
2013 FEDERAL BUDGET
The 2013 federal Budget was tabled on March 21, 2013. Subscribers to the Canada
Income Tax Guide (print, DVD, and online) will have received CCH’s Budget SpecialApril 2013
Report No. 070H containing the Budget Plan and the Notice of Ways and Means Motion

Number 603
as well as commentary by Fraser Milner Casgrain LLP, Joseph Frankovic, and CCH on the
proposals. Additional copies of the Special Report may be ordered by calling (416)
224-2248 (toll-free 1-800-268-4522), by faxing (416) 224-2243 (toll-freePrescribed Interest
1-800-461-4131), or by emailing cservice@cch.ca. The commentary, table of effectiveRates — Second
dates, and tax-related portions of the government’s Budget Plan (e.g., Annex 2) are
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available in the Canada Income Tax Guide online and on DVD under the heading Federal
Budgets. The Budget documents are also posted on CCH’s federal income tax News
Tracker.Focus on Current

Cases . . . . . . . . . . . . . . . 3 The 2013 Budget contained an Income Tax Notice of Ways and Means Motion with 52
resolutions as well as some revisions to capital cost allowance for Classes 29 and 43.2
that were not part of the Notice of Ways and Means Motion. Personal tax measures
include changes to the lifetime capital gains exemption, the dividend tax credit for
non-eligible dividends, certain reassessment periods, labour-sponsored venture capital
corporations tax credit, synthetic dispositions, and character conversion transactions. The
Budget announced several measures affecting businesses, including changes relating to
corporate loss trading, filings under the scientific research and experimental development
program, leveraged life insurance arrangements, and restricted farm losses. On the
international tax front, the Budget introduced measures regarding the thin capitalization
rules, foreign reporting requirements in connection with Form 1135, treaty shopping, and
a number of measures to combat international tax evasion and international aggressive
tax avoidance.

SELECTED TAX ISSUES AND TRAPS ASSOCIATED
WITH ESTATE FREEZES

— Michael Goldberg, Minden Gross LLP

This is the third instalment of a series of articles discussing issues and traps practitioners
need to navigate to successfully implement and maintain an estate freeze. This article
will focus on the “kiddie tax” rules in section 120.4 of the Income Tax Act (the “Act”)1

and the trust attribution rules in section 74.3.

The Kiddie Tax Rules

Even if the personal attribution rules in section 74.1 do not apply to income earned by
non-arm’s length minors, a separate set of rules in section 120.4, the so-called kiddie tax
rules, were put in place to further deter income splitting, and after March 22, 2011,
capital gains splitting in respect of gains from share sales, with certain non-arm’s length
minors known as “specified individuals”.2

1
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In particular, the kiddie tax rules will result in certain kinds of income called “split income”3 being taxed at top
marginal rates without personal tax credits, which, depending on the province, can range from a low of 39% in Alberta
to a high of 50% in Nova Scotia.4 Please note that capital gains caught by the kiddie tax rules are taxed as though
they were ineligible dividends, and as a result, minors caught by the kiddie tax rules will be taxed at rates across
Canada ranging from a low of 27.71% in Alberta to a high of 41.17% in Prince Edward Island.5 This is a significant
penalty, considering that if the taxpayer rather than her minor children had earned the capital gains, she would have
had to pay rates ranging from 19.5% in Alberta to 25% in Nova Scotia.6

Because many freezes that are put in place are intended to generate income and capital gains that will be split income,
the kiddie tax rules will often significantly limit the ability to split income and capital gains with minors.

Key Concepts — “Split Income” and “Specified Individuals” 
As the kiddie tax rules only apply to split income of specified individuals, it is important to have an understanding of
both of these concepts.

Split Income
In general, split income includes dividend income and shareholder benefit income under section 15, whether derived
from direct or indirect shareholdings, unless such income is earned in connection with shares of listed corporations or
mutual fund corporations or from “excluded amounts”.7 Excluded amounts are income from properties inherited from a
parent or income from properties inherited from any other person if the minor is either eligible to claim disability tax
credits or enrolled in a post-secondary institution. As a result, direct inheritances from family members other than a
minor’s parents — for example, grandparents — will generally not be excluded property.

