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This is the fifth and last instalment in a series of articles discussing issues and traps

practitioners need to navigate to successfully implement and maintain an estate freeze.

This article will review the corporate association rules in section 256 of the Income TaxPrincipal
Act (the “Act”)1 and the general anti-avoidance rule (“GAAR”) in section 245.Residence
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deeming property income to be active business income,2 and by providing limited
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and cross-ownership.Test . . . . . . . . . . . . . . . . . 7

In an estate freeze each beneficiary of a discretionary trust will be deemed to own all
Tax Court Adjusts the shares in the trust, and if the beneficiaries of the trust include minor children, 100%
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In the latter case, a consequence of an estate freeze could be that while a child
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no business interests of their own. However, over the typical 21-year lifespan of a trust, children do grow up, and if

they start up their own corporations, then the association rules could cause the frozen corporation and the child’s new

business corporation to be associated with one another.

GAAR

In this article the GAAR discussion will be limited to the application of the GAAR to standard estate freezes as well as

to bail-out freezes and refreezes.

The good news is that although there has not been a lot of direct commentary by the CRA about freezes, the CRA has

indicated that the GAAR would not ordinarily be engaged in garden-variety planning involving freezes, since the

transactions should not constitute a misuse or abuse.9

Limited though they are, to date the CRA has generally made positive comments in connection with bail-out freezes,

which are designed to permit the freezor to be a discretionary beneficiary of the family trust,10 and in connection with

refreeze transactions,11 which usually involve making downward adjustments to the value of frozen shares where the

frozen corporation itself has significantly decreased in value. Unfortunately, the CRA’s comments have been less

definitive than one might wish and are clearly open to being revisited depending on the facts. Having said that,

anecdotally at least, bail-out freezes and refreezes appear to have become very common — one might even say plain

vanilla planning — so it is hoped that the CRA will continue to be supportive of these practices.

Nonetheless, the CRA’s views on the GAAR and the jurisprudence in connection with the GAAR continue to evolve, so

the farther one veers off the well-trodden path, the more caution one should exercise.

Other Issues to Keep in Mind

This series of articles has only touched the surface of some of the major issues that planners must keep in mind when

implementing estate freezes — there are many others.

For example, planners will certainly also need to be aware of:

● family law issues, which differ from province to province;

● issues that may affect the status of a corporation’s shares as qualifying small business corporation shares eligible for

the capital gains exemption;12

● potential issues relating to “taxable preferred shares” and “short-term preferred shares”;13 and

● issues that may affect freezes due to the mobility of beneficiaries of trusts, an issue that has become much more

common with my clients, I’ve noticed, particularly in connection with beneficiaries who emigrate to the United

States or who are Canadian residents but have US citizenship or green cards.

Notes:
1 Unless otherwise noted, all statutory references are to the Act.
2 For example, see subsection 129(6).
3 As these terms are defined in subsection 125(7).
4 See subsections 125(2)–(5).
5 See subsections 127(10.2)–(10.6).
6 See subsections 191.1(2)–(6).
7 See Division C of the Taxation Act, 2007, S.O. 2007, c. 11, Schedule A, as amended.
8 A reference to a frozen corporation is intended to include a reference to an associated frozen corporate group of corporations.
9 See, in particular, paragraph 10 of Information Circular 88-2.
10 See Question 22 of the 1990 Revenue Canada Round Table.
11 See CRA Document No. 2000-0050983, dated August 1, 2001.
12 See section 110.6.
13 As these terms are defined in section 248 and applied in Parts IV.1 and VI.1 of the Act.
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PRINCIPAL RESIDENCE EXEMPTION AND ZONING REQUIREMENTS:
THE HALF-HECTARE RULE MADE TWICE AS CLEAR

— S. Sebastian Elawny and Sophie Virji

A capital gain arising on the disposition of a principal residence can be sheltered from tax to the extent permitted by

the formula in paragraph 40(2)(b) of the Income Tax Act (the “Act”). A “principal residence”, as defined in section 54 of

the Act, includes the housing unit itself plus any surrounding land that can reasonably be regarded as “contributing to

the use and enjoyment of the housing unit as a residence”.1 Paragraph (e) of the definition of “principal residence”

provides that where the subjacent land exceeds half a hectare, the excess is deemed not to have contributed to the use

and enjoyment of the land unless the taxpayer establishes that it is necessary to such use and enjoyment.

