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Close Encounters with the CRA Number 566

I would like to talk about three interesting developments that have
cropped up in recent weeks. All three have to do with the actions of the
CRA and two of them are examples of what seem to be an increasingly
aggressive attitude toward tax collection on the part of the CRA.1

Self-Assess — OR ELSE! 
Parliament ResumesAs readers will be aware, Canada relies on the ‘‘self-assessment’’
and Federal Budget Tosystem of taxation. By the looks of things, the CRA has decided to give
Be Tabled . . . . . . . . . . . . . . 3

thousand of taxpayers a shove: self-assess or be audited.

Department of FinanceA CRA release dated February 4th deals with a ‘‘self review letter
Releases Draftinitiative’’, indicating that the CRA will be conducting a letter-writing cam- Legislation Regarding

paign ‘‘in an effort to provide Canadians with the information they need Employee Life and
to understand their tax obligations’’. Health Trusts . . . . . . . . . . . 4

It’s sort of like ‘‘Close Encounters of the Third Kind’’ — only with the CRA’s Contract
CRA, not aliens. But recipients of CRA letters may end up wishing that CRA Payment Reporting
followed the Prime Directive. The release indicates that two types of System . . . . . . . . . . . . . . . . . 6
letters will be sent to ‘‘thousands of Canadians’’:

Recent Cases
● Close Encounters of the First Kind: Some taxpayers will receive a letter

Amounts not taxable
providing information about eligibility criteria for certain deductions as a shareholder
they have claimed in their recent income tax returns. benefit . . . . . . . . . . . . . . . . . 6

Proceeds of life● Close Encounters of the Second Kind: Other taxpayers will receive a
insurance included insimilar type of letter and will be advised of the possibility that their
corporation’s capital

income tax returns may be selected for audit. Of course, that would be dividend account . . . . . . 7
Close Encounters of the Third Kind. 2 Shareholders’ advances

constitutedA sample letter we obtained pertains to motor vehicle expenses
commercial debtclaimed for 2008, reminding the addressee that: ‘‘if we audit your tax obligations . . . . . . . . . . . . . 7

records, our audit may not be restricted to the items identified in this
Taxpayer’s loss was

letter. When you file your 2009 income tax return and all future returns, capital in nature — Not
please consider the information we have provided. This will help reduce entitled to business
the need for us to contact you again in this regard.’’ loss deduction . . . . . . . . . 8

1
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notify me at the e-mail address below, as this approachThe letter goes on to remind taxpayers that they are
would be quite problematic for asset purchasers and theirsubject to penalties for making a false statement or omis-
counsel. 5sion. Always eager to be helpful, the letter includes an

appendix with the basics of automobile expenses,
including a suggestion to record the particulars of each

‘‘Ownership’’ by Trustees/Executors business-related trip and a friendly reminder that the CRA
considers the use of a motor vehicle to travel between Ignorance is bliss; particularly when it comes to troub-
home and work as a personal use. lesome tax interpretations.

At issue are two fairly recent CRA ‘‘Technicals’’ — which
we came across when we were writing Tax and Family

Asset Purchases — Another Close Encounter Business Succession Planning — that attribute ‘‘ownership’’
of shares held by a trust to its trustees. 6 The concept ofA member of our tax department drew my attention
ownership of shares by trustees can be particularly prob-to a tax file where the purchaser of a business, having
lematic when it comes to the so-called ‘‘cross-ownership’’complied with bulk sales legislation, has been reassessed
provisions in the association rules. In very simple terms,for the vendor’s unremitted source deductions. In case
these come into play where a person (or a related group ofyou’re curious, the basis of this assertion is that the source
persons) controls one corporation and is related to adeductions constitute a deemed trust for Her Majesty,
person (or a related group of persons) that controls acourtesy of subsections 227(4) and (4.1), so that the assets
second corporation. If, in addition to the control position,belong to Her Majesty and not the purchaser. A similar
either person (or any member of either of the groups) hassituation came before the Supreme Court of Canada in The
‘‘cross-ownership’’ — i.e., ‘‘owns’’ at least 25% of the sharesQueen v. First Vancouver Finance and Great West Trans-
of any class — of the other corporation,7 the two corpora-port Ltd. 3 In that case, the CRA was unsuccessful in col-
tions will be associated.lecting a vendor’s unremitted source deductions from a

purchaser of assets. Apparently, however, at least one CRA So if a trustee or executor is considered to own shares
official is of the view that the case is limited to the purchase held by a trust, this can potentially have an impact on the
of assets in the ordinary course of business (in the First choice of trustees or executors.
Vancouver case, the purchase of receivables by a factor). 4

