Editor: Thomas E. McDonnell, QC

THE WINDUP BUMP

Paragraphs 88(1)(c) and (d) of the Act provide a step-
up in the tax value of non-depreciable capital property
owned by a corporation where the property is owned
by a 90 percent or greater subsidiary that is wound up
into its parent, or where the property is owned by a
wholly owned subsidiary that is amalgamated with its
parent. Each of these transactions is referred to herein
as a “combination.”

Commentators usually concentrate on the technical
impediments that deny this bump when the property
in question is ineligible property. This article deals
with the more mundane issue of when the bump can
inadvertently be lostin connection with property whose
tax value is eligible to be bumped.

In broad terms, the bump is available if the parent
corporation’s adjusted cost base (ACB) of the shares of
the subsidiary (determined immediately before the
combination) exceeds the tax value of the subsidiary’s
underlying assets (determined immediately before the
combination), net of liabilities. On the combination, the
parent or the amalgamated corporation, as the case
may be, inherits the subsidiary’s tax value. However,
if the property is non-depreciable capital property to
the subsidiary, the inherited tax value can be stepped
up in accordance with the formula provided in para-
graph 88(1)(d).

The bump is intended to be equal to the excess of the
ACB of the parent’s shares of the subsidiary over the net
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tax values of the assets of the subsidiary. However,
the tax value of the property cannot be increased above
its fair market value determined at the time that the
parent acquired control of the subsidiary. As illustrated
below, the actual formula can yield an unpleasant (and
probably unintended) surprise in at least one situation.

Assume that

B aparent acquires the shares of a corporation (“the
target”) for $100,000 from an arm’s-length vendor;

m the only asset on the books of the target at that
time is a rental property that is capital property to it;

m the tax value of the rental property is $30,000;

m the target has no liabilities;

m the parent intends to demolish the building so
that it can develop the land for sale; and

m prior to demolition, the rental property generates
$50,000 of after-tax rental income, all of which is
expended on costs that must be capitalized for income
tax purposes.

If the target is combined with the parent immedi-
ately after the acquisition, the tax value of the land will
be bumped to $100,000, computed as follows:

ACB of sharestoparent .................. $100,000
Less net tax value of the target’s real estate

immediately before the combination ....... (30,000)
Potential bump . ....... ... .. ... L. 70,000
Tax value of the real estate to the subsidiary . .. 30,000
Tax value to the parent (cannot exceed the

fair market value of the real estate when

control was acquired) .................. $100,000

The $50,000 of subsequent development costs will
resultin the real estate having a tax value of $150,000.
However, if development costs were expended by
the target before it was combined with the parent, the
development costs would, in effect, not increase the tax
value of the property. This point is illustrated as follows:

ACB of sharestoparent .................. $100,000
Less net tax value of the target’s assets

immediately before the combination ....... (80,000)
Potentialbump . ....... ... .. ... L. 20,000
Tax value of real estate to the subsidiary .. ... 80,000
Tax value to the parent (cannot exceed the

fair market value of the real estate when

control was acquired) .................. $100,000
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The tax value of $100,000 is $50,000 less than the
$150,000 tax value in the first scenario. The difference
arises because the development costs were incurred by
the target rather than by the parent.

Perry Truster
Truster Zweig LLP
Richmond Hill, Ontario

ASSOCIATED CORPORATIONS:
DEEMED ACTIVE BUSINESS INCOME

Planners often seek to avoid association between cor-
porations in order to preserve each corporation’s ability
to utilize its own business limit for the small business
deduction. In the right circumstances, however, deemed
association between two corporations by virtue of
each being associated with the same third corporation
can be a valuable planning tool to multiply access to
the small business deduction: what would otherwise
be income from property received from the third
corporation is converted to active business income of
the associated corporations.

Association between corporations is relevant for a
number of reasons under the Act, including the following:

1) Eligibility for certain refundable and enhanced
investment tax credits is determined according
to the taxable incomes of all associated corpora-
tions (sections 127 and 127.1).

2) The annual part V1.1 dividend allowance must be
shared by all associated corporations (subsec-
tion 191.1(3)).

3) Income that would otherwise be income from a
personal services business (and therefore not
income from an active business) is deemed to
be income from an active business if it is received
from an associated corporation on account of
services provided to that corporation (subsec-
tion 125(7)).