In addition, split income includes nearly all types of income derived from a closely held entity that is earned by a
partnership or a trust and allocated to a minor.

The application of the kiddie tax rules to capital gains is narrower than to other forms of income and, in general, only
non-arm’s length direct or indirect share dispositions giving rise to capital gains taxed in the hands of minors will be
caught by the kiddie tax rules. Exemptions to these rules are provided for non-arm’s length transactions giving rise to
capital gains from listed shares, mutual fund corporation shares, and excluded amounts. Interestingly, if the gains are
not realized from direct or indirect share dispositions, the kiddie tax rules do not seem to apply.8

Specified Individuals
Having considered the types of income that are caught by the kiddie tax rules, it is still necessary to determine
whether a minor is a specified individual, since only minors who are specified individuals are subject to the kiddie tax
rules.

A specified individual is an individual who meets all three of the following tests:

(1) the individual is a minor who has not turned 17 before the taxation year — and in this regard, it is worth
emphasizing that a minor who is 17 at some point during a particular year but turns 18 during that year will not be
subject to the kiddie tax rules;

(2) the individual has not been a non-resident at any time in the taxation year; and

(3) the individual has a parent who was at any time in the year a resident of Canada.

If any of these criteria are not met in a taxation year, then the kiddie tax rules will not be applicable in that taxation
year. However, if all of the conditions are met in a subsequent taxation year, the kiddie tax rules could become
applicable at that time.

Relief from the Kiddie Tax Rules and an Ontario Planning Point 
Pursuant to subsections 56(5) and 74.5(13), if the kiddie tax rules are applicable, then the personal attribution rules in
subsections 56(4.1) as well as in sections 74.1 and 74.3 will not be applicable, and the reversionary trust attribution
rules in subsection 75(2) will also not be applicable.

Because of Ontario’s system of surtaxes, an Ontario minor caught by the kiddie tax rules will not pay tax at the
highest Ontario marginal tax rates until the child’s Ontario tax liability exceeds the Ontario surtax thresholds.9 Savings
from this type of planning are generally quite modest but are worth keeping in mind, particularly for Ontario taxpayers
who are caught by the new top Ontario marginal tax rates.
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The Trust Attribution Rules
The trust attribution rules in section 74.3 will not be applicable unless section 74.1 or 74.2 applies in the first place,
and the trust attribution rules will only be applicable if a beneficiary of the trust is a “designated person” in respect of
a person who has directly or indirectly lent or transferred property to the trust.

A designated person is defined in subsection 74.5(5) to mean a spouse, non-arm’s length minor, or minor niece or
nephew of the individual transferor or lender. Keep this term in mind as it is also used in the corporate attribution
rules, which will be the focus of the next article in this series.

If applicable, section 74.3 provides rules for determining the amount of income and capital gains attributable from
designated persons under sections 74.1 and 74.2 if the trust makes taxable allocations to beneficiaries who are both
designated and non-designated persons.

In particular, the rules in section 74.3 will ensure that to the extent that income is allocated to designated persons, all
income from transferred or loaned property is first allocated to the designated persons.

Notes:
1 Unless otherwise noted, all statutory references are to the Act.
2 As defined in subsection 120.4(1).
3 Ibid.
4 In 2013, top rates will be nearly 50% in my home province of Ontario as well.
5 Rates in Ontario will be 36.47% in 2013. Due to changes in the 2013 federal Budget, beginning in January 2014, the combined federal and provincial ineligible

dividend rates will increase in all provinces, subject to any changes introduced as part of each province’s budget. In Ontario, for example, as of January 2014,
the top tax rate on ineligible dividends is currently projected to be 38.60%.

6 Rates in Ontario will be nearly 25% in 2013.
7 As defined in subsection 120.4(1).
8 See subsections 120.4(4) and (5).
9 Rates in Ontario will be 36.47% in 2013. Due to changes in the 2013 Federal Budget, beginning in January 2014, the combined federal and provincial ineligible

dividend rates will increase in all provinces, subject to any changes introduced as part of each province’s budget. In Ontario, for example, it would appear that
unless there are further legislative changes, as of January 2014, the top tax rate on ineligible dividends is currently projected to be 38.60%, a rate that would
appear to reintroduce disintegration back into the corporate tax system (and perhaps will be the subject of a future series of articles — stay tuned).

