibility (ITA ss. 9, 18; Krishna, p.321)
> s. 9(1) Income:


> subject to this Part, a taxpayer’s income from business or property is the taxpayer’s “profit” from that business or property for the year
> s. 9(3) Gains and Losses not included (capital gains)


> any income or loss that results from the sale of property itself is not income from property

> s. 12(1) Income Inclusions: (lists a whole bunch of specific stuff to be included as income from business or property)

> s. 18(1) General Limitation on Deductions from Business or Property:

> s. 18(1)(a) General limitation:


> cannot deduct any outlay or expense except to the extent that it was made “for the purpose” of gaining or producing income from business or property

· does not actually have to produce income, but has to have been for that purpose.  Ie. can be dinner with clients that you never actually end up doing business with.

> s. 18(1)(b) capital outlay or loss:


> can not deduct any payments in respect of capital property except where expressly permitted by this Part (if it is not a capital outlay, it is a current expense).

> s. 18(1)(e) reserves etc.


> can not deduct any amount that is contingent or estimated, amount of a deduction must be firm

> s. 18(1)(h) Personal and living expenses:


> can not deduct personal or living expenses of the taxpayer other than travel expenses incurred by the taxpayer while traveling away from home in the course of business

> s. 18(1)(l) use of recreational facilities and club dues:


> can not deduct costs for the use of yacht, camp, lodge, or golf course or any membership fees to a club

> examples relevant to s. 18(1)(a):

> personal expenses:


> bicycle courier tried to claim costs of extra food because he needed it to make profit, and the FCA amazingly let him have the deduction because they made him analogous to a car which is permitted deductions (what about floodgates (i.e. construction workers)?)

> employee theft: courts have held that theft is deductible expense

> fines and penalties:


  >  photo radar on the way to a meeting, deductible as a cost of doing business or not?  


>on the income side, CRA does not discriminate between legal and illegal activities, so why should they discriminate on the deduction side?


>Example: a co was running a truck that was overweight, and the co knew that it was overweight, but the co argued that it was a cost of doing business and an expense required to earn profit so that it was not precluded by s. 18(1)(a) and the court agreed


> In the last 3 years, there has been a swing back the other way (i.e. finding fines and penalties not deductible for policy reasons) particularly when it comes to contravening environmental by-laws




> illegal payments (ie bribery) prohibited: 67.5(1)




> fines and penalties prohibited: (67.6)

> damages and costs of litigation:

> the verdict is still out on this one


> deductible: maintain a good name for your business is important and litigation is a hazard of doing business


> non-deductible: employee/ employer may have been acting in a personal capacity that gave rise to action and that had nothing to do with the business

· Restaurant expenses: s. 67.1(1).

Kroft: Difference between incurring an expense and paying an expense. EXAM will not test on computation of profit – but we should know terms: earned; received; receivable; incurred; what is role of accounting in profit.

· Accountants must keep records in computation of profit (and loss) P&L statements.

· We need to know that whether or not accountants have principles in handbooks dealing with revenue (expenses) recognition is NOT definitive for purposes of calculating tax liability.

EXAM: Candarel (Read case): Do you always defer to accountants’ calculation of profit or loss? Held: No. What accountants do is merely starting point – frame of reference. It is not the entire measure of how to calculate profit or loss. Reasoning: Accountants are conservative in how they do calculations. 

· Calculation of profit in s.9 is not solely dependent on financial statements – it is based on commercial principles and practices.

· Because s.9 says “Subject to this part…” there are other sections that may impact. These go from s.9 – s.37.1.

Kroft’s Methodology of Process: 

Section 9 is starting point. But there are rules in s.12 that require you to add certain amounts to your income.

· 12(1): Including additional amounts into income from business. 12(1)(a) says, “Any amount received by taxpayer in the year in the course of business…” – you have received deposit (retainer). 

· 12(1)(c): “…any amount received or receivable by taxpayer in the year as payment of interest…”

· 12(1)(j): Dividends from resident corporations.

· EXAM: Why is interest (dividends, rent) income from property?

· SECTION 18 overrides ability to deduct by limiting certain expenses: “…no deduction shall be made in respect of…”

· SECTION 20: permits certain expenses you incur as deductions.

· SECTION 12: Add amounts to income.

· We will be asked to go from s.9 to s.20. Figure out income!

· We will look at legal issues on income from business and property.

General rules for business or property deductibility:

> to be deductible from income earned from business or property, an expense must meet the following criteria:

(i) it must be of an income nature rather than a capital nature (s. 18(1)(b));

(ii) it must be reasonable in amount (s. 67)

(iii) it must be incurred for the purpose of earning income (s. 18(1)(a)) and not a hobby 

(iv) it must not be a personal expenditure (s. 18(1)(h))

(v) it must not be expressly prohibited by the ITA (i.e. contingent reserves s. 18(1)(e))

(vi) it must not be an “abusive” tax avoidance (GAAR) s. 245

2.  Current or Capital Expenses s. 18(1)(b) (p.322-334)
> s. 18(1)(b) capital outlay or loss:


> cannot deduct any payments in respect of capital property except where expressly permitted by this Part (ie capital cost allowance s. 20(1)(a)).

> Definitions:

> capital expenditure: brings into being an asset which has “enduring benefit or advantage”




> ie: longer than a year.




> not deductible under s. 18(1)(b) unless ITA says otherwise



Gifford: Interest on loans is CAPITAL expenditure to extent the money was used to acquire capital assets.
> current expenditure: Not lasting value beyond a year. Deductible as a business expense unless prohibited by s. 9(3) or s. 18 IN THE YEAR they were paid.



Examples: Salaries, wages, rent, perishable supplies, utilities, advertising.

> Factors for current or capital expense:

(i) The question of current or capital expense is a mixed question of fact and law
(ii) Test depends not on the nature of the asset itself, but upon the nature of the expenditure which involves a two part analysis:


(a) the purpose (rather than the result) of the expenditure; and

(b) the focus of the test is whether the asset brings in enduring value or benefit

(iii) enduring benefit: if the asset brings benefit that lasts longer than one year, then it is a capital expense

(iv) direct v. indirect consequences: involves looking at whether to look at the immediate consequence of an expenditure or to the ultimate effect on the taxpayer’s business?


(a) an expenditure for the acquisition or creation of a business entity for the earning of profit or for an addition to such entity is an expenditure of capital


(b) an expenditure in the process of operation of a profit making entity is an expenditure on a revenue account
> Examples:


> purchase of a building on land to use to derive rents: produces an enduring benefit and so is a capital expense

> vandalism repairs: the question is repairs or enhancements? Repairs may not have enduring value and are only made to maintain the profit from the asset, but enhancements may have lasting benefit (courts have looked at the cost and the frequency of repair because low cost and frequent repair seem to indicate current expense)


> goodwill:  purchased goodwill is of an enduring quality and the purchase price is a capital outlay but routine advertising which generates goodwill is a current expense and the problem is less clear when funds are expended to protect existing goodwill


> preservation of capital assets: like goodwill protection can go down either way and depend on the circumstances 


> repairs, maintenance and alterations: Maintenance is something that maintains standard something is at. Repair may enhance value of something that was there before. An expenditure that enhances, improves, enlarges or prolongs the life of an asset is a capital outlay but an expenditure that merely retains an asset or restores it to its original condition is a deductible current expense.

· A few shingles on roof ( capital expense

· If you ripped off door in law school, cost of new door ( capital. It could only be current if it lasted the year.

· When people spend money on machinery/equipment/repairs/maintenance, ask “Will it have enduring value beyond the year”?

· Advertising: Chances are, they are only good for a period of time – most often CURRENT expenses – fleeting value. 


> replacement parts: renewal costs which go beyond replacement of worn parts are capital expenditures but small components of a capital asset may be replaced on current expensed

> Notes:


(i) current expenses are preferable to capital expenses because they are deductible immediately whereas capital expenses have a general prohibition (s. 18(1)(b)) and if deductible must go through the CCA in s. 20


(ii) expenditures which benefit more than one accounting period are generally considered capital outlays (i.e. goodwill, fixed assets, incorporation fees, patents and trademarks are typically capital expenditures)

Legal Expenses:

As an example, you may seek advice to acquire property ( Capital Expense ( they helped bring asset of enduring nature.

· Section 20(1) has list of expenses as deductions. Examples: Interest Expense (c); Representation Expenses (cc); These are expenses that would not be otherwise deductible under any other provision. Some of these are fully deductible in the year, some partially.

· If you are going to lawyer for advice to get divorce you cannot deduct legal expenses. BUT if you are in business with spouse, it may have impact.

· IF you spend legal fees in order to sue a client in order to pay fees – it is carrying on business ( you can deduct.

· FIRST QUESTION: “Did I incur expense in order to produce profit?

3. Purpose: Gaining or Producing Income [s.18(1)(a)] – p.336.

· Section 18(1)(a): You had to spend money in order to make money. Note: “for the purposes of…” There are thousands of cases on this section.

· If you take clients to hockey game – they never gave you business before, but you are positive it will bring business. If you spend $600 on tickets and food – they say we had fun but are going to keep our lawyers. Can you deduct?
· Important words are “for purpose of…” Royal Trust case: RT send branch managers to country club to get clients – they could not demonstrate any gain from it – they replied they could not show dollar to dollar. Court said it was deductible because they demonstrated purpose. 

· In order to deduct, you must show purpose of gaining income from business or property.

· If landlord says, in order to cope with tenants, I need to go to Vegas for the weekend – can he deduct? CRA says it was not done for purposes of gaining income – the connection is too remote. You did not need to spend the money to make money.

· What if a business says we want to show what good guys we are and advertise. Can they deduct? They may say it was to maintain existing clients, etc. Other firms want to project environmental image – otherwise it would hurt income potential. 

· Primary Purpose: A lawyer who travels from Toronto to Paris for a business meeting can deduct his travel expenses for the entire trip, even though he or she remains there for the weekend for personal reasons. 

4.  Personal and Living Expenses (s. 18(1)(h), p.367-373)
> s. 18(1)(h) Personal and living expenses:


> can not deduct personal or living expenses of the taxpayer other than travel expenses incurred by the taxpayer while traveling away from home in the course of business

· This section interpreted broadly, but NARROWLY when personal expenditures involved.

· You cannot deduct on your mortgage or clothes! Actor must show they need the COSTUME (not clothes) to make money. 

> TEST: The test for what is a business expense is a three part determination:


(i) what is the need that the expense meets (ie is it to gain or produce income)?


(ii) would the need exist apart from the business?


(iii) is the need intrinsic to the business?

> The test is a question of fact and involves subjective analysis of the following criteria:


(i) The nature of the asset: What is the strength of the asset’s relation to the business?


look to business income v hobby: same criteria

> Some statutory exceptions where personal deductions are allowed (Division C deductions):


(i) child care expenses


(ii) tuition fees


(iii) moving expenses

· If you buy suit for interviews – deductible? Depends on what you use it for! CRA will say it is also used for personal engagements. You must show WHY you spent the money.

· What about deodorant for actors? They will say I will lose my job if I don’t use it; CRA says it is personal. 

· Person lived on boat – fighting with CRA – he has bird and birdcage on boat – CRA denies $300K of expenses – he tried to deduct bird – He said if I had alarm at jewelry store, it would be deductible…the bird is like an alarm for me. CRA accepted argument.

· PROFIT vs PLEASURE: “the theoretically correct answer is that the incremental cost of a hybrid profit/pleasure expenditure is deductible for tax purposes if the primary and predominant motive for incurring the expenditure is to earn business income.

5.  Reasonableness of Expense (s. 67, p.365)
> s. 67 General Limitation regarding expenses:


> any deduction made from business or property income must be reasonable in the circumstances

> If expense is not reasonable, then it cannot be deducted
> Salaries paid to family members must be reasonable. Doug Burns v MNR: Tax court disallowed deduction for $100K bonus to president’s wife who worked as clerk.
> s. 67.1 Expenses for food etc.


> deductions for food, beverages, entertainment shall be 50% of the lesser of:




(a) the amount actually paid; or



(b) a reasonable amount in the circumstances


> This covers the “business lunch. DOES NOT matter if expense even incurred entirely for business purposes.

> 67.1(f) Restaurant events: can deduct 100% of parties (6 maximum permitted in year).

> Notes:

(i) the reasonable criteria applies to the quantum of the deduction and not the type of deduction


(ii) reasonableness is examined by comparing the expense in question with similar circumstances in comparable businesses

6.  Other Statutory Prohibitions and Deductions 

> s. 18(1)(e) Reserves


> cannot deduct any amount that is contingent or estimated, the amount of a deduction must be firm. 18(1)(e) – a person cannot deduct an amount in respect of a “reserve” or “contingency.” “Contingencies” – amounts of money that are set aside for the purposes of paying out liabilities.  

These amounts are NOT deductible unless they are actually paid out or will be paid out. 
> Conventions: If you are member of CBA and want to go to London for convention, and you will learn something at seminars, meeting people, etc.

· [s.20(10)]: You can deduct from a business an amount paid by taxpayer in…connection with the business, not more than two conventions held during the year by a business…or a professional organization at a location that may reasonably be regarded as consistent with the territorial scope of that organization.

· Our CL consistent with laws of England ( so maybe.

· What if it were Vegas?

> Entertainment expenses s. 18(1)(l) (recreational facilities and club dues), 67.1 (restaurant   expenses).

· You shall not deduct expense made for use of maintenance of property that is yacht, camp, lodge, golf course, or facility…unless in ordinary course of business.

> Fines Penalties [s.67.5]

· River pollution results from your company’s activity – you get $10K fine. As result of not putting in appropriate controls, you save $1-million. Can you deduct cost of fine?
· Section 9: Was it expense to produce profit?

· Section 18(1)(a): Was it expense to produce income?

· Section 18(1)(b): Does it bring lasting value to business? No. Is it personal expense? No.

· Is it deductible? 65302 BC Ltd: Case dealing with deductibility of fines as result of over-producing eggs. SCC: Morality has no place in taxation – it is legitimate business expense. BUT ITA also taxes illegal income. If we decide not to give deductions because of morality, we cannot tax proceeds from sale of drugs, alcohol, etc).

· What about bribes? Ss.9-18: Part of commercial life, cost of doing business. CRA put out bulletin that these were deductible. The next day amendment to ITA introduced in s.67.5.

· You cannot deduct illegal payments.

· s.67.6: Non deductibility of fines and penalties.

· If you are late for client meeting, can’t find parking spot…park in no-parking zone – car is towed – pay fines. But you earn $500K in fees due to meeting. Can you deduct cost of tow and tickets?

· “…imposed by government body…” ( NO

· But what if private company like Impark fines you? Words restrict ability to deduct only in case of PUBLIC body.

7.  Interest (ss. 18(2), (3.1), 20(1)(c), 21, p.354-371)
Interest: Rental cost for the use of money over time.

> s. 20(1)(c) Interest expense:


> Taxpayer gets to deduct from their business income an amount paid in the year or payable in the year pursuant to a “legal obligation” to pay interest on “borrowed money” or an amount payable on property that is used to gain or produce income or on a reasonable amount whichever is the lesser




> ITA allowed interest to be deductible if the following criteria are met:




(i) it is paid or payable in the year




(ii) it arises from a legal obligation




(iii) it is payable on borrowed money and 



(iv) is used for the purpose of earning income from business or 


property (can’t be so you can go on vacation, but if you sell stocks to go on vacation and then borrow $ to repurchase stocks, OK).

> Legal issues:


(i) “legal obligation”: there must be a legal obligation to pay the interest, K or otherwise


(ii) “borrowed money”: must have a lender/borrower relationship as distinct from a creditor/debtor relationship (i.e. if one party sells their rights to the loan, then there is no longer a lender/borrower relationship and the relationship is a debtor/creditor relationship). 

· If purchaser buys from seller on promissory note – they charge interest on unpaid portion of purchase price. This is debtor-creditor relationship. The seller did NOT lend the money to borrower. Seller has not been paid price as a whole.


(iii) “borrowed money”: if there is a significant probability that the funds will not be repaid, then there is an argument that the interest payments do not arise from “borrowed money”


(iv) s. 20(1)(c) says “used for the purpose of “ earning income from a business or property; this has two tests associated w/ it: direct use and purpose
(a) direct use test: the borrowed money must be used for the purpose of gaining or producing income 



> To pass these tests, the use must be directly for the purpose (i.e. if A owns shares in stock and borrows $ from the bank to buy a pleasure asset, he can not deduct the interest on the loan even if the loan prevented him from having to sell the stock to buy the asset)


(v) reasonable amount: if the interest on the borrowed money is not reasonable, then only a reasonable amount can be deducted (a reasonable amount is determined by reference to similar transactions)


(vi) current use: it is the current use of the borrowed money that matters (i.e. if the money was originally borrowed for the purpose of earning profit, but it no longer used for that purpose, then the interest is no longer deductible)


(vii) reloaned funds: funds borrowed by a taxpayer and then loaned (i.e. to his co) at a lesser rate are not deductible b/c they are not used for the purpose of earning income from a business or property (Krishna p. 389)


(viii) exempt income: interest expenses on cash borrowed to acquire property, the income from which is exempt is not deductible


(ix) compound interest: interest on interest is deductible if all other conditions of deductibility are satisfied but it may only be deducted when paid and not when payable


(x) accrued interest: is deductible when paid


(xi) capitalizing interest: interest may be capitalized (i.e. treated as a capital expenditure); this is used to defer the expense until such a time as the taxpayer is making money

(a) the loan must have been for the purchase of  depreciable property that is acquired; and

(b) an election must be made to capitalize the interest

(c) can make a partial capitalization (i.e. use part of the interest for current deductions and part for capitalization)

(d) soft costs: interest expense, mortgage fees, property taxes may not be deducted as current expenses and must be capitalized

· Mortgage: A security interest relating to borrowing. People who lend money worry about being paid back. Securing a promise to pay = charge on assets.

