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THE MANDATORY REPATRIATION TAX AND INDIVIDUAL US TAXPAYERS

- –Max Reed and Charmaine Ko[1]

With the enactment of the Tax Cuts and Jobs Act in the United States, US Internal Revenue Code (“Code”)
section 965 imposes a mandatory repatriation tax on US taxpayers that own controlled foreign corporations
(“CFCs”). While designed for multinationals, as discussed below, this includes individual US taxpayers who
own CFCs. The rules are very complex and the results can be quite punitive. This article addresses some
of the key issues in the application of Code section 965 to individual US taxpayers. We conclude with a
summary that represents a reasonable approach to dealing with this issue.

THE MANDATORY REPATRIATION TAX APPLIES
TO INDIVIDUAL US TAXPAYERS WHO OWN CFCS

While the application of Code section 965 to individual US taxpayers is not self-evident or necessarily
justifiable from a policy perspective, the law is clear that this is the correct interpretation. Put simply, Code
section 965 applies to a “US Shareholder” of a CFC. The term “US Shareholder” is a term of art with a
specific meaning. Under current law, a US Shareholder with respect to any foreign corporation, is defined
as a United States person (so that would include individual US citizens, green card holders, US residents,

US trusts, etc.) who owns, or is considered to own, 10% or more of the total vote of a foreign corporation.[2]

Code section 965 applies to US Shareholders in deferred foreign income corporations (“DFIC”). A DFIC is
then defined with respect to any US Shareholder, as any specified foreign corporation of the US Shareholder
that has accumulated post-1986 deferred foreign income greater than zero. A specified foreign corporation
is defined under Code section 965(e) to include any Controlled Foreign Corporation. Thus, the mandatory
repatriation tax applies to individual US taxpayers who are US Shareholders in a CFC.

ALL POST-1986 EARNINGS AND PROFITS ARE INCLUDED IN INCOME TO THE
INDIVIDUAL US SHAREHOLDER AS A NEW CATEGORY OF SUBPART F INCOME

The additional tax under section 965 is triggered by a one-time inclusion of the Post-1986 Deferred Foreign
Income of the applicable corporation in its Subpart F income for the tax year. Put differently, the CFC’s
post-1986 earnings and profits (“E&P”) becomes a new category of Subpart F income. The US Shareholder
then includes this income in their pro-rata share of the corporation’s Subpart F income on their personal
income tax return. The pro-rata share is calculated according to the existing Subpart F rules. Overly
simplified, that means that if a US shareholder does not own 100% of the value of the CFC, they will not
be subject to 100% of the income inclusion. Instead, the income inclusion will be pro-rated according to
the rules under Code section 951. The amount of the inclusion is more or less the pro-rated post-1986
retained earnings. From a technical perspective, the term “Post-1986 Deferred Foreign Income” is defined
in Code section 965(d)(2) to mean the post-1986 earnings and profits, excluding that which is attributable to
effectively connected income of a trade or business within the United States that was already subject to US
tax, or that if distributed would be excluded from gross income of the US Shareholder under section 959 (i.e.,
income that had already been subject to Subpart F inclusion). Post-1986 earnings and profits are currently
tracked on Schedule J of IRS Form 5471. Schedule J may thus effectively be a short-hand method for
calculating the amount of income that is subject to the 965 inclusion. Note that post-1986 E&P is calculated
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as of November 2, 2017, or December 31, 2017—whichever amount is greater. In short, section 965 creates
a new category of Subpart F income that consists of all earnings and profits of a CFC after 1986, measured
on November 2, 2017 or December 31, 2017. Note that dividends paid in 2017 do not reduce 2017 E&P
because of an express limitation in Code section 965. Further, salary or bonuses paid after November 2,
2017, would not reduce E&P either because post-1986 E&P is measured as of the higher of the November
2, 2017, or December 31, 2017, E&P amounts.

THE 965 INCLUSION TAX APPLIES TO TAX YEAR 2017 FOR INDIVIDUAL US SHAREHOLDERS

Code section 965 applies to tax years for CFCs that start prior to January 1, 2018. For individuals, this
means that the tax applies in tax year 2017. The general rule in Code section 898 suggests that CFCs
owned by individual taxpayers should follow a December 31 tax year end since that is the tax year of the
majority shareholder (the individual US taxpayer). The IRS has recently issued a notice confirming that Code
section 898 applies to determine the applicable tax year for the transition tax although it does not comment

on the proposed regulations.[3] There is a proposed regulation from 1992 that suggests a different year
end may be possible if the CFC has no Subpart F income. To our knowledge, these regulations have not
been finalized. Generally, the IRS’s position as expressed in the Internal Revenue Manual is that a taxpayer
cannot rely on proposed regulations unless those regulations expressly state it. There is a line of cases to
support the proposition that proposed regulations are not law and are not binding. Thus, the most correct
position is that the tax applies to the 2017 tax year for individual US shareholders who own a CFC. This
may be beneficial as the tax may actually be higher if triggered in tax year 2018 because the deduction is
calculated based on a 21% corporate tax rate rather than a 35% corporate tax rate. Taken together, our view
is that the more correct and more beneficial position is to apply the tax to the 2017 tax year for an individual
US shareholder.

THE TOP TAX RATE IS HIGHER THAN 15.5% FOR INDIVIDUALS

While the mechanics of the calculation of the inclusion are complex, the result is a tax rate that may be
higher than 15.5% for individuals. Overly simplified, the calculation works as follows. As discussed above,
all post-1986 E&P is included as a new category of Subpart F income to the US Shareholder. Then a
deduction is applied to a certain percentage of that inclusion. This deduction is meant to yield an effective
tax rate of 15.5% for the portion of E&P attributed to cash and cash equivalents, and an 8% corporate
tax equivalent rate for other assets for a US Shareholder that is a US corporation otherwise subject to an
effective corporate tax rate of 35%. Individual taxpayers have a higher tax rate than corporate taxpayers,
so the net effect of the deduction will be less for them. For an individual in the top bracket of 39.6%, this
translates to a tax rate of approximately 17.5% for cash and cash equivalents, and approximately 9% for
other assets. The calculation needs to be done for each taxpayer as it is specific to their individual tax
bracket.

THE DEFINITION OF CASH ASSETS IS QUITE BROAD AND INCLUDES MORE THAN JUST CASH

The higher rate is applicable to assets including: (i) cash; (ii) the net accounts receivable of such corporation;
and (iii) the fair market value of the following assets held by such corporation: (I) personal property that
is of a type that is actively traded and for which there is an established financial market; (II) commercial
paper, certificates of deposit, the securities of the US federal government, and of any US state or foreign
government; (III) any foreign currency; (IV) any obligation with a term of less than one year; and (V) any
asset that the US Treasury Secretary identifies as being economically equivalent to any asset described in
section 965(c)(3)(B).

THERE IS A SIGNIFICANT DOUBLE TAX RISK

Code section 965 imposes tax in the US on the US citizen shareholder in the 2017 tax year. If no Canadian
tax is generated to fully offset the US tax, then tax will be owing when the money is paid out in Canada at a
later date. This represents a significant double tax risk.
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GENERAL BASKET FOREIGN TAX CREDIT CARRYFORWARDS
(AND CARRYBACKS) CAN BE USED TO OFFSET THE 965 INCLUSION

The income generated by the Code section 965 inclusion is foreign source. For Subpart F income, the
determination of what foreign tax credit (“FTC”) “basket” it falls into is determined by the character of the
underlying income. All income subject to the 965 inclusion should be active business income; otherwise

it would have been Subpart F income and taxed in the year earned.[4] Consequently, general basket
foreign tax credits from the prior 10 years can be used to offset any tax generated by the Code section
965 inclusion. There is no grind down applied to these credit carryforwards so they should reduce the tax

generated by the Code section 965 inclusion on a dollar for dollar basis.[5] The same is true of tax generated
in 2018 and carried back against the 2017 US tax liability.

ANY FOREIGN TAX CREDIT GENERATED BY ADDITIONAL CANADIAN TAX
TRIGGERED TO OFFSET THE 965 INCLUSION SHOULD NOT BE GROUND DOWN

Given the double tax exposure, most individual US taxpayers in Canada will want to generate sufficient

Canadian tax to fully offset the Code section 965 inclusion. Our view, expressed in detail elsewhere,[6] is
that there is no grind down of foreign tax generated by a subsequent distribution and that the grind down
in Code section 965(g) only applies to the indirect credit granted by Code section 960 which is generally
inapplicable to individuals. This means that the Code section 965 inclusion can be offset by a Canadian
bonus or dividend paid out at the end of 2017 to eliminate the risk of double tax. One other idea is to
generate Canadian tax in 2018 through a bonus or dividend and carry it back against the 965 inclusion.
The downside of carrying back FTCs would be that the taxpayer might owe the tax twice (once to the US in
2017 and once to Canada in 2018) and recovering from the IRS may prove administratively cumbersome

if the 2017 tax is paid.[7] To be clear, if the 965 inclusion is fully covered off by the FTC carryforwards or
carrybacks, no extra Canadian tax is required to be generated. Generating extra Canadian tax is only
advisable if there are insufficient carryforwards.