PRESCRIBED INTEREST RATES — SECOND QUARTER OF 2013
The prescribed interest rates for the second quarter of 2013 were released by the Canada Revenue Agency on
March 15, 2013. They are unchanged from the first quarter of 2013 and are noted below.

● 1% to calculate a deemed interest taxable benefit on subsidized employee and shareholder loans;

● 1% on refunds of income tax overpayments paid to corporate taxpayers;

● 3% on refunds of income tax overpayments paid to non-corporate taxpayers; and

● 5% on payments of overdue income taxes, insufficient income tax instalments, unremitted employee source
deductions, CPP contributions or EI premiums, and unpaid penalties.

These rates will be in effect from April 1, 2013 to June 30, 2013.

FOCUS ON CURRENT CASES
This is a regular monthly feature examining recent cases of special interest, coordinated by John C. Yuan and
Christopher L.T. Falk of McCarthy Tétrault LLP. The contributors to this feature are from McCarthy Tétrault LLP,
Montreal, Toronto, Calgary, and Vancouver.

Solicitor-Client Privilege and Inadvertent Disclosure 
Minister of National Revenue v. Grant Thornton, 2013 DTC 5008 (Federal Court)

The Grant Thornton case illustrates that courts will often err on the side of caution on the question of whether
documents are protected from disclosure on the basis of solicitor-client privilege.

In this case, the Canada Revenue Agency was conducting a review of a reorganization transaction undertaken by an
income fund. Grant Thornton was the auditor of the company that was the administrator for the income fund and the
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Minister issued a requirement to Grant Thornton pursuant to subsection 231.2(1) of the Income Tax Act (the “Act”) for
documents and information relating to the reorganization. Grant Thornton provided some materials in response to the
requirement but claimed solicitor-client privilege on behalf of its audit client over three documents that came within
the scope of the requirement. The Minister applied to the Federal Court for an order compelling production of the three
documents pursuant to subsection 231.7(1) of the Act and Grant Thornton raised solicitor-client privilege as the basis
for its refusal to comply with the requirement in relation to those documents. Grant Thornton’s client was an
intervenor in the Federal Court proceeding and argued that sections 231.2 and 231.7 of the Act gave the Minister
potential access to privileged documents and thus the requirement constituted an unreasonable search and seizure
contrary to section  8 of the Canadian Charter of Rights and Freedoms.

The Federal Court (per Crampton J) began its analysis by addressing the intervenor’s submission that it was not
necessary for the Court to review the retained documents to determine whether they were protected by solicitor-client
privilege since, in the Intervenor’s view, the uncontroverted evidence was that such documents were related to legal
advice and not accounting advice or services. Indeed, the three retained documents were clearly marked as being
privileged. However, the Federal Court had difficulty with the suggestion that, in a legal proceeding to decide the
validity of a claim for non-disclosure on the basis of solicitor-client privilege, the determination could be made without
the subject documents ever being examined by the Court.

In the course of assessing the substantive question of whether Grant Thornton was entitled (or required) to refuse to
produce the subject documents on the basis of solicitor-client privilege, the Court observed that the documents were
largely devoted to describing the structure, objectives, and broad steps of the reorganization. In several places, the
Federal Court found it difficult to ascertain whether the statements made were based on accounting or legal
considerations. The Court acknowledged that one could have thought, at first glance, that the documents may not
have been prepared by their authors in their capacity as legal advisors. However, some general statements of belief
within the retained documents appeared to convey legal conclusions. Additionally, representations made by one of the
authors of the retained documents tipped the scale in favour of a conclusion that the documents were legal work
product protected by solicitor-client privilege.

Coming to the conclusion that the retained documents were entitled to protection from disclosure on the basis of
solicitor-client privilege as a consequence of the relationship between the lawyers and the intervenor, the next
consideration for the Court was whether the solicitor-client privilege was maintained when those documents were
provided to Grant Thornton, either on the basis of limited-purpose waiver or inadvertent disclosure.