While it is not always clear when contiguous land will be considered necessary to the use and enjoyment of the

residence, the Canada Revenue Agency (“CRA”) generally accepts that where the land is subject to specific zoning

requirements (such as minimum lot sizes or severance restrictions) that require a taxpayer to acquire land that exceeds

a half hectare, such required excess land will generally be considered necessary to the use and enjoyment of the

residence subject to a possible change in local zoning requirements during the period of ownership.2

Prior to the recent Federal Court of Appeal (“FCA”) decision in Cassidy v. R.,3 there was significant confusion as to

what time or times are relevant in determining whether land was necessary to the use and enjoyment of a principal

residence. In fact, the Tax Court of Canada (“TCC”) in Cassidy v. R.4 cited both R. v. Yates5 and Stuart Estate v. R.6 in

concluding that “It is well established in the case law that the relevant moment for determining whether the land in

excess of a half hectare was necessary for the use and enjoyment of the property is the time of disposition or

immediately before the disposition . . .”.7

Judicial Interpretation of the Half-Hectare Rule 
In Yates, the Federal Court Trial Division (“FCTD”) found that the critical time for determining whether a taxpayer

required more than half a hectare of land for the enjoyment of their housing unit as a residence was the moment

immediately before disposition of the property.8 The FCA affirmed this decision and specifically agreed with the FCTD’s

reasons. Citing Yates, the FCA in Stuart Estate also concluded that the only relevant time in the determination of

whether the taxpayer required more than half a hectare of land for the enjoyment of their housing unit as a residence

is the time of disposition.9

The FCTD in R. v. Joyner10 actually considered that there could be other relevant times11 before concluding that the

time of disposition was the “significant” time for the purposes of ascertaining whether or not excess land forms part of

a taxpayer’s principal residence.

In reversing the decision of the lower court, the FCA in Augart v. Minister of National Revenue12 concluded that while

the minimum site requirements in force at the time of disposition are key factors, it is also necessary to consider the

minimum site requirements in force at the time the taxpayer acquired the property. The FCA adopted this expansive

approach in Carlile v. Canada,13 looking not only to the circumstances at hand at the time of the disposition, but also

to the circumstances at the time of the purchase.

In Raper Estate v. Minister of National Revenue,14 the TCC found that while it is true that the time of disposition is

important, this is not the only relevant time. In reviewing the definition of “principal residence” in section 54 and the

exemption calculation provision in paragraph 40(2)(b), the TCC concluded that the calculation provisions require that

the excess land be necessary for the use and enjoyment of the property on a yearly basis and therefore the

determination must be made annually. Consequently, the amount of qualifying land for a principal residence may vary

on a year-to-year basis.

Interestingly, the decision in Raper Estate predates most of the decisions cited above. In fact, the Court in Joyner

considered the reasoning in Raper Estate and concluded that paragraph 40(2)(b) was intended to allow a taxpayer to
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change their principal residence from year to year as between alternative residences, but was never intended to apply

in such a way that causes a taxpayer’s principal residence to have varying sizes over the years.15 The Court in Joyner

ultimately decided that this issue of statutory interpretation would need to be decided by the FCA.16

Cassidy v. R.: The FCA Clarifies Most of the Half-Hectare Rule

In Cassidy, the FCA explained that if Joyner could be taken as authority for the proposition that paragraph 40(2)(b)

does not require a determination as to whether the definition of “principal residence” is met for each year of

ownership, then “the case is wrong and should not be followed”.17 The FCA explained that the formula in

paragraph 40(2)(b) is to be used to calculate the gain on the disposition of any property that was a taxpayer’s principal

residence at any time after its acquisition.18

The relevant portion of the formula in paragraph 40(2)(b) provides that a tax will be exigible on the capital gain to the

extent that it exceeds the number that results from the following formula: A X B/C,19

where:

A is the amount of gain realized on the disposition of the property;

B is one plus the number of taxation years that end after the acquisition date for which the property was the

taxpayer’s principal residence; and

C is the number of taxation years that end after the acquisition date during which the taxpayer owned the

property.

Where the property qualifies as a principal residence throughout the period of ownership, “B” will equal “C” plus one,

which results in no tax being exigible. The purpose of the “plus one rule” is to eliminate the problem created by the

provision that permits an individual to have only one residence in a particular taxation year. If an individual disposes of

a principal residence and acquires another residence in the same year, that individual can still realize an exempt gain

on a later disposition.