Suppose, for example, that I appoint my wife and her
At the moment, I am not aware of any other files brother, Sam, who has his own company, as my executors.

where the CRA has assessed on this basis. If any readers are I die and the shares of my company pass to my estate;
aware of a similar file, I would appreciate it if you could therefore, my company is controlled by my wife and her

brother Sam.
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RETURN UNDELIVERABLE CANADIAN ADDRESSES TO
CIRCULATION DEPT. If Sam, as executor of my estate, ‘‘owns’’ shares of my
330–123 MAIN ST

company, then the two companies will be associatedTORONTO ON M5W 1A1
email circdept@publisher.com when I pass away.8

As I said previously, the CRA has weighed-in with two© 2010, CCH Canadian Limited
90 Sheppard Ave. East, Suite 300 Technicals on the subject. The first suggests that each exec-

Toronto, Ontario M2N 6X1
utor owns 100% of the shares held by the estate. The
second (2008 APFF Question 10) may suggest that the share
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trusts in that region and elsewhere, as well as the Alberta Trust question-ownership could be pro rata, so that in my example, Sam
naire in the spring of 2009. For further discussion, see ‘‘The Trouble with

would own 50% of the shares. Even so, this would still be Trusts’’, by the author, in the January edition of TAX NOTES.
problematic because it exceeds the 25% cross-ownership 2 The release indicates that the CRA wishes to ‘‘provide taxpayers the
threshold. opportunity to amend their income tax returns by completing an adjust-

ment request and/or by making a voluntary disclosure in cases where the
As shown by this simple example, there are obvious taxpayer may have claimed deductions in error or provided inaccurate

information.’’issues raised in terms of choice of trustees (and executors).
3 2002 DTC 6998.These and other examples are discussed in the third edi-
4 While it may be open for the CRA to take this position, my personal feelingtion of the book.9

is that the underlying reasoning for the Supreme Court’s holding may well
But apart from 100% ownership or pro rata ownership, support the contention that a purchaser of assets outside of the ordinary

course of business would not be subject to the deemed trust. The Courtthere is a third possibility — that of ‘‘collective ownership’’ —
indicated that the deemed trust operates in a manner similar to a floatingi.e., where the trustees are treated as a single owner, so
charge whereby the proceeds of a sale replace the assets sold and that

that no single trustee owns the shares. 10 In my example, if there is no basis upon which to allow the Minister’s interest in the tax
debtor’s property to continue once such property has been sold to thirdmy wife and her brother collectively own shares of Opco,
parties [paragraphs 40-43]. However, the case holds that the deemed trustthe two corporations would not be associated; generally
does not operate over assets which a tax debtor has sold ‘‘in the ordinary

the choice of executors would appear to  be much less course’’ to third-party purchasers [paragraph 46].
problematic. This possibility is pointed out in the third edi- 5 Corporate-commercial lawyers who read this article will be troubled

because, in the absence of the development of special CRA procedures, ittion of the book.11 But at the time of publication, the con-
is difficult to take steps to protect an asset purchaser, notwithstandingcept of collective ownership had not been endorsed by
compliance with bulk sales legislation. For what they’re worth, representa-

the CRA. tions and indemnities can be obtained, although a vendor’s lawyer might
be resistant to providing these. Ultimately, it may be the case that aA few weeks after the book went to press, a colleague
detailed accounting review by the purchaser would be required.

forwarded the 2009 APFF Round Table. While the actual 6 Doc. No. 2005-0111731E5, May 2, 2006, and 2008-0285021C6, October 10,
proceedings are released only in French, my handy-dandy 2008.