· Can you deduct interest on a mortgage? Section 20(1)(c)(ii) says you can deduct on money used for purpose of earning income from a business or property… NOTE: It is use to which money is used that is key!
· Borrower says I have money in the bank at 10% interest. Bank is lending me money at 5% interest. I am taking money they lent to me and go on holiday. Is the interest deductible? Borrower says if I cash in term deposit, I will lose money – I am making money by borrowing!

· According to s.20(1)(c)(i) – it was NOT USED for purposes of earning income from business or property. BE SURE to structure borrowing for earning purpose.

· If X borrows money to buy house, will interest be deductible? NO, money is being used for personal and NOT for purposes of earning income from business or property.

· If X has securities and sells them for $100, and takes the $100 and uses it to pay off house purchase mortgage [Note: interest was not deductible]. You can deduct interest if you are borrowing to buy securities.

Section 20(1)(c) was brought in to override s.18(1)(b).

> Limitations on interest deductions:

> s. 18(2) Limit on certain interest and property tax:


> notwithstanding s. 20(1)(c), no amount shall be deductible from the income from business or property if the payment is for:




(a) interest on money borrowed for the purchase of land; or



(b) property taxes payable on land; and 




the expenses in (a) and (b) exceed the income earned from the land




unless, having regard to all the circumstances, 



(c) the land is used in the course of business other than land sale or development or 



(d) the land is held primarily for the purpose of gaining or producing income of the taxpayer from the land for the particular year (i.e. property developers)


(i) this section basically reaffirms the direct use test for deducting interest paid on land and precludes interest deductions for real estate developers or salespeople


(ii) if the land is being held as “inventory” (i.e. property developers) then the exception (d) applies and the limitation does not apply

> s. 18 (3.1) Costs relating to construction of building or ownership of land:


>(a)  no deduction shall be made for the taxpayer (other than CCA) for an expense incurred by the taxpayer for costs which can be reasonably regarded as being attributable to the period of construction, renovation, or alteration of a building by or on behalf of a taxpayer;


> (b)  the amount of such an outlay may be included in the cost or the capital cost of the building to the taxpayer

> This section says that interest paid during construction of a building goes to capital costs rather than being directly deductible.

Singleton:   

Singleton put money into his law partnership, because it had a deficit – also wanted to buy a house, so he did the following transactions: Withdraws $100 of Partnership moneys to buy a house, and buys it – goes to the bank and has them put $100 into the partnership.  He must now pay interest on this $100, and can he deduct this interest?  Yes, because he used the money to pay into his law firm, directly to gain or produce income.    

***People do this because they try to convert non-deductible interest into deductible interest.*** 

What about deducting interest on student loans? NO – you have not commended the business you are aspiring to yet!

8.  Capital Cost Allowance (ss. 18(1)(b), 20(1)(a),68, Reg. 1100, Schedule II CB 396-420)

Capital property: depreciable property, or any property other than depreciable property that would be a capital gain or loss of the taxpayer if there was disposition of it.

Government uses CCA as policy tool to encourage people to spend on certain types of property. In the 1970s, wanting to encourage movie industry – offered 100% CCA. In mid 1970s there was shortage of apartment buildings in Canada – government encouraged building with accelerated deductions ( people invested in them. VIOLATES principle of neutrality.

If someone spends $100 to buy table and use it to earn income. To what extent in imputing income from business or property can taxpayer deduct all or some of the $100? 

· You spend money to make money – starting point is that you need things to make money – profit (s.9).

· s.18(1)(a): cannot deduct expenses unless they are used to produce income. The table is used to produce income – so this section is no problem.

· s.18(1)(h): cannot deduct personal or living expenses. 

· s.18(1)(b): cannot deduct expenses on account of capital unless otherwise permitted by this part. Is a table a capital expenditure? Does it bring value beyond the year? 

· Look for another section in statute.

· s.20: Series of rules that permit deduction of capital expenditures. Section 20(1)(a): You can deduct the following amounts: Capital cost to taxpayer of property. If asset has capital cost, you may deduct all or a portion of capital cost in accordance with rules set out in Regulations of ITA (Part XI, page 2172). 

· Properties are listed in classes and rates: If asset is capital asset (value beyond year) you are not entitled to deduct full amount of cost of acquisition unless regulations permit. Depending on type of property, a different rate of deductibility will apply to different types of property. 
· You can’t deduct cost all at once. EXAM: How to calculate capital cost allowance. 

Structure of System: ITA allows flexibility – it is easier to make changes to complex rules by having them done through regulations – Parliament does not pass regulations ( it is Cabinet through Order in Council.
> s. 18(1)(b) capital outlay or loss:


> can not deduct any payments in respect of capital property except where expressly permitted by this Part

> s. 20(1) Deductions Permitted from computing income from business or property:


> notwithstanding s. 18(1)(a), (b) and (h) you can deduct

>s. 20(1)(a) Capital cost of property:


> all or a portion of the capital costs that are allowed by regulation (Part XI)

> s. 1100(1) Outline of CCA classes and their deduction percentages


>you can deduct the following percentages of property in each of the following classes (subject to subsection (2)

> s. 1100(2)  Half-year rule:


> only half of the normal CCA amount is deductible in the first year

> Schedule II (p. 1966) Outlines the items included in the various classes

> s. 1102 (1) Property not included:


> some property shall not be deductible under s. 1100



(a) if prop is fully deductible, then it is not subject to CCA



(b) if prop is acquired for personal reasons (i.e. not for earning profit) then it is not subject to CCA



(e)  certain types of artwork are deductible, but certain types are not
> Notes:


(i) in general, under s. 18(1)(b) there are no deductions permissible for capital outlays, but under s. 20(1) there are some deductions for Capital Cost Allowance (CCA)


(ii) three questions are relevant when trying to determine the CCA:




(a) Is the capital property depreciable property?




(b) to which class does the asset belong?




(c) what is the rate of depreciation?


(iii) the deduction of capital cost is permissive, granting taxpayers some flexibility in deducting capital costs for a particular year


(iv) you can only claim deductions for capital assets if they are “acquired”, even if they are paid for (i.e. possession use and legal risk of the asset must pass hands); the asset must be available for use by the taxpayer

(v) the following list is not eligible for capital cost allowance 
(a) property which is deductible as a normal expense

(b) part of the taxpayer’s inventory

(c) property not acquired for the purpose of gaining or producing income

(d) property which is deductible b/c of scientific research

(e) yachts, camps, lodges, golf course, membership in any club whose main purpose is to provide recreation

(f) works of art created by non-residents

(g) land

(h) animals, trees, plants, intangible assets
(i) property situated outside of CDN that belongs to a non-resident


(vi) the taxpayer is allowed to transfer all of the UCC from pools 2-12 to class 1 in order to try to avoid recapture


(vii) CCA may be deducted on patents, franchises or licences provided that asset has a limited life or if the asset is a patent, then a deduction may be claimed dependent on the use of a patent

Classes of Property & Determining Capital Cost
What makes asset go into Class 12, 23, 25, etc? Nobody wants to fall into Class 1. Go to Schedule II of Regulations (p.2707). There are different items in different classes listed. Common theme of things in Class 1: Infrastructure – things that last a long time ( smaller deduction every year.

· How do you know what goes into one class or the other? See page xxxv “Alphabetical List of Assets” – CCA Classes and Rates.

· Where is Table? There is spot with Furniture – Class 8 = 20%. 

· If table cost $100 and it is 20%...you get $20 deduction in first year.

· If you deduct $20 in Year 1, you have LEFT $80.

· How much can you deduct in Year 2? CCA Rules tell us to use Declining Balance Method: $80 x 20% = $16

· Year 3: $64 x 20% = $12.80…

· Does it ever go to zero? It takes a VERY long time.

· EXAM: We need to know how assets go into classes; figure out rate CCA is deducted; declining balance methods; to be able to take CCA and reduce it from income from business or property.

· What happens if you buy different table? You pool expenditures in a class if they belong to that class. If you buy another table, put it in Class 8. If you buy a kiln, you add cost of kiln to cost of assets in the Class – pool expenditures. At end of year, you claim deduction on balance of costs on pool. If in Year 2 you have $80 left from table and $120 kiln – total costs in Class 8 = $200. then you x 20% = $40.

Determining the capital cost

> The capital cost includes the entire laid down cost of the asset including legal, accounting, engineering fees incurred to “acquire” the property

> gift or inheritance: the taxpayer is deemed to have acquired the property at fair market value

> foreign currency: converted to Canadian dollars at the time that the transaction closes

> change of use of property: if a taxpayer changes the use of a property (i.e. from business use to personal use), then it is deemed to have been disposed for fair market value at the time of the change of use possibly triggering recapture or terminal loss


(i) if fair market value is less than capital cost, then the acquisition is equal to fair market value


(ii) if the fair market value is more than capital cost, then the acquisition cost is limited to fair market value and 75% of the excess of fair market value over the capital cost to the extent that the taxpayer does not claim a capital gains exemption on that cost

> non-arm’s length transactions: subject to special rules (i.e. s. 85 roll-over)

> luxury automobiles: capital cost is limited to $24,000

> reduction for government assistance: a taxpayer is required to reduce the capital cost of an asset to the extent that they received a government grant or tax credit for the asset

> Notes on the half-year rule:


(i) ignore the Half-year rule when calculating CCA in this course


(ii) the Half-Year rule was intended to prevent people from buying large amounts of capital assets near the end of the year and getting a full year’s worth of deduction for a couple of days of use

Undepreciated Capital Cost (UCC)

> in order to evaluate the CCA, the taxpayer must pool all of the assets in a particular class
> after the CCA depreciation amount is removed for a year, then the remaining value in that class is called the undepreciated capital cost (UCC) for that class

> UCC is subject to recapture

>example:


1998: purchase of chair (Class 8, 20%) for $100


1998: CCA=$100@20%= $20, UCC=$80

Recapture

> s. 13(1) Recaptured Depreciation:

> there is a “complicated algebraic formula” for the recapture value and the recapture value is subtracted from the UCC available until the UCC reaches zero and then the balance goes into income until the entire capital cost is made up, then any gain after that is a capital gain

> when an asset is sold out of a class, then the revenue for that sale is recaptured into the class from which it left, but any excess is recaptured into income up until the original capital cost of the asset, then the balance is a capital gain

> recapture is supposed to cover a CCA amount that was already deducted and was recaptured after the sale


(i) recapture goes against UCC until the UCC us depleted and then the recapture becomes income until it exceed the capital cost after which it becomes a capital gain, but the technical term recapture only applies to the amount that goes into income after the UCC is depleted


(ii) businesses do not like recapture going into income, so in order to try to avoid it, they often try to buy more assets of that particular class prior to the end of the tax year so as to increase their UCC in that class


(iii) there are “anti-avoidance rules” that are designed to prohibit taxpayers from avoiding recapture by buying assets of the same class; these rules only apply to certain types of assets including buildings and automobiles

If you pay $100 for table, and in Year 2 sell it for $90, what are the tax consequences? You have already claimed $20, and have $80 left.
· You have lost $10. But have you lost $10 in this case? The ITA says asset is worth $80 at end of Year 1 because you deducted portion of cost in first year. Difference between 90 and 80 is recapture of CCA. 
· Government says we gave you opportunity to deduct $20, and if you can sell it for $90, we have given you too much of a deduction. The year in which you sell an asset for amount greater than cost left to deduct creates recapture of CCA.
· The most recapture you could ever have is something up to $100. If you sell asset for $101, you have $20 in recapture.
· EXAM tests this part by fill in the blanks.
· How do you know something is a capital asset? He puts in brackets (Class___). He may also ask what class a particular asset belongs to [use Table].
· What is capital cost of a building? What did you PAY for it ( purchase price. When you buy building, you may pay other things (realtor fees; property transfer tax, etc). What if they put new $500 roof on? Is it current expense, or capital expenditure? If capital expense, it goes into same class as building. Capital additions to building are part of capital cost. Constructing pieces of building also!

· CCA is not applicable in respect of acquisition of land. You want to say as much of cost went into building. How to allocate components of business transaction is contentious in deals! 

· If you want to buy assets of Lehman Brothers for $500. They have building, computers, tables, software, etc. How to allocate components? 

· Computer Software has deduction of 100% in first year.

· Buildings give 4%. 

· People who sell are worried about recapture – that they will have to bring back into income previously claimed CCA. 

· Sellers of assets try to allocate sales price to assets that give rise to LEAST amount of recapture of previously claimed CCA. 

· Purchasers want to allocate to MOST amount!

· EXAM: Why is there need to allocation consideration among different assets – why interest of sellers and buyers differ with respect to allocation. 

· KROFT involved in sale of hotel, acting for purchaser. What were they buying? Building, land, pavement, landscaping, furniture, chandeliers, silverware, linens.

· Someone ran into office just before closing – fighting for allocation. 

· Price for hotel $100-million. Why would you want cutlery and linens at $40-million. Class 12 = 100%. 

· Deal closed – gigantic portion of price for this stuff. 

· Why did they want to do it? Because they got 100% deduction for items – building (at 4%) got much lower deduction. 

· Accelerates deduction of expenditure!

· Is client locked into this scenario when they sell? Not necessarily.

Terminal Loss

> s. 20(16) Terminal Loss:

> notwithstanding ss. 18(1)(a), (b) and (h) if at the end of the year, the algebra says that you have revenue from a sale of capital assets that is less than the UCC and the taxpayer has no more assets left in that class, then there is a terminal loss which may be directly deducted from income for business or prop.

> if you sell the last asset in a class, and there is still some UCC left over, then you can directly deduct from business or property income the leftover UCC as a terminal loss

People like terminal losses because they are directly deductible

Example:

> 1998: purchase of two chairs @ $100 each, total capital cost $200


> 1998: chairs, class 8, 20% CCA= $40, UCC= $160


> 1999: sell one chair for $30, recaptured into UCC, UCC balance=$130


> 1999: CCA=$26, UCC=$104


> 2000: sell the remaining chair for $24, recaptured into UCC, UCC balance=$80, but there are no assets left in the class, so the UCC balance becomes a terminal loss of $80 deductible from income from business or property.

What if you sell for $79 in Year 2? A terminal loss is deductible under s.20(16). It is opposite of recapture. You can sell asset for less than amount available to be deducted.

Special Rules

First year half-rate rule

In the year of acquisition of a capital property, only ½ the value may be used to calculate CCA.  The CAA value of half the UCC of the newly acquired capital property is deferred to later years. 

Available For Use

The ITA does not consider a taxpayer to have acquired a property until it becomes “available for use;” otherwise, with a construction project, the property is not deemed available for use until 24 months after construction is begun.

Short Years

Where the taxation year is less than a full year, the Maximum CCA allowable is lessened by the percentage by which the year is shorter.
Special Classes

Where the taxpayer operates more than one business, CCA must be calculates separately for each business. Same for a taxpayer who has income from business, and then income from property, they must be calculated separately. Rental buildings valued at over $50K must each be placed in a separate class. A taxpayer can also claim CCA on certain types of works of art created by Canadian artists: including only paintings, etchings, drawings and prints costing over $200, or tapestries, carpets worth over $215/m2. Cars max out at a value of $30,000 for the purposes of calculating CCA. 

9.  Cumulative Eligible Capital (ss. 20(1)(b), 14(5)(a)(b), p.396-403)
What if you have capital expenditure, but it does not fall anywhere in Schedule II? What if someone pays lawyer legal fees for incorporation of company? What if someone purchases list of customers when they buy a business? Sometimes a client list is worth MORE than anything because it is list than enables you to make money. 
Eligible capital property: intangibles not dealt with under CCA, such as: I.P. rights, goodwill, legal fees, franchises, customer lists which create enduring benefit (i.e. incorporating the co) and the assets must not be part of the CCA system
> s. 20(1)(b) cumulative eligible capital amount:

> taxpayer is permitted to deduct, in respect of a business, 7% of the taxpayer’s cumulative eligible credit (CEC) in respect of the business at the end of the year

· This section permits deduction of capital costs that were incurred by someone who ran business which were not found in s.20. You can only deduct 7% on DECLINING balance basis.