The FCA in Cassidy explained that where a question exists as to the qualification of the excess land, the proceeds of

disposition should be allocated among (a) the home and surrounding half hectare (the “Principal Portion”), and (b) the

excess land (the “Excess Portion”). Once allocated, the following two-stage approach should be adopted: (1) apply the

formula to the Principal Portion, and (2) apply the formula to the Excess Portion.

In Cassidy, the taxpayer disposed of his principal residence and the 2.43 hectares of surrounding property on

November 27, 2003 after owning the property for 10 years. Until May 2, 2003, when the zoning bylaws changed, the

taxpayer could not have subdivided the property. Consequently, the excess 1.93 hectares would have been considered

necessary for the use and enjoyment of the land in all 10 taxation years during which the property was owned by the

taxpayer. There is no requirement in “B” of the formula or elsewhere in the Act that the Excess Portion be a principal

residence throughout the year or at the end of the year.

For the purposes of the two-stage test, the FCA considered an example where the gain was $100,000 and allocated

$60,000 to the Principal Portion and $40,000 to the Excess Portion, which according to the FCA, resulted in the

following:

(1) Principal Portion: $60,000 – ($60,000 X 11/10) = -$6,000;20 and

(2) Excess Portion: $40,000 – ($40,000 X 10/10) = $0.

Interestingly, as is evidenced from the calculation of the Excess Portion, the FCA decided to include only nine years

(plus one) in calculating the years in which the Excess Portion qualified as a principal residence. To that end, the FCA

stated that, “Assuming without deciding that 2003 should be disregarded, the number of years for which the 1.93

hectares of land was deemed to be included as part of Mr. Cassidy’s principal residence was 9 . . .”.21 It is unclear,

however, why the FCA needed to assume anything in relation to the calculation of qualifying years for the Excess

Portion. As stated above, “B” of the formula only requires that the Excess Portion be a principal residence in the year.
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Consequently, because the Excess Portion was a principal residence from January 1, 2003 until May 2, 2003, the Excess

Portion should have qualified as a principal residence for the 2003 year as well.

While the gain in Cassidy was totally exempt, this error would have been more evident had the taxpayer in Cassidy

sold his principal residence on January 1, 2004. In that scenario, he would have owned the property for 11 years and

therefore would have been required to pay tax on 1/11 of the gain attributable to the Excess Portion because “B” of the

formula would only operate to shelter 10 years’ (9+1) worth of gains. With all due respect to the FCA in Cassidy, if

element “B” is applied correctly to these facts, no tax should be exigible on the disposition because the Excess Portion

qualified as a principal residence for part or all of the year in each of the first 10 years. Consequently, “B” of the

formula should be 10+1 and “C” of the formula should be 11 and the net result should be nil tax.

Conclusion

Prior to Cassidy, the case law in this area was muddled and had the potential to yield unfair results to taxpayers. While

the decision of the FCA in Cassidy may have created some confusion as to the proper calculation of element “B” in

the principal residence exemption formula, there is no longer any question that the correct approach requires annual

consideration of whether excess land qualifies as a principal residence in applying the formula in paragraph 40(2)(b) of

the Act.

S. Sebastian Elawny and Sophie Virji are Associates with the Calgary office of Dentons Canada LLP.

Notes:

1 At paragraph (e) of the definition of “principal residence” in section 54.

2 Income Tax Folio S1-F3-C2, ¶2.33–2.35.

3 2011 DTC 5160 (FCA).

4 2010 DTC 1336 (TCC).

5 83 DTC 5158 (Fed TD), affirmed by 86 DTC 6296 (FCA).

6 2003 DTC 329, affirmed by 2004 DTC 6173 (FCA).

7 At paragraph 9.

8 At paragraph 6.

9 At paragraph 9.

10 88 DTC 6459.

11 At paragraph 9.

12 93 DTC 5205, at paragraphs 22 and 28.

13 185 N.R. 220, at paragraphs 8 and 9.

14 86 DTC 1513 (TCC).

15 Joyner, supra, at paragraph 19.

16 At paragraph 16.

17 At paragraph 34.

18 At paragraph 17.

19 “D” of the formula is not relevant to land acquired after February 22, 1994.

20 Under section 257 of the Act, this number will be deemed to be nil.

21 At paragraph 26.
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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.