Google translation suggested that the CRA was going to a 7 Excluding shares of a specified class, per subsection 256(1.1).

notion of collective ownership. Some days ago, the CRA 8 I.e., in addition to the share ownership by Sam, a related group — Wife and
Sam control Opco.released an English version of the question, 12 which

9 See paragraphs ¶319 and ¶810b.appears to confirm this, 13 stating that the reference to the
10 This possibility was first pointed out to me by my tax partner, Joan Jung.trust as owner of the shares in question ‘‘would normally
11 See footnote 61 to Chapter 3, and footnote 30 to Chapter 8.refer to all of the trustees as a group’’. 14

12 Doc. No. 2009-0330271C6. 2009 APFF Round Table Question 30 (formerlyIn the absence of this interpretation, the selection of Question 26).
executors would have been problematic where shares of a 13 Although the translation is somewhat unclear.
closely held CCPC are involved, perhaps necessitating an 14 If you have managed to read this far, you may be asking why a trustee
analysis of the association rules. So this would be a wel- would be considered by the CRA to be an owner of shares held by a trust.

Actually, the answer, which was fairly explicit in Doc. No. 2008-0285021C6,come development.
is rooted in subsection 104(1) of the Act, which indicates that a reference

This is not to say that the choice of an executor or to a trust or an estate shall, unless the context otherwise requires, be read
to include a reference to a trustee, executor, etc., having ownership ortrustee can never have untoward tax consequences in
control of trust property. In other words, subsection 104(1) presupposes

respect of associated corporations. For example, if a single that a trustee or executor is the owner of trust property.
executor is appointed, and that executor controls his or 15 See, in particular, H.A. Fawcett & Son Limited v. The Queen, 80 DTC 6195
her own corporation — i.e., other than as an executor — the (FCA).

two corporations will be associated; however, this result is 16 For further discussion, reference should be made to ¶810d of Tax and
Family Business Succession Planning.by virtue of common control and long-standing case law.15

Also, the choice of executor can have repercussions with
respect to CCPC, related person status, etc. 16

Parliament Resumes and Federal
— David Louis, tax partner, Minden Gross LLP, a member Budget To Be Tabledof MERITAS law firms worldwide. David’s practice focuses
on tax and estate planning for entrepreneurs and their The 2nd Session of the 40th Parliament was prorogued

corporations (dlouis@mindengross.com). Thanks to Brian on December 30, 2009. The 3rd Session of the 40th Parlia-
Nichols of Speigel Nichols Fox; Moon Mah and Jeffrey ment opened with a Speech from the Throne on

Glasner of MERITAS affiliates Pitblado and Boughton; and Wednesday March 3, 2010. The 2010 federal Budget is to
Michael Goldberg of Minden Gross. be tabled on March 4, 2010. CCH will be in the lock up on

Budget Day and will post the Budget Papers at 4:00 and
later, Budget commentary written by lawyers at FraserNotes:
Milner Casgrain LLP and Joseph Frankovic. A Special Report1 Other examples pertain to the increased scrutiny on inter vivos trusts,

including the ‘‘Golden Horseshoe’’ initiative involving the review of family will be prepared containing the Budget Plan, Notice of
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Ways and Means Motion and expert commentary. Sub- ● Preserve the same tax treatment for employee bene-
scribers to the CANADA INCOME TAX GUIDE, print, DVD, or fits received from the trust as if they had been
online will receive a copy of the SPECIAL REPORT as part of the received directly from the employer (many types of
subscription. Additional copies of the SPECIAL REPORT (item health and welfare employment benefits are
number 048H) may be ordered by calling (416) 224-2248 tax-exempt for employees under the existing income
(toll-free 1-800-268-4522), by faxing (416) 224-2243 tax rules); and
(toll-free 1- 800-461-4131) or by e-mailing cservice@cch.ca.

● Provide special rules applicable to employee life and
health trusts whose beneficiaries include employee
shareholders, highly compensated employees or
related persons to ensure that the trusts do not offer

Department of Finance Releases unfair advantages to these individuals.

Draft Legislation Regarding The proposed amendments would apply to trusts
established after 2009. A more detailed overview of theEmployee Life and Health Trusts
proposed amendments can be found in the accompa-
nying backgrounder.