The Minister’s position, of course, was that the intervenor’s right to assert solicitor-client privilege over the three
documents was waived when those documents were provided to Grant Thornton in the course of its audit of the
intervenor.

Relying on the relevant case law, the Court noted that the disclosure of privileged information that may reasonably be
required by a third party for the purposes of conducting a statutory audit or providing a fairness opinion will not be
considered to constitute an unlimited waiver of solicitor-client privilege if the disclosure is made in confidence and
solely for that purpose. However, the evidence suggested that it was unlikely that the intervenor or the income fund
voluntarily or knowingly provided those documents to Grant Thornton. Therefore, the Court was not satisfied that the
intervenor knowingly disclosed the retained documents to Grant Thornton for the limited purpose of allowing the firm
to perform its audit. It followed that the limited-purpose waiver exception could not be relied upon by the intervenor
as a basis for maintaining its claim of solicitor-client privilege over the documents in Grant Thornton’s possession.

However, the Court held that the intervenor was still able to maintain its solicitor-client privilege claim pursuant to the
doctrine of inadvertent disclosure. The Federal Court stressed that it appears to be well settled now that the mere
physical loss of custody of documents protected by solicitor-client privilege does not automatically result in the loss of
the protection from disclosure. The Court then observed the existence of two distinct lines of authority with regards to
the doctrine of inadvertent disclosure. The Court concluded that it was preferable to follow the authorities that hold
that one has to look at all of the circumstances of the case in determining whether to maintain solicitor-client privilege
over documents that have been inadvertently disclosed. Taking into account all the circumstances in the case and,
namely, the way the intervenor took swift steps to assert solicitor-client privilege upon learning of the inadvertent
disclosure of the privileged documents, the Court exercised its discretion to decide that the three documents were
protected from disclosure on the basis of solicitor-client privilege notwithstanding the disclosure to the third-party,
Grant Thornton.

As to the constitutional issue, the Court concluded that, in light of its reasons, it was not necessary or appropriate to
make a determination on the question of the constitutionality of sections 231.2 and 237.1 of the Act.
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The Grant Thornton case provides a helpful reminder that the protections associated with solicitor-client privilege are
fundamental rights that the courts will not often go to lengths to recognize. Even though the burden of proof rests on
the person asserting the claim to establish that the document in question meets the necessary requirements, once
established, the onus is on the party seeking to overcome the privilege to establish that the information should be
disclosed.

— David Roulx

Taxation of Break Fees Confirmed
Morguard Corp. v. The Queen, 2013 DTC 5009 (Federal Court of Appeal)

This case dealt with the proper tax treatment of a break fee in the hands of a recipient as a result of a failed takeover
bid. Generally, break fees are paid by potential target corporations in the context of a friendly takeover bid to
compensate the prospective acquirer where the bid to purchase the target is unsuccessful. The Tax Court held that the
break fee received by the taxpayer in this case was taxable as income and was not a non-taxable capital receipt (2012
DTC 1009). The Federal Court of Appeal upheld the Tax Court’s decision.

The taxpayer was a Canadian public corporation in the business of acquiring controlling ownership positions in real
estate companies. For several years prior to the taxation year in question, the taxpayer made numerous real estate
acquisitions, including significant positions in several real estate companies. One such acquisition was that of a 19.2%
common-share position in a company called Acanthus Real Estate Corporation upon its initial public offering in 1998.

The break fee in question arose out of the taxpayer’s attempted acquisition of Acanthus in June 2000 pursuant to an
unsolicited takeover bid at $8 per share. The taxpayer and Acanthus subsequently entered into a pre-acquisition
agreement, whereby the taxpayer revised its bid to $8.25 per share and Acanthus agreed not to solicit other bids and
to pay a $4.7 million break fee if its board of directors supported another bid. A competing bid was made and the
Acanthus directors withdrew their support of the taxpayer’s bid and paid the $4.7 million break fee. The taxpayer then
increased its bid to $9 per share, amending the pre-acquisition agreement to provide for a $7.7 million break fee and
returning the original $4.7 million break fee. However, the rival bidder increased its bid as well, which Acanthus
ultimately accepted. As a result, the taxpayer received the $7.7 million break fee and sold its interests to the rival
bidder. This was the taxpayer’s only unsuccessful public takeover bid, the first time it received a break fee, and the first
time it sold an ownership interest in any real estate company it had acquired.