THE ANTI-AVOIDANCE RULES SHOULD NOT INTERFERE WITH USING FOREIGN TAX CREDITS

There is an anti-abuse rule found in Code section 965(c)(3)(f) that should not deny the ability to use a foreign
tax credit. That anti-abuse rule states, “If the [US Treasury] Secretary determines that a principal purpose of
any transaction was to reduce the aggregate foreign cash position taken into account under this subsection,
such transaction shall be disregarded for purposes of this subsection.” As the plain meaning indicates,
this anti-abuse rule is primarily concerned with an avoidance motivated transaction that is designed to
convert cash and cash equivalent assets, which are subject to a higher repatriation tax rate, into other
assets that are subject to a lower repatriation tax rate. What this provision seems to be reasonably aimed
at is something like a CFC converting liquid investments into real property investments with no business
purpose. The cash position is determined at year end and not the retained earnings measurement dates. As

such, a current-year cash dividend paid prior to the end of 2017 might reduce the cash position.[8] However,
a dividend or bonus paid in 2018 and carried back would not reduce the cash position. Regardless, from
an overall tax perspective, it should also be apparent that even should a dividend be tax motivated, the
motivation is one of preventing double tax, which is a legitimate motivation and the reason why the foreign
tax credit and treaty exist. A Canadian resident with a CFC with large retained earnings would generate
FTCs far in excess of what would be required to offset the repatriation tax by distributing all cash and cash-
related assets. Even if the principal purpose was determined to be the reduction of the cash position, the
effect would be that “such transaction shall be disregarded for purposes of this subsection”—meaning the
calculation of the cash position not the generation of foreign tax credits that occurs under section 901.

A further anti-avoidance rule is found in Code section 965(o)(2). It provides the US Treasury the power to
enact regulations to “regulations or other guidance to prevent the avoidance of the purposes of this section,
including through a reduction in earnings and profits, through changes in entity classification or accounting
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methods, or otherwise.” No regulations have been prescribed yet. The Conference Report on the Tax Cuts
and Jobs Act indicates the intent of this section is to combat any attempt to reduce the amount of post-1986

earnings and profits.[9] Generating foreign tax credits by way of a bonus or dividend does not reduce the

amount of the inclusion under Code section 965.[10] The only effect is to prevent double taxation. That is

entirely congruent with US treaty obligations under the Canada–US Tax Treaty.[11] In short, our view is that
the anti-avoidance rules in Code section 965 do not limit the applicability of foreign tax credits.

CODE SECTION 962 IS UNLIKELY TO BE BENEFICIAL—CODE SECTION 962 ALLOWS
AN INDIVIDUAL US SHAREHOLDER TO BE SUBJECT TO TAX IN THE SAME

MANNER AS A DOMESTIC CORPORATION WITH RESPECT TO SUBPART F INCOME

Since the mandatory repatriation tax is a Subpart F inclusion, it would be eligible for a Code section 962
election. This allows for a slightly lower tax rate under the Code section 965 inclusion and the ability to claim
a foreign tax credit for the corporate tax paid by the CFC. The foreign tax credit is limited to years in which

there was a 962 election in place.[12] The utility of such foreign tax credits is marginal as they are ground
down by Code section 965(g). Further, when the retained earnings are distributed they are taxable to the
individual US taxpayer to the extent that the distribution exceeds the tax paid with the 962 election in place.
While the benefits of a 962 election would have to be evaluated on a case-by-case basis, given the above
factors it generally does not appear to be beneficial.

THE EIGHT-YEAR EXTENSION IS NOT THAT BENEFICIAL

The US tax on the Code section 965 inclusion can be spread out over eight years. But this is of limited
benefit where the taxpayer has a double tax risk since all FTCs would have to be generated in 2017. Under
section 965(h)(6)(B), “the term ‘net income tax’ means the regular tax liability reduced by the credits allowed
under subparts A, B, and D of part IV of subchapter A.” A foreign tax credit is allowed under section 901
which is found in section 27 in subpart B, therefore, the available FTC is already taken into account when
calculating the net income tax liability in year 1. That means that any FTC to offset the 965 inclusion has to
be paid out in tax year 2017. That somewhat defeats the purpose of spreading the tax out over eight years
and makes that option less attractive since the Canadian tax would have to be paid in 2017 or 2018 to avoid
a double tax risk.

THE NET INVESTMENT INCOME TAX (“NIIT”) MAY APPLY TO EQUALIZATION DIVIDENDS

While dividends paid to equalize out the 965 inclusion are exempt from US tax under Code section 959
as previously taxed income, they are not exempt from NIIT. Reg s. 1.1411-10 states that even though the
dividend is excluded from gross income under Chapter 1, it is included as a dividend for NIIT purposes if the
income related to it was earned after 2013. Since the 965 inclusion applies to all income earned after 1986,
not all of the dividend will necessarily be subject to NIIT. Taxpayers may wish to rely on the position that the

NIIT does not apply to US citizens resident in Canada.[13]

IT IS UNCLEAR WHETHER THERE WILL BE FUTURE LEGISLATION
OR GUIDANCE THAT WILL IMPROVE THE SITUATION

What is clear, however, is that under current law the 965 inclusion is owed in tax year 2017, so waiting
for future legislative relief carries a significant double tax risk. Waiting for IRS guidance may be cautious.
However, our view is that none will be forthcoming that particularly illuminates the situation for individual
taxpayers. The transition tax was designed to apply to large multinationals. Several pieces of guidance have
been issued. The IRS has a tremendous amount of work to do to implement the new US tax reforms as they
apply to the majority of US-based taxpayers (pass-through deduction, anti-hybrid rules, GILTI, anti-abuse
rules for transition tax, and on and on). US citizens abroad are not the intended targets of the transition tax

and the IRS is generally slow to address issues that apply to non-resident US citizens.[14]
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SUMMARY

To recap, a reasonable approach to addressing the mandatory repatriation tax may be:

• Identify those CFC owners who have exposure;
• Calculate the post-1986 earnings and profits based on Schedule J of Form 5471;
• Calculate the tax exposure by working through the formula as it applies to individual US citizens

based on cash and non-cash assets, keeping in mind the broad definition of cash assets;
• See if the tax exposure is fully offset by general basket foreign tax credit carryforwards;
• If yes, the taxpayer is in the clear. Note that any Canadian tax generated by paying a dividend or

bonus effective December 31, 2017, will act to offset the US tax. If there is insufficient Canadian
tax generated in 2017, another possibility is to generate additional Canadian tax in 2018 and then
carry back the associated FTC to the 2017 tax year. The downside is that the taxpayer may be
exposed to temporary double tax and could face an administrative hurdle in trying to recover from
the IRS.

BRIEF SUMMARY OF BUDGET 2018 MEASURES

Federal Minister of Finance Bill Morneau tabled the 2018–2019 Budget on February 27, 2018. Wolters
Kluwer’s 2018 Federal Budget Special Report is available to IntelliConnect subscribers at https://
wolterskluwer.ca/learning/federal-budget/. Print copies of the report can be ordered at http://www.cch.ca/
product.aspx?WebID=5295. Budget content will soon be distributed to DVD subscribers.

The Notice of Ways and Means Motion contains 35 resolutions pertaining to federal income tax, though
some of the proposed measures do not yet have proposed legislation. The proposed measures are
summarized below.

CREDITS AND DEDUCTIONS

• The Working Income Tax Benefit will be enhanced and renamed to the Canada Workers Benefit,
effective 2019.

• The eligibility of service animals for the medical expense tax credit will be expanded.
• Foreign-born status Indians can retroactively apply for the Canada Child Benefit as far back as

2005.
• Effective for 2019, taxpayers can deduct the employee portion of enhanced QPP contributions.
• The mineral exploration tax credit for flow-through share investors is extended for an additional

year.

BUSINESS TAX MEASURES

• Budget 2018 announced the anticipated proposals affecting corporations that earn passive
income. These proposals contain two separate measures. First, a corporation’s small business
limit is essentially reduced by $5 for every $1 of investment income over $50,000 earned by the
corporation or an associated corporation. Second, private corporations will have two RDTOH
accounts going forward: eligible and non-eligible. Whether each tax pool can be refunded is
dependent upon what type of dividend is paid by the corporation. These measures apply to taxation
years beginning after 2018.

• Class 43.2, which provides accelerated CCA for clean energy equipment acquired before 2020, is
extended to property acquired before 2025.

• Budget 2018 clarified that the at-risk rules apply to a partner of a limited partnership that is also a
partnership (i.e., tiered partnerships). This overrides the Federal Court of Appeal’s decision in The
Queen v. Green et al. (2017 DTC 5068).
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• A “look through rule” will be added to the non-resident surplus stripping rules (section 212.1)
in order to target transfers of an interest in a partnership or trust that holds shares (rather than
transferring the shares directly).

• Budget 2018 proposes to make various modifications to the foreign affiliate rules. Proposed
amendments relate to income of an investment business, controlled foreign affiliate status, trading
or dealing in indebtedness, extending the reassessment period in certain circumstances, and
aligning deadlines for a taxpayer’s income tax return and foreign affiliate information return.

ADMINISTRATIVE MEASURES

• To improve the collection of beneficial ownership information with respect to trusts, trusts not
currently required to file a T3 return will be required to do so and to disclose certain information.

• Where a CRA compliance order or information requirement is contested, a new rule will “stop the
clock” to prevent the tax year from being statute barred.