On February 26, 2010, the Department of Finance
released draft legislation and explanatory notes regarding Draft legislative amendments to implement these
employee life and health trusts. Department of Finance proposals, together with explanatory notes, also accom-
Release No. 2010-016 is reproduced below with the pany this release. Amendments to regulations regarding
accompanying Backgrounder, which describe the pro- withholding and reporting in relation to employee ben-
posed income tax amendments. Subscribers to the CANA- efits paid by employee life and health trusts will be
DIAN TAX REPORTER (print, DVD, or online) will receive a copy brought forward when the legislation is introduced.
of CCH SPECIAL REPORT 049H, which contains the News
Release, Backgrounder, draft legislation and explanatory The Government intends to introduce legislation in
notes. Additional copies of the SPECIAL REPORT may be respect of these proposals at an early opportunity. Con-
o rde red  by  ca l l i ng  ( 416 )  224 -2248  ( to l l - f r ee sequently, any comments on the attached draft pro-
1-800-268-4522), by faxing (416) 224-2243 (toll-free 1- posals are requested by April 30, 2010. Comments may
800-461-4131) or by e-mailing cservice@cch.ca. The draft be submitted to the Tax Legislation Division of the
legislation and explanatory notes will be incorporated into Department of Finance.
CCH’s Income Tax Act online as soon as possible.

The Honourable Jim Flaherty, Minister of Finance,
today announced his intention to propose amendments Backgrounder
to the Income Tax Act to accommodate employee life

In general terms, the proposed amendments wouldand health trusts.
allow amounts paid to employees and retirees from an
‘‘employee life and health trust’’ to be deducted in‘‘These proposed amendments will ensure that a
computing the trust’s income. At the same time, thefair and neutral tax regime applies to employee life and
benefits would receive the same tax treatment (generallyhealth trusts,’’ said Minister Flaherty. ‘‘The Government
tax-free) in the hands of employees as if they had beenof Canada remains committed to a fair and competitive
paid directly by the employer. If the trust’s coststax system.’’
(including payments to employees) exceed its revenue
for a particular year, the excess will be treated as a busi-The proposed amendments would:
ness loss for the trust, subject to a special three-year
carryback and carryforward mechanism.

● Create a new type of taxable trust in the Income Tax
Act, an employee life and health trust; More details are provided below. Other aspects of

the proposed tax treatment are in most respects similar
● Provide rules regarding the timing of deductions of to the existing income tax law and policy that currently

any pre-funding of such a trust by an employer; applies in the area of health and welfare trusts for
employees.

● Allow the trust to deduct in computing its income all
amounts paid from the trust to employees or retirees
in respect of benefits, even if employees receive those Definitions 
amounts tax-free;

Under the proposals, an ‘‘employee life and health
● Provide rules governing the carryback and carryfor- trust’’ is generally defined in the Income Tax Act (the

ward of any losses arising after the deduction of ‘‘Act’’) as a trust, established by one or more employers,
employee benefit payments by the trust; that meets a number of conditions. ‘‘Designated
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employee benefits’’ are defined to mean any combina- rules, generally be deductible in the later of the year to
tion of group sickness or accident benefits, private which the portion relates and the year in which the
health services plan benefits or group term life insurance payment to the trust is made.
benefits for employees or former employees of an
employer provided through a plan of insurance
(including a self-funded plan of insurance). In general Employee contributions 
terms, the trust would have to meet the following condi-
tions throughout any taxation year that it wished to ben- Employee contributions would be permitted but
efit from employee life and health trust status: not required, and would not be deductible by

employees, but could qualify for the medical expense
● Its objects must be limited to the provision of desig- tax credit, to the extent that they are contributions to a

nated employee benefits, and paying out any private health services plan. Similarly, employee contri-
remaining surplus on wind-up; butions to a wage loss replacement plan that is adminis-

tered by the employee life and health trust would
● It must be a Canadian resident trust; reduce the taxable portion of any wage loss replace-

ment received from the trust.
● All beneficiaries must be employees or former

employees of an employer, dependants of those
employees, or another employee life and health trust;

Unevenness of trust revenues and expenses 
● The trust must be maintained primarily for the benefit

Trust distributions to beneficiaries in a year thatof ordinary employees (and not ‘‘key employees’’ — a
exceed the trust’s income for that year normally arenew defined term under the rules);
treated as distributions of trust capital with no other
income tax impact. However, an employee life and● Key employees must generally be treated the same as
health trust would be permitted to treat employee ben-other employees under the trust;
efit payments as expenses. If the trust’s expenses exceed
its revenue for a particular year, the excess would be● Employers generally may not have any rights to distri-
treated as a type of loss of the trust, with special rulesbutions from the trust; and
allowing it to be deductible against income in any of the

● Employer representatives may not constitute a three preceding or three following taxation years, pro-
majority of the trustees of the trust. vided that the trust retained its status as an employee life

and health trust for the year.