Taxpayer Not a CCPC, Given De Facto Control by Public Company 

Lyrtech RD Inc. v. The Queen, 2013 DTC 1054 (Tax Court of Canada)

This case considers the issue of de facto control in determining whether the taxpayer, Lyrtech RD Inc. (“Lyrtech”), was

a Canadian-controlled private corporation (“CCPC”) pursuant to paragraph 125(7)(a) of the Income Tax Act. In doing so,

the decision illustrates the factors relevant to such a determination.

Despite the taxpayer’s argument that Lyrtech could not influence the decisions made by the taxpayer’s board of

directors, the Court found as per subsection 256(5.1) that the taxpayer was factually controlled by Lyrtech, a public

company under subsection 89(1). Therefore, the taxpayer was not a CCPC and, accordingly, was not eligible to claim

the 15% gross-up of the investment tax credit under subsection 127(10.1) or the refundable investment tax credits

pursuant to subsection 127.1(1) because it was not a qualifying corporation under subsection 127.1(2).

The relevant facts were as follows: Lyrtech went public in 2000. Before 2005, Lyrtech had scientific research and

experimental development (“SR&ED”) activities and claimed 20% non-refundable tax credits. However, Lyrtech was

unable to benefit from the credits as it had losses for 2000 to 2004. In 2005, Lyrtech undertook a reorganization to

transfer its SR&ED activities to the taxpayer. Several companies (the “Companies”) were created including the taxpayer

as well as a trust (the “Trust”). The capital and income beneficiaries of the Trust were the taxpayer and the

Companies. On June 1, 2005, Lyrtech transferred all assets related to SR&ED to the taxpayer at fair market value in

exchange for 1,016,437 Category C shares. On the same day, the taxpayer redeemed those shares and issued a

promissory note in the amount of $1,016,437, which note was transferred to each of the Companies in turn through a

share subscription and a capital contribution and then finally transferred to the Trust by way of dividend payment.

On the same day, Lyrtech entered into a contract with the taxpayer according to which the taxpayer agreed to carry

on Lyrtech’s SR&ED activities in exchange for participation in future revenues, 10% from product sales and 25% from

licences granted. The contract was for an indefinite period. Lyrtech could terminate the contract at any time upon 60

days’ notice. Following this reorganization, the taxpayer filed its tax return as a CCPC, on the basis that the taxpayer

was not controlled by Lyrtech, and claimed the 35% refundable tax credit.

As is well known, de facto control is a question of fact. Factors relevant to the determination of whether de facto

control exists in a particular situation are set out in Interpretation Bulletin IT-64R4 and in case law. The Court

considered the factors that are relevant generally to a determination of de facto control. Therefore, the case provides a

useful reminder for tax practitioners.

First, the Court considered any agreements that could affect control as per Duha Printers (despite the fact that Duha

Printers is generally considered to be solely an analysis of de jure control). According to the trust deed, any director of

Lyrtech was automatically eligible to be a trustee of the Trust. Further, pursuant to a declaration by the sole

shareholder of the taxpayer (i.e., the Trust), all of the duties of the directors of the taxpayer were transferred to the

trustees of the Trust. This overlap extended to the numerous executives and personnel who were the same for both

Lyrtech and the appellant, including the President, the Vice-President of Finance and Human Resources, the Controller,

and the Secretary.

Additional facts established that the taxpayer was economically dependent on Lyrtech. For 2005, 2006, and 2007, the

taxpayer received only $0, $77, and $14, respectively, in royalty fees pursuant to the SR&ED contract so that the

taxpayer had barely any revenue for those years. Moreover, the taxpayer had no line of credit. In March 2006, the
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taxpayer obtained a credit facility pursuant to which Lyrtech was the guarantor.

Lyrtech and the taxpayer occupied the same physical space. Lyrtech paid the rent but never established a lease with

the taxpayer. The taxpayer appeared never to have paid rent as no rent payments were expensed despite the fact that

the majority of the employees on the premises worked for the taxpayer rather than for Lyrtech.

That said, the allocation of expenses between Lyrtech and taxpayer was unreasonable. The taxpayer contributed to the

life insurance premiums notwithstanding that Lyrtech was the only beneficiary of both plans. The taxpayer paid a

portion of the accounting fees for the preparation of Lyrtech’s audited consolidated financial statements. The taxpayer

also paid a portion of the directors’ attendance fees for Lyrtech’s board of directors as well as the compensation for the

President of Lyrtech’s board of directors.