The Tax Court held that the break fee did not constitute a non-taxable windfall because it did not meet a number of
the factors established in Cranswick (82 DTC 6073 (FCA)) for determining whether an amount was received as a
windfall.

On the issue of whether the taxpayer received the break fee on income or capital account, the Tax Court relied on the
Supreme Court of Canada’s decision in Ikea Ltd. (98 DTC 6092), which held that a tenant inducement payment was
received on income account given that the amount was a necessary incident of the conduct of Ikea’s business and was
inextricably linked to its business despite being received as a result of negotiations for a capital property (a long-term
lease).

In Morguard, the Tax Court made the key findings of fact that the taxpayer’s regular business included acquiring
significant controlling positions in public real estate companies and that it negotiated its rights to the break fee as an
integral part of its ordinary course of business. Applying Ikea to the facts, the Tax Court concluded that the break fee
was similarly an income and not a capital receipt to the taxpayer.

The Federal Court of Appeal (per Sharlow JA) confirmed the Tax Court’s decision in a short judgment. The Federal Court
of Appeal emphasized that the decision of Boyle J in the Tax Court was based on his findings that

(1) the break fee was paid pursuant to an agreement negotiated by the taxpayer in connection with its potential
acquisition of Acanthus;

(2) the taxpayer pursued the acquisition in accordance with its established business strategy and in the ordinary
course of its normal business operations; and

(3) the receipt of the break fee was a normal and expected incident of its business activities.

These findings were not challenged by the taxpayer on appeal.

The taxpayer argued that Boyle J’s finding that the taxpayer was “essentially in the business of doing acquisitions and
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take-overs” was wrong as a matter of law because it was inconsistent with the prior decisions of the Federal Court of
Appeal in Neonex International Ltd. (78 DTC 6339) and Firestone ([1978] 3 F.C. 200). The Federal Court of Appeal in
Morguard rejected this argument, noting that neither of those decisions were authority for the legal principle that the
acquisition of capital property could never be a business in itself. The Federal Court of Appeal also agreed with the Tax
Court that Ikea is now the leading case on the characterization of extraordinary receipts in the business context and
declined to overturn Boyle J’s application of the principles of Ikea to the facts before him.

In light of the Federal Court of Appeal’s decision, companies that undertake a significant number of mergers and
acquisitions transactions in the course of their ordinary business will need to include any related break fees in
computing their income. However, since the decision in this case turned heavily on key findings of fact about the
ordinary business of Morguard, it seems that the door remains open for taxpayers to escape including a break fee in
income where they can show that mergers and acquisitions transactions are outside their ordinary business.

— Kathy Wang

Court Denied Losses Subsequent to an Acquisition of Control 
NRT Technology Corp. v. The Queen, 2013 DTC 1021 (Tax Court of Canada)

The issue considered by the Tax Court of Canada in this case involved the application of the loss streaming rules under
subsection 111(5) of the Income Tax Act (the “Act”) subsequent to an acquisition of control. In 2006, the taxpayer
acquired Telepanel Systems Inc. for $1 million. Telepanel had substantial losses, which the taxpayer used against its
taxable income. The Minister denied the deduction of non-capital losses for the taxation year ending September 30,
2007, and the taxpayer appealed to the Tax Court of Canada.

The taxpayer’s business included supplying self-serve, cash-handling kiosk systems for the casino industry. Telepanel’s
business was the sale of the “ESL system”, which is an electronic module with an LCD screen affixed to a grocery store
shelf used to display prices of products. Telepanel never made a profit. The president of the taxpayer believed that the
ESL technology could complement the taxpayer’s business and, while he realized that the taxpayer would be acquiring
a bankrupt company, he believed that he knew how to make the company profitable. He claimed that he intended to
acquire the ESL technology and that the tax losses of Telepanel were a bonus. The taxpayer hired two employees of
Telepanel who remained involved in Telepanel’s business subsequent to its acquisition by the taxpayer. The two
employees believed that the ESL system would complement the technology used by two large customers of the
taxpayer.