Employer contributions 
Treatment of benefits in the hands of employees

Under the proposals, no deduction would be per-
mitted in a taxation year for the portion of an employer Of the ‘‘designated employee benefits’’ described
contribution to the trust made in the taxation year which above, some are currently taxable in the hands of
related to anything other than designated employee employees on receipt (i.e., benefits under a wage loss
benefits being provided in that year. Instead, the portion replacement plan or coverage under a group term life
of the pre-funding, if any, that relates to designated insurance policy), while others are generally tax-exempt
employee benefit payments in a given future taxation when received by employees. Either taxable or
year could be deducted in that future year. As a result of tax-exempt benefits, or a combination of the two, could
these rules, employer contributions to the trust in excess be provided through an employee life and health trust,
of the amount that is actuarially determined to be nec- but their tax treatment in the hands of employees would
essary to fund the contemplated benefits being pro- not change due to the existence of the trust.
vided over the life of the trust would not be deductible

For example, private health services benefits wouldin any year.
generally be tax-exempt in the hands of the employees,

To the extent that an obligation to the trust is satis- while disability insurance payments would generally be
fied with the issuance and contribution to the trust of a taxable. No benefit would be considered to be received
promissory note (or similar evidence of indebtedness) of or enjoyed by an employee because of an employer
the employer or a related party, payments in respect of contribution to the trust, except to the extent that the
any portion of the principal amount evidenced by the trust provides group term life insurance coverage. The
promissory note, or interest thereon, shall be deemed to value of group term life insurance coverage is currently a
be payments in satisfaction of the employer’s liability to taxable employment benefit during each year of cov-
the trust, and not payments of principal or interest. From erage, while life insurance proceeds received on death
the employer’s perspective these payments will, pro- are generally tax-exempt. This tax treatment would be
vided they are made in order to fund the payment of preserved when similar benefits are provided through
designated employee benefits and subject to normal tax the trust.
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Payments made on the wind-up of the trust, other- credited to) a shareholders’ loan account with Rabco. Por-
wise than for the provision of designated employee tions of these draws were, at the end of each taxation year,
benefits, would be taxable to the recipient. allocated to the taxpayer and his family members as man-

agement fees for their own income tax reporting purposes
To the extent that a particular benefit is taxable to (the ‘‘Management Fees’’). For its taxation years up to and

the employee, the benefit paid from the trust would be including the one ending on January 31, 2002, Rabco had
required to be reported as an employment benefit and been highly profitable, had filed its T2 for 2002 on this
not as a trust distribution. basis, and had allocated significant Management Fees to

the taxpayer and the members of his family toward the end
of its 2002 taxation year. Taxation years after 2002, how-

Part XIII Tax ever, were fraught with serious losses resulting from
Rabco’s loss of its major customer. As a result, on the

Part XIII of the Income Tax Act imposes certain taxes advice of its accountant, Rabco filed two amended T2
on the income of a non-resident from Canadian sources. returns for 2002, the second of which was filed on March 1,
Distributions that are payments of designated employee 2004. In these amended returns, the Management Fees
benefits from an employee life and health trust to reported in Rabco’s original T2 for 2002 as having been
non-resident employees or former employees will gen- allocated to the taxpayer and his family members were
erally not be subject to tax under Part XIII. reversed in part. This strategy increased Rabco’s net

income significantly for 2002 and facilitated the carryover of
These proposals will apply to trusts established after non-capital losses from 2003 and 2004. These changes to

2009. the Management Fees in Rabco’s amended T2s, however,
were not accepted by the Minister insofar as they related to
the amounts to be included in the income of the taxpayer
and his family members for 2002, although the Minister did