· If you pay $100 to lawyer for fees to incorporate, the company can deduct lawyer fees as $75 @7% on declining balance basis.

· Would you like $100 immediately or 7%? You want CCA.

· Getting deduction under s.20(1)(b) is not speedy, but is available for capital expenditures which are not otherwise covered off under s.20(1)(a) or any other paragraph in s.20.

· Class 8 Catch-All: Paragraph(i) – such other tangible capital property. Class 8 is good because it is at 20%.

> s. 14(5) Definitions:

> cumulative eligible capital: there is a complex algebraic formula for determining the amount of CEC, but the important thing to note is that only 3/4 (75%) of the asset costs are eligible for deduction

> s. 14(1) Inclusion of income from business:

> This section includes a provision for  recapture of 75% of receipts from the sale of cumulative eligible capital (CEC)

(iii) for the purposes of this course, we must know:

(a) what kinds of assets fall into the CEC pool

(b) that only 7% of these types of assets are deductible in a year

(c) that only 3/4 (75%) of the costs of these types of assets are eligible for CEC and only 75% of the value of a disposition is recaptured
(d) do not need to know recapture. of CEC

(iv) since only 75% of the costs of goodwill are deductible under the CCE, it is advantageous for a purchaser of goodwill to try to classify the goodwill as some other type of asset which is fully depreciable under the CCA


(v) the following list is specifically excluded from eligible capital expenditures:

(a) any otherwise deductible outlay or expense (even if it is intangible)

(b) outlays made specifically non-deductible other than by s. 18(1)(b)

(c) an outlay made to earn exempt income

(d) the cost of tangible property or the right to acquire the same

(e) amounts paid to creditors to settle a debt

(f) amount paid to person in their capacity as a shareholder in a co

(g) cost of a trust or the right to aacquire the same

(h) the cost of a partnership or the right to acquire the same

(i) the cost of a share or bond or the right to acquire the same


(vi) Definitions:

> eligible capital amount: 3/4 of the proceeds from the disposition of property that would amount to an eligible capital expenditure to the purchaser


> eligible capital property: is any property that, if sold, would require the inclusion of 75% of the receipts under s. 14(1) 


> Note: the characterization to the buyer and seller may not be the same (i.e. seller may be in the business of selling franchises, so the sale is not an eligible capital amount even though, to the purchaser, the amount is an eligible capital expenditure)

Goodwill
People will pay an amount for a business over and above tangible asset of business. If you want to buy dental practice, and vendor wants $600K – practice not just worth value of composite things you see – there is series of intangibles to help you make money (list of patients, reputation, experienced employees). People will pay for these intangibles – amount you pay over and above aggregate of value of intangibles. You can deduct ¾ of amount you pay @7% on declining balance basis.
(i) Purchase of dental practice w/ $1000 of tables and chairs (Class 8, 20%) and $1000 goodwill


> 1998: purchase made, capital expenditure $2000


> 1998: CCA= $1000@20%= $200, UCC=$800 CEC= $750@7%=$50, UCEC=$700


> total depreciated in year of sale = $250

(ii)  Purchase of dental practice w/ $1800 of tables and chairs and $200 goodwill


> 1998: purchase made, capital expenditure $2000


> 1998: CCA= $1800@20%= $360, UCC=$$1440 CEC=$150@7%= $10, UCEC=$140


> total depreciated in year of sale = $370

> Notes:


(i) Purchased goodwill is different from expenditures incurred to build up goodwill (i.e. advertising is a current expense, but purchases of goodwill are eligible capital expenditures)


(ii) Recapture of negative balances: recapture of 75% of the proceeds of disposition of an eligible capital amount go against the CEC until it is depleted and then it is recaptured into income


(iii) it is unclear whether any amount above the prior claims for deductions against eligible capital property is capital gains or not.

10. Taxation of Non-Residents [ss.2(3), 115, 116, 212-218; p.1369-1381].
· Carrying on Business in Canada: s.253 “Extended Meaning of Carrying on Business.” If someone from Seattle grows anything in Canada – they are carrying on business in Canada. 

· What if on TV commercial, TimeLife says, “Call this number and buy this music now?” Is TimeLife carrying on business in Canada if they have no office or place of business in Canada? Section 253(b): “solicits, orders or offers anything for sale in Canada through an agent or servant, whether the K or transaction is to be completed inside or outside Canada…” 

· The sale is occurring outside of Canada. It does not matter that it is beamed in from CBC or not!

· What is carrying on business in Canada? Case law says, “What is place from which profits emanates? Where is work being done?”

· If you are carrying on business in Canada, how do non-residents escape taxation in Canada? 

· Article 7 of Canada-US Treaty: “Business Property” Resident of K state may be subject to Canadian tax in other contracting state to extent it has permanent establishment in Canada.” Permanent Establishment – place of business. For people beaming infomercials ARE NOT subject to Canadian tax if they are residents of US – unless they have permanent establishment in Canada. 

· Article 5 provides definition.

· What about eBay or Amazon? Are they carrying on business in Canada – do they have permanent place of business? Tax laws have NOT kept up with technology. 

· What about non-resident owning Surrey apartment? Section 212(1)(d) – holding tax on rent. 

· EXAM*: Recognize when person a resident or not; if so, what is Canada’s right to tax under s.2(1) or 212(13) – is there corresponding part of Tax Treaty…? 

Employment Income and Deductions

1. Significance of Characterization of Employment or Business Income (p.219-221).
Because employment income represents, by volume, the largest single chunk of tax revenue, imperfections and leaks in the taxation of employment income can have huge impact on tax revenues. 
> Three questions that need to be resolved with respect to employment income:

(i) characterization: what is employment income?


(ii) timing: when is employment income taxed?


(iii) scope: what is included in employment income?

2.  Employment Income (ss. 5-7)
> s. 5 (1) Income from office or employment:

> Subject to this Part, a taxpayer’s  income for a taxation year from an office or employment is the salary, wages and other remuneration, including gratuities, received by the taxpayer each year [applies to most Canadians].

· Taxable on receipt: Constructive receipt = put in bank account – you have received $$.

· Distinction: Employees do NOT get taxed on basis of earned income. As employee, if you get paid on 15th and 30th, you have not received any salary on the 8th. Difference between “receipt” cash basis and EARNED income. On 8th of month, there is no entitlement of demand payment.

· “Receivable” – Right to demand payment – you have no right on the 8th – only the 15th and 30th.

2.1 Definitions: 


> office: the positions of individual entitling them to stipend or remuneration including politicians or corporate directors (s. 248(1))

· Difference between office and employment is that “office” does not require the individual to be in the service of some other person, which would imply employment relationship.


> employment: the position of an individual in the service of some other person


> employer: in relation to an office means the person from whom the officer receives the officer’s remuneration


> employee: a person holding a position in the service of some other person


> salary or wages: all income from employment even including all fees for services not rendered (some exceptions)


> remuneration: not defined in the act, but by ejusde, generis rule implies any type of compensation for services rendered

Scope of Inclusions in Employment Income

> the scope of employment income is broad and may contain:


(i) direct remuneration including wages, salaries, including gratuities (s. 5(1))


(ii) benefits (s. 6(1)(a)


(iii) allowances (s. 6(1)(b))


(iv) other compensatory payments like signing bonuses (s. 6(3))-.

2.2 Employment or Business Income: Employee or contractor?

> Factors that separate contractors (someone carrying on business) from employees for the purposes of taxation?



(a) contractors:  contract for services:

> are deemed to be “carrying on business” and can therefore get more deductions

> may pay tax on a fiscal period

> no withholding of tax at the source, but must make quarterly installments

> taxed on an accrual basis rather than a cash basis (i.e. taxed on money when it is earned, not when it is received)



(b) employees: contract of service:

> do not have as many deductions available

> are always taxed on a calendar year

> get tax withheld at source

> are taxed on a cash basis (i.e. when cash received) rather than an accrual basis

> TEST for contractors v. employees:


> used to be only employer control, but the test has evolved now into the total relationship test:

(i) supervision/control by the employer over the employee (eg regulation of hours);

(ii) ownership of assets;

(iii) chance of profits;

(iv) Who bears risk of profit and loss? Sick pay for employees NOT ICs. Do you spend money to make money?

(v) Integration: How integral are people to the income-earning process? If you are Indep-C’or, you render services to third party but are NOT part of fabric of business. “We hire a professional to provide expertise, not to tell him or her how to do the job.” “Is the person an intrinsic part of the organization or merely an adjunct to it?

> Industries where the line is grey: entertainment – construction – real estate agents – people working on commission.

2.3 Timing of Inclusions in Employment Income (p.227)


> employment source income is generally calculated on a cash basis


> income from business and property is calculated on an accrual basis


> this difference in timing allows for some tax planning and deferral, particularly when the employee is an employee of his own co

You are taxed in the year for income received in, and only in, that year, even if the work was performed in another year. 

What if your pay period goes from December 15 to January 15, 2007, when did you receive the money? January 15, and it is therefore taxable in 2007. 

“Constructive receipt” – instances where payments are made from your employer to someone else, to absolve you of your obligations.  Where your employer pays your hydro, telephone, etc.  This is “constructive receipt” where the money was owed to you, but paid to someone else for you. Garnishment is the same, you’ve still received the funds for tax purposes. 

2.4 Salary/Wages/Remuneration (ss. 5, 248)  p.227-228
Types of amounts that are taxable for employees: the salary, wages and other remuneration, including gratuities, received by the taxpayer in the year.

Tips: are usually taxable as income., if the person is an employee! Hairdressers: get tips, and they also rent chairs in salons, so they are independent contractors.  Casino-workers:  their tips get pooled (Lake City Casinos, Issue: whether the tips they earned working in the casino were taxable? NOT considered employees, because the Casino was not withholding any EI, CPP, etc.  
ITA, s.5: “Subject to this Part, a taxpayer’s  income for a taxation year from an office or employment is the salary, wages and other remuneration, including gratuities, received by the taxpayer each year.”

2.5 Taxable Benefits (s.6) p.228-240, 259.

> s. 6(1)(a) Value of benefits:


> there shall be included as income from office or employment, the value of board, lodging or any other benefits whatsoever in respect of, in the course of, or by virtue of an office or employment, except:
(i) exception for private health insurance plan, unemployment benefit plan, pension plan, or deferred profit sharing plan

(iii) that was a benefit in respect of the use of a vehicle

(iv) counseling services for mental or physical health

· s.6 brought in to subject benefits to taxability. 

Legal issues:

(i) whether it is really a “benefit” for the employee? Was it received or enjoyed?


> employees must try to argue that they are no better off because of “benefit”


> if the advantage is primarily for the employee (as opposed to the employer), then it is a taxable benefit unless it is specifically excluded by the Act; but, a benefit for the primary advantage of the employer is not taxable

· If you get firm t-shirt as employee, is that a benefit? What if firm gives you pair of Canuck tickets? If there is tray of food at firm with food, is that benefit?

· BENEFIT is something that makes you better off – interpreted broadly by courts. 

· ASK: Was the benefit received or enjoyed? Not only do you have to have benefit, but it has to be received or enjoyed? 

(ii) For whose benefit is the benefit? Rachfalowski: Person required by employer to join golf club – he hated it. Had to do it to meet clients to get work for company. Premise: Has this person purchased  membership, he would have had to spend $50K. Person rejected $50K inclusion in his income – it was for benefit of company not him – he had no benefit. COURT: Critical word is enjoyed. Amount not included in income because it was not benefit which was enjoyed.

· If for benefit of employer it does NOT fall under s.6(1). Parking is not a benefit. Tuition NOT benefit because skills are for benefit of employer.

(iii) The next issue is VALUE. How do you measure the benefit if there is one?


> i.e. McD’s uniform: probably could not be sold


What should be measurement criteria?


> the courts have been all over the place on valuation of benefits


> Mommesaegh: CRA assessed airline points as business class seats, but court held that they should be assessed at the cheapest (i.e. holiday) rates.

· If you get huge firm belt-buckle, how much should come into your income? Issue: Is it value to employee on retail basis…cost to employer…? 

· There is NO SINGLE formula for the valuation of all benefits. We value some benefits at their cost to employer, others according to FMV, others by opportunity cost. 

· Practical Note: CRA does NOT tax a benefit unless it can easily measure the value of the benefit in monetary terms.

· One case went to court on signet ring. CRA said ring would be worth XX at Burke’s. Employee said, no, the firm name is on it; it is worth $73…melt-down value – NOT retail. 

(iv) Why did you get the benefit? What is meant by “in respect of, in the course of, or by virtue of” an office or employment? CONNECTION – nexus.

> these phrases have been interpreted very broadly; can use the “but for” test (i.e. would not have received the benefit but for their employment)


> if the payment can be properly characterized as a “gift” with nothing to do with employment, then it may not be taxable as a gift is not taxable



> Swartz: damages from breach of an employment contract not yet performed were not “by virtue of” employment

· Rule: You have to have received it in connection with your office or employment.

· Hockey tickets are gift – NO consideration. Tickets are not being given to you by virtue of office or employment. No sine qua non. 

· IF you pay for tickets – there is no benefit.

· Busby: Case where taxpayer given shares by another taxpayer. She worked for the other taxpayer, argued shares not given by virtue of employment, they were given by virtue of love and affection. She was successful – you can argue they were given OUTSIDE of employment relationship.

(iv) When is the benefit taxable?


> General rule: an employee is taxable in the year that she receives the taxable benefits

CRA set up system where certain types of benefits were/not taxable. SEE P.238! Mc Donald’s uniforms are not. If you work at firm that provides lunch – NOT. Why? Too hard to police.

· Came up with policy saying employers can give employees $500 of non-cash gifts with no tax for employees.

· Merit Awards: You work for company for 50 years and get watch. If <$500 ( no tax.

· Section 6(1)(a): Certain benefits are not subject to tax (private health services premiums).

· Exam: You are in company and employees want benefits. What benefits can you give and which are not taxable?

> Notes:


ss. 5-8 (including s. 6(1)(a)) do not apply to contractors


as a matter of administrative practice, RC does not tax a benefit unless it can be readily measured in monetary terms; but it is important to distinguish between benefits which are excluded from income by virtue of CRAs administrative policy and benefits which are excluded from income by the Act

Test: Is there an economic advantage to the taxpayer?
2.6  Allowances (s. 6(1)(b)) (p.240-242)

You are taxed on allowances with certain exceptions.

· if you don’t have to account for it, you get taxed on it.

· if you do have to account for it, it is treated like a reimbursement.

Definitions:


allowance:  a limited sum of $ paid to an individual to provide for certain kinds of expenses; its amount is determined in advance and once paid, it is at the disposal of the payee – free to spend with NO accountability. 

· If you have to account, does it have to go into your income? NO because it is not an allowance!


reimbursement: a payment to indemnify an individual against actual expenses; it must be accounted for by providing receipts to substantiate the expenditure

> tax treatment:

> most allowances are taxable as income, but some are specifically excluded in the Act (i.e. some reasonable travel allowances)

> s. 6(1)(b): personal or living expenses:


> allowances for personal or living expenses are generally included as income under s. 6(1)(b) – no tax on reasonable allowance for travel expenses if you are employee and get funds for traveling away from work and for performance of duties.


> reimbursement of personal or living expenses are generally taxable as income under s. 6(1)(a)


> only the exceptions enumerated (i)-(ix) are not taxable income; i.e. if you do not fit into one of the exception, then personal or living expenses paid by your employer count towards income


> the most common exception is (vii) reasonable allowances for travel expenses (not including allowances for the use of a motor vehicle) for an employee (other than a salesman or contract negotiator) from the employer for traveling away from the ordinary place of work.

2.7 Loans/Advances, p.242
The principal on an advance is taxable, because it is paid off against earned income in the year. It is taxable in the YEAR in which the employee RECEIVES the advance.

The principal on a Loan is not taxable, because it has nothing to do with income and is a debt, not an asset!

2.8 Automobiles (ss. 6(1)(a) and (e), 6(2)) (p.242-245)
Nothing on exam on car rules, but we MUST KNOW if we are provided with car or with a loan to buy a car OR if employer pays for gas/oil/insurance – these are ALL taxable benefits.

There are two types of Automobile benefits: benefit for use of the car (stand-by) and benefit for expenses related to car (gas, maintenance, insurance). Employee pays tax on BOTH.
2.9 Loans From Employer to Employees (s. 6(9), 80.4) (p.242)
Loans to Employees, s.80.4: Assume company makes loan to employee for $1000 with NO interest payable. Is there benefit to employee? YES…because interest rate is less than what stranger would charge to make the same loan. If it were bank, they would ask for interest and security. If you get no security, it is more risky for person lending the money. 

· s.6(1)(a): value received or enjoyed by employee. How to measure benefit? ITA introduces valuation of benefits rule in s.6(9): 

· Tells us to go so s.80.4(1): measure benefit on loan every three months. Measure it as difference between prescribed rate and the rate being charged by employer. 