A significant red flag for the taxpayer should have been that Lyrtech and the taxpayer had consolidated financial

statements because the external accounting firm had determined that Lyrtech had de facto control over the taxpayer.

Accordingly, Favreau J found that Lyrtech had de facto control over the taxpayer as the taxpayer was entirely

dependent economically on Lyrtech. Moreover, since Lyrtech and the taxpayer were not dealing at arm’s length, the

exception for arm’s length parties in subsection 256(5.1) did not apply.

In consideration of the Crown’s alternate position, in respect of subsection 248(25) and paragraph 251(5)(b), the Court

held that despite the discretionary and personal nature of the right of the capital beneficiaries, subsection 248(25) is

broad enough to apply to such rights. However, the Court determined that the capital beneficiaries’ rights were too

uncertain and indirect to constitute rights under paragraph 251(5)(b). The Court found that the beneficiaries’ rights

were too ambiguous to give rise to de jure control for purposes of the definition of a CCPC. According to the Court, if

that had been the intention, it would have been clearly expressed (e.g., in paragraph 256(1.2)(f)).

Despite the fact that the Crown’s alternative argument did not succeed, the taxpayer was found to be controlled in

fact by Lyrtech, such that the appeal was dismissed. This case has been appealed to the Federal Court of Appeal.

— Lindsay Hollinger

Shareholder Agreements Relevant to “Hypothetical Shareholder” Branch of
CCPC Test 

Price Waterhouse Coopers Inc., Trustee in Bankruptcy of Bioartificial Gel Technologies (Bagtech) Inc. v. Her

Majesty the Queen, 2013 DTC 1048 (Tax Court of Canada)

The issue in this case was whether the taxpayer was a Canadian-controlled private corporation (“CCPC”) for its 2004

and 2005 taxation years such that it would be entitled to claim refundable investment tax credits in respect of its

scientific research and experimental development (“SR&ED”) expenses and SR&ED capital expenditures and, more

particularly, whether a unanimous shareholders’ agreement (“USA”) — which expressly provided for the composition of

the board of directors based on nominees put forward by three groups of shareholders — was to be taken into account

when deciding that issue.

The definition for CCPC is found in subsection 125(7) of the Income Tax Act (the “Act”). The structure of the definition

is that every Canadian corporation that is a private corporation is a CCPC unless it fits in one of the exclusions

described in paragraphs 125(7)(a) to (d). Most disputes between the CRA and taxpayers involve paragraph (a) of the

definition, which excludes a corporation that is “controlled, directly or indirectly, in any manner whatever, by one or

more non-resident persons, by one or more public corporations”, etc. However, this case involved the exclusion in

paragraph (b) that treats each share of the corporation that is owned by a non-resident person or a public corporation

as if it were owned by a hypothetical “particular person” and applies the exclusion if the corporation would be

controlled by the particular person.



TAX NOTES 8

On the facts of this case, the hypothetical shareholder would have held 62.52% and 70.42% of the outstanding Class

A shares of the taxpayer on December 31, 2004 and December 31, 2005, respectively, which would normally have

given a shareholder sufficient voting rights to elect a majority of the board of directors and, therefore, control of the

corporation.

In the Tax Court, the taxpayer argued that a shareholder of this corporation holding more than 50% of the voting

shares would not control the corporation, since all shareholders would be bound by a USA which gave three groups of

shareholders the exclusive right to appoint the directors of the taxpayer’s board, and a shareholder group consisting

exclusively of Canadian-resident persons had the right to appoint at least 50% of the directors for the two taxation

years in issue.

The Minister’s position was that, for the purposes of paragraph (b) of the CCPC definition, a USA should not be taken

into consideration. Alternatively, the Minister submitted that, even if the terms of the USA are to be taken into

consideration, legal control of the corporation would still reside with the hypothetical shareholder that held the shares

currently held by the non-resident shareholders (who formed the majority of the persons owning Class A shares).

The Tax Court of Canada (per Bédard J) first referred to Sedona Networks Corporation (2007 DTC 5359) and began its

analysis by reminding that paragraph (b) of the CCPC definition requires a two-step analysis. First, it is necessary to

determine who the non-resident persons and public corporations are and assume that their shares are owned by a

“particular person”. Second, once that attribution is made, it is necessary to determine whether the corporation is

controlled by that “particular person”. Here, as noted earlier, it was clear from the evidence that the “particular person”

held a majority of the corporation’s voting shares at the relevant time.