For the 2007 taxation year, the taxpayer had taxable income of $4,609,026, against which it applied Telepanel losses
of $4,609,026. The Minister denied the use of such losses. The particular issues for the Court to consider were whether
the taxpayer was carrying on a business for profit or with a reasonable expectation of profit and whether the
taxpayer’s income against which it deducted the loss was derived from the sale of similar properties for the purposes of
subsection 111(5) of the Act. The Court accepted evidence that the ESL business was active in the 2006 taxation year.
However, for the 2007 taxation year, the Court ultimately concluded that there was little evidence that the ESL
business was active.

The main issue was whether the taxpayer was in fact carrying on Telepanel’s ESL business in the 2007 taxation year.
There was evidence of a licence renewal, repair, and replacement of a battery for ESL modules and review of the
possibility of ESL technology being used in the taxpayer’s businesses. Counsel for the taxpayer submitted that the
taxpayer operated that business as a “going concern” and relied on Garage Montplaisir Inc. (2001 DTC 5366 (FCA)) to
assert that to constitute a going concern requires very little activity. In addition, the taxpayer submitted that so long
as the assets of the business are not about to be disposed of, the business is a going concern. The Court, per Miller J,
did not accept that argument and referenced the Supreme Court of Canada case of Duha Printers (Western) Ltd. (98
DTC 6334) to conclude that the test to determine whether a business is being carried on is not met through satisfying
a less onerous requirement that there be a going concern. The Court found that two large customers were
unsuccessfully approached in respect of the ESL system prior to September 30, 2006, that there was no market for the
ESL system prior to September 30, 2006, and that the plan for the ESL business was to “wait and see”. The Court also
referred to an email from December 2007 confirming that the ESL business was dormant at that time. Based on the
evidence, Miller J concluded that there was no marketing plan to sell the ESL system in the 2007 taxation year and
that the taxpayer was not searching for new sales of the ESL systems in that taxation year. Consequently, Miller J held
that the activities of the taxpayer with respect to the ESL system in the 2007 taxation year were not sufficient to
constitute carrying on a business.
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Miller J noted that if he had concluded otherwise with respect to whether the taxpayer was carrying on a business, he
would have concluded that the business was not carried on for profit or with a reasonable expectation of profit based
on the factors set out in Tonn (96 DTC 6001). Accordingly, it was not necessary for Miller J to consider whether the
taxpayer’s income against which it deducted the loss was derived from the sale of similar properties for the purposes of
subsection 111(5).

While the taxpayer’s appeal was dismissed, the taxpayer has since filed an appeal to the Federal Court of Appeal.

— Bernice P. Wong

Tax Court Upholds Late-Filing Penalties for Taxpayer Who Failed To Prove
that Its Belief that No Taxes Were Payable Was Reasonable 
830480 Alberta Inc. v. The Queen, 2013 DTC 1027 (Tax Court of Canada)

In 830480 Alberta, the Tax Court dismissed the taxpayer’s appeal from the Minister’s assessment of late-filing penalties
under the Income Tax Act for the 2003 and 2006 taxation years and under the Excise Tax Act for nine reporting periods
falling between 2005 and 2009. The late-filing penalties totalled approximately $220,000 under the Income Tax Act and
approximately $50,000 under the Excise Tax Act.

The taxpayer was a property developer. At the time the appeal was heard, the taxpayer’s sole shareholder and principal
was an individual, Mr. Riaz Choudhry. In the years in issue, the taxpayer developed two residential subdivisions in the
Edmonton area.