4) Associated CCPCs are required to share the $50
million capital deduction for large corporations
tax for CCPCs (subsection 181.5(7)).

5) Corporations that are associated at any time
during a taxation year are required to share a
single $300,000 business limit (subsections
125(2) and (3)).

6) Canadian property income received from an asso-
ciated corporation is deemed to be active business
income if it is deducted in computing the active
business income of the payer corporation (sub-
section 129(6)).

The examples above illustrate that the association
rules should be borne in mind in many diverse situa-
tions and, in some instances, should be considered at
all times during a taxation year, not merely at the
corporate year-end. The balance of this article, how-
ever, will focus on points 5 and 6 above.

Subsection 256(1) describes five situations in which
two or more corporations will be regarded as associated
with each other. In addition, two corporations will be
deemed to be associated with one another pursuant to
subsection 256(2) where the two corporations

1) would not be associated with one another but
for subsection 256(2), and

2) are associated or deemed by subsection 256(2)
to be associated with the same third corporation
that is a CCPC.

In other words, two corporations that would other-
wise not be associated with each other in a year will
be deemed to be associated if they are both associated
with a third corporation at the same time during the
year, provided that the third corporation is a CCPC.
This deemed association may be avoided strictly for
the purposes of section 125 where the third corpora-
tion elects not to be associated with either of the two
other corporations in the year (form T2, schedule 28).
If this is done, however, the third corporation’s busi-
ness limit for the year will be nil.

Consider the example shown in the accompanying
figure.

Sibling A Sibling B
100% l l 100%
Holdco A Holdco B
50% 50%
Opco

Holdco A and Holdco B are both associated with
Opco because of the lookthrough rules in section 256.
They would not, however, be associated with one an-
other if it were not for subsection 256(2), since there
is no cross-shareholding between the corporations or
their respective shareholders. Without more, Holdco A,
Holdco B, and Opco will therefore be required to share
a single business limit in accordance with subsections
125(2) and (3) if any small business deduction is to be
taken advantage of.
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However, if Opco elects not to be associated with
either Holdco A or Holdco Bin a taxation year, Holdco A
and Holdco B will avoid being associated with one
another through Opco for the purposes of section 125.
If this election is made, Holdco A and Holdco B will each
be entitled to its own business limit for the year; how-
ever, Opco’s business limit will be deemed to be nil. On
this basis, it is possible to multiply the associated
group’s access to the small business deduction through
the interaction of subsection 256(2) and section 125.

It may be difficult to fully utilize two business limits:
Opco’s business limit will be ground to nil under
subsection 256(2) when it elects not to be associated
with the holdcos. Subsection 129(6) can assist in this
regard by deeming any income from property that is
paid by Opco to the holdcos to be active business
income of the holdcos to the extent that such income
is deducted by Opco in computing its active business
income for the year. (The CRA accepts that an election
under subsection 256(2) disassociates corporations
only for the purposes of section 125 and not for the
purposes of subsection 129(6): TI (external) 2003-
0030905, October 15, 2003 (French) and TI (external)
2003-0037075, October 30, 2003 (French).) Thus, if
each of the holdcos owns a portion of the real property
used in Opco’s active business and leases that portion
of the real property to Opco, the lease payments will
be deemed to be active business income of the holdcos
pursuant to subsection 129(6), provided that Opco
deducts these lease payments in computing its active
business income. Similarly, if significant shareholders’
loans can be created between Opco and the holdcos,
any interest paid by Opco to the holdcos may be treated
as active business income of the holdcos to the extent
that the payment of such interest was deductible to Opco
in computing its active business income. Of course, the
interest deductibility rules should be carefully consid-
ered before one implements any structure that relies
on interest payments being deductible to the payer.