CURRENT ITEMS OF INTEREST

CRA UPDATE ON EMPLOYMENT EXPENSE REVIEW

Recently, the CRA has been reassessing employee-shareholders who have claimed employment expense
deductions on their personal returns. It is our understanding that these reassessments are based to some
extent on Adler v. The Queen (2010 DTC 1020 (TCC)), where an owner-manager was denied the personal
deduction for home office and motor vehicle expenses. In this case, the taxpayer was denied the deductions
because there would be no consequences had he refused to pay the expenditures himself. Essentially, if he
did not pay the expenditures, his wholly-owned corporation would not sue him or reprimand him for failure to
do so.

Last week, the CRA provided an update regarding this assessment program. Based on feedback received
from industry stakeholders, the CRA will temporarily cease reassessing taxpayers for the reasons outlined
above, and previous reassessments will be reversed. The CRA will be consulting with the tax community
to clarify the employer certification requirement in subsection 8(10) of the Income Tax Act, clarify how
employment expenses should be treated in such cases, and establish a new position effective for the 2019
taxation year. Guidance on this matter will be issued in advance of any future reviews so taxpayers will be
allowed to file in accordance with the updated requirements.

TAX UPDATE FOR LIVESTOCK FARMERS

On February 6, 2018, Agriculture and Agri-Food Canada announced additional designated regions in
British Columbia and Saskatchewan that were affected by drought, flood, or excess moisture. An initial
list of regions was announced on November 6, 2017, which also included regions in Alberta and Quebec.
Livestock farmers in these designated regions can defer a portion of their proceeds from selling their
breeding livestock in 2017 until 2018. This deduction is provided by subsection 80.3(1), and the prescribed
regions are included in Regulation 7305.01(1). On a related note, Regulation 7305.01(1) was recently
amended to include the prescribed regions that had been previously announced for the 2014, 2015, and
2016 taxation years.

FOCUS ON CURRENT CASES

This is a regular 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.
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TAX COURT FINDS NO SHAREHOLDER BENEFIT RECEIVED WHERE A BOOKKEEPING
ENTRY WRONGLY CREDITED THE TAXPAYER’S SHAREHOLDER LOAN

ACCOUNT WITHOUT CONFERRING ANYTHING OF VALUE UPON THE TAXPAYER

Chaplin v. The Queen, 2017 DTC 1117 (Tax Court of Canada)

In this case, the Tax Court considered whether a taxable benefit had been conferred on a shareholder
where the shareholder directed the corporation’s accountants to make a bookkeeping entry increasing
the shareholder loan account balance on account of certain legal expenses paid by the shareholder in the
course of a shareholder dispute. After considering the nature of the shareholder dispute, the character of
the legal expenses, the history of the corporation, and the critical fact that the corporation had not paid out
any money to the shareholder as a repayment of the loan balance, the Tax Court ultimately concluded that,
despite no loan having been made, the bookkeeping entry was, in and of itself, not enough to represent a
benefit conferred upon the shareholder under subsection 15(1) or 56(2) of the Income Tax Act (the “Act”).

The factual circumstances giving rise to the payment of the legal expenses are complicated and arise out
of circumstances which the Tax Court referred to as a “corporate soap opera”. The corporation, Triventa,
was initially incorporated in order to act as a die-cutting company to supply a separate automotive equipment
manufacturing company controlled by members of the appellant taxpayer’s family.

It appears to have been the intention of the relevant parties that Triventa was to have been incorporated
with three initial, equal shareholders, each holding one-third of the common shares of Triventa: Ms. Chaplin
(the taxpayer), 1307592 Ontario Inc. (a subsidiary of the consulting firm that had suggested integrating the
die-cutting component of the supply chain), and Breckenridge Associates Inc. (a company formed by two
investors located by the consulting firm).

Unfortunately, due to a clerical error, instead of issuing shares to the three intended shareholders, upon
incorporation in 1998 Triventa issued only one share to a shelf company belonging to the law firm that
carried out the incorporation.

This error went unnoticed for a time. The purported shareholders purported to elect directors who operated
Triventa until March 1999, when the Breckenridge Associates Inc. investors decided to sell their purported
shareholdings in Triventa. It was at this point that corporate counsel to Triventa discovered the error made
on incorporation. The parties attempted to correct the error by acting as if the shelf company, which was then
erroneously Triventa’s only legal shareholder, was holding shares of Triventa in trust for the three intended
shareholders.

Operating under the assumption that acting in this way would correct the corporate law error, Breckenridge
Associates Inc. purported to sell its one-third interest in Triventa, with one-half of its holdings being sold
to Ms. Chaplin and the remaining half being sold to 1307592 Ontario Inc., such that each party would own
50% of Triventa after the sale. As part of the sale to 1307592 Ontario Inc., documents were prepared that
indicated that 1307592 Ontario Inc.’s portion of the shares was to be purchased equally by two directors of
Triventa, Mr. Jawa and Mr. Plummer. Mr. Plummer executed a trust direction indicating that he agreed that
these shares were, in fact, going to be owned by 1307592 Ontario Inc.

In 2000, a dispute arose between Ms. Chaplin and Mr. Plummer, and Mr. Plummer was removed from his
involvement with Triventa. During the dispute, Mr. Plummer claimed that he, rather than 1307592 Ontario
Inc., owned 8.33% of Triventa as a result of his role in the Breckenridge Associates Inc. buyout. According to
an exhibit filed in the present tax appeal, there was evidence that, at least as of October 2000, Ms. Chaplin
held the view that Mr. Plummer did not own any shares of Triventa.

In 2003, Ms. Chaplin, as the purported holder of 50% of Triventa’s shares, executed a plan to try to take
control of the board of Triventa. In order to give her the necessary votes to effect a change in the board of
Triventa, Ms. Chaplin reached out to Mr. Plummer and together the two of them, with the assistance of one
of the directors of Triventa, carried out certain corporate actions as if Mr. Plummer were the holder of 8.33%
of the shares of Triventa, which would have given Ms. Chaplin and Mr. Plummer a majority of the voting
rights associated with the Triventa shares.
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The remaining directors of Triventa and 1307592 Ontario Inc. responded by bringing an application in the
Ontario Superior Court of Justice against Mr. Plummer and Triventa which, amongst other things, sought a
declaration that Mr. Plummer owned no shares of Triventa and that the corporate actions undertaken by Ms.
Chaplin and Mr. Plummer were invalid.

In order to protect Mr. Plummer from any awards and penalties issued against him as a result of the
application, Ms. Chaplin entered into a share purchase agreement with Mr. Plummer to transfer and assign
the disputed shares to her and to permit her to act as the respondent in the application hearing. In exchange
for this transfer and assignment, Ms. Chaplin agreed to pay Mr. Plummer’s legal fees, any court costs
awarded against him, and any amount for which he was liable as a result of his actions as a purported
shareholder and director.

The Ontario Superior Court of Justice found that the corporate actions undertaken under the purported
authority of Ms. Chaplin and Mr. Plummer were invalid because of the errors that occurred on incorporation
of Triventa. The Ontario Superior Court of Justice concluded that due to the errors on incorporation, the sole
shareholder of Triventa was, and had always been, the shelf company and that no other shares of Triventa
had been validly issued. In addition, the sole director of Triventa remained the employee of the law firm who
had been named the first director on incorporation.

However, the Ontario Superior Court found that, in respect of the various purchase and sale agreements,
the purported shareholders’ contractual rights had not been affected but could be implemented only after the
corporate affairs of Triventa had been corrected.

In respect of the application, the Ontario Superior Court issued a judgment from an endorsement on costs
drafted by the parties which named Mr. Plummer as being liable for costs. Ms. Chaplin paid these costs on
Mr. Plummer’s behalf, as well as certain legal fees to effect the corrections to Triventa’s corporate history
and the legal defence costs of the application.

Despite these legal expenses having been incurred in 2003 and 2004, the legal expenses were recorded
in Triventa’s books only in 2007 as expenses of the corporation paid by Ms. Chaplin as a shareholder loan
to Triventa. These bookkeeping entries were made only after Ms. Chaplin had purchased the remaining
shareholdings of Triventa in a 2005 buyout and Triventa had commenced a new business in respect of which
it was earning sufficient profits to benefit from deducting the legal expenses paid by Ms. Chaplin in 2003 and
2004.

The Tax Court identified two issues in the tax appeal—the first issue was whether Ms. Chaplin had made a
loan to Triventa, and if not, the second issue was whether Triventa had conferred a benefit upon Ms. Chaplin
under either subsection 15(1) or 56(2) of the Act.

In respect of the first issue, the Tax Court concluded that Ms. Chaplin had not made a loan to Triventa based
on five factors.

First, the Tax Court considered the nature of the legal dispute giving rise to the expenses and concluded that
it was a shareholder dispute between Mr. Plummer as a proxy for Ms. Chaplin and 1307592 Ontario Inc.,
rather than a corporate dispute between the directors of Triventa.