· Page xxxi “Prescribed Quarterly Interest Rates”: Has Deemed Interest on employee and SH loans. When you look at clear column (Jan 1, 2008 – number is 4). If employer made you loan at more than 4% - no benefit, but if less than 4% = benefit. For our example, there is 4% benefit = $40. You must take in $40 for each month. For April, rate is again 4%. For July, rate is 3%. These are CRA prescribed rates. Rates are in force for 3 month period.

· Sometimes, loan document will be drafted that says interest rate will adjust to CRA prescribed rates. 

· What if employee does not pay back a loan? What if employer forgives loan? Are you worse off or better off? ( better off because you no longer owe them money! 

· Would you rather have employer pay for something and have it included in your income, or have no benefit at all? If employer said I will buy you compute for $1000 and you have to include it in your income – highest BC tax rate is 43.7% You have to pay $437 at the most in taxes! If you bought it, you would have to earn about $1500 in order to have $1000 left to buy computer. It is better to have employers pay for benefit, because you have more cash left. 

2.10 Stock Options (s.7) (p.248-255)
Many companies try to induce employees by offering them stock at less than fair market value; s. 7 is intended to include people who receive shares at discount rates

> s. 7(1) Agreement to issue shares to employees:


> general rule:


(a) if you purchase the shares (exercise the option), whether or not you sell them, you are taxed on the difference between the value of the securities at the time the employee acquired them, and the amount the employee paid at the time you exercised the options (diff between FMV and price paid). 

· s.6 could have taxed granting of shares to employee, but s.7 brought in: “if company gives you shares worth $100, you are taxable on $100 as a benefit in the YEAR you received shares.

> s. 7(1.1)  Employee stock options for Canadian controlled private companies (CCPC’s)


> if the stock option was from a CCPC, then the employment income from the exercise of the option is added to the employment income when the shares are disposed of by the employee 


> the timing of the benefit is different for CCPC’s (later) when you SELL




> policy reason: no prospect of getting the cash to pay the tax.

> CCPC: not listed on stock exchanges and primarily controlled by Canadians.

Exam: Calculating stock option benefits under s.7 and s.7(1.1). Understand difference between two sections and when benefit recognized in each case.

· In 2000, Bill got to buy 100 shares at $6. In 2008, 100 shares were sold for $9 per share. What are tax consequences in 2000 and 2008?

· Is it private or public company? Benefit is $600. If public, it is taxed in 2000, if private, taxed in 2008.

VALUATION: Is at time you acquire the shares in BOTH public and private! 

· How do you know shares are worth $100 at time you received them? Look at TSX if public. You can’t say I am going to “better date.”

· What if value plummets days later? You could be hit with taxable benefit even though company worthless a week later! Phantom Income. Note: You could argue at time you bought, company was really worthless too!

· If there are restrictions on transfer, you are still valued on DAY of acquisition.
Notes:

 (i) Company cannot deduct the benefit it gave to the employee as an expense per 7(3)(b).

 (ii) Whether the acquiring of the shares is by “virtue of” employment?


> s. 7(5) Non-application of this section: this section does not apply unless the benefit is received by the course of, by virtue of or in respect of employment

2.11 Damages for Wrongful Dismissal, Retiring Allowances (s. 56(1)(a)(ii)) (p 426-428, 530)

> s. 248(1)


retiring allowance: amount ($, rights or things) received:

(a) on or after retirement as a gift for service; and
(b) in respect of loss of office or employment whether or not received in lieu of payment of damages (i.e. damages for wrongful dismissal)

> s. 56(1)  Amounts to be included in income for year:


> there are many sources of income that shall be included in calculating a taxpayer’s income for the taxation year

> s. 56(1)(a)(ii) Retirement allowances:


> a retirement allowance is included as OTHER income in the taxation year during which it is received [not employment income]

> Legal issues:

(i) what if damages arise out of a wrongful dismissal suit for tortuous damages?

> the court will consider the damages as a non-taxable capital receipt if they can be classified as tortuous damages


> therefore, as a employment litigator, you should try, where possible, to structure damages as tortuous rather than simply for wrongful dismissal (breach of contract)

· this approach has not been very successful because of a tendency to view the tortuous damages as arising in respect of employment

· Government sometimes tried to use s.6(3) in order to tax…but drafted s.56(1)

2.12 Gifts, Gratuities and Prizes (s. 56(1)(n)) (p.531)

> Problem: when a gift is between employer and employee, then there is some debate as to whether it is taxable as a benefit or not and the answer is a question of fact in each case, but it is generally hard to show that the gift was purely one of friendship

> s. 56(1)(n) scholarships, bursaries, etc.:


> the amount received (other than in the course of business, by virtue of office or employment) which is a scholarship etc. or a prize in a field of endeavor ordinarily carried on by the taxpayer (other than a prescribed prize) which exceeds the greater of $500 and a whole bunch of shit

Example: Employee has child, child is proficient in academics, employer says I like you working for us. We have program that says if your child goes to university, we will pay $900 for tuition. How should $900 be treated? Who should treat it as income?

· Candidates: Child; Employee. If employee had to earn money to pay for tuition, he would have to pay tax on money. CRA took position employee should be taxed. Employee argued it was not his income, it was prize his child won. Court finds CHILD should be taxed on money as a prize. 

· Trick – s.56(1)(n)(ii): You are supposed to include total amounts of all income…BUT taxpayer gets some kind of scholarship exemption.

· s.56(3): Exemption for scholarship.

· CRA appealing because many companies set up funds for children as way to remunerate employees.
2.13 Signing Bonuses (s. 6(3))
> s. 6(3) Payments by employer to employee:


> for the purposes of s. 5, an amount received by a person from another, shall be deemed to be remuneration for services rendered if:


>timing of payments:

(a) during the period while the payee is an officer; or
(b) during the period while the payee is an employee of the payer, or immediately prior to, during or immediately after being an officer or employee of the payer;


> nature of payments:

(c) consideration for entering into a contract of employment

(d) for prepayment of all wages

(e) for a covenant regarding what employee is or is not to do before or after employment

> The purpose of this section is to include all signing bonuses, prepayment of employment contracts or damages after employment as income. You are taxed under c,d,e.
2.14 Strike Pay (p.260)
Strike pay is generally NOT taxed as income (though it should be??). CRA exempts certain types of financial assistance paid by unions to their members during course of strike.

Strange because although strike pay is not taxable as income, union dues are deductible as expenses from employment income.

2.15 Directors’ Fees (p.260)
A director of a corporation holds an office – therefore fees received by virtue of directorship are taxable as income from an office.

S.6(1)(c) when received, like all other income from employment/office. They are taxed when received! 
3.  Deductions from Employment Income (s. 8) (p.60-268)
General rule:


> amounts spent to earn income from employment can be deducted from income

> s. 8(1) Deductions allowed:


> any of the enumerated classes of payments that are:




(i) wholly applicable to the office or employment or



(ii) such part of the amounts that are reasonably applicable to the employment


may be deducted from income


(a) legal fees: used to sue an employer for unpaid wages


(b) clergyman’s residence: what is clergy or religious order?


(f) sales expenses: can deduct some sales expenses not already reimbursed

> salesperson must be:


(i) employed to sell property or negotiate contracts;


(ii) required to pay all business expenses


(iii) ordinarily required to pay carry out job duties away from employer’s regular place of business


(iv) remunerated, at least in part, by the commissions related to the volume of sales; and 


(v) not in receipt of a tax free allowance that is excluded from income


(h) travel expenses: where the travel expenses of an office or employment are paid by the taxpayer

> employee must be:


(i) ordinarily required to pay carry out job duties away from employer’s regular place of business;


(ii) required to pay their own traveling expenses; and

(iii) not in receipt of a tax free allowance.


(h.1)  motor vehicle travel expenses: where employee pays for automobile expenses


(i) dues and other expenses of performing duties:

(a) if a statute requires that a person be member of a professional organization to carry on their profession, then membership dues are deductible (Law Society)

(b) if an employee has to rent an office or pay the salary of an assistant (required by the employment contract), then the amounts are deductible

(c) if supplies are “consumed” in the course of employment, then they are deductible (i.e. pencils and paper but not computers)

(d) trade union fees are deductible

(e) payments to professional board that are required under the laws of a province are deductible

(f) an employee who is not fully reimbursed for their employment expenses may claim the rest as a deduction (i.e. if employee spends $0.30/km driving for employment and is reimbursed at $0.20/km, then the employee can claim $0.10/km)


(l.1) CPP and EI premiums: can be deducted

> See CB pp. 227-229 for a full list of deductions from employment income.
> s. 8(13) Work Space in Home:


> notwithstanding paragraphs (1)(f) and (i) an amount may be deductible for an office in the home if:

(i) the workspace in the home is the place where the individual principally performs the duties of the office or employment; or
(ii) the workspace is used exclusively for the period in which the amount relates to the income from office or employment and the workspace is used regularly to meet customers in the course of performing duties of the office or employment

> Note: this deduction cannot be more than the amount of the income from office or employment

> note: this section only applies when the expenses are paid by the employee
Note: Many people try s.8(1)(ii) – dues and other expenses of performing duties. What if paying Law Society Fees (YES, you can deduct).

4. Taxation of Non-Residents [s.2(3), 115, 116, 212-218] p.119-120. 

· s.2(3)(a): You are taxed as non-resident in Canada to extent that you earn employment income derived…

· If you live in Blaine, WA, and you drive to Burnaby everyday for work, are you subject to Canadian income tax? YES.

· US will want to tax you ( look at Tax Treaty.

· Article 14 of US-Can Tax Treaty ( provides some relief.

In what capacity is Kroft purchasing food? What question do you have to ask at the outset?

· Is he employer or Kor?

· He is tax lawyer. He is running practice as partner. Part of that is to recruit people, deal with reputation – advertising.

· To extent it is expense to earn income from university, it matters if he is employer or Kor?

· Why is he spending money?

· If he didn’t deduct them, why not? Possible that someone else is paying! Possible he is treating it as gift – not spent to gain or produce income.
CAPITAL GAINS

1.  General (p.439-444)
Something is a capital asset if, at the time of acquisition, the intention was not to dispose of the property at the earliest opportunity, but to gain income from it over time.

· A capital asset is for personal use, or for purpose of gaining income on the asset over time.

· 39. (1) For the purposes of this Act,

(a) a taxpayer's capital gain for a taxation year from the disposition of any property is the taxpayer's gain for the year determined under this subdivision…

> s. 3(b)Inclusion of taxable capital gains as separate part of income:


ADD up:


1. Taxable capital gains (including taxable net gains from listed personal property


LESS


2. Allowable capital losses (other than listed personal property losses) in excess of allowable business investment losses


must be greater than or equal to zero.

> s. 3(d): Deductibility of Losses from Employment, Office, Business or Property:


> losses from employment, office, business or property are fully deductible from any source including capital gains (unlike allowable capital losses which are only 1/2 deductible from capital gains)

**SO A TAXPAYER WOULD PREFER A CAPITAL GAIN (only taxed at 50%) v INCOME FROM BUSINESS EMPLOYMENT OR PROPERTY.  BUT A TAXPAYER WOULD PREFER A BUSINESS LOSS = 100% DEDUCTIBLE.


Business losses can offset income from ANY source. Section 3(d) permits deductibility of losses against income.

> s. 38:  Taxable Capital and Allowable Capital Loss:


> (a) “taxable capital gain” is 1/2 of the taxpayer’s capital gain from the disposition of property for the year (when you sell a capital asset for more than what you pay for it).


> (b) “allowable capital loss” is 1/2 of the taxpayer’s capital loss from the disposition of property for the year (when you sell a capital asset for less than what you paid for it).


> (c) “allowable business investment loss” is 1/2 of the taxpayers’s business investment loss from the disposition of property for the year 

> capital gains formula (s. 40(1)(a)):


CG = proceeds of disposition – (adjusted cost base + expenses of disposition).


X 50% = taxable capital gain.

Disposition (s. 248): an event that entitles you to proceeds of disposition.

· if your house is up for sale but you don’t sell it, no disposition.

· if thieves take your stereo, you are entitled to compensation (via insurance) – disposition.

· if someone drives through your house and you are entitled to compensation (via insurance) = disposition.

Adjusted cost base (s. 54): what you paid for it plus capital improvements.

Expenses of disposition: costs incurred to dispose of property (real estate fee).

Segregation by Type: 

There are two classes of Capital Gains:

A: dispositions of regular capital property

B: Dispositions of Listed Personal Property (LPP)
Capital losses formula (s. 40(1)(b)):


capital losses = (ACB + expenses of disposition) - POD


X 50% = allowable capital loss

2.  Capital Property (p.454-447)
Capital gain or loss arises when a taxpayer disposes of capital property (s. 54 – property, the disposition of which will give rise to a capital gain or loss).


> Whether the disposition of an asset is business or property income or “capital gain” is a question of fact in each case (Current v. Capital), but generally a business disposition occurs when the asset disposed of was purchased with a view to selling it or actively selling it or a speculative venture but a capital disposition occurs where the asset disposed of was acquired with a view to earning income or otherwise with a view to holding the asset for a long time

· Look at person’s INTENTION at time of acquisition to determine on whether gain or loss on property is partly or fully taxable. EXAM: Know when property sold will give rise to capital gains/loss or business gain/loss.

> s. 39(1)(a)  Exclusions from Capital Gains:

The following are specifically excluded from property which can give rise to a capital gain:

(i) property which when disposed is business income or income from property or an adventure in the nature of trade

(ii) eligible capital property (i.e. IP assets, goodwill etc.)

(iii) timber resource properties; and
(iv) cultural property, CDN and foreign resource properties, insurance policies)

> s. 39(1)(b)  Exclusion from Capital Losses:

> certain types of property can never give rise to a capital loss:

(i) depreciable capital property: b/c you get a terminal loss from it instead

> types of capital property:
(i) personal-use property;

(ii) listed personal property;

(iii) “business investment” property; 

(iv) other capital properties

Deemed capital property: s.54.2 if a person disposes of all or substantially all of the assets used in active business, then any shares he receives in consideration for the assets are the capital property of that person.

so…capital gain or loss is one that arises from disposition of property to the extent that it is not ordinary income or loss, and does not arise from the disposition of one of the special types of property listed above.

· arises from disposition of an investment acquired for the purpose of producing income rather than as a trading asset.

Example: Lehman Brothers is in trouble: I go out and buy shares for $10. I later found out they are going bankrupt, and sell for $1. How much have I lost?
· Loss: $9

· What type of loss? [We will have to make decisions on the exam!] Just be sure it is reasoned conclusion.

· Jurisprudence looks at intention of taxpayer at time of acquisition. Person wants to argue business loss. 

Factual Criteria: Move past stated intention and look to factors in TIME:

1. Nature of property acquired (shares) – does property have capacity to produce income? yes, dividends.

2. Period of time property held – if held for six days, it might point that you wanted to get ride as soon as possible and NOT earn income;

3. Frequency of Transactions: If frequent, may look like trader = adventure in nature of trade.

4. What were reasons for sale? What if he sold because he needed cash? May point to forced sale – not my intention!

5. How did you finance acquisition? When people borrow money, there is expectation from creditor they will pay someone back!

6. Character of taxpayer: Was he stockbroker? Did he have expertise in buying/selling of shares? Was he someone with no financial acumen? Courts attribute business intention to taxpayers who buy and sell property close to their VOCATION.

3.  Computation of Capital Gain or Loss (p.447-452)
Expenses: Only the expenses incurred in connection with the disposition of capital property are deductible in calculating capital gain or loss (finder’s fees, sales commission, broker’s fees, transfer taxes, title registration fees, fixing-up expenses, legal expenses)

Reserves (s. 40(1)(a)(iii):
If purchaser has to pay me $5 and his cost was $5. What if he says pay nothing for 4 years, but $5 in year 5? Is it a good deal? No: Try to get as much as you can as quickly as possible. What do you want as seller? ( Security!
· There is $2 CG = $1. If you put it on tax return, you are going to trigger obligation to pay tax. PROBLEM: You have not been paid yet!

· s.49(a)(iii): You can exclude from capital gain a portion of gain to extent you haven’t been paid.

· We need to know: If we don’t get paid POD in full, it does not matter for purposes of calculating CG, because we must include in income at least 1/5 of CG you realize.

· If $2 CG, we have to take 1/5 into income.

· Reserves are fancy word to reserve out or eliminate portion of CG to extent you have not been paid in full. 

· Deferred purchases can be bad deal for seller of property.