CRA’s Contract Payment allow the non-capital loss carrybacks from 2003 and 2004
requested by Rabco. In reassessing the taxpayer for 2002,Reporting System the Minister added to his reported income for 2002: (a)
$224,000 as a s. 15(1) shareholder’s benefit (relating to the

The CRA released a Fact Sheet describing the contract
portion of the Management Fees that had been reversed

payment reporting system, which was introduced in Feb-
out in Rabco’s amended T2s); (b) a s. 15(2) shareholder’s

ruary 1998. The Fact Sheet notes that the CRA has modified
loan of $29,767; and (c) a s. 80.4(2) imputed interest benefit

the reporting system to minimize the administrative costs
of $6,642. Penalties for gross negligence were also

of complying with the system. Individuals, partnerships,
imposed. The taxpayer appealed to the Tax Court of

and corporations whose primary business activity is con-
Canada.

struction must report payments to subcontractors for con-
struction services. As well as the amount of the payment,

The taxpayer’s appeal was allowed in part. Rabco’sthe information to be filed includes the subcontractor’s
Management Fees remuneration and allocation decisionname, address, and identification number. The Fact Sheet
had been made at the end of its 2002 taxation year, andnotes that in January 2010, the CRA gave all contractors
was therefore not susceptible to change merely to facilitatenew identifying numbers, with an RZ extension. The infor-
its convenience and that of its shareholders. Retroactivemation may be reported on either a calendar year or fiscal
implementation of tax planning by purporting to undo oryear basis and is due within six months from the end of the
change transactions taking place in an earlier period iselected reported period. The payment need not be
unacceptable. The taxpayer did not seriously contest thereported if the total amount paid to a subcontractor is less
$29,767 shareholder’s loan inclusion in his income. Sincethan $500 for the year. Currently, the payment information
the introduction of s. 152(9) of the Act, the Federal Court ofmay be reported on T5018 Information Return. Beginning
Appeal has made it clear that the Minister is entitled toin January 2011, it will be mandatory to use the T5018
raise new arguments based on different provisions of thereturn.
Act at any time prior to trial, as long as those arguments are
based on the same transactions that gave rise to the
assessment being litigated and do not call for the introduc-
tion of evidence that could no longer be adduced withoutRecent Cases the court’s leave. The Minister met these criteria relating to
s. 152(9), and was therefore entitled to rely on sections 5(1)

Amounts not taxable as a shareholder or 6(1) of the Act in order to support the inclusion of the
$224,000 in the taxpayer’s income. However, he did not dobenefit 
this in his pleadings, argument, or Notice rejecting the tax-

The taxpayer, his wife, and his two sons were all share- payer’s Notice of Objection. Conversely, the Minister was
holders and employees of Rabco Marketing Ltd. (‘‘Rabco’’). not entitled to rely, as he did, on s. 15(1) to support the
The taxpayer and his family members did not take salaries $224,000 inclusion in the taxpayer’s income, because
but were remunerated through draws taken against (and s. 15(1) is limited only to amounts received from a corpora-
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tion by shareholders outside the normal course of the cor- Shareholders’ advances constituted
poration’s business. In this case, the $224,000 comprised commercial debt obligations 
amounts earned by the taxpayer and his family members in
the normal course of carrying on Rabco’s business and was The corporate taxpayer, a radio broadcaster, acquired,
therefore not an amount to which s. 15(1) could apply. In for a nominal consideration, all of the shares of Corpora-
light of the foregoing findings, the $224,000 was required to tion Showbizznet (‘‘Showbizznet’’) under an agreement
be deleted from the taxpayer’s income for 2002, along with dated August 23, 2002. Under the same agreement, all of
the penalties that the Minister had undertaken to delete Showbizznet’s shareholders renounced their right to be
prior to trial. The Minister was ordered to reassess accord- reimbursed for unrepaid shareholders’ advances totalling
ingly. $329,543 that were then owing to them by Showbizznet

(the ‘‘Shareholders’ Loans’’). Because Showbizznet was
under capitalized, its shareholders generally agreed in theBibby, 2009 DTC 1385
past, at intervals, to convert their outstanding advances into
Class A Preferred Shares of Showbizznet. Shortly after
August 23, 2002, Showbizznet was wound up. In assessing
the taxpayer for 2003, the Minister disallowed the deduc-Proceeds of life insurance included in
tion of $329,543 in non-capital losses, relying on the debtcorporation’s capital dividend account 
forgiveness/non-capital loss reduction provisions of s. 80(3)
of the Act. On appeal to the Tax Court of Canada, the