Second, the Tax Court considered who had benefited from the expenses paid by Ms. Chaplin. In respect of
the legal defence fees and the costs awarded on the application, the Tax Court found that both expenses
were incurred for the benefit of Ms. Chaplin who had commenced the shareholder dispute. Though the Tax
Court acknowledged that Triventa had received some benefit from the certainty that the Ontario Superior
Court of Justice brought to its checkered corporate history, the Tax Court concluded that this benefit was
obtained not by the defence fees and costs paid by Ms. Chaplin as the respondent to the application, but
rather by the applicants, who had incurred expenses in bringing and prosecuting the application. In respect
of the legal cost of correcting the incorporation errors, the Tax Court stated that, based on the evidence
before it, it could not determine whether the legal costs paid by Ms. Chaplin were for Triventa’s benefit or to
protect her own interests as a shareholder in respect of the drafting and negotiation of corporate documents.
The Tax Court drew a negative inference from the fact that Ms. Chaplin failed to call the former directors
of Triventa who were in office at the time of the dispute and who the Tax Court felt could have clarified this
question.
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Third, the Tax Court considered who was liable and responsible for paying the legal expenses. In respect of
the legal defence fees, Ms. Chaplin argued that the law firm retained by and for Mr. Plummer was acting for
Triventa and, in any event, Triventa was obliged to pay the legal defence costs under its by-laws concerning
the indemnification of present and former directors. The Tax Court rejected both these arguments, finding
that the legal defence costs had been incurred to retain counsel for Mr. Plummer alone and that the Triventa
by-laws were not applicable because Mr. Plummer was party to the application as a result of his claim to
be a shareholder of Triventa, not because he had been a director of Triventa. In respect of the cost award,
the Tax Court rejected Ms. Chaplin’s argument that both Triventa and Mr. Plummer were liable for costs
based on the wording of the judgment resulting from that endorsement, which imposed costs on only Mr.
Plummer. In respect of the legal cost of correcting the incorporation errors, the Tax Court stated that it had
not been presented with any compelling evidence that, after the Ontario Superior Court of Justice judgment
had been issued, anyone with authority over Triventa had retained the counsel that Ms. Chaplin had paid.
The Tax Court again stated that Ms. Chaplin should have called the former directors of Triventa who could
have clarified this matter.

Fourth, the Tax Court looked to the fact that Ms. Chaplin had paid the legal fees through a family corporation
rather than having Triventa pay the legal fees. The Tax Court acknowledged that Triventa may not have
had the cash on hand to satisfy the expenses but was not convinced by Ms. Chaplin’s testimony that she
did not want to run the expenses through Triventa at the time because she was worried that the directors
would divert the cash and leave the legal fees unsatisfied. The Tax Court took note of the facts that Ms.
Chaplin did not have the legal authority to unilaterally make loans to Triventa or otherwise cause it to incur
indebtedness and that she did not speak with any of the then-directors about the legal expenses prior to
paying them. Again, the Tax Court drew an adverse inference against Ms. Chaplin for her failing to call the
then-directors, who the Tax Court felt could have clarified the nature of the payments made by Ms. Chaplin
though her family’s holding company.

Fifth, the Tax Court considered the timing of when the legal expenses were recorded as a loan in Triventa’s
books. The Tax Court took note of the fact that the legal expenses were not recorded in Triventa’s books
in 2003 and 2004 when actually incurred by Ms. Chaplin, and took the fact that the expenses were not
recorded in Triventa’s books until 2007 as strong circumstantial evidence that Ms. Chaplin knew the legal
expenses were her own and were not made as a loan to Triventa. To support this conclusion, the Tax Court
looked to the fact that, even in the course of the sale of the remaining shares of Triventa to Ms. Chaplin in
2005, the expenses were not added to Triventa’s books, and it was only when Triventa was in a position
to deduct the legal expenses for tax purposes that they were recorded in its books. The Tax Court also
took notice of the fact that Ms. Chaplin was an experienced executive with a business education and with
responsibilities over accounting and finance functions, and concluded that Ms. Chaplin knew the legal
expenses were not corporate expenses of Triventa. The Tax Court indicated that Ms. Chaplin had no basis
for claiming that the expenses were incurred as a loan to Triventa.

Having concluded that Ms. Chaplin had not paid the legal fees as a loan to Triventa, the Tax Court turned to
the second issue it had identified: whether the increase in the shareholder loan account of Ms. Chaplin was a
benefit for the purposes of either subsection 15(1) or 56(2) of the Act.

The Tax Court distinguished a number of prior cases involving misleading bookkeeping entries in which a
subsection 15(1) benefit was found to have been conferred on the basis that those cases involved an actual
transfer of property to the shareholder.

In the view of the Tax Court, even knowingly making false bookkeeping entries was not enough to confer a
benefit on Ms. Chaplin unless something of value was conferred to her as a shareholder. In the Tax Court’s
view, a false bookkeeping entry merely lays the groundwork for disguising a future shareholder appropriation
or for hiding an outstanding debt (a matter which the Tax Court stated was not in issue).

In respect of subsection 56(2), the Tax Court reasoned that a benefit to Ms. Chaplin would only have been
conferred if Triventa had paid the legal expenses for Mr. Plummer’s benefit, thereby relieving Ms. Chaplin
from her indemnification responsibility towards Mr. Plummer. As it had already found that it was Ms. Chaplin,
not Triventa, who had paid the legal expenses and the legal expenses were paid for her own benefit, the Tax
Court concluded that subsection 56(2) should have no application.
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In light of the foregoing, the Tax Court referred the matter back to the Minister for reassessment on the basis
that Ms. Chaplain had neither received a benefit under subsection 15(1) nor under subsection 56(2). The
Minister had also reassessed Triventa to deny the deduction of the legal expenses at the corporate level, but
the reassessment was not appealed by Triventa and did not form part of this tax appeal.

Despite its complicated fact pattern, the ultimate outcome of the case suggests that a shareholder benefit
under subsection 15(1) should not arise merely from a false or misleading bookkeeping entry to the extent
that the shareholder receives nothing of value as a result of the entry. However, the Tax Court’s conclusion
in relation to subsection 15(1) in this case should not cause tax practitioners to lose sight of the legal
requirements under the Act to maintain adequate books and records.

—Justin Shoemaker

MINISTER CANNOT WAIVE STATUTORY REQUIREMENT TO SERVE A NOTICE OF OBJECTION

M.N.R. v. ConocoPhillips Canada Resources Corp, 2017 DTC 5135 (Federal Court of Appeal)

This case was an appeal from a decision on a judicial review application in the Federal Court which held
that subsection 220(2.1) of the Income Tax Act (the “Act”) permits the Minister to waive the requirement that
a notice of objection be served in order to commence the objection process. The Federal Court of Appeal
overruled that decision, holding that the discretion conferred on the Minister by subsection 220(2.1) does
not extend to notices of objection. A taxpayer that misses the standard 90-day deadline to serve a notice of
objection must apply for an extension of time from the Minister in compliance with section 166.1. Such an
application must be made within one year after the deadline that would otherwise apply and the Act does not
contemplate any further right for a taxpayer to contest a reassessment.

The background of the case is relatively complex but can be briefly summarized as follows. The corporate
taxpayer was involved in a dispute with the Minister about amounts that the taxpayer asserted were owed
to it pursuant to the Syncrude Remission Order. If the taxpayer succeeded in that dispute, it could have
been entitled to receive as much as $17 million of additional income for its 2000 tax year. As the taxpayer’s
2000 tax year would have become statute-barred before the remission order dispute could be resolved, and
because the taxpayer refused to provide a waiver of the normal reassessment period, in 2006 the Minister
issued a “protective” reassessment to add $17 million to the taxpayer’s income for its 2000 taxation year.
The taxpayer duly objected to the 2006 reassessment. In 2008, the Minister issued a further reassessment
for the taxpayer’s 2000 taxation year, in respect of unrelated issues, and with the taxpayer’s agreement on
those unrelated issues. The taxpayer did not object to the 2008 reassessment even though the underlying
income computation would have reflected the $17 million of income previously added to its income by
the protective reassessment the Minister had previously issued for the same taxation year. Presumably,
it did not occur to the taxpayer that the 2008 reassessment had the legal effect of nullifying any previous
reassessments and any objections thereto.

In 2010, the remission order dispute was resolved when the Federal Court of Appeal ruled against the
taxpayer’s position and leave to appeal to the Supreme Court of Canada was denied. As a result, the
taxpayer was not entitled to receive the additional $17 million of income that the Minister had included in
its income for its 2000 taxation year under the protective reassessment. However, by 2010, the taxpayer’s
deadline to object to the 2008 reassessment (which displaced the protective reassessment) had passed. So
too had the deadline to apply to the Minister, under section 166.1 of the Act, for a time extension to serve an
objection.

One of the remedies the taxpayer pursued to try to solve this problem was to ask the Minister, under
subsection 220(2.1) of the Act, to waive the requirement that a notice of objection be served under section
165. Subsection 220(2.1) provides that, where “any provision of this Act or a regulation requires a person
to file a prescribed form, receipt or other document, or to provide prescribed information, the Minister may
waive the requirement, but the person shall provide the document or information at the Minister’s request.”

The Minister refused the taxpayer’s request on the basis that the Minister did not have the authority under
subsection 220(2.1) to waive the notice of objection requirement. One of the reasons given by the Minister
was that subsection 220(2.1) applies to forms that must be filed, as the provision uses the words “requires”
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and “files”, whereas a taxpayer has the option to serve an objection under section 165, which uses the
words “may” and “serve”. On judicial review, the Federal Court held that the Minister’s reading was overly
narrow and did not give sufficient regard to the intended effect of subsection 220(2.1), which is to “blunt the
unfairness” that sometimes arises from the strict application of filing and notice requirements under the Act.
The Federal Court’s decision was the subject of the appeal in the Federal Court of Appeal.