Then the Court undertook a summary of the relevant case law so as to emphasize that, for the purposes of the Act,

“control” of a corporation means de jure control and not de facto control, and underscored the Supreme Court of

Canada’s decision in Duha Printers (Western) Ltd. v. The Queen, 98 DTC 6334, which clearly stands for the proposition

that a USA, within the meaning of the Canada Business Corporations Act (“CBCA”), must be taken into consideration

just like the corporation’s constating documents in order to determine de jure control. The Court thus found that the

hypothetical shareholder referred to in paragraph (b) of the definition of a CPCC had to be deemed, in determining de

jure control, to be a party to the USA then in effect.

Having found that the hypothetical shareholder would have been bound by the USA, the next issue for the Court was

whether, in examining de jure control, it would be appropriate to take into account the USA’s encroachment on the

majority shareholder’s normal right to elect the directors in this case, since the USA also contained clauses that

appeared to restrict the powers of the taxpayer’s directors.

The Court meticulously reviewed the guidelines underlying the nature of a USA for the purpose of the CBCA. The Court

stressed that the very nature of a USA is to restrict the directors’ power and expand the power of shareholders in the

management of the corporation. The Court also noted that another important element of a USA is obviously that it

can be binding on future shareholders. After a comprehensive review of the relevant case law and an interesting

analysis of the different opinions expressed by the authors, the Court concluded that a restriction on the right of the

majority shareholder to elect the directors, set out in a written USA, must be taken into consideration in the

determination of the de jure control of a corporation even if the document also restricts the powers of the directors, so

long as the impairment is minimal.

As the Court concluded that the USA in this case placed minor restrictions to the power of the taxpayer’s directors,

Bédard J found that those clauses did not operate to strip the hypothetical shareholder of de jure control. The Court

then reached its ultimate conclusion that, given the impact of the provisions in the USA relating to the election of the

taxpayer’s directors, the hypothetical shareholder could not elect a majority of the taxpayer’s directors. Therefore, the

exclusion in paragraph (b) of the CCPC definition could not apply and the taxpayer was entitled to receive the

refundable investment tax credits since it was a CCPC for the years under appeal.
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This decision provides useful guidance on the role of a USA when ruling on a taxpayer’s CCPC status. One should keep

in mind that a USA must be taken into consideration for the purposes of paragraph (b) of the definition of a CCPC in

subsection 125(7) and that a restriction on the right of the majority shareholder to elect the directors, set out in a

written USA, must be taken into consideration in the determination of the de jure control of a corporation. It should be

noted that the Minister has appealed the Tax Court’s decision.

— David Roulx

Tax Court Adjusts Valuation Report Prepared by Minister’s Expert 

Sunrise Realty Investments Limited v. The Queen, 2013 DTC 1045 (Tax Court of Canada — Informal Procedure)

In Sunrise Realty Investments, the Tax Court (per Rip CJ) allowed the taxpayer’s appeals from reassessments for the

2005 through 2010 taxation years, which concerned the allocation of purchase price between land and buildings.

In August 2004, the taxpayer corporation purchased an investment property in Mississauga, Ontario for $1.68 million.

The property consisted of vacant land, an eight-unit retail plaza, and fixtures such as signage and fencing. In its tax

returns, the taxpayer allocated $150,000 of the purchase price to the vacant land, and the remainder ($1,549,484) as

the capital cost of the building and fixtures.

The Minister disagreed with the taxpayer’s allocation. A Canada Revenue Agency (“CRA”) valuator appraised the

property thrice: in 2007, 2009, and 2011. He concluded that the vacant land was properly valued at $760,000 and the

plaza and fixtures at $920,000 based on the selling price of seven comparable properties in the area. Relying on the

valuator’s conclusions, the Minister issued the notices of reassessment that were in issue in the appeal.

In the Tax Court, the taxpayer argued that the CRA’s appraisals were neither fair nor accurate. It took the position that,

in assigning to the vacant land the value that he did, the CRA valuator failed to adequately account for the land’s lack

of accessibility and visibility from public roads. Based on these factors, the taxpayer argued that the vacant land was

more properly valued at $557,000, an amount that was well above the $150,000 figure that the taxpayer originally

allocated to the land in its tax returns.

In support of its $557,000 valuation for the land, the taxpayer sought to introduce expert evidence at trial but the

Court would not permit it on the basis that, even though the taxpayer’s appeal was under the Tax Court’s informal

procedure, it would not be fair to the Minister to allow the taxpayer to introduce a document prepared by a purported

“expert” as evidence without giving the Minister the opportunity to cross-examine its author.