The corporate taxpayer borrowed $220,000 from the taxpayer argued, in part, that: (a) the Shareholders’ Loans
Royal Bank of Canada (‘‘RBC’’) early in 1999. To provide forgiven by Showbizznet’s shareholders carried no legal
itself with financial security, the corporate taxpayer obligation to pay interest, no interest had been paid on
obtained key person insurance on the life of its founder them, and they were scheduled for conversion into
(the ‘‘Insurance’’) and assigned the proceeds of the policy Showbizznet’s Class A Preferred Shares; (b) those loans,
to RBC to secure its loan from RBC (the ‘‘Loan’’). Obtaining therefore, did not constitute ‘‘commercial debt obliga-

tions’’ as defined in s. 80(1) of the Act; and (c) the provi-the Insurance was not a condition for obtaining the Loan.
sions of s. 80(3) were, therefore, inapplicable. The Minister’sIn 2002, the taxpayer’s founder died, and the insurance
position was that, had interest been required to be paid tocarrier paid the proceeds of the Insurance ($196,000)
Showbizznet by its shareholders on their Shareholders’directly to RBC, which applied $175,000 of that to the retire-
Loans under a legal obligation, that interest would havement of the Loan, remitting the balance to the taxpayer.
been deductible under s. 20(1)(c) of the Act. In the Min-The taxpayer included in its capital dividend account the
ister’s view, this meant that the Shareholders’ Loans wereInsurance proceeds of $196,000. It then paid a capital divi-
clearly ‘‘commercial debt obligations’’ under the very cleardend out of that account in the amount of $160,000 after
language in the English version of paragraph (b) of thehaving made the s. 83(2) election on June 28, 2004. The
definition of ‘‘commercial debt obligation’’ in s. 80(1).

Minister assessed the taxpayer for Part III tax on the
assumption that the capital dividend of $160,000 paid out The taxpayer’s appeal was dismissed. The English ver-
of its capital dividend account fully exceeded the balance sion of the definition of ‘‘commercial debt obligation’’ in
in that account when it was paid. The taxpayer appealed to s. 80(1) is much more clear and precise than the definition
the Tax Court of Canada. of that term in the French version. In such a case, it is

appropriate to examine the English version in order to
The taxpayer’s appeal was allowed. Subparagraph determine Parliament’s intent, since both versions are con-

sidered original, and both are deemed to have the same(d )(ii) of the definition of ‘‘capital dividend account’’ in
meaning. Resorting to the English version, the conclusionssubsection 89(1) of the Act requires the inclusion in a cor-
in this case were that: (i) to qualify as a ‘‘commercial debtporation’s capital dividend account of insurance proceeds
obligation’’, it is not obligatory that any particular debt‘‘received’’ after May 23, 1985 ‘‘. . . in consequence of the
instrument carry a legal obligation to pay interest; (ii) thisdeath of any person’’. The meaning of the word ‘‘received’’
finding was not changed by the fact that the Shareholders’does not require amounts to pass directly to a taxpayer.
Loans were not required to be repaid, or that they wereEven though the proceeds of the Insurance in this case did
scheduled to be converted into preferred shares ofnot pass directly into the taxpayer’s hands, the taxpayer
Showbizznet; (iii) the Shareholders’ Loans were advancedclearly derived the primary benefit of the Insurance payout
to enable Showbizznet to earn income from carrying on its

by having the Loan retired. The taxpayer’s capital dividend business, so that, had interest been required to be paid on
account, therefore, included the $196,000 Insurance pro- it, it would have been deductible under s. 20(1)(c) of the
ceeds when the capital dividend was paid, so that this Act; and (iv) the Shareholders’ Loans were unconditionally
dividend did not create the alleged shortfall in the capital forgiven by Showbizznet’s shareholders, they had been
dividend account on which the Minister’s Part III tax assess- eliminated from its accounting records, and it was reason-
ment was based. The assessment was vacated accordingly. able to presume that this process was acceptable to its

directors. In light of the foregoing conclusions, the require-
Innovative Installation Inc., 2009 DTC 1388 ments of s. 80(3) of the Act were therefore met. The Min-
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ister’s assessment disallowing the non-capital losses $343,431 in income, $108,355 of which it allocated to the
claimed was affirmed accordingly. taxpayer and L on their Class A units. The balance of