The Federal Court of Appeal’s analysis first noted the generally accepted approach to statutory
interpretation, which is that the words of a statute must be read in their entire context, in their grammatical
and ordinary sense harmoniously with the scheme of the Act, the object of the Act, and the intention of
Parliament. In the Federal Court of Appeal’s view, the court below did not correctly apply this approach, but
instead focused on the purpose of subsection 220(2.1)—to blunt unfairness. According to the Federal Court
of Appeal, the Federal Court failed to consider the purpose of other provisions of the Act, particularly those
that govern the objection process and time extensions to serve notices of objection.

The Federal Court of Appeal reviewed these provisions, noting that a taxpayer that fails to serve a timely
notice of objection may apply to the Minister for an extension of time under section 166.1. It was significant
to the Federal Court of Appeal that “the Minister’s authority to grant an extension of time is not open ended”
and that the Minister “is prohibited by the statute from granting an extension unless the conditions specified
in subsection 166.1(7) have been satisfied.” Such conditions include the requirement that the application for
a time extension be made within one year. Although this “condition is strict, and could lead to unfairness”,
the Federal Court of Appeal found it clear from the detailed language employed in the Act that this result
was intentional. Further, the Federal Court of Appeal observed that taxpayers routinely contest the Minister’s
decisions regarding section 166.1 in the Tax Court of Canada and that Court invariably applies the one-year
time limit strictly, “as clearly required by the statute.”

Of course, in this taxpayer’s situation, the Federal Court of Appeal’s review of section 166.1 did not end
the issue, as the taxpayer then went on to seek relief under subsection 220(2.1). As such, the Federal
Court of Appeal went on to consider the interplay between the statutory objection process, including section
166.1, and the general waiver provision of subsection 220(2.1). The Federal Court of Appeal held that
subsection 220(2.1) could not be used to effectively extend the time to serve a notice of objection where
the deadline had been missed by more than one year, as this would give the Minister a power explicitly
denied by section 166.1. Based on the principle of statutory interpretation that a specific provision overrides
a general provision, the Court held that the specific deadline to seek a time extension to serve a notice of
objection provided by section 166.1 prevails over the more general waiver provision of subsection 220(2.1).

The taxpayer suggested that, even if subsection 220(2.1) was not intended to override section 166.1, a
waiver of the notice of objection requirement might still be appropriate in “situations that are outside the
scope of objections and appeals.” This was such a situation, according to the taxpayer, because there was
“no substantive need for a notice of objection.” It is not entirely clear what the taxpayer meant by this, but
one could infer that the taxpayer’s argument was based on an assertion that there was no real dispute as
to the correctness of the reassessment, with such dispute triggering a “need” for a notice of objection, but
rather, a need to correct an obvious and undisputed overinclusion in its income. This argument was also
rejected on the ground that subsection 220(2.1) was not intended to be a safety valve for objections. Simply
put, a taxpayer is either inside the scope of the objection process or it is not, and in this case, the taxpayer
sought to be in it without having complied with the statutory requirements.

The decision in this case serves as a reminder of the harsh nature of the objection deadlines set out in
the Act and the importance of serving timely notices of objection. It also should remind taxpayers that a
reassessment supersedes all previous reassessments of the same taxation year, and renders invalid any
objection to those previous reassessments. For this reason, it is critically important that taxpayers ensure
that, when a notice of reassessment for a taxation year is received, there are no outstanding disputed items
for that taxation year that were implemented by the Minister through prior reassessments for the same year,
even if the adjustments that were implemented through the most recent reassessment are not contentious.

—Theodore Stathakos
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TAXPAYER PAIN NOT CRA GAIN: CRA IS NOT ENTITLED TO COLLECT
PERSONAL INJURY DAMAGES HELD IN TRUST FOR UNDISCHARGED BANKRUPT

Re Paine Edmonds LLP, 2017 DTC 5134 (British Columbia Supreme Court)

This case was a proceeding before the British Columbia Supreme Court in which the Court was asked
to determine a law firm’s obligations in respect of funds the law firm was holding in its trust account as a
personal injury damages award in favour of a client, who was a tax debtor. The law firm was the subject
of a requirement to pay that was issued by the Minister of National Revenue under the authority of section
224 of the Income Tax Act (Canada) (the “Act”) in respect of the client who owed approximately $1.2 million
in unpaid taxes. As discussed below, the Court held that the law firm was not required to pay the personal
injury award to the CRA pursuant to the requirement to pay.

The client in this case, Mr. Jones, had made a voluntary assignment into bankruptcy in May 2005. In
November 2007, the bankruptcy trustee was discharged but Mr. Jones, who had not attended his discharge
hearing, was not discharged from bankruptcy.

In August 2008 and June 2011, Mr. Jones was involved in two separate motor vehicle accidents. In July
2013, he was awarded compensation for injuries arising from both of the motor vehicle accidents in the
aggregate amount of approximately $268,420. The global damage award was divided among several legal
“heads" of damages, including special damages, cost of future care, past loss of earning capacity, and future
loss of earning capacity.

On August 2, 2013, the global damages award plus pre-judgement interest was deposited into the trust
account of the law firm retained by Mr. Jones to handle the claim. From that amount, the law firm paid itself
its fees for the legal services it rendered to Mr. Jones in respect of his personal injury claim. Subsequently,
Mr. Jones was awarded a further $61,776 in costs in respect of the personal injury litigation, which was paid
into the law firm’s trust account with the firm debiting its legal fees for further services it had provided to Mr.
Jones.

Beyond certain amounts that Mr. Jones directed to be paid to medical professionals, Mr. Jones gave strict
instruction to his lawyers not to release funds from his damages award to anyone else.

In August 2013, the law firm received the CRA’s requirement to pay. A lawyer that Mr. Jones had previously
retained also asserted a claim for approximately $2,256 in respect of Mr. Jones’ unpaid legal fees from the
earlier retainer.

In light of the competing claims to the funds which it held in trust for Mr. Jones, the law firm applied to the
British Columbia Supreme Court to have the remaining amount of the damages award paid into Court to
be distributed to the claimants as the Court determined under a proceeding known as an interpleader. An
interpleader is an equitable proceeding that allows a person who is in possession of, but does not own, a
particular property to apply to a court to have competing claims to the property determined.

In respect of who should get the funds, Mr. Jones argued that the only amount that should be distributed to
the CRA was the portion of the personal injury award corresponding to past wage loss. Mr. Jones relied on
case law from bankruptcy proceedings, which established that damages for pain, suffering, loss of comfort
in life, and loss of future earnings cannot be claimed by a trustee in bankruptcy for payment of a bankrupt’s
creditors.

In response to Mr. Jones’ position, the Crown argued that the principles applicable to the bankruptcy cases
should not apply to an interpleader proceeding. The Crown did however concede that, in a bankruptcy
hearing, they would be constrained from claiming more than the past wage loss amount, according to the
authorities cited by Mr. Jones.

The British Columbia Supreme Court considered the case of Mullin v. R–M & E Pharmacy ([2005] O.J.
No. 196), in which a bank mortgagee sought to garnish damages for pain and suffering awarded to a
mortgagor on the basis of the fact that the mortgagor was not a bankrupt and therefore should not receive
the protections that a bankrupt would from the assignment of damage awards for personal injury. The
Ontario Superior Court of Justice considered the equitable nature of garnishment, the policy of law not to
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convert into money for creditors the mental or physical anguish of a debtor, and the chilling effect that an
assignment of a personal injury cause of action to a creditor would have on debtors pursuing legitimate
claims. The Court in that case concluded that, if the mortgagor was solvent, the mortgagee should distrain
on the other assets of the mortgagor and that, if he was not, the equitable principle protecting personal injury
damages would not have to wait until the mortgagor made a formal assignment into bankruptcy.

Applying the principles from Mullin as well as the other cases cited by Mr. Jones, the Court in this case found
that it would be unjust to distribute the damage amounts for pain and suffering, cost of future care, and future
wage loss to the Crown. The Court noted that, based on testimony from his doctor, Mr. Jones suffered from
a number of conditions and injuries, some of which predated the accidents, that had to be taken into account
in respect of his failure to move forward with the bankruptcy discharge process. As a result, the CRA was
limited to recovering only the $70,000 portion of the damages award corresponding to past wage loss with
the remainder of the award being distributed to Mr. Jones.

This case demonstrates that, in certain circumstances and where it would be equitable, the courts may be
willing to apply bankruptcy protections to other proceedings to prevent the CRA from enforcing its tax debts.
The case is also a reminder of the importance of ensuring that damage awards and damage settlements are
properly apportioned and identified as being in relation to specific heads of damages, which, as this case
demonstrates, may affect their tax treatment beyond that of determining the taxability of the payments under
the surrogatum principle.

—Justin Shoemaker

APPELLANTS PERMITTED TO WITHDRAW GUILTY PLEAS
GIVEN HONEST BELIEF IN UNSOUND TAX STRATEGY

Steinkey v. The Queen, 2017 DTC 5109 (Alberta Court of Appeal)

The issues in this appeal were whether to grant an application for leave to appeal from summary conviction
and for leave to appeal sentence, as well as whether to grant bail pending appeal by the Appellants, Mr. and
Mrs. Steinkey. The Appellants were appealing the convictions and the sentencing decisions of a summary
trial judge of the Provincial Court of Alberta. The Alberta Court of Appeal (the “Court”) allowed the appeals,
finding that the issues raised by the Appellants were questions of law of sufficient importance to merit what
will be a second level of appellate review.