Therefore, the only expert evidence before the Court was the evidence given by the CRA’s valuator, which the Court

concluded carried “significant weight”. At the same time, the Court found that the conclusions reached by the CRA

valuator were flawed. First, three of the comparable properties that the CRA valuator had used in his appraisal had

been sold in 2002, 2002, and 2003, respectively, and his analysis did not appear to take into account the possibility

that property values may have increased from 2002 to the time when the taxpayer acquired the subject property (i.e.,

August 2004). Second, the CRA valuator made a series of upward and downward adjustments to the values of the

seven comparable properties, purportedly to account for differences in location, lot size, frontage, and other attributes.

The Court, however, found that the CRA valuator did not and could not provide any justification for the adjustments

that he made. Quoting the Exchequer Court of Canada in National Capital Commission v. Benjamin Marcus ([1969] 1

Ex. C.R. 327), Rip CJ concluded that he was “left completely in the dark as to how those sales . . . were made for

various factors influencing value”.

Despite these deficiencies, the Court held that it was nevertheless reasonable to rely on the evidence given by the CRA

valuator as a starting point, particularly in the absence of any evidence to the contrary led by the taxpayer. The Court

also gave some weight to the testimony of the taxpayer’s president, who was found to be familiar with the

neighbourhood. Finally, the Court relied on Google Maps to view the attributes of the subject property and each

comparable property.
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After considering these factors, the Court concluded that adjustments should have been made by the CRA valuator in

respect of five comparable properties that were most similar to the subject property. With some of the comparables,

the Court felt that adjustment should have been made for an assumed increase in value from the date of sale to

August 2004. In other cases, the Court made adjustments to the value of the comparable properties either upwards or

downwards to account for differences between the particular comparable property and the subject property. It is not

clear the basis upon which the Court determined the quantum of its adjustment, but the Court appears to have

acknowledged that at least some of its adjustments were arbitrary, given the state of the evidence.

After making these further adjustments, the Court concluded that the value of the vacant land was more properly

$731,081 and the value of the building and fixtures was $948,916. These revised figures did not substantially deviate

from the amounts determined by the CRA valuator, but it did result in an increase of approximately $29,000 to the

residual of the purchase price that was available to allocate to the capital cost of the plaza and fixtures. The Court

ordered the Minister to reconsider and reassess the taxpayer on the basis of these revised values.

The decision emphasizes that, even under the Tax Court’s Informal Procedure, the Court will not permit one party (in

this case, the taxpayer) to advance documentary evidence prepared by “experts” when it would not be fair to the other

party and when there is no opportunity to examine the author. At the same time, the decision highlights that expert

conclusions (in this case, the conclusions of the CRA valuator) will not necessarily be accepted on faith, even in the

absence of conflicting expert evidence, when the reasons for those conclusions are unclear. Because Rip CJ was unable

to ascertain the rationale for the adjustments that Mr. Petrovsky made, he concluded that it was reasonable to make

further adjustments that in the end favoured the taxpayer.

— Mark Firman

Minister Cannot Leave Judge “In the Dark” When Seeking an Unnamed
Persons Requirement 

Minister of National Revenue v. Lordco Parts Ltd., 2013 DTC 5050 (Federal Court of Appeal); Minister of National

Revenue v. RBC Life Insurance Company, 2013 DTC 5051 (Federal Court of Appeal)

In these companion cases, the Federal Court of Appeal confirmed that the Minister must make full and frank disclosure

when applying ex parte for authorization to issue an unnamed persons requirement pursuant to subsection 231.2(3) of

the Income Tax Act (the “Act”). The Court also confirmed that where the Minister fails to make full and frank disclosure

of relevant information, the Federal Courts have the power to cancel the authorization, even where the undisclosed

information is not directly relevant to the statutory conditions for obtaining the authorization.

In Minister of National Revenue v. RBC Life Insurance Company (“RBC Life”), the Federal Court cancelled four ex parte

orders previously issued pursuant to subsection 231.2(3) (2011 DTC 5172). Each of the orders had authorized the

Minister to impose, on a different life insurance company, a requirement to produce information and documents about

customers who had purchased “10-8” life insurance products. The Federal Court cancelled the orders for two reasons.