$126,721 was allocated to the Krauss Family Trust on its
Genex Communications Inc., 2009 DTC 1390 Class C units. In reassessing the taxpayer for 1992 and 1994,

the Minister: (a) disallowed the deduction of the loss on
the sale of the 5175 Yonge St. Property to Kraussco as a

Taxpayer’s loss was capital in nature — Not business loss; (b) disallowed the deduction of the tax-
payer’s $24,906 share of the Elkay receivable as a businessentitled to business loss deduction 
loss; and (c) allocated to the taxpayer $63,360, i.e., 50% of
the $126,721 in Partnership income that had been allo-The taxpayer owned Kraussco Investments Limited
cated to the Krauss Family Trust. The taxpayer appealed to(‘‘Kraussco’’). The taxpayer’s son, L, owned and managed
the Tax Court of Canada.Elkay Consultants Inc. (‘‘Elkay’’). Elkay performed sales and

marketing services for a developer (the ‘‘Developer’’) with
respect to the sale of condominium units. The beneficiaries The taxpayer’s appeal was dismissed. On a preliminary
of the Krauss Family Trust were L’s wife and two children. In issue, to dismiss the taxpayer’s appeal because of her
June 1987, the taxpayer acquired a 20% interest in a com- failure, at the age of 82, to attend at the hearing would
mercial property located at 5175 Yonge Street, Toronto have constituted a serious miscarriage of justice. On the
(the ‘‘5175 Yonge St. Property’’) with the intention of merits, the 5175 Yonge St. Property had been treated as a
assembling a group of properties for development on the capital property by its owners, and the loss on its sale was
same block. The 5175 Yonge St. Property was rented to therefore a capital loss. The taxpayer continued, however,
tenants, but at a loss. Following the collapse of real estate through Kraussco, to own the 5175 Yonge St. property, so
values in the early 1990’s, the taxpayer sold her interest in that its disposition to Kraussco generated a non-deductible
the 5175 Yonge St. Property to Kraussco at a loss, which she superficial loss. There was no evidence that the Brewers
sought to deduct as a business loss. A second issue Joint Venture performed any services for Elkay, so that the
involved the taxpayer’s inclusion of $70,091 in her 1990 taxpayer should not have included her share of the Elkay
income as her share of a receivable the Developer owed

receivable in her income for 1990. As a result, she was not
Elkay, which Elkay assigned to the Brewers Joint Venture, of

entitled to the $24,906 business loss deduction claimed
which the taxpayer was a member. In 1992, the taxpayer’s

following Elkay’s reduction of the total amount of its receiv-$70,091 share of the Elkay receivable was reduced by
able. Subsection 103(1.1) of the Act requires that alloca-$24,906 upon Elkay having rebated to the Developer a por-
tions of partnership income be ‘‘reasonable in the circum-tion of the total receivable the Developer owed it. A third
stances’’. Allocating $126,721 of the Partnership’s incomeissue involved a partnership of which Kraussco, the tax-
for 1994 to the Krauss Family Trust was beyond unreason-payer, L, and the Krauss Family Trust were partners (the
able, and even delusive to the point of absurdity, since the‘‘Partnership’’). The taxpayer and L transferred to the Part-
$126,721 represented a 126.721% return on the Kraussnership an interest in properties at 4121–25 and 4129
Family Trust’s $100 investment in the Partnership’s Class CYonge Street, in Toronto, in return for redeemable Class A
units, and there was no evidence that the Trust had per-units of the Partnership. Kraussco and L transferred to the
formed any work for the Partnership in 1994. The Minister’sPartnership an interest in a co-tenancy in return for
reassessments were affirmed accordingly.redeemable Class B units of the Partnership. On January 2,

1993, the Partnership issued 100 Class C units to the Krauss
Family Trust for $100. In 1994, the Partnership generated Krauss, 2009 DTC 1394

Notice: Readers are urged to consult their professional advisors prior to acting on the basis

of material in this newsletter.