According to an agreed statement of facts, the Appellants had attended tax seminars organized by, and
paid $1,000 a month for tax advice from, the Paradigm Education Group (“PEG”). PEG is an organization
that encourages individuals to adopt unsound strategies to avoid paying taxes. Based upon the advice the
Appellants received from PEG, they believed that they did not have to pay income tax on “amounts they
billed a corporation they owned for services they provided as natural persons to the corporation.” The CRA
audited one of the Appellants’ corporations for the 2008 and 2009 taxation years, which resulted in a warning
given to the Appellants that PEG’s advice may not be reliable and that the advice could be verified by
obtaining a ruling from the CRA’s technical experts. The Appellants did not verify the advice and submitted
their 2007 and 2008 tax returns based on the advice received from PEG, which resulted in the non-payment
of federal income tax payable of $322,278 by Mr. Steinkey and $164,124 by Mrs. Steinkey.

The Crown charged the Appellants with multiple counts under the Income Tax Act (the “Act”) of making
false statements in their 2007 and 2008 tax returns and wilfully evading the payment of tax. The Appellants
entered guilty pleas, following which the trial judge was to hear sentencing submissions. However, the
Appellants sought to withdraw their guilty pleas and argued that they no longer agreed with the agreed
statement of facts. The trial judge refused to grant their request for several reasons, including that the guilty
pleas were entered in accordance with subsection 606(1.1) of the Criminal Code. During the sentencing
submissions, the trial judge fined the Appellants 100% of the unpaid taxes, and imposed conditional
sentences including house arrest on Mr. Steinkey and on Mrs. Steinkey. These decisions were appealed to
the Court of Queen’s Bench, and were dismissed by the judge of that court.

In determining whether the legal questions raised by the Appellants were of sufficient importance to merit
a second level of appellate review, the Court (per Wakeling JA) considered whether the Crown had proven
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that the Appellants filed a false or deceptive tax return within the meaning of subsection 239(1) of the Act.
The Court noted that the Crown had to prove beyond a reasonable doubt that each Appellant filed a false or
deceptive tax return, and that the Appellant knew (which knowledge could be inferred from wilful blindness),
at the time that the Appellant filed the return, that the return contained a false or deceptive statement
(Breakell (2009 DTC 5133)).

The Court noted that the reasons “why the taxpayer followed an unlawful course of action has no impact on
the question of whether the taxpayer intentionally evaded income tax” (Klundert (2004 DTC 6609)). However,
the Court determined that, based on the agreed statement of facts, it was clear that the Appellants believed
that the returns filed for the 2007 and 2008 taxation years were accurate. The Court found arguable the legal
question of whether the Appellants were wilfully blind if they did not suspect that the belief they strongly held
was unwarranted. The Court found further that the question was of sufficient importance to merit a second
level of appellate review. The Court therefore granted the application for leave to appeal the summary
conviction.

As for the appeal of their sentences, the Court determined that the appeal raised questions of law with
regard to subsection 239(1) of the Act that had never been reviewed by the Alberta Court of Appeal.
Specifically, the Court asked itself whether the penalty provision in subsection 239(1) applied only to
offences listed in subsection 239(1) that have tax evasion as a central element. The Court also asked
itself whether the summary conviction judge should have explained how the factors identified in the agreed
statement of facts affected the sentence selected under subsection 239(1), as required under section 726.2
of the Criminal Code. Ultimately, the Court found that these questions, among others, were questions of law
that should merit a second level of appellate review.

The Court granted bail to the applicants pending appeal as both the appeals from summary conviction and
sentence raised arguable questions. The Court found that the Appellants met the requirements of subsection
679(3) of the Criminal Code for bail pending appeal, including the fact that the Court found that the grounds
for the Appellants’ appeals of the convictions and sentences were not frivolous.

The Alberta Court of Appeal will now have to determine whether a strongly held belief can amount to wilful
blindness if the individuals genuinely believe it. In this case, the Court will have to consider whether following
unsound advice from PEG, believed to be accurate by the Appellants, amounted to wilful blindness. The
appeal raises important questions related to subsection 239(1) and will provide greater clarity in determining
the applicable scope of the penalty provisions under that provision.

—Brianne Paulin, Articling Student

RECENT CASES

APPEAL FROM DENIAL OF PERSONAL TAX CREDIT CLAIMS BY NON-RESIDENT DISMISSED

The taxpayer was an Irish National and Irish resident who had worked in Canada for a period of time during
2014, earning employment income in the amount of approximately $33,000. During the balance of the year,
during which he resided in Ireland, he received non-taxable payments from the Government of Ireland by
way of social assistance, which totalled approximately $23,000 CDN. He filed a Canadian tax return for 2014
in which he reported his Canadian source income and claimed non-refundable personal tax credit amounts
totalling $29,000. The Minister reassessed, denying the majority of those credit claims on the basis that,
under section 118.94 of the Income Tax Act, such claims could not be made by a non-resident individual
unless "all or substantially all of the individual's income for the year is included in computing taxable income
earned in Canada for the year". As the taxpayer's Canadian-source income was just over half of his total
income for the year, the Minister concluded that he was not eligible to claim such personal tax credits. The
taxpayer appealed from that reassessment.

The appeal was dismissed. The Tax Court of Canada held that the determination of the appeal turned on
the definition of "income for the year" for purposes of section 118.94. The appellant had argued that such
term included only taxable income and that, as the social assistance payments received in Ireland did not
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have to be reported for tax purposes, they should not be considered income for purposes of section 118.94.
The Court held, however, that an analysis of the legislative provision did not support such conclusion, and
that in computing income for the year under that provision there was no basis on which to find that the non-
taxable foreign social assistance payments were not income. Consequently, the evidence showed that the
appellant's taxable income earned in Canada represented approximately 60% of his total income. The Court
noted that the Canada Revenue Agency has, for administrative purposes, used an arbitrary 90% ratio to
determine what is meant by "substantially all". While the 60% figure represented a majority of the individual's
income, that was not the same as "substantially all". The Court concluded, therefore, that the appellant was
caught by the application of section 118.94, and was not entitled to a claim for personal tax credits beyond
that which was allowed by the Minister.

Kenny v. The Queen

2018 DTC 1015

JUDICIAL REVIEW APPLICATION ALLOWED WHERE REFUSAL
TO EXERCISE MINISTERIAL DISCRETION UNREASONABLE

The corporate taxpayer failed to file income tax returns as required. The Minister consequently issued an
arbitrary assessment of the taxpayer's tax liability and garnished a sum of money from its bank account in
satisfaction of that liability. The taxpayer then requested that the Minister exercise discretion under section
221.2 of the Income Tax Act to re-appropriate certain statute-barred credits against future tax liability in an
amount equal to the balance of taxpayer's funds remaining in the Minister's possession. That request was
refused by the Minister's delegate, and the taxpayer applied for judicial review of that decision.

The application was allowed. The Federal Court held that the issue for determination was whether the
decision made met the standard of reasonableness. It reviewed the guidelines contained in the User Guide
with respect to the re-appropriation of corporate statute-barred credits and noted that such guidelines
indicated that each case was to be reviewed based on its own circumstances. The uncontested facts of
the taxpayer's circumstances, which had been communicated to the Minister's delegate, included serious
problems in re-structuring its financial affairs, owing to issues not of its own making. In the Court's view,
there was no evidence that the applicant had intentionally neglected or avoided its responsibility to maintain
proper records. Rather, the evidence established that it had made active efforts to meet its responsibilities,
and, once its financial affairs were in order, had done so by paying all taxes and penalties without objection
or request for relief. The Court then considered the obligations placed upon the Minister's delegate in
making and communicating the impugned decision. It held that the delegate was, in denying the applicant's
re-appropriation request, required to state a clear and supportable justification. The Court reviewed the
decision sent to the taxpayer and held that it was clear that the delegate's decision-making was centred on
compliance with the statutory requirement to keep books and records and that relief was refused owing to
the taxpayer's failure to meet expectations in that regard. In the Court's view, however, those expectations
were unclear and no clarification was provided with respect to what constituted "sufficient action" or a
"reasonable timeframe". The Court held that the refusal of the applicant's request constituted delivery of a
punishment for its perceived failure to meet the delegate's unclear and subjective expectations. The Court
concluded that there was no justification for the decision rejecting the applicant's request and, in addition,
that the delegate's delivery of that decision rendered it unreasonable.