Where taxpayer sold capital property for $100K, which cost him 20K, and received no payments in the 1st year: 

CG = [100 – (20)] = 80k

Maximum reserve = 80K x [4/5] = $64k

Capital Gain recognized in 1st year = 80K – 64k = 16K 
4.  Dispositions: gifts, other dispositions not at FMV (CB 453-459)

> s. 54  Definition of disposition:...includes: any transaction or event entitling a taxpayer to the “proceeds of disposition” of property;

"Proceeds of disposition" of property includes,

(a) the sale price of property that has been sold,

(b) compensation for property unlawfully taken,

(c) compensation for property destroyed, and amount payable under a policy of insurance in respect of loss/destruction of property,

(d) compensation for property taken under statutory authority or the sale price of property sold to a person by whom notice of an intention to take it under statutory authority was given,

(e) compensation for property injuriously affected, whether lawfully or unlawfully or under statutory authority or otherwise,…etc

You have a disposition when you receive proceeds; you receive proceeds when you sell a property: how do you know when it’s sold?
> gifts (69(1)(b)(ii)):


> when you give property to someone, this is a disposition of property at FMV.


> person receiving the gift does not have to pay any tax – it is a gift.


> person giving the gift only has to pay tax if the price of disposition (FMV) is higher than the ACB (ie. if the price of the book has appreciated in value).  


> note: if you are in the business of trading this type of property, it is business income and not a capital gain.

> gifts to spouse (70(6), 73)


> if upon death, 70(6): POD not FMV, but ACB.


> if inter vivos, 70 (but same rule) – ends up deferring the capital gain until the spouse disposes of the property.

> gifts to children 

> normal rules apply, CG owing at diff between ACB and FMV.

> sale at more/less than FMV to person not at arms length(s. 69(1)(a) and (b)):


> if acquired for more than FMV, it is deemed to be at FMV.


> if sold at less than FMV, deemed to be at FMV.


> def: arms length (s. 251(1): related persons (defined in 251(2)): individuals connected by blood relationship, marriage or common-law partnership or adoption.  Only direct ascendants and descendants.  


> also can be other situations – s. 251(1)(c) – question of fact.

Deemed dispositions (p.460-471):

Changes in the terms or attributes of securities:


> Whether they are debt instruments or equity instruments, the changes in the terms of securities may or may not lead to a disposition of the security (see CB pp. 458-459)
Leaving Canada (“departure tax”) s. 128.1(4)(b)

> if a taxpayer ceases to be a resident of Canada, then there is a deemed disposition of all of their property before they give up their residence


Notes: 

(i) there are some exceptions to the departure tax (see CB pp. 464-465)

(ii) under s. 128.1(4)(b)(iv) a departing taxpayer may elect to have their property labeled “taxable Canada property” and therefore not subject to departure tax until the earlier of:


(a) when she returns to become a resident in Canada; or

(b) disposes of the property

(iii) after making the above election, the taxpayer may revoke it to have their “taxable Canadian property” deemed to be disposed at its fair market value to take advantage of capital gains exemptions

Death (s. 70):


When person dies, he is deemed to have disposed of property at FMV – treated as if you sold to someone immediately prior to death for what it is worth.


> depreciable capital property:
> if the capital property is depreciable capital property, then a beneficiary who inherits the property is deemed to have acquired the property at the deceased proceeds of disposition (fair market value), 

> but if the deceased’s capital cost exceeds the beneficiary’s deemed acquisition cost (fair market value), then for the purposes of CCA and recapture only, the beneficiary assumes the deceased’s original cost and any difference btw. the deceased’s original cost and the deemed acquisition cost (fair market value) is deemed to have been claimed as CCA by the beneficiary (see example CB p. 470-471)


> other capital property:

> capital properties other than depreciable properties are deemed to be disposed of immediately before death at fair market value

Does your estate owe taxes on the money you have in your bank account when you die?

You are treated as though you disposed of your money at what it was worth, but the value of the Canadian money you have is equal to the costs of accumulating the Canadian money, so when you apply the formula below, you get a zero balance.

Formula set out in 40(1)(a): Capital Gains = POD – (ACB + expenses) 

BUT: When you have foreign currency and the value of that currency goes up and down, this gives rise to gain or loss.  However, there is a section that deals with instances where you go away on holiday and the currency rate changes while you were away: s. 70(2) Capital gains and losses in respect of foreign currencies

Section 69(1)(b)(ii): Whenever someone disposes property by way of gift = form of disposition. Why? Courts have said dispositions involved change of ownership, possession, risk, and use. Legal Elements of Gift: Voluntary transfer of property for no consideration, willingly accepted.

· You give $5 to friend. Are there tax consequences? 

· Proceeds of disposition = $5. 

· Cost = $5.

· CG = 5-5 (
· Proceeds of disposition = Cost

· Note: If Canadian cash – no capital gains. Donee is not gaining income, so it is tax free to donee.

· Note: It does not matter if gift to family, friend.

· What if gift of property is made that is worth $5, and its cost $3 to buy? 

· POD = Deemed to have received $5 if that is FMV. May have tax liability. 

· Gifts that have appreciated in value can give rise to capital gains – problem, they have no cash to pay.

Involuntary dispositions (p.471-474):

> if a taxpayer has involuntarily disposed of property, then there may be a deemed disposition (i.e. when the property is stolen or expropriated)

5.  Adjusted Cost Base (p.474-477, ss. 53(1)(2))

> s. 54 Definitions:

> adjusted cost base (ACB): means:


(a) if the property is depreciable capital property, then its capital cost (what you paid for the item); or

(b) if the property is any other property, then the cost of the property as adjusted by s. 53

> s. 53 Adjustments to ACB:


This section has adjustments to ACB, but they are not taxable [NOT EXAMINABLE]

> Notes:


(i) includes amounts of liabilities assumed by the taxpayer expended for the acquisition of the property (i.e. brokerage, legal, accounting, engineering, and valuation fees) but not carrying costs (interest)


(ii) if you spend money on an asset, then that expense can be classed as a current expense or a capital expense and the test is outlined above


(iii) deemed adjusted cost base: if the act deems a disposition, then it also deems a reacquisition of the property at a deemed cost base

> change of use: if a taxpayer changes the use of a capital property from business to personal or vice versa, then he is deemed to have acquired the property again at a cost equal to its fair market value

> identical properties: the cot of identical properties (i.e. shares) is the cost of their weighted average at any time
> becoming Canadian resident: if a person becomes a resident of Canada, they are deemed to have acquired each property already owned by then at FMV

> prizes: a taxpayer that wins a prize in a lottery is deemed to acquire the property at a cost equal to its fair market value at the time of winning the prize

COST: No definition, but judges have tried to figure it out: “What you give up to get something.” 

· EXAM: Cost is what you give up to get property, or adjusted cost base could be something the ITA says it is in another section.

· Section 69(1)(c): What is cost of property to someone who got gift? ZERO. What if that person turns around and sells it? 

· Where person got gift, cost to them of gift if FMV.

· Ed gives me $5. His tax consequences: POD [5] – ACB [5] = 0. 

· What about donee? His cost = $5. 

· What if he donates ITA? How to find cost ( What would someone pay in fair and open market? 

· What if you receive property as inheritance? Person deemed to have disposed of it at FMV and other receives it as FMV.

· When people get gifts, they want high cost – because at some point they are going to have disposition. 

· Why would person who died want low valuation on death? CRA wants it to be high. The higher POD, the higher the tax liability. When you die, you are giving property away, and nobody is giving you $ to pay death tax. 

· Some people buy insurance in order to fund tax liability on death.

6.  Part Dispositions (s.43, p.480)
> if a taxpayer disposes of part of a capital property, the adjusted cost base of that part is calculated by taking a “reasonable” proportion of the cost base of the part to the whole and then deducting that amount from the ACB of the whole property (example p. 481)

7.  Personal Use Property and Listed Personal Property (s. 40(2)(b)) (CB 481-485)
> personal use property: (s.54 Definitions)
 (a) property owned by the taxpayer primarily for the personal use and enjoyment of the taxpayer or his relatives;

(b) any debt owing the taxpayer in respect of the disposition of property that was the taxpayer’s personal use property; and
(c) options to buy personal-use property

    Examples: Car, phone, clothes, furniture…

· What if you give away clothes? NO capital loss. ITA says loss deemed to be zero – cannot deduct consumption expenditures. 

> principal residences are personal-use property ( generally tax free (40(2)(b)).

> listed personal property:


> subset of personal-use property that includes:
(a) print, etching, drawing, painting, sculpture, or work of art;

(b) jewellery;

(c) rare folio, book or manuscript;

(d) stamp; or
(e) coin

> Note: listed personal property is usually the type of stuff that is acquired for both the personal-use of the taxpayer and because of possible investment value

> gains from LLP are taxable, losses are deductible only against gains from LLP.

· Special Category for items that go UP in value. When person loses money on LPP, they can use losses to offset gains against dispositions of gains for LLP.

> personal-use property – ACB and POD deemed to be $1000

> (i) if both actual cost and actual proceeds of personal-use property are less than $1,000, then both the cost and the proceeds are deemed to be $1,000 and the transaction does not give rise to any capital gain or loss

> (ii) capital losses arising from the disposition of personal-use property are deemed to be nil (s. 40(2)(g)(iii)), with the exception of listed personal property.
> (iii) capital losses from listed personal property can only be used to offset gains from listed personal property (but may be carried back three years or forward indefinitely)

> purposes of the special rules for personal-use capital property:


(i) eliminate the need for any record keeping in connection with the purchase and sale of low value assets; and

(ii) prohibit deductions for capital losses on the disposition of this personal-use property

Notes:


(i) if the aggregate value of a personal-use property is greater than $1,000 and the seller is trying to sell it piecemeal to one person to avoid capital gain, then the set is deemed to be a single property

· Summary: Whenever you sell PUP that costs less than $1000, you are deemed to have proceeds of $1000. 

· EXAM: Always a mystery question – one that we cannot study for. “Give example of personal use property.”

· What if someone steals your $50 book? Can you claim capital loss? Personal use. Can you claim capital losses? NO. No compensation for personal property losses. NO tax if no compensation.

8.  Identical Properties (p.485f)
> if a taxpayer acquires a capital property identical to other properties which he or she owns (i.e. shares and money), then the cost of each property is calculated by taking the weighted average of their adjusted cost bases (i.e. dividing the aggregate of their adjusted cost bases by the number of properties owned)

> whether the property acquired by a taxpayer is “identical” to the property already owned by him or her is a question of fact in each case

· 100 shares are bought at $20 a share ($2000), later another 200 shares are bought at $30 a share ($6000).  Total number of shares = 300, total cost to purchaser = $8000, ACB = total cost ÷ total number of properties: 8000/300 = $26.67/share.
9.  Losses Deemed to be Nil (p.488ff)

The ITA deems capital losses from some items to be nil for the purpose of preventing taxpayers from accelerating “artificial” capital loss by structuring transactions within a group of related economic entities


(i) personal use property (40(2)(g) except listed personal property.


(i) lotteries (s. 40(2)(f)): a taxpayer who fails to win a lottery is not entitled to claim as a capital loss, the cost of the ticket.


(ii) superficial losses (s. 40(2)(g)(i)): Losses that people create intentionally.  Example: CL partners live together – one owns some land–capital property – he bought it for $10 and it’s now worth $1; loss = $9. This person also has some big capital gains they wish to offset with the losses. So they try to sell the land to their partner for $1.  ITA law says you cannot trigger losses by selling property to someone related.  There’s also a rule that says that if a relative buys the property back within 30 days, the loss cannot be deducted.  Exam: Recognize there are a variety of situations where losses will be deemed to be nil and be able to identify them.

These three conditions trigger a deeming of nil losses:

1. A taxpayer disposes of property at a loss;

2. Taxpayer who disposed of property, or someone affiliated with him, acquires same or a “substitute” property within 61 days.

3. The taxpayer or someone affiliated with him must own the property or substituted property on the 61st day of that period. 

Superficial losses are not deemed to occur respecting transactions of the following nature or for the following reasons:

· Emigration – A debt becoming a bad debt –Death – Change in use of property – Realization by a trust – An employee profit sharing plan.


(iii) disposition of personal use property (s. 40(2)(g)(iii): disposition of personal-use property that is not listed personal property does not give rise to capital losses

Note: The disposition of depreciable property also has no capital loss = terminal loss instead.

10.  Principal Residence

Canadian resident is not taxable on a capital gain from disposition of his or her principal residence s. 40(2)(b).
4 criteria:

· type of property: property may consist of a housing unit, leasehold interest in a housing unit or a share in co-operative housing corp

· owner occupation: property must be owned by the taxpayer, and “occupied” by the taxpayer during the year 

· period of ownership: property must be ordinarily inhabited at some time during the year by taxpayer, spouse, former spouse, CL partner, former CL partner or child

· designation on tax return: property must be designated by the taxpayer as his or her sole principal residence for the year.

> Included land:

(i) the principal residence is deemed to include the land around the house which can “reasonably be regarded” as contributing to the “use and enjoyment” of the housing unit as a residence unless the land is over 1/2 hectare

· if the land is over 1/2 hectare, then the excess shall be deemed not to contribute to the “use and enjoyment” unless the taxpayer can show that the land is “necessary” for the ”use and enjoyment” of the residence

· if the municipality forbids subdivision, can have more than ½ hectare.

> limits on exemptions:


(i) a family unit living together may only designate one principal residence per year


(ii) if the taxpayer is under 18 or is an unmarried person, then the concept of family unit is extended to include the taxpayer’s mother, father and unmarried brothers and sisters under 18 years of age


(iii) note: the family unit does not extend to common law spouses


(iv) “ordinarily inhabited”: CRA is quite generous with the definition of this phrase and ski chalets and vacation homes have been held to be principal residences

> Notes:

(i) special rules apply for farm houses (pp. 497-498)


(ii) for the change in use of a principal residence:

> from personal to commercial: may make an election under s. 45(2), at the time of the change of use, to have the change in use ignored for tax purposes; this way the property can remain a principal residence if the taxpayer changes use back to personal

> from commercial to personal: taxpayer may elect to ignore the change if they have not claimed CCA on the property after 1984

Example: Large square property with mansion on north end…very long windy road to get to house. Was all that land principle residence when sold? Argue: You could not get to the house without it! Ask: How do other people get in…is there another way?
Example: Woman with house and huge property had religious revivals on it – argued land was necessary for use and enjoyment of house. She lost: She could use house on her own and enjoy it – fact she entertained people on land was her own choice.

Example: If you grow organic food on property – you don’t have to grow it – you can buy it!

Note: If you have house and someone rents portion of it, there is rule that says if you rent portion of house and don’t claim Capital Cost Allowance, you can still claim WHOLE house as PR.
11.  Capital Losses  (p.502-506)
> general rule:

> capital losses can only be used to offset capital gains because of the structure of s. 3


> unused capital losses may be carried forward indefinitely and backward up to 3 years to claim against past or future capital gains

> non-deductible losses:



(i) depreciable capital property (you would do it through CCA system); and 



(ii) personal-use capital property (except LLP)

> current year losses that are deductible:


(i) listed personal property: losses from LPP can only be deducted against the gains made in the from the dispositions of LPP


(ii) allowable capital losses: a taxpayer can deduct regular allowable capital losses from the gains made from disposition of both regular capital assets and LPP gains


(iii) allowable business investment losses (ABIL): 
> Definition: ABIL (s. 38(1)(c)) is 1/2 of the business investment loss (s.39(1)(c)) from the disposition of shares or debt in a “small business corp”  (s. 248(1)) (a small business corp is a CCPC in “active” business)

> ABIL can be deducted against income from any source (must first be deducted from capital gains, but if that goes to zero then can offset against all other income in 3(d). Important POINT
> unused losses:

(i) LPP losses: unused LPP losses can be used as a deduction against LPP gains for the preceding three years and the succeeding 7 years 


(ii) net capital losses: unused portions of regular capital losses become a taxpayer’s “net capital loss” and may be carried forward indefinitely and backward 3 years


(iii) death w/ net capital loss: if a taxpayer dies w/ unclaimed capital losses, then the losses may be applied:

(i) against her net taxable capital gains from the year of death; and
(ii) against all other sources of income for the year prior to her death provided that the net capital loss does not exceed the lifetime capital gains exemption

Deemed Disposition: A shareholder is deemed to have disposed of his shares if:

· the corporation is insolvent or bankrupt; or

· At the end of the business year, the corporation is insolvent, the FMV of its shares is nil, it does not carry on business…

12.  Transitional Rules (valuation day) (p.506-511)
> Prior to Jan 1, 1972, there were no taxes on capital gains

> With the introduction of taxes on capital gains, everyone had to “valuate” their capital assets on V-day (Dec. 22, 1971)

> at Jan 1, 1972 all capital property was valued at its fair market value on V-day

> depreciable capital property:

> any capital gains made on depreciable capital property will only be made in reference to the V-day valuation of the capital property (CG = disposition value - V-day value)


> capital losses do not apply to depreciable capital property, so there is no corresponding rule for capital losses of depreciable capital property

Other Capital Property (ITAR Sub 26(3) and 26(7))

Median rule or tax-free zone method

Operates by deeming a property’s capital cost as the medial of three amounts:

1. the actual cost of the property when bought;

2. the FMV of that property on V-Day;

3. The proceeds of disposition of the property, subject to certain adjustments. 

Valuation Day Election
Allows taxpayer to determine the cost of each capital property actually owned by taxpayer on December 31, 1971. Administratively simple, but is challenged more often!