Tim Kirby
Felesky Flynn LLP, Edmonton

PRIVILEGE: LEGAL ADVICE
DISCLOSED TO ACCOUNTANTS

A recent case from the realm of securities regulation
addressed the question of whether a taxpayer that
discloses otherwise privileged information to its ac-
countant loses the benefit of the legal privilege in a
subsequent proceeding. In Philip Services (2005 CanLIl
30328 (Ont. SCJ)), the Ontario Superior Court of Justice

ruled that privileged documents provided to one’s
accountants for the purposes of audit activities main-
tained the privilege and could not be subpoenaed
afterwards by government authorities. The corollary
of the ruling is that information and advice obtained
from an accountant that does not relate to the account-
ant’s audit activity is unprivileged and therefore subject
to disclosure, unless a lawyer is involved in the process
and the accountant’s work is structured as agency work.
The case involved an action by the Ontario Securi-
ties Commission against Philip and its senior officers
for failure to make adequate disclosure at the time of
a public offering of securities. Key to the 0SC’s case was
alegal opinion and related legal memoranda prepared
by Philip’s lawyers, which had been provided to an
accounting firm to assist it in preparing an audit report
on the company’s financial statements. The 0SC alleged
that Philip had waived the legal privilege otherwise
attached to the documents by disclosing them to a third
party, the accounting firm. The 0SC’s position was that
although the documents may have initially been privi-
leged, Philip had effectively and completely waived
the privilege by providing them to the accounting firm.
Shortly after the public offering of its securities,
Philip made a series of announcements that substan-
tially altered the financial picture presented at the time
of the public offering. The price of Philip’s shares
dropped dramatically, Philip was delisted and sought
bankruptcy protection, and the 0SC commenced an
investigation. In response to a summons from the 0SC
to produce documents, Philip and its accounting firm
disclosed a number of documents, including the legal
opinion and several letters and legal memoranda.
The main issue in the Ontario court was whether the
disclosure of the legal opinion and the other law-firm-
related documents to Philip’s auditor resulted in the
loss or waiver of privilege by Philip. The court began
its analysis by noting that, generally, information and
advice passing between a client and its accountant is
not privileged. However, the court also noted that the
documents may be privileged if the accountant re-
ceives the information or advice in its capacity as agent
of the client in obtaining legal advice for the client
(Susan Hosiery Ltd. ([1969] CTC 353 (Ex. Ct.)).
With that background in mind, the court then ac-
cepted the 0SC’s finding that the legal opinion was
given to the accounting firm in its capacity as auditor
and not for the purpose of seeking, receiving, or
implementing legal advice regarding Philip’s affairs.
However, the court disagreed with the OSC’s argument
that the provision of the documents to the auditors
constituted a complete waiver of the privilege. Citing
recent decisions of the Supreme Court of Canada on
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similar issues, the court concluded that it was clear that
“restrictions on solicitor-client privilege to attain other
important societal objectives are to be closely scrutin-
ized and restricted to what is absolutely necessary for
the competing objective so as to achieve the minimal
necessary impairment of solicitor-client privilege” (para-
graph 51).

This observation ultimately led the court to conclude
that the information (including the legal opinion)
provided to the accounting firm maintained its privi-
lege, so long as the information was provided for audit
purposes only. This finding is an important safeguard
for taxpayers dealing with their auditors. It confirms
that when auditors request full disclosure of tax posi-
tions, the underlying documentation can retain its
solicitor-client privilege. There are, however, at least
two very important caveats.

First, the documents must be “privileged” in the first
place. This suggests that if legal advice is to be kept
truly confidential from the taxing authorities, it must
be obtained from lawyers and not from accountants.
Only legal advice—which may include advice obtained
from an accountant acting as the lawyer’s agent—is
subject to solicitor-client privilege.

Second, privileged legal information provided to
accountants for purposes other than their audit func-
tion will not retain that privilege. This suggests that
there may be doubt about the privilege if the legal
advice is disclosed to the accountants for the purpose
of, for example, helping them to formulate a tax
strategy unrelated to an audit engagement.

The federal courts in Canada have not seen fit to
extend privilege to tax advice provided by accountants,
even though the advice is often given in circumstances
very similar to those in which a lawyer provides advice
on the same tax issue. Philip Services is a reminder
that until the courts take a different view, taxpayers
(and their advisers) should carefully consider how tax
advice is to be sought in any sensitive matter.

Robert G. Kreklewetz and Simon Thang
Millar Kreklewetz LLP, Toronto

MULTIPLE TRUSTS, SUBSECTION
104(2), AND THE CRA

Subsection 104(2) of the Income Tax Act deems a trust
to be an individual in respect of the trust property.
Where there is more than one trust and (1) substan-
tially all of the property of the various trusts has been
received from one person and (2) the various trusts
are conditioned so that the income thereof accrues or

will ultimately accrue to the same beneficiary or group
or class of beneficiaries, the CRA may deem the mul-
tiple trusts to be a single individual under the Act.