Referred Realty v. Canada (AG)

2018 DTC 5015

APPEAL FROM ASSESSMENT FOR GROSS NEGLIGENCE PENALTIES ALLOWED

In her return for 2008, the taxpayer claimed a non-existent business loss, and that loss was denied on
assessment by the Minister. Interest and penalties for gross negligence in the amount of $41,000 were also
imposed, and the taxpayer, while not contesting the disallowance of the business loss, appealed from the
penalty portion of the assessment.
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The appeal was allowed. The Tax Court of Canada reviewed the circumstances in which the taxpayer had
filed a return which included the claim for non-existent business losses. It noted that she had been convinced
to do so by the experience of another taxpayer of her acquaintance who had made the same business loss
claims and had received a tax refund of approximately $50,000. The taxpayer, prior to signing her own
return, had taken the step of confirming that a cheque in such amount had actually been received as a tax
refund by that acquaintance and was consequently convinced of the legality of the claims made. The Court
reviewed the background and education of the taxpayer before concluding that such was a significant and
reasonable step to be taken by a person who was unsophisticated in tax matters and that the appellant
would not have been aware that the payment of that refund could be subject to a future reassessment and a
requirement to repay that amount. While the taxpayer had signed both a return and a T1 Adjustment request
in blank the Court concluded that, in the overall context of the case, the enquiries she made were extensive
enough, in light of her background, education and experience, to suffice for purposes of negating a finding
of wilful blindness. As well the Court was satisfied that the appellant had genuinely not known that she was
signing a return that included a fictitious claim for a substantial business loss. The actions taken by the
taxpayer kept her from crossing the line to gross negligence, including wilful blindness that is tantamount to
intentional acting. The Court was therefore unable to conclude that, in the particular circumstances of her
case, the appellant should be liable for penalties under section 163(2), and her appeal was allowed.

Kajtor v. The Queen

2018 DTC 1020

APPEAL FROM DENIAL OF TUITION TAX CREDIT FOR
PART-TIME ONLINE DEGREE PROGRAM DISMISSED

The taxpayer, who had completed an online MBA degree through a foreign university, claimed a tuition tax
credit for tuition fees incurred. Her claim was denied on assessment and that denial was upheld by the Tax
Court of Canada. The Tax Court held that the taxpayer was not, as required, enrolled on a full-time basis,
and based its conclusion on the documentation issued by the foreign university that gave credits for the
on-line course at a rate of 30% to 40% of the rate that credits were accumulated for equivalent on-campus
studies. As a result, the online program took three years to complete whereas the equivalent on-campus
program took one year. The taxpayer appealed from the Tax Court decision.

The appeal was dismissed. The Federal Court of Appeal held that the Tax Court decision must be upheld
unless that Court made an error in determining a question of law or made a palpable and overriding error
in respect of questions of fact or mixed fact and law. The appellate Court concluded that the Tax Court had
not made a reversible error with its approach which gave significant weight to the policy of the university in
characterizing the nature of its online MBA program, and accordingly there was no reviewable error in the
Tax Court's conclusion that the appellant did not attend the university on a full-time basis and was therefore
not entitled to a claim for a tuition tax credit.

Archibald v. The Queen

2018 DTC 5011

AMOUNT RECEIVED AS SURPLUS FROM WINDING-
UP OF PENSION PLAN PROPERLY INCLUDED IN INCOME

In 2013, the taxpayer, who was a former Bell Canada employee, received an amount of approximately
$36,000 arising from the winding up of a registered pension plan of which she was a member. In receiving
that payment, she chose the option of having the full amount transferred directly to her registered retirement
savings plan. A T4A slip was issued for that full amount, as well as a "confirmation of payment" indicating
that the amount had been transferred to the taxpayer's RRSP. The taxpayer did not report the amount on
her return for 2013 but did claim a deduction for an RRSP contribution in that amount. On reassessment, the
Minister included the amount in income and the taxpayer appealed, arguing that the amount received was a
non-taxable amount as it was not payment of a pension surplus. The appellant argued that the transaction
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should be characterized as a direct transfer from one registered investment vehicle to another, without any
tax consequences.

The appeal was dismissed. The Tax Court of Canada reviewed the provisions of section 147.3 of the Income
Tax Act. It noted that section 147.3(4) provides, in part, that an amount can be transferred from an RPP
to an RRSP on a tax-exempt basis if "no portion of that amount relates to an actuarial surplus". The Court
therefore considered whether the amount received by the appellant related to an actuarial surplus and
concluded that it did. As a result, the payment did not qualify for the exemption set out in subsection 147.3(4)
of the Income Tax Act, and such amount was consequently deemed by subsection 147.3(10) to have been
received by the appellant and to have been contributed to her RRSP. The T4A was therefore properly issued
and the amount constituted income to the taxpayer for that year.

Mangal v. The Queen

2018 DTC 1018

BY SELLING CORPORATE SHARES TO THIRD PARTY AT A GAIN AFTER
FIRST TRANSFERRING THEM TO HIS WIFE, TAXPAYER ABLE TO ATTRIBUTE

HALF THAT GAIN TO HER; MINISTER JUSTIFIED UNDER THE GAAR
IN ATTRIBUTING THAT HALF PORTION OF GAIN BACK TO TAXPAYER

On or around September 22, 2002, the taxpayer and his brother accepted an offer from an unrelated
corporation, BW Technologies, to purchase their shares of Vulcain. At that time the taxpayer held 790,000
common class A shares of Vulcain, which, following a reorganization of Vulcain on September 26, 2002
that was effected after obtaining professional advice, were converted into 2,087,778 Class E Preferred
shares. On the same day the taxpayer sold half of these Class E Preferred shares to his wife W for their fair
market value of $1,043,889 (i.e. $1 per share), electing to avoid the application of the rollover provisions
of subsection 73(1) of the Act. Since the ACB of these 1,043,889 Class E Preferred shares was $43,889,
the taxpayer realized a capital gain of $1 million on their sale to W, and the ACB of those same shares to
W was $1,043,889 by virtue of the identical property rules in subsection 47(1) of the Act. On September 30,
2002 the taxpayer transferred his remaining 1,043,889 Class E Preferred shares of Vulcain to W by way
of gift, availing himself of the rollover provisions of subsection 73(1). On this gift, therefore, his proceeds of
disposition of the 1,043,889 Class E Preferred shares was equal to their ACB in his hands, i.e., $43,889,
which was the ACB at which W was deemed to have acquired them. On October 7, 2002, W sold all
2,087,778 Class E Preferred shares then being held by her to BW Technologies for $2,087,778, realizing a
capital gain of $1 million and a taxable capital gain of $500,000, against which she claimed a capital gains
deduction of $250,000 under subsection 110.6(2.1) of the Act. The end result was that one half of the total
capital gain which would have been realized by the taxpayer, had he sold his original 790,000 common
Class A shares of Vulcain directly to BW Technologies, was attributed to and realized by W. By way of
GAAR reassessment, however, the Minister attributed back to the taxpayer the $250,00 taxable capital gain
realized by W on her sale of the Class E Preferred shares to BW Technologies. In dismissing the taxpayer’s
appeal, the Tax Court of Canada affirmed the Minister’s reassessment, finding that there had been a tax
benefit, an avoidance transaction, and an abuse of sections 74.1 and 74.5 of the Act, which are provisions
intended to prevent spouses from income splitting by taking advantage of their non-arm’s-length relationship.
The taxpayer appealed to the Federal Court of Appeal.

The taxpayer's appeal was dismissed. There was no error in the Tax Court’s findings, including its allusion
to the purpose and spirit of subsections 73(1) and 74.2(1) of the Act which are intended to insure that a
gain or loss related to a spousal rollover remains that of the transferor. The taxpayer and W, by resorting to
the identical property rules in subsection 47(1) of the Act, were able to split between them the capital gain
resulting from the disposition of the taxpayer’s shares of BW Technologies, which circumvented subsections
73(1) and 74.2. The Tax Court, therefore, was correct in concluding that the entire portion of this gain ought
to have been attributed to the taxpayer.

Gervais v. The Queen

2018 DTC 5005
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TAXPAYERS RABBIS TEACHING JUDAIC STUDIES AND THUS NOT "MINISTERING" TO A
“CONGREGATION"; TAXPAYERS THUS NOT ENTITLED TO CLERGY RESIDENCE DEDUCTION

The taxpayers were ordained rabbis who taught Judaic studies curriculum on a full-time basis to children
attending at the Vancouver Hebrew Academy (the “VHA”). The Minister denied the taxpayers the clergy
residence deduction claimed by them for various years from 2011 to 2013. The Minister’s position was that
  the taxpayers were not in charge of or “ministering” to a “congregation” pursuant to the requirements of
subparagraph 8(1)(c)(ii) of the Act. The taxpayers appealed to the Tax Court of Canada.

The taxpayers' appeals were dismissed. An in depth review of the relevant case law and the expert evidence
adduced by the taxpayers in this case led to the conclusions that: (a) the threshold for admissibility of
expert opinion evidence is not particularly onerous, as long as the opinion is impartial, independent, and
unbiased (see White Burgess Langille Inman v. Abbott & Haliburton Co., 2015 SCC 23); (b) in the present
proceedings, a certain report produced by an expert and a certain Rabbi’s testimony relating to that report
met the admissibility criteria set out in the White Burgess case, and were thus admitted, subject to certain
portions which were excluded as being either not relevant, based on hearsay content, or lacking in expertise;
(c) “ministering” is a very broad concept, particularly in the context of the work of “a person of the cloth” (per
Bowman J. in McGorman v. The Queen, 99 DTC 699); (d) in Fitch v. The Queen, 99 DTC 721, however,
Bowman J. narrowed the scope of the word “ministering” by specifically carving out an exception pertaining
to teachers of religious studies, and by specifically indicating that “…teaching in itself is not ministering in
any ordinarily accepted connotation of that term….”; (e) Bowman J.’s findings in the Fitch case were followed
in Shepherd v. The Queen, [2002] TCJ 104; (f) the Shepherd and Fitch cases, which involved findings that
religious teachers are not “ministering”, were virtually indistinguishable from the present proceedings; (g)
although the jurisprudence has expanded the meaning of the word “congregation”, none of the case law
in the Tax Court or the Federal Court has expanded the scope of this term to include classes of students
gathered for religious instruction; (h) as a result of the foregoing analysis the taxpayers in this case could
not be considered to be “ministering” to a “congregation” within the meaning of paragraph 8(1)(c) when they
were teaching Judaic studies curriculum at the VHA. The Minister’s assessments were affirmed accordingly.