13. Non-Residents and Capital Gains [s.2(3), 115, 116, 212-218]

Section 2(3)(c): Taxable employment, business, and gains derived from disposition of Canadian taxable property (sales of Canadian real estate and public/private company shares). If someone from Seattle sells real estate in Vancouver – potential tax liability. 

· But does this person really want to comply with ITA? Will they? 

· S.116: When a non-resident of Canada disposes of (or proposes to sell) taxable Canadian property, he must give notice to CRA of the proposed sale or the actual sale. 

· Sub 5: CRA will make purchaser liable if vendor does NOT do what he had to do! 

· Purchaser must obtain “Clearance Certificate” under s.116, and hand them certificate showing that all taxes have been paid under gain. If they don’t obtain certificate, CRA comes after them. 

· Liable for 25% of purchase price. 

Vendor has cost base of 10 and FMV of 10. CG=0. If no clearance certificate given, purchaser still liable for $2.50! Purchaser has to make inquiry of the vendor to determine whether they are non-resident of Canada, and if they are – must get Clearance Certificate. How does purchaser satisfy himself? Get affidavit or statutory declaration. 

· If seller does not get all the money they will not be happy. Purchaser says they won’t give all the money without Clearance Certificate (commercial stick). 

· EXAM: (T/F): Non-resident purchaser must obtain CC from resident of Canada? FALSE. 

· Article 13 of TAX TREATY: Capital gains may be exempt from Canadian taxation. Exempts US residents from Canadian taxation when they sell shares of private Canadian companies in certain circumstances. 

[KROFT: Extra discussion on Stock Options:

ITA recognizes you have been taxed on capital benefit – so they take taxable benefit and add it to cost of shares. 

· s.53(1)(j): adjusts cost upwards in accordance with benefit you received.

· Someone buys shares for $1 when they are worth $10 and sell them for $10, what is capital gain? Answer: 0. But what if you sell them for $12? Taxable benefit =$9. 

· Only time you do this is when you acquire shares cheaply by virtue of employment.

· What if you were not employee? Difference between what you pay & what you sell for = CG]

14. ROLLOVERS

X has ACB of $1. FMV of property being disposed of is $10. If X sells shares, what is capital gain? $9. How much is taxable $4.50. What if X gives away property? S.69 – gifts are deemed to dispose at FMV = $9 gain. 

X gives property to Y. Y is common law partner or spouse. “CL partner” [s.248]: You have to be together for one year in relationship. There are different ways people can be CL partners. There are rules that benefit CL relationships and hurt them. “Spouse” [s.252]: 

General rule, s.69: there is disposition at FMV ( recipient deemed to have cost. But people say property not changed in social ownership between members of unit – not fair to hit X with gain. 

· Rules brought in circumstances for transfers on death and during lifetime between spouses and CL partners. 

· Section 73(1): “inter vivos transfers by individuals” – General rule is whenever two parties (CL/spouse) are residents of Canada, the property is deemed POD are equal to cost; cost equal to proceeds of 1. NO GAIN to transferor – proceeds deemed to be $1. Called ROLLOVER because tax attributes or property are rolled over to transferee. 

· Transfers between spouses of capital property generally occur at cost. 

· This rule is replicated at death at s.70(6).

ADMINISTRATION OF THE ITA
1. Who are the Players?

CRA administers federal, and certain provincial, income taxes.

· primary obligation – look at the forms you file, and determine if they have been completed correctly. Canada has self assessment system – you complete forms, and others come after you to extent they are not completed correctly or not completed at all.

· make assessments, reassessments and determinations.

· put out rulings, interpretation memos, etc.

· collection

· gathering information and enforcement of ITA obligations

· refund taxes and other amounts (interest, penalties).

In order to verify, they have right to exercise powers to gather information in a variety of ways.

· ask questions – demand documents – search your premises

How do we balance interests of taxpayer with interest of state?

· government: ensure they collect appropriate amount of tax

· taxpayer obligations: s. 150(1)  a taxpayer must voluntarily file a tax return.

· corporation: within 6 months after end of taxation year.

· individual: April 30 of year following taxation year.

· sole proprietors, partnerships must file by June 15.

3.  What are the Responsibilities of Taxpayers?

3.1  Filing returns and Calculation of Tax  (s. 150) 

> all of the following must file a yearly return:


(i) corporations other than registered charities (within 6 months of year end)


(ii) individuals if they are taxable (April 30)



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


(iv) trusts and estates (within 90 days of year end)


(v) non-residents: if they carry on business or are employed in Canada or dispose of taxable Canadian property

If you don’t owe tax, don’t have to file a return 150(1.1)(b)(i) – but corporations DO!

> amended tax returns: (s. 152 Assessment) 


> general rule: taxpayer does not have a statutory right to amend  return, but in practice it is permitted


> there are procedures and rules to encourage voluntary disclosure of income

3.2  Payment of Tax

> “payable forthwith”: once a taxpayer has received the assessment, the remainder is payable immediately

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

> normally a 90 day grace period is given from the Notice of Assessment

3.3  Withholding of Tax Owing by Others (s. 153)

> employers have obligation to withhold tax at source for employees and payments to non-residents

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


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


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

> furthermore there is criminal liability if mens rea can be proved for failure to withhold

· See TABLE in Part I of Income Tax Regulations

3.4  Installment Payments for individuals and corps (s.157)

· Advance payments of tax during the year (s.156, 156.1). People who do not have employers (carrying on business; independent K; investors).

· Every 3 months, amount equal to ¼ of estimated tax liability has to be sent in to government. BENEFIT of being IC!

· Some don’t make installment payments – nobody forcing them!

· NOTE: Some jobs that don’t last for long time have forms you check a box saying you won’t be there long enough to justify taking money off.

3.5  Keeping Books and Records (s. 230)

 > every person who carries on a business or  is obligated to pay or withhold taxes from payments made to others is required to keep books and records of accounts at his or her place of business in Canada for 6 years (or longer if required by the Minister)

3.6  Payment of Interest (s. 161)


(ss. 151 Estimate of Tax, 152 Assessment, 161 Interest - Rules, definitions)

> penalties for not fully declaring or disclosing income including interest, which is not deductible as an expense for tax purposes

· Interest is calculated DAILY by CRA ( compounds daily! If you go to bank and borrow money, it may be compounded monthly, etc – deterrent for using CRA as creditor!

3.7  Payment of Penalties (s. 162-163)

> tax system relies on the “voluntary” remittance of tax moneys

> failure to file return or to respond to a demand for return w/in the time limits can trigger various penalties interest charges and criminal prosecution

> penalties for failure to file (1st Offence):

> the aggregate of:



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


(ii) 1% of unpaid tax for each complete month (less than 12) between date on which the return was required to be filed and actually filed = 17% for first year

> penalties for repeated Failure to File:

· Penalty goes to 10% plus 2% per month for 20 months = 50%

> penalties for false statements or omissions:


> penalties imposed for “knowingly” (actual, willful blindness or constructive) or “gross negligence” (more reckless than usual) in false statements


> “has made”: penalties apply only to taxpayer that has done his return himself or the false statements made by the taxpayer’s agent can be attributable to the taxpayer


> burden of proof is on the Minister

· See page (liii) – for List of Penalities! On page lxv: Deadlines and Limitation Periods. 
· Failure to file certain forms (~$25 per day for 100 days)
· s.163: Repeated Failure to put something on a return (not putting all salary): Liable for penalty of 10% - unless subject to bigger penalty under sub 2.
· POLICY: To discourage people from taking positions that should not and probably could not be supported.
· Who has to prove penalties? In tax matters, burden is generally on TAXPAYER. Why? Because the taxpayer has all the information. However, the CROWN bears the burden with respect to penalties [s.163(3)].
5.  Collection Remedies for CRA (ss. 159, 160, 222-227.1)
5.1  Generally (p.927) (Garnishment, Seizure, Judgments)

Section 222: Tax debt is one government can sue you for in a competent court. 

· But ITA has self-help remedies to permit creditors to collect money without having to go to court. 

· s.222(4): Garnishment: Person owes money, but has none to pay! CRA can send “garnishment notice” to third parties who have to deal with nuisance of dealing with CRA. 

· s.225: Sheriff comes to town and sells debtors property. Comes in, grabs bunch of stuff and sells it! Sheriff has auction. Judgment registered, grabs property, goods sold – can be done in ONE day! 

· Often taxpayers can make deals with CRA. 

5.2  Director’s Liability (p.940-947) (s. 227.1)

S. 227.1(1) the person who is a director of a corporation who …is jointly and severally liable for the unpaid amounts that the corporation should have paid. 

Director Liability: there are defences to director liability for non-remitted taxes.  Supplementary Material:  How do you avoid being liable as a director?  Whether or not you are a director is determined under the BC Business Corporations Act.  

S. 227.1(3) “The Due Diligence Defence” Test: what would a diligent person, exercising care, etc, have done in order to ensure the moneys were being sent to the company. If it’s not you, you have to check that the cheques have been sent. “In comparable circumstances” – people with different levels of experience, education, etc, will be held to a different standard of care. This also pertains to the role the director pays in the company – inside director is more liable than the figurehead.

· Can also say I want not director (not appointed properly); I resigned as Director.

s. 227.1(4) “A person is not liable where they’ve ceased to be a director…”  How do you cease to be a director? You resign in accordance with the corporate law that governs the corporation: BC Business Corporations Act.  No action or proceeding to recover an amount (The government cannot take collection action) more than 2 years after that person ceased being a director. 

· Applies for profit corporations AND societies. ASK: Have all employee remittances been made? 
· Note: IF corporation did not deduct at all, they pay penalty – nothing has been stolen. But they will still go after employees for liability!
5.3  Transfers of Property – transferee liability (s. 160)

The section is intended to expose to liability someone who has received property from a tax debtor. The degree of liability, how much you have to pay, is determined by the formula: you owe tax on the amount by which you are enriched. 

Who should beware:

1. present or former spouse/ common-law partner

2. child under 18

3. person who doesn’t deal at arm’s length (relation, employee, etc). 

Example: In 2004, taxpayer owes $200,000 to CRA and transfers all his assets to his 16 year old.  CRA has an expression, “follow the money.”  The CRA wants to put the tax debtor and the other person in the same position.  Lack of knowledge is not a defence. 
S. 160(1)(e) the transferee and transferor are jointly and severally liable to pay under this Act an amount equal to the lesser of

(i) the amount, if any, by which the fair market value of the property at the time it was transferred exceeds the fair market value at that time of the consideration given for the property, and…

Example: tax debtor owes $1,000,000 and gives you $1. What do you owe to the tax department? $1? The formula is a logical one which tries to ensure that you are only liable to the extent that you are richer.  What if the tax debtor sells you jewellery for $100,000.  Are you liable for the $1,000,000? Are you liable for the $100,000?  What is the jewellery worth? If it’s worth $100,000 then you owe nothing. If it’s worth $200,000 then you are better off by $100,000 and that’s the amount you owe. That $100,000 is subject to seizure, even if it’s been spent. NB. There does not need to be intent for this section to apply. 

We need to know when s. 160 applies, and when we have to make a calculation under s. 160. 

· s.251(2): You are related to someone by blood, marriage, or adoption – only in certain lineal ways to people. You are not related to aunts, uncles, and cousins. 

· This section is harsh because there is no need for mens rea. 

· EXAM: s.160 is always tested.

· Example: Debtor owes CRA, sells $100 of jewellery to spouse. Spouse pays $100 to tax debtor. How much better off is spouse? NONE. Section 160(1)(e)(i): to extent victims give back consideration, it reduces their liability. Common to fight with CRA about value of transfer versus FMV. 

· Support and Payments: Section 160 does not apply when property transferred as result of matrimonial breakdown. Only applies to transfers prior to dissolution of relationship. 

· Section 160 talks about transfer at time person owes money to CRA. You can file return and it was accepted by CRA, then sell property. They can come back three years later saying you owe more. The transferee can find themselves in midst of s.160 battle. 

5.5  Jeopardy Collection (s. 225.2, 226)

5.6 Limitation periods (s. 222(4))

s. 222(3) Minister may not commence an action to collect a tax debt after the limitation period end for the collection of the tax debt.

(4) Limitation period: The limitation period for the collection of a tax debt of a taxpayer

(a) begins
(i) if a notice of assessment, or a notice referred to in subsection 226(1), in respect of the tax debt is mailed to or served on the taxpayer, after March 3, 2004, on the day that is 90 days after the day on which the last one of those notices is mailed or served, and

(ii) if subparagraph (i) does not apply and the tax debt was payable on March 4, 2004, or would have been payable on that date but for a limitation period that otherwise applied to the collection of the tax debt, on March 4, 2004; and

(b) ends, subject to subsection (8), on the day that is 10 years after the day on which it begins.

· What if someone owed tax money in 1992 and didn’t get caught? They fall under s.223(4)(a): If you had tax debt prior to March 3, 2004, it is deemed to have arisen then. 

· Markovich: There was six year limitation with respect to tax debts. Government hated decision as billions would be uncollectible – so they passed this clause.

· If you pay $1 towards debt – it refreshes the period for another ten years. WHY? Person is really saying they owe the money (includes NSF cheque).

ENFORCEMENT OF ITA
>s. 231 Definitions:


> authorized person: person authorized by Minister for purposes of ss. 231.1 to 231.5


> document: includes money, security and a record


> dwelling house: the whole or part of a building that is kept or occupied as a residence

1.  CRA’s Investigatory Powers (p.955-965)

Demand to File Return under s. 150

s. 150 a person is required to remit a tax return. Corporations are required to file a tax return within 6 months of their accounting year. When people file a return, it is a combination of the facts known to them and the applicable law. When you sign tax return, you are certifying that info you have provided is the correct information. Per s. 150(2) the CRA can demand you file.
> s. 231.1 (1) Audits and Inspections:


> an “authorized person” may, “at all reasonable times” for any purpose related to the administration and enforcement of this Act [can’t show up at 3am]



(a) inspect, audit or examine the books and records of a taxpayer or any other person that may know the information that should be in the books and records or documents of the taxpayer



(b) examine the inventory or property of the taxpayer or of any other person who may assist in determining the accuracy of the inventory of the taxpayer



(c) subject to subs. (2) enter into any place where business is carried on, property is kept or books or records should be kept; and



(d) require that the owner or manager or any other person on the premises give the authorized person “reasonable assistance” – [but don’t say too much!]


(2) Prior authorization:



where premises or place referred to above is a “dwelling house”, the authorized person may not enter without a search warrant UNLESS they have consent

Notes:


(i) “authorized person”: must have ID


(ii) “at a reasonable time”: during business hours or at a reasonable time under an objective test


(iii) “for purposes of administering and enforcing the Act”: in McKinley Transport the SCC said that CRA’s powers must be broad because the Act relies on self – there is low expectation of privacy that people have when they file tax returns; however, when those broad powers are used for a different purpose, then they must be curtailed


(iv) CRA likes to compare the returns of people in similar circumstances, but RC can not “go fishing” (i.e. they must have a particular person whom they are trying to investigate)


(v) “books and records”: have been interpreted not to include memos from tax advisers as they are only one person’s opinion, but nevertheless, it is still advisable to purge your files whenever appropriate


(vi) “reasonable assistance” has  been questioned but as a practical matter it is sometimes better to cooperate with CRA to get them out of the way

> s. 231.2  Requirement to provide documents or information: What if CRA does not believe you or is not satisfied?

> Minister may “require” (by notice served personally or by registered mail) that anyone (not just taxpayer) supply information including a tax return or any document


> the Minister shall not impose a “Requirement” on a 3rd party to provide documents or information about an unnamed person unless the Minister has authorization of a judge

· Why would a bank get a requirement letter? CRA looks for large sums of money deposited in account not reported in tax return. Also, they want to find out why people have borrowed money.

· Also get sent to law, accounting firms.

> Notes:


(i) if you are a 3rd party and CRA asks you for info about someone, then you should ask them to serve you with a requirement, so that can not get sued for divulging confidential information


(ii) “requirements” can be defeated by:




(a) no court order (in the case of unnamed parties)




(b) not enough time to provide doc’s “reasonable time”




(c) the requirement must be for “the administration and enforcement of the Act”


(iii) from a practical point of view, there is express or implied expectation of confidentiality in every K.


(iv) Clients should carefully examine what is in their files before CRA comes!

· 231.2(2) – unnamed persons – have to convince a judge before they can get a list of unnamed persons, like a customer list or donor list. 

· 231.2(3) – They must convince judge the group is ascertainable and Requirement is made to verify compliance by the person or persons in the group with any duty or obligation under the ITA. 

· Greater Montreal Real Estate Board case: CRA can go to your places of work and they can find out ALL salaries paid to everyone if they have court order. Agents accused of not reporting all income – CRA demanded info from Board – court said OK because it was issued under court order. 

· Redeemer Foundation: CRA does not need court order if employer is under audit. 
· Because under s.231.1 CRA is verifying employer’s activities.