First, the Court held that the Minister had not disclosed a significant amount of relevant evidence when applying ex

parte. In particular, the Court found that the Minister failed to disclose facts regarding the Department of Finance’s

refusal to amend the Act, information contained in a ruling request, the CRA’s decision to “chill” the insurers’ 10-8

product business, and the conclusion by the CRA’s GAAR committee that the 10-8 products likely complied with the

Act. Second, the Court found that the Minister failed to satisfy the condition in paragraph  231.2(3)(b), namely that

the requirements were made to verify compliance with the Act.

In Minister of National Revenue v. Lordco Parts Ltd. (“Lordco Parts”), the Federal Court cancelled an ex parte order

previously issued under subsection 231.2(3) which had authorized the Minister to impose a requirement to produce

information relating to employees of its corporate customers who had participated in promotional cruises (2011 DTC

5035). The Federal Court found that the Minister, when applying ex parte, had materially misrepresented how the
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cruise payment scheme worked, and that some of the auditor’s statements were inaccurate and misleading. The Court

also noted that it was not informed of alternative sources for the information sought by the Minister. The Court

concluded that these deficiencies undermined the exercise of judicial discretion and cancelled the authorization.

The Minister appealed the Federal Court judgments in both RBC Life and Lordco Parts. The appeals in the Federal Court

of Appeal were heard on the same day by the same panel of judges and the reasons were released concurrently.

The Minister argued that the Federal Court had improperly expanded the scope of the Minister’s disclosure obligations

when applying ex parte. The Federal Court of Appeal soundly rejected the Minister’s arguments on this point and

emphasized the importance of full and frank disclosure when the Minister applies ex parte under subsection 231.2(3).

The Court held that both the judge who hears the application under subsection 231.2(3) and the judge who reviews

the authorization under subsection 231.2(6) have discretion to refuse to grant the authorization, even if the statutory

conditions in paragraphs 231.2(3)(a) and (b) for obtaining the authorization are met. Such judicial discretion is

necessary because unnamed persons requirements intrude on third parties’ privacy interests and are essential to the

constitutional validity of subsection 231.2(3). When applying ex parte under subsection 231.2(3), the Minister cannot

leave the judge “in the dark” on facts relevant to the exercise of discretion, even if such facts are harmful to the

Minister’s case. The Court stated that the Minister has a high standard of good faith to make full disclosure to fully

justify the ex parte order.

The Minister must fully disclose all information relevant to the judge’s exercise of discretion, not only the statutory

conditions in paragraphs 231.2(3)(a) and (b). Such information includes whether there is an alternative source by which

the information desired could be obtained. A breach of the obligation to make full and frank disclosure of information

relevant to the judge’s exercise of discretion can hobble the Court’s ability to act properly and judicially and is an

abuse of process.

Finally, the Federal Court of Appeal rejected the Minister’s argument that subsections 231.2(3) and (6) constitute a

complete code, ousting the Court’s ability to redress the abuses of process that occurred in these cases. The Court held

that the Federal Courts have a power, independent of statute, to redress abuses of process. The Federal Courts have a

plenary power, existing outside any statutory grant, to investigate, detect, and, if necessary, redress abuses of

process. Sometimes the Court must exercise its discretion to create a deterrent effect and bring home to the Minister

the obligation to make full and frank disclosure.

Turning to the facts of each case, the Federal Court of Appeal noted that questions of mixed fact and law, such as

exercises of fact-based discretion, can only be set aside by an appellate court on the basis of palpable and overriding

error. In each of RBC Life and Lordco Parts, the Federal Court of Appeal found that the Federal Court had a basis for its

conclusions of fact that were relevant to the exercise of discretion. The conclusions of fact were supported by some

evidence in the record, and in some cases by plenty of evidence in the record. Accordingly, the Federal Court of Appeal

found no palpable and overriding error in either case.

RBC Life Insurance Company had cross-appealed the Federal Court judgment seeking a declaration that

subsection 231.3(3) of the Act is of no force or effect because it unjustifiably infringes on section 8 of the Canadian

Charter of Rights and Freedoms. Because its defence to the main appeal was successful, the Federal Court of Appeal

dismissed the cross-appeal on account of mootness.

The Minister’s powers with respect to requirements are broad; however, as these cases demonstrate, such powers are

not unlimited. It is clear that the Federal Courts will act to investigate and, if necessary, redress abuses of the Court’s

processes.

— Jeffrey Love
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