Lichtman et al. v. The Queen

2018 DTC 1009

MINISTER AGREED UNDER VOLUNTARY DISCLOSURE PROGRAM TO WAIVE PENALTIES
FOR TAXPAYER'S 2005 TO 2014 TAXATION YEARS; COURT REFUSED TO GRANT TAXPAYER

INJUNCTION PROHIBITING MINISTER FROM REASSESSING TAXATION YEARS PRIOR TO 2005

Pursuant to the voluntary disclosure program (the “VDP”), the taxpayer agreed to divulge voluntarily to the
Minister unreported income for 2005 to 2014. In return the Minister agreed to waive any penalties exigible
for those years. During 2016, however, following the receipt of information provided by the taxpayer, the
Minister decided to audit the taxpayer’s 1980 to 2004 taxation years, and contemplated, among other things,
reassessing the taxpayer’s 2004 taxation year. On the ground, among others, that the Minister’s proposed
course of conduct violated the spirit underlying the VDP program, the taxpayer applied to the Federal Court
for an injunction prohibiting the Minister from reassessing his 2004 or any previous taxation years.

The taxpayer's application was dismissed. The taxpayer failed to demonstrate: (a) that his application
raised a serious question; (b) that he would suffer irreparable harm if the injunction were not granted; and
(c) that the balance of convenience militated in his favour, taking into account the public interest. These
three requisites for the issuance of an injunction were the ones established by the Supreme Court in RJR-
Macdonald Inc. v. Canada (Attorney General)  [1994] 1 SCR 311. In addition the taxpayer failed to produce
any jurisprudence dealing with the issuance of an injunction prohibiting the Minister from exercising a purely
discretionary statutory power under the Act to issue tax assessments.

Gauthier v. MNR et al.

2018 DTC 5008

http://resource.intelliconnect.ca/resource/scion/citation/pit/765460FD-87BF-4D01-A82F-F315EA1C20C2/RSC1985s5c1?cfu=WKCAN&cpid=WKCA-TAL-IC&uAppCtx=RWI
http://resource.intelliconnect.ca/resource/scion/citation/pit/6DD55FD9-A77A-4EB7-AFDD-889CAEA0FC18/RSC1985s5c1?cfu=WKCAN&cpid=WKCA-TAL-IC&uAppCtx=RWI
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APPEAL FROM DENIAL OF CARRYFORWARD TUITION TAX CREDITS DISMISSED

The taxpayer had a substantial amount of carryforward tuition and education tax credits. She claimed a
portion of such credits in 2013 but claimed no credits for the 2014 tax year, choosing instead to claim a
dividend tax credit for that year. The Minister subsequently denied her claim for such credits in 2015 on the
basis that all such credits had been applied to the 2014 tax year. The taxpayer appealed from that denial.

The appeal was dismissed. The Tax Court of Canada held that the sole issue in the appeal was whether
a taxpayer's tuition and education tax credits available to be carried forward at the end of the tax year are
reduced by the amount of any credits that the taxpayer could have claimed in the year but chose not to
claim. That issue was to be determined by reference to subsection 118.61(1) of the Income Tax Act which
sets out the amount of carryforward tuition and education tax credits which may be claimed by the taxpayer
for a particular tax year. In particular, part D of the formula for determining such credits provides for a
reduction by "the amount that the individual may deduct under subsection (2) for the year". The appellant
argued that the use of the words "may deduct" meant that amount referred to was any amount that the
taxpayer chose to and did claim, while the Minister argued that the reference was to any amount that the
taxpayer was permitted to claim. The Tax Court of Canada carried out a purposive, textual and contextual
analysis of the applicable legislative provisions before concluding, in agreement with the Minister, that where
a taxpayer is permitted in a particular tax year to deduct an amount for tuition and education tax credits,
any carryforward credits for future years are reduced by that amount, whether the taxpayer actually claims
such deduction or not. While the Court acknowledged that there was an ambiguity and inconsistency in
the drafting of subsection 118.61(1), it nonetheless concluded that a purposive analysis, together with the
Department of Finance Technical Notes on section 118.61, supported the Minister's position. Since the
taxpayer was entitled to claim carryforward tax credits for the 2014 tax year, her credits carried forward from
2014 were reduced by the amount of such tax credits. The Minister correctly denied her claim for those
credits for 2015.

Zhang v. The Queen

2018 DTC 1007

Footnotes

[1] US tax lawyers at SKL Tax in Vancouver. Max can be reached at max@skltax.com. Charmaine
can be reached at charmaine@skltax.com.

[2] The definition of US Shareholder changed to encompass 10% or more of the total votes or value
of a foreign corporation. However, this change is effective for taxable years of foreign corporations
beginning after Dec. 31, 2017, while Code section 965 applies to the last tax year which begins
before Jan. 1, 2018, so the old definition is still used for Code section 965 purposes.

[3] Rev. Proc. 2018-17.
[4] To expand further, CFC income that was not previously includible would generally be either active

business income or subject to high tax exclusion. Per Reg. s. 1.904-5(d)(2), income subject to the
high tax exclusion is, for look-through rule purposes, general basket income.

[5] This is confirmed by pages 610 and 620 of the Conference Report on the Tax Cuts and Jobs Act.
Footnote 1500 on page 610 of the Conference Report reads, “Other foreign tax credits used by
a taxpayer against tax liability resulting from the deemed inclusion apply in full.” The full report
can be found at https://www.gpo.gov/fdsys/pkg/CRPT-115hrpt466/pdf/CRPT-115hrpt466.pdf.
In a US Ways and Means Committee report (available online at: https://www.congress.gov/
congressional-report/115th-congress/house-report/409/1?overview=closed), the Committee notes,
“The Committee also understands that the existing…foreign tax credit carry-forward rules may
interact with income inclusions arising from section 965 in ways that may not be appropriate and
that require additional consideration.” This shows limiting the applicability of foreign tax credit
carryforwards was considered, but not applied.

[6] The technical logic for this conclusion can be found in detail at http://www.skltax.com/grind-foreign-
tax-credits-code-section-965-inclusion/.

http://resource.intelliconnect.ca/resource/scion/citation/pit/3AC9CBA9-CE39-43F8-BB8A-96A628A7BF2C/RSC1985s5c1?cfu=WKCAN&cpid=WKCA-TAL-IC&uAppCtx=RWI
http://resource.intelliconnect.ca/resource/scion/citation/pit/3AC9CBA9-CE39-43F8-BB8A-96A628A7BF2C/RSC1985s5c1?cfu=WKCAN&cpid=WKCA-TAL-IC&uAppCtx=RWI
http://resource.intelliconnect.ca/resource/scion/citation/pit/1F70DEBC-A16A-4579-98E5-ED83293D0362/RSC1985s5c1?cfu=WKCAN&cpid=WKCA-TAL-IC&uAppCtx=RWI
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[7] It may be possible to carry back the tax credits to 2017 without paying the tax twice. This is alluded
to in Publication 514, but it is not clear. Alternatively, a taxpayer could just simply not pay the 2017
US liability and then fully offset it with a 1040X once the 2018 tax is generated. That should wipe
out any liability and associated interest.

[8] If the dividend were paid December 31, and the taxpayer took the (reasonable) position that it was
paid out after the cash position was calculated, then it would not reduce the cash position and
there would be no risk of the application of the anti-avoidance rule.

[9] Rev. Proc. 2018-17 at s. 11.
[10] In the case of a dividend, it would not reduce post-1986 E&P per Code section 965(d)(3)(B). A

bonus might reduce E&P as measured at December 31, 2017, if paid prior to that date but may not
meaningfully reduce the post-1986 E&P number as the November 2 measurement date would still
be operative. A 2018 bonus or dividend would obviously have no effect on E&P as measured on
November 2, 2017, or December 31, 2017.

[11] A discussion of whether there is a treaty override available to ensure double tax relief under the
Canada–US Tax Treaty is available online at: http://www.skltax.com/grind-foreign-tax-credits-code-
section-965-inclusion/.

[12] Reg s. 1.962-1(b) indicates that the Code section 962 election is made each year. Reg s.
1.962-1(b)(iii) suggests that there is no carryback or carryforward of a credit unless a 962 election
is in place for a given year. Thus, the logical conclusion is that the indirect tax credit is limited to
years in which there was a 962 election in place (i.e., only tax year 2017).

[13] See Kevyn Nightingale, Americans Living Abroad and the Net Investment Income Tax, The Tax
Adviser, March 31, 2014, available online at: https://www.thetaxadviser.com/issues/2014/apr/
nightingale-april2014.html.

[14] For instance, it took many years to clarify the approach to RRSPs—a far more common issue than
the applicability of the transition tax to individual US citizens.