> s. 231.3  Search and seizure and s. 488 of the Criminal Code

> if an authorized person obtains a warrant from a judge, then they may enter into any building including the taxpayer’s dwelling house and the taxpayer’s representatives (ie. lawyers) to search and seize documents

>Notes:


(i) the right is for search and then seizure, not seizure and then search (supposed to know what they are looking for).


(ii) this provision is usually used for criminal procedures involving tax evasion


(iii) Used only to extent there is prospect of prosecution (Jarvis and Ling).

> s. 231.4  Inquiry


> grants the Minister power to conduct a private hearing or inquiry into the taxpayer’s affairs including the right to commission people to answer questions with regard to some elements of the ITA

> the inquiry can exclude the person being investigated from the hearing and, as such, is the subject of Charter challenge.

· Inquiry used VERY RARELY!

s.231.7 Compliance Order

> You could say under s.231.1 and 231.2 “I am not giving you this stuff, CRA.” Court can order you to give it over – if you do not you are in contempt of court.

Example: “Foreign-based Information or Document”: CRA can say to use they want us to provide them with all information of our parents who live in Barbados have (s.231.6).

· (sub 6): Requirement is not unreasonable just because info is under control of or available to non-resident person that is not controlled by that person…if that person is related to the non-resident person.

· Punishment for not doing so under s.231.6(8): If person fails to comply substantially with notice served under sub 2…you can NOT use info in ANY civil proceeding.

2. Charter of Rights and Freedoms
· Charter has not been that effective of weapon in tax litigation in preventing CRA from getting information.
· The only time it is useful in preventing passing info is: (a) If taxpayer being audited – CRA auditors ask questions – he hands over documents – documents suggest he has not reported all income – CRA thinks bigger [evasion] problem – CRA hands over info to Tax Police in CRA.
· Charter issue: “right against self-incrimination” – CRA asking for more documents, questions
· Jarvis and Ling: as soon as CRA decides to possibly charge taxpayer and turns over investigation – taxpayer has to be warned of Charter rights – OR info is tainted. 
· Charter has not been useful in defending against unreasonable search and seizure.
3.  Solicitor Client Privilege (p.979-985)
> the solicitor client privilege belongs to the client and is a proprietary right over the communications between a solicitor and his client; the right may only be destroyed if the client waives the privilege

>if CRA approaches you about a client, then you (as a lawyer) may claim that the info is subject to privilege and should not be disclosed unless the client waives those rights

> CRA often tries to assert that the info in question is not legal advice and as such is not the subject of privilege; the following issues arise:


(i) whether there is a solicitor/client relationship between parties


(ii) whether the communication concerns legal advice? (i.e. transaction doc not legal advice) Note: Legal bills subject to SCP


(iii) CRA believes that the client has impliedly waived his rights

> if a client “publishes” a legal opinion (verbally/orally), then they have waived their rights

> Drafts of agreements are NOT privileged – final drafts are.

4.  Accountant Client Privilege (p.985)

> Every professional relationship has some aspect of confidentiality; but privilege does not extend to clients and their communications to accountants, doctors, etc. However, if an accountant serves as a go-between between a client and an accountant then these communications, insofar as they are made for the purposes of obtaining legal advice, are privileged.  

Litigation Privilege: if a lawyer hires an accountant as a part of a litigation proceeding, then it is privileged information – but privilege only lasts as long as the litigation goes on!

5.  What to do if CRA comes calling? (SM, p.106)
1. Don’t panic – call lawyer immediately. Ask officials to wait until you have consulted legal counsel.
2. Do not permit officials to enter premises if you are in “dwelling house” and there is no warrant.
3. If he does present with warrant, ask him for opportunity to call your lawyer so he can examine it before you enter.
4. Require official to produce authorization card. Photocopy it if possible.
5. Determine nature and reason for his investigation. Is this interruption occurring at “reasonable time?” 
6. Obtain names of officials – keep notes of all conversations – have at least two persons present at all times – do not obstruct investigator – give “reasonable assistance” and answer “all proper questions.”
· Remember it is an offence to hinder, molest, or interfere with CRA officials, subject to claims for privilege.
DISPUTE RESOLUTION IN TAX MATTERS

1.  The CRA Audit  (Kroft)

> s. 150: Returns


> A return is required for companies (6 months from the end of the fiscal year) and individuals (by April 30) for any year in which tax is payable or in which the individual has a taxable capital gain or disposed of a capital property.

> s. 151: Estimate of tax


> every return should contain an estimate of the tax payable

> s. 152: Assessment


> the Minister shall, with “all due dispatch”, examine the return and assess the tax situation in terms of money owing and offer a refund if required
Audits:

>at any time after you file your return, CRA may choose to audit you – verify what is on tax returns – an audit may be prompted by:


(i) statistical information about expenses or revenues for the industry that you are in;


(ii) random;


(iii) tips (someone rats you out) ( but CAREFUL! They can be held liable!


(iv) something suspicious on your return.


(v) dramatic change in earnings/expenses

> there are two types of audits:


(i) audit in the field


(ii) audit at the desk (i.e. phone call or letter)

> if CRA finds something suspicious, then they may give you:


(i) an Assessment indicating that you owe more tax;


(ii) a Proposal Letter indicating that you owe more tax; or

(ii) a Reassessment indicating that you owe more tax

Assessments

> s. 152: for most people, they file a return and CRA mails back a “Notice of Assessment” along with moneys owing or due; the Notice of Assessment generally says either CRA agrees with your return or CRA does not agree with you return

> the Notice of Assessment is “deemed” to be valid on the taxpayer even if it contains an error or defect or has been incorrectly calculated or improperly issued

> the taxpayer’s only recourse is to file a “Notice of Objection” ( s. 165)
> the burden of proof rests squarely with the taxpayer to disprove the Assessment
> the taxpayer can only appeal an assessment pursuant to the procedure in the ITA; the Federal Court Act precludes the court from reviewing an assessment under any other procedures

> if the taxpayer does not file a return, is grossly inaccurate, or does not furnish any documentation, then the Minister may use a “Net Worth Assessment” which involves an assessment of the taxpayer’s net worth before and after the taxation year; 


> a Net Worth Assessment is deemed to be valid unless disproved by the taxpayer

> non-residents who file tax returns b/c of s. 2(3) tax on Canadian source income are subject to the same rules with respect to their assessments

> “all due dispatch”:


> seems to be quite a variable phrase for the return of an Assessment; the more contact btw. the taxpayer and RC, the longer the Assessment will take


>Ginsberg unsuccessfully tried to argue that an Assessment without “due dispatch” would allow him to avoid paying taxes, but the FCA only entitled him to judicial review for faster assessment rather than relieving him from his tax burden

> Reassessments
> s. 152(4): Assessment and Reassessment Limitation Period


> CRA may reassess taxpayer at any time during “normal assessment period” (3 years)


> reassessments may be made after the “normal assessment period” in the cases where:




(i) misrepresentation or fraud attributable to neglect, carelessness or willful default; or



(ii) the taxpayer has filed a waiver during the normal assessment period

> s. 152(3.1): Definition of Normal Reassessment Period


> individuals and CCPC’s: the “normal reassessment period” is the period that ends 3 years after the day of mailing of a notice of original assessment 


> foreign-controlled or public companies: the “normal reassessment period” is the period that ends 4 years after the day of mailing of the notice of original assessment


> unlike the timetable for assessments, the power to reassess is subject to strict limitation periods;

> general rule for individuals is that CRA has 3 years from the date of mailing of the original assessment to issues a reassessment


> in some extreme cases, the limitation period can be six years – can add 3 years [s.152(4)(b)].


> general rule for corporation: if the company is a CCPC then CRA has the same 3 year reassessment period for individuals, but if the company is public or foreign, then CRA has 4 years

Example: 2006 Taxation year:

> fraud or misrepresentation:

> the limitations period is indefinite if CRA can show fraud or misrep due to “culpable negligence” which amounts to neglect, carelessness or willful default

> BOP is on the Minister to show fraud or misrep due to culpable negligence, but then the burden shifts back to the taxpayer to disprove CRAs reassessment

> waivers:

> a taxpayer can file a waiver which allows CRA to reassess the taxpayer for a longer period of time


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


> a taxpayer can waive only limited rights if they want, so that CRA can only reassess on certain amounts


> a taxpayer can revoke the waiver by submitting a form to CRA after which the Minister has 6 months to reassess the return (s. 152(4.1)) – even if done on same day!

2.  Objecting to the Assessment/Reassessment and Dealing with the Appeals Division (p.985-986)

> s. 165(1): Objections to Assessments


> a taxpayer who disagrees with an assessment or reassessment may file a “Notice of Objection” with Minister in writing and setting out all of the relevant facts, reasons, legal issues, and what taxpayer wants. 


> the limitations period for the Notice of Objection is 90 days from the date of mailing of the Notice of Assessment

· Note: Interpretation Act says if falls on Sunday ( then Monday. If falls on Saturday ( then Friday. You do NOT count holidays!

>s.165(3): On receipt of Notice of Objection, Minister shall reconsider, vary, vacate, or confirm – then notify taxpayer. (May take a year to happen!)

· If he confirms: Notification of Confirmation.

· What if you don’t like what he comes up with? (s.169). Go to Tax Court of Canada – you have 90 days after service of objection to file Notice of Appeal.

> s. 166.1: Extension of Time by the Minister


> the Minister has the discretion to extend the time for the filing of a Notice of Objection, but the discretion has several conditions:

(i) it must be “just and equitable” to allow an extension;

(ii) the application for extension of time must be made, at the very latest, w/in one year of the expiry of the original time limit

(iii) the taxpayer must have been unable to act during the limitation period or had a bona fide intention to object to the assessment

(iv) the application must be brought as soon as circumstances permit


> in general, the Minister does not grant an extension of time except for good reason

> s. 166.2: Extension of time by Tax Court


> if a taxpayer is not granted an extension of time, then they can appeal to the Tax Court which is much more likely to grant an extension

3.  Litigation in the Tax Courts of Canada (p.986-989)

The Tax Court can only give certain relief: order reversal of taxes, interest, and penalties only as permitted under s.171 of ITA (s.171). 

> The process of litigating a tax dispute is as follows:

(i) taxpayer files return (limitation: by April 30 of following year)

(ii) assessment or reassessment issued by CRA (limitations: assessment: due dispatch; reassessment: 3 years from date of mailing of assessment)

(iii) Notice of Objection filed by the taxpayer (limitation: 90 days from date of mailing of assessment or reassessment)

>if CRA agrees with taxpayer’s notice of objection, then they will send a reassessment, but if they do not agree with you then they will send a Notice of Confirmation, after which the taxpayer has 90 days to start an action in court by filing an appeal in the Tax Court 

(iv) NOC sent from CRA to taxpayer (limitation: 90 days from service of Notice of Objection)

> if the taxpayer can persuade the Administrative Appeal Board of the Department informally, then the issue is resolved, otherwise the taxpayer must file an appeal to the Tax Court

> if the taxpayer has not heard from CRA within 90 days of the Notice of Objection, then they can appeal directly to the Tax Court

(v) filing of appeal to Tax Court (limitation: 90 days from the receipt of the Notice of Confirmation)

(vi) appeal to Federal Court of Appeal (limitation:30 days from Tax Court judgment)

(vii) appeal to SCC (limitation:60 days from FCA judgment)

> Tax Court:

> two procedures:


(i) informal: used where the amount in dispute is less than $14,000; no discovery, happens very quickly


(ii) general: used in all other cases (the Crown may elevate the case to a general procedure)

· the Tax Court is a court of statute and therefore may not use equity; as such it may (s. 171): dismiss appeal – vacate assessment – vary assessment – refer back to Minister for further assessment and reconsideration. 

· TCC cannot waive interests – cannot deal with abuses of power!

> Burden of Proof:

> BOP is on the taxpayer, as the assessment is “deemed” to be correct

· CRA has burden when penalties are involved to prove penalties are reasonable; when limitation periods are to be exceeded past normal period – must prove culpable conduct (neglect, willful default, carelessness).

> Settlements:

> assessments must be supported by the ITA, because the Tax Court has no jurisdiction to order a settlement which is split unless there is a legal basis in the ITA

> a taxpayer is bound by a settlement and may not appeal the same settlement


> Only 1% of tax cases end up in TCC – most dealt with at audit or objection level.


There must be legal basis to settle!
4.  Judicial Review and Administrative Relief from the Federal Court

> in order to challenge the investigative powers of the Minister, a dispute must be taken to the FCC (FCTD) rather than the Tax Court which is concerned purely with disputes over the amount of tax owing. Federal Court is SOLE location which taxpayers may challenge excessive exercise of powers by CRA through a “judicial review” under s.18.1 of FCA

· This is where you assert privilege claims – where you tell CRA to move quicker – where you bring Charter challenge.

· BUT if you want to challenge assessment/reassessment on merits – then you go to TCC.

· Frequently, files will have split jurisdiction!

> You may apply to the FCTD to get judicial review of the power used by the Administrative Board of CRA just like any other administrative body

[s.220(3.1)]: “Fairness Package”: Where the Minister has discretion to waive interest and penalties.  Usually this will happen where the fault of the CRA caused the accumulation of penalties and interest. If the Minister refuses to waive, you can challenge this as an inappropriate exercise of power, an administrative law issue, and you can challenge it in Federal Court.
5.  Appeals to the Federal Court of Appeal and SCC (p.34-35, 990-991)

Per the Rules of the Federal Courts Act, a decision of the Tax Court of Canada may be appealed to the Federal Court of Appeal. An appeal must be initiated within 30 days from the Tax Court’s judgment. 

Next, you go to SCC by leave (not as of right). You have 60 days to file leave application in SCC.

In certain circumstances, a taxpayer may appeal directly to the Federal Court of Appeal, where the Minister: Refuses to register or revokes registration of a charity, RRSP, Profit-Sharing Plan, Education Savings Plan, retirement income fund, etc.
6.  Overview of Limitation Periods (Kroft)

· Assessment – “with all due dispatch” but no stat. limitation; common law says 22 months.

· Reassessment – 3 years from the date of the filing of the notice of assessment.

· Filing Notice of Objection – 90 days from receiving the assessment/reassessment.

· Filing Notice of Appeal in Tax Court – 90 days from receiving confirmation.

· Filing Notice of Appeal in Federal Court of Appeal – 30 days from Tax Court Judgment.
7.  Access and Privacy Act Application

> as an individual, you have a right to apply to obtain all of the info that CRA has on you as a taxpayer under the Privacy Act
> the same right extends to co.’s under the Access to Information Act
> these “discovery type” processes help wage battles against CRA

8.  The Fairness Package; and (9) Payment of Taxes in Dispute (ss. 225.1, 225.2)

> the “fairness package” deals with question “when does a taxpayer have to pay?”

>general rule: tax is payable forthwith when an assessment is received

> s. 225.1: Collection Restrictions

> CRA cannot start collection proceedings until 90 days from day of mailing of assessment


> if the taxpayer files a notice of objection, then CRA cannot start collection proceedings until 90 days after the day of mailing (to the taxpayer) that the Minister has confirmed or varied the assessment 


> if the taxpayer has appealed the assessment to the Tax Court, then CRA cannot start collection proceedings until the day of mailing the decision to the taxpayer or the taxpayer drops the appeal

> if the taxpayer is a large corporation, then the company must




(i) pay 50% of the tax in dispute; and



(ii) must provide more detailed NOO that includes details of all objections

> s. 220(3.1) Waiver of Penalty or interest:


> the Minister may at any time waiver or cancel all or any portion of the penalty or interest otherwise payable under this Act by a taxpayer

> s. 225.2: Authorization to proceed forthwith:


> notwithstanding s. 225.1, the Minister may apply ex parte to a judge to get an order to proceed forthwith to collect the amount when the judge believes that there is a reasonable chance that the collection of taxes would be jeopardized by delaying.

10. Remission Orders (p.39)
The Minister does not have the discretion to waive taxes that are payable under the Act. There is discretionary relief in exceptional circumstances, where an obvious injustice was done to the taxpayer. A request for remission is usually sent to the CRA, and is passed on to the Treasury Board along with its recommendation. 

PRINCIPLES OF TAX PLANNING

> objectives of tax planning: Minimize taxes payable in a year; defer tax payable in a year.

1.1 Tax Base Planning

How do you reduce your tax base? Through statutory means, or through splitting/shifting income:

Statutory means: You re-characterize the source of your income.  Look to earn things that are not taxable, items that do not fall into the tax base but still give someone value: gifts, reimbursement, windfall gains, allowances, some benefits you receive which are exempt from taxation, gambling, RRSPs, which minimize your tax base, sale of your principal residence (a capital gain excluded from taxation). We exclude those items which the ITA specifically excludes from taxation. 

Shifting/Splitting: You can shift income from one family member to another, in order to attempt to lower everyone’s taxes payable. You can also shift income to corporations, which are taxed at 17%.  In addition, people will not set up one company, they will set up ten or twenty. The government imposes a ceiling that only allows so much to be saved in each corporation, so splitting the income allows you to save more. 