The taxpayer failed to file a return of income for its 2003 taxation year when due on April 30, 2004. Mr. Choudhry
testified at trial that he was in no hurry to prepare and file the taxpayer’s 2003 return because he believed that the
taxpayer had incurred losses in 2003 and in any event that it had sufficient unused loss carryforwards to offset any
income realized. The taxpayer filed its 2003 return in November 2004 after receiving a letter from the Canada Revenue
Agency (the “CRA”) in October 2004 requesting it. The 2003 return disclosed net income of approximately $292,000,
which resulted in tax payable of approximately $29,000.

The taxpayer also failed to file a return of income for the 2006 taxation year when due on April 30, 2007. Again,
Mr. Choudhry testified that he was in no hurry to prepare and file the taxpayer’s 2006 return. In this case, he testified
that he believed that the taxpayer had $2.6 million in loss carryforwards sufficient to offset any taxable income
realized in 2006 (which he estimated at the time to be about $2 million). The taxpayer filed its 2007 return in August
2009 after receiving a letter from the CRA in January 2008 requesting it. The 2006 return disclosed net income of
approximately $8.5 million, which, after the Minister’s application of loss carryforwards, resulted in tax payable of
approximately $1.3 million.

Finally, the taxpayer failed to file timely GST returns for nine quarterly reporting periods with end dates falling between
July 2005 and October 2009. As with the taxpayer’s late income tax returns, Mr. Choudhry testified that he believed
that no excise tax was payable for these periods because the taxpayer’s available input tax credits exceeded in each
case the net tax payable. In fact, during each of these nine reporting periods, the taxpayer owed excise tax in amounts
ranging between $4,000 and $260,000.

The taxpayer admitted that it had filed late returns and that there were no circumstances that would have prevented it
from filing the returns in issue on time. However, the taxpayer argued that it should not be subject to late-filing
penalties because its principal, Mr. Choudhry, had reasonable grounds for believing that no taxes were payable in
respect of these periods. The taxpayer argued that this mistake of fact was sufficient to support a “due diligence”
defence.

The Tax Court (per Hogan J) dismissed the taxpayer’s appeal and awarded costs to the Minister.

In short reasons, the Court confirmed that a taxpayer can avoid late-filing penalties if the taxpayer can show that he
or she had reasonable grounds to believe that no taxes were owed in respect of the relevant periods. In other words,
the Court confirmed that a taxpayer may have a “due diligence” defence based on his or her mistake of fact.

In this regard, the Court relied on the Federal Court of Appeal’s decision in Corporation de l’École Polytechnique (2004
GTC 1148). The Court confirmed the Federal Court of Appeal’s statement that a due diligence defence based on
mistaken belief has two components: subjective and objective. First, the taxpayer must show that he or she was
mistaken as to the factual situation and relied on this error in deciding to postpone the filing of the returns in issue.
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This is the subjective element. Second, the taxpayer must then show that a reasonable person in the same
circumstances would also have been mistaken and similarly relied on the error in deciding to postpone filing. This is the
objective element.

On the facts before it, the Court found that the taxpayer failed to satisfy both the subjective and objective elements
of the test.

The Court used the taxpayer’s 2006 tax return as an example. The taxpayer’s 2006 tax return reported net income of
almost $8.5 million, but Mr. Choudhry testified that he believed that the taxpayer’s net income was only approximately
$2 million, and no tax was payable because the taxpayer had $2.6 million in available loss carryforwards. The Court
found that Mr. Choudhry provided no evidence for how such a large discrepancy arose, or indeed if he had even tried
to calculate the taxpayer’s tax liability before the due date for the 2006 return. Similarly, the Court found that
Mr. Choudhry did not establish that he had tried to calculate the taxpayer’s GST liability for any of the reporting
periods in issue.

The Court concluded that what evidence Mr. Choudhry led was largely self-serving, and that, in the absence of
additional supporting evidence, Mr. Choudhry’s actions showed that he did not give any priority to the taxpayer’s tax
compliance obligations.

The decision confirms the “due diligence” defence available to taxpayers who fail to file timely returns on a reasonable
belief that no taxes are payable. At the same time, the decision confirms that taxpayers seeking to avoid penalties
must present evidence both to their subjective belief that no taxes were owed and that this belief was reasonable in
the circumstances. It will not be enough for a taxpayer simply to assert that he or she was mistaken.

— Mark Firman
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