· Family member with highest income should pay expenses – deductions most valuable to them! What about people with non-deductible (Hydro) expenses? People at highest rates, because it will leave more $ in social unit to earn income which would be subject to tax at lower rates!

· It is better to have REFUNDABLE tax credit ( you get $ back!

1.2 Tax Rate Planning

Put income where it is taxed at the lowest rate! Involves someone else receiving income who is taxed at a lower rate. If the tax rate is going to lower the following year, it’s worthwhile trying to push the 2006 income into 2007. 

· Note: Also can relocate to Alberta – where rates are lower.

1.3 Tax Credit Planning

Credits, generally speaking, are non-refundable under the income tax system.  To deal with this, the ITA allows you to hold over credits, to carry them backwards, to transfer them to other family members. Ex: tuition credit.  What if the ITA doesn’t specifically authorize the transfer of credits? Then people try to shift income to those people who have credits, so they get used. A refundable tax credit allows you get cash money back.  

1.4 Tax Payment Planning: 

If you owe money to the government, the interest is pretty high and compounds daily, so you’re actually losing money by not paying.  What happens if you get a refund; what rate does it pay you? For refund interest, rate is set every 3 months. Sometimes people can earn more interest on their money by overpaying taxes and getting a refund: 7%. 

1.5 Tax Unit Planning: (Jurisdictional)

Non-residents pay part 1 tax, they also pay a 25% withholding tax. They do not pay Part 13 tax, and so get a better rate on investment, employment income also derived from business. When you have a citizen of Liberia, with money in a Liberian bank, does Canada tax that income? No - no jurisdiction.  Non-residents of Canada with income not earned from Canadian sources pay no tax. 

Tax Deferral: Importance of the Time Value of Money  (p.42-49)

Money has a value that is directly impacted by the passing of time, and so the longer you are able to hang on to your money, the more value it is to you and the more you can delay having to pay tax, the more benefit you are able to obtain from money!

LIMITS ON TAX PLANNING: STATUTORY/JUDICIAL (Avoidance)

1.  Tax Avoidance, Tax Mitigation, Splitting and Shifting 
> s. 239 Offences:


> in addition to everything else in the ITA, there is a crime of tax evasion and for a summary offence, the fine can be from 50%-200% of the amount of tax sought to be evaded and 2 years imprisonment and for an indictable offence, the fine can be from 100%-200% and 5 years


> tax evasion is a criminal offence and therefore must have mens rea and may also have aiding and abetting charges which may be harmful to lawyers representing evaders


(Sub 1): Issues go into aiding and abetting. 

> “tax evasion”: is intentional deception so that the tax reported by the taxpayer is less than the tax payable under the law

> “tax mitigation”: is lawful tax planning

> “tax avoidance”: lawful mitigation or reduction of tax amounts due under the ITA

· s.233.1: Permits waiver of penalties – discretionary if government wants to prosecute.

· “Voluntary Disclosure”: process where CRA permits taxpayers to come forward and confess without prosecution or penalty – unique to Canada. BUT if you make VD, you are saying you owe tax and interest.

2.  Specific Statutory Anti Avoidance Rules (ss. 69, 73, 74.1, 74.2)
The ITA is filled with anti-avoidance rules and ways of ensuring that the raising and collection of revenues is more certain.

> s. 69(1) Inadequate Considerations:

> Except as otherwise provided in the Act:
> (a): if taxpayer acquires anything from a person in a non-arm’s length transaction, in excess of fair market value, then the taxpayer is deemed to have acquired it at FMV. 

· Something worth $1…sells to his kid for $100 ( but s.69(1)(a) says cost to recipient is reduced to $1.

· POLICY: To prevent purchases at inflated prices to related persons. Why would someone want to pay more? Because some things can be deducted.

> (b): if a taxpayer disposes of anything


(i) in a non-arm’s length transaction, for no proceeds or proceeds less than fair market value [Related = blood, marriage/CL, adoption].


(ii) an inter vivos gift to anyone,


then the taxpayer is deemed to have received proceeds equal to fair market value.

· If you parents sell you their car for $1 – they are treated as selling the car to you at FMV.
· ONE SIDED RULE: The person who pays for the property will have a cost in the property = to what they pay.

· Item worth $100 (FMV)…sell it for $1. My proceeds under s.69 =$100. Cost to person buying =$1. If they turn around and sell it for $100 ( gain = $99.

> (c): if a taxpayer has received a gift or inheritance, then the taxpayer shall be deemed to have acquired the property at fair market value

· When recipient SELLS it, he will measure any gain or loss from DEEMED cost.

Notes:


(i) subs. (a) prevents people from acquiring property at inflated prices to receive losses (i.e. punishes purchaser)


(ii) subs. (b) prevents people from disposing of property at lower prices to escape capital gains (i.e. punishes seller)


(iii) subs. (c) is good for the receiver of the gift b/c it increases their cost base if they later dispose of the gift


(iv) receiver of an asset under subs. (b)(i) may claim the value that they got the gift for even if it is less than fair market value (which is bad because it is a low cost base if they ever want to dispose of the asset)


(v) transactions are required to be non-arm’s length, but gifts can be to or from anyone

· s.251: “Persons may as question of fact deal at arm’s length – facts demonstrate there is no hard bargaining between the parties – if no party exerts dominant influence.

· What if you sell valuable book to your kid for $1? There are no such things as bargain sales to related persons.
> s. 69(1) says except as otherwise provided in the Act, so...

> s. 73(1) Inter Vivos Transfer of Property of Spouse etc. (s. 73 Rollover)

> if capital property is transferred to:


(a) spouse; or 


(b) former spouse in rights arising out of marriage;

and both were Canadian residents, unless the taxpayer elects not to have this provision apply, then the proceeds of disposition are deemed to be:


(e) if depreciable capital property, then the proportion of that class of property attributable to the asset; or

(f) the adjusted cost base of the property

> notes:


(i) this section allows transfers of assets btw. spouses for capital property w/o accruing capital gains


(ii) remember s. 252 definition of “spouse” includes:




(a) legally married;




(b) parent of a child; or



(c) co-habited for 12 months, so a taxpayer may have multiple “spouses”

(iii) this is a tax deferral b/c the transferee acquires the adjusted cost base of the transferor, so that when transferee disposes of asset, then they will yield a capital gain

> s. 70(6)  Spousal Rollover on Death

> a similar provision to s. 73(1) that allows the capital property of the dead spouse to be transferred to the living spouse at the adjusted cost base of that property

“Attribution Rules” (ss. 74.1-74.5):

s. 74.1(1) Transfers and Loans to Spouse:

> if an individual has transferred or lent property (including $) by any means to a “spouse” or a person who has “since become a spouse” then any income or loss in respect of that property shall be deemed to be the “income or loss” (i.e. not capital gains) of the transferor.
s. 74.1(2) Transfers and Loans to Child:

> if an individual has transferred or lent property (including $) by any means to any person under the age of 18 and not at arm’s length, then any income or loss in respect of that property shall be deemed to be the “income or loss” (i.e. not CG) of the transferor.

s. 74.2(1) Gain or Loss Deemed that of the Lender or Transferor

> if an individual transfers capital property to their “spouse” or a person who has “since become their spouse”, then any capital gains arising from the disposition of that property are attributable to the transferor

>notes on the attribution rules:


(i) ss. 74.1 and 74.2 apply to the spouses of the taxpayer and cover all income or loss from property and all capital gains from the property


(ii) s. 74.2 does not have a section corresponding to s. 74.1(2) and so it appears that capital property may be transferred to a child and then sold by the child to yield capital gains that are not attributable back to the taxpayer

KROFT EXAMPLE:

· Where X transferred [sale, gift] or loaned property [cash, chairs, real, personalty] to a spouse or CL partner or a future spouse or future CL partner ( “any income or loss of that person from the property that relates to the period of time which the individual is resident in Canada and that person is the spouse or CL partner, shall be DEEMED to be income or a loss, as the case may be…”

· If X had taken cash and put it in the bank, X has earned the interest. X would have been taxed on the interest. The attribution rules says if X transfers cash to … any income earned from property after transfer is attributed from person who otherwise would have earned it back to transferor.

· NO time liability – it goes on forever. 

· Common with JOINT bank accounts. 

· What if person did not transfer cash – but gave shares to spouse? 

· Shares had cost of $1; FMV = $10. 

· General Rule: Transfer between CL partners go at cost (s.73).

· Proceeds to X are $1 by virtue of s.73 rollover.

· Cost to recipient = $1 

· Now what happens when spouse sells property to Ed for $10?

· Gain derived = $9. Who owns property? Spouse. How much is taxable if capital property? $4.50. 

· Attribution rules do not just attribute income – they also attribute capital gains and losses [s.74(2)]. 

· These are intended to stop attribution of income, loss, CG, CL, derived from recipient of property and pushes back to person who should have had gain or loss to start with.

s.74.1(2): Does not restrict itself to spouses or CL partners – it is also applicable to any transfer of property to persons under age of 18. 

There is no comparable attribution rule for minors with respect to CG or losses. Common to put shares of companies in name of children – so when sold, gains go to children. 

How can you get around s.74.1?

· Don’t transfer property to spouse or CL partner!

· Attribution rules only apply in respect of PROPERTY income – not business.

· Hotel owner transfers money to wife. What kind of income is derived from hotel? Business – because services are associated.

· What kind of property would it have to have been in order to Attribution to apply? Apartment building with few services. 

· People read rules strictly and try to ensure they fall outside rules. 

· Stubart (1984): Taxpayer won. Court said if you don’t fall squarely inside the rules, you can take advantage. 

· Built on Duke case: Every person entitled to arrange affairs to minimize taxes payable to extent permitted by law.

· Note: Transfers have to be legally legitimate. If you have effective legal relationships, the tax consequences will apply. Judges saw roles not as fillers of gaps, but as person who evaluated efficacy of transactions. 

3. The General Anti-Avoidance Rule (GAAR) (s. 245)

Application of GAAR requires 3 steps:


1. Determine whether there is a tax benefit arising from a transaction or series of transactions within the meaning of s. 245(2)

2. whether a transaction is an “avoidance transaction” under 245(3), in the sense of not being “arranged primarily for bona fide purposes other than to obtain the tax benefit”, and

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

> Onus on taxpayer to refute 1 and 2, and onus on Crown to prove 3.

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


> the problem with the GAAR is that is has taken the certainty out of tax planning, because a taxpayer does not know how close to the line they can go

> 1936 House of Lords case, Duke of Westminster: “ a taxpayer is entitled to arrange his affairs to attract the least amount of tax”

> Sham transactions:

> an arrangement that does not, in fact create the legal relationships that it purports to create and usually involves a misrepresentation by the parties; a sham may be ignored by CRA or the court when determining the tax consequences

> i.e. just by calling a something a “spade”, you do not make it a “spade”

Canada Trustco (2005 SCC): Courts must conduct two-part inquiry. SCC rejected idea that transactions should be viewed based on economic substance as opposed to their legal form. 
· unified textual, contextual and purposive analysis of the provisions giving rise to the tax benefit in order to determine their object, spirit and purpose. Purposive interpretation that is harmonious with the provisions of the Act that confer the tax benefit, read in the context of the whole Act.

· court must then examine the factual context of the case in order to determine whether the avoidance transaction defeated or frustrated the object, spirit or purpose of the provisions in issue.  Question of mixed fact and law.
· 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 provisions that are purported to confer tax benefit, or where they are wholly dissimilar to relationships or transactions contemplated by provisions.

Provisions of the Act must be interpreted in order to achieve consistency, predictability and   fairness so taxpayers may manage their affairs intelligently.

If there are both tax and non-tax purposes to a transaction, it must be determined whether it was reasonable to conclude that the non-tax purpose was primary. If so, the GAAR cannot be applied to deny the tax benefit.           SEE paragraphs 28-34 and ones up to 66.

Difference between Singleton and Lipson:

· Singleton – GAAR not applied.

· Lipson – Mrs Lipson ended up with the shares.  Singleton – only one taxpayer here.

Lipson (2008 SCR): Case has been heard but decision has not yet been released.

· If Lipson falls, the question will be how effective people are in tax planning – they will not just be able to read rules and follow form – that is not good for certainty. Are people entitled to arrange affairs in order to minimize taxes payable?
· Essentially: Tired to make interest on mortgage deductible.

· Do you look at economic substance OR legal form?

· We need to know why GAAR was enacted – what it was and was not intended to do – how does it mesh with role of judges? Canada Trust, paras. 35-66.

YOU CANNOT GIVE TAX PLANNING ADVICE WITHOUT LOOKING AT THE ANTI-AVOIDANCE RULE!

4. Role of Judiciary
Judges interpret the words in the ITA but will be asked to deny tax consequences sought based on a number of principles. The court inquires whether the tax payer has brought himself within the four corners of the tax provision.  The courts have said that where a tax transaction is not effective, or appears to be something other than what they are, etc, then the taxpayer is outside the boundaries of the ITA.

4.1 Sham (p.1008-1011)

The legal effect of an arrangement is determined by the rights and obligations that it actually creates, and not merely the wording of documentation. An arrangement that does not, in fact, create legal rights and obligations it purports to create is a sham.
This occurs where there is the pretence of a legal relationship, like a partnership, and where the courts have found the activities of the taxpayers have amounted to a sham. A sham may exist despite documentary appearance, but a sham requires that the rights and obligations created by the documents be different from their actual rights and obligations contemplated by the parties. 

Example: transaction X to Y to Z. The drafting of the legal transaction was excellent.  The CRA argues the transaction went from X to Z.  They cannot do this if the legal documentation is correct and proper, unless the ITA says they can, and the ITA does not contain such a rule: Substance does not overcome form. 
4.2 Ineffective Transaction (p.1012)

Ineffective transactions are not valid forms of tax mitigation; in order to be effective, tax mitigation arrangements must be bona fide and properly executed. They must be real!

4.3 Substance Over Form (Economic Reality)  (p.77-80, 1013)

There is only one inviolate rule of tax planning: Substance prevails over form unless form prevails over substance. (How helpful!)

There is a doctrine that says that the substance of a transaction determines it’s legal and tax consequences. However, this doctrine is not a valid attack on tax mitigation arrangements and is often used when the CRA encounters a tax plan that it considers to be “offensive” in some “vague and unarticulated sense, but that is otherwise technically sound! Used in this manner it is camouflage for a motive test of the tax mitigation arrangement. 

LIMITS IN TAX PRACTICE AND ETHICAL/PROFESSIONAL DILEMMAS

Professional Negligence: 

When people make mistakes, it is damaging – that is why you buy insurance. 

· Wrong Advice – Lack of knowledge of tax/other laws.

· Failure to Advise regarding other taxes (GST, sales).

Backdating Documents: Should you backdate documents? You could be a party to fraud! 

· If you didn’t know people back then ( problem!

· Technology allows CRA to see when document was created many times. 

Complicity in Tax Evasion:

· Lawyers can be complicit: Creating documents reflecting clients had losses when they never spent money. 

· Aiding and abetting: You have to be very careful!

· Know your clients! Law Society has new program mandatory in BC. We have to ask clients all sorts of personal info before taking them on. [Concern for money laundering]. 

Receipt/Improper handing/reporting of proceeds of crime and money laundering:

· If someone comes to your office with bags of money…

· Don’t let them overpay…only to have you cut law firm cheque to reimburse (cleaning money).

Improper/Untimely destruction of documents:

· What if client says, “Can you destroy my file?”

· You can only destroy things the law does not require you to keep. 

Failure to comply with “Lobbyist Registration Act.”

Civil Penalties for False Statements made knowingly or through “culpable conduct”:

· Under ITA, there are civil penalties (s.163.2) – imposes civil liability on anyone accused of culpable conduct (knowing/indifferent fashion to breaking of laws by clients). 

· If clients get nailed – they will point to you!

    Complicity in tax evasion (s.163.2):

· Turns on “culpable conduct” – intentional conduct that shows indifference as to whether this Act is complied with or shows a wilful, reckless or wanton disregard of the law. Need mens rea for tax evasion. These rules are meant for tax advisors to prevent them for taking risky tax positions.

( Civil penalties result for the advisors.

Inappropriately assisting taxpayers to defeat creditors contrary to insolvency laws.

Violation of ethical codes of conduct – conflicts of interest:

· You can’t deal with both (spouses) if they have conflicting interests. 

WAYS TO COMBAT CONCERNS

· Recognizing limitations of skill and knowledge: 

· Know when you need advice from others. 

· It is okay to refer people to reputable lawyers you know!

· Can this person do work better than you?

· Don’t be pressured by client who loves you.

· Securing appropriately drafted retainer letter: 

· Have letter with clients that sets scope. 

· What type of advice are you being hired for? “Income Tax advice.” 

· Keeping/Documenting appropriate record of advice: Including emails!

· Recognizing appropriate record of advice.

· Recognizing styles and personalities of clients.

· Maintaining current knowledge of the relevant laws and practices.
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