In a technical interpretation dated December 13,
2005 (document no. 2004-0090941E5), the CRA again
comments on the application of this discretionary
deeming rule to a particular fact situation (see also
document no. 9306245, dated May 20, 1993; docu-
ment no. 9304865, dated May 20, 1993; and document
no. 9714835, dated June 30, 1997 for the CRA’s earlier
comments).

In the scenario described in the TI, a taxpayer
creates three separate trusts by will for the benefit of
each of the taxpayer’s three adult children. Each trust
receives $1 million of the taxpayer’s funds on the
taxpayer’s death. Separate bank and brokerage ac-
counts and bookkeeping are used for the trusts.

The CRA sets out its general approach to the appli-
cation of the deeming rule and makes a number of
additional comments, including the following. The CRA
restates its position (as set out in CRA document no.
9M19190, October 8, 1999) that because the term
“class of beneficiaries” is not defined in the Act, the CRA
will use its common meaning and will take into account
definitions in the applicable legislation governing trusts.
Further, in the CRA’s view, “members of the same
family” could be one class of beneficiaries. The CRA
also states that for the deeming rule to be applied, it
is not necessary that each trust have the same benefi-
ciaries; it is sufficient that the beneficiaries of each
trust be of the same group or class of beneficiaries.

Notwithstanding the foregoing, the CRA states that
subsection 104(2) will not be applied when a testator
or a settlor creates a separate trust for each of his or
her children. These comments are consistent with the
CRA’s views as set out in document no. 9304865, where
the CRA stated that subsection 104(2) is not applicable
in the following circumstances:

1) a parent settles two trusts;

2) each of the trusts has one of the settlor’s children
as the beneficiary;

3) each trust holds different property; and

4) neither trust is revocable, and after the settle-
ment of the trusts the settlor has no powers over
any aspect of the trusts or the property held by
the trusts.

The CRA’s favourable comment in the latest TI re-
garding the application of the deeming rule in subsec-
tion 104(2) to separate trusts established for each
child of a testator may seem surprising, given some of
the CRA’s other comments. Perhaps the favourable
comments arise from the decision in Mitchell v. MNR
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(56 DTC 521 (TAB)). In that case, the taxpayer created
a separate trust for each of his four children. The
elements of each trust (including the trustee) were
identical, except for the names of the beneficiaries.
Each trust agreement provided that the taxpayer would
pay $150 to the trustee, who would then incorporate
a company and invest the funds in shares of the
company. The Tax Appeal Board concluded that the
facts of the case did not bring it within subsection
63(2) of the Income Tax Act, RSC 1952 (the predeces-
sor of subsection 104(2)), even though it could be held
that substantially all of the property of the four trusts
had been received from the same person. The board
held that these trusts were not conditioned so that the
income thereof accrued, or would ultimately accrue, to
the same beneficiary or group or class of beneficiaries,
since each trust provided for a different beneficiary.
The Miichell case supports the proposition that
subsection 104(2) does not apply to separate trusts
created by an individual inter vivos or by will for each
of his or her children. What remains unclear is in what
circumstances the deeming rule can be applied to
multiple trusts created by a taxpayer for groups or
classes of beneficiaries. For example, is a group or class
consisting of the taxpayer’s child and that child’s chil-
dren the same group or class that consists of another
of the taxpayer’s children and that child’s children?

Philip Friedlan
Friedlan Law
Toronto and Markham, Ontario

MEALS AND ENTERTAINMENT
EXPENSES STILL ONLY

50 PERCENT DEDUCTIBLE

The Federal Court of Appeal’s recent decision in Stapley
(2006 FCA 36, reversing the informal procedure TCC
decision, 2005 DTC 1095) reaffirms that meals and
entertainment expenses are in most cases only 50 per-
centdeductible. The FCA’s decision in itself is not surpris-
ing; the novelty of the case is found in the argument
of the taxpayer, which was supported by the lower
court.

The taxpayer was a self-employed real estate agent
who gave his clients gift certificates for food and
beverages and tickets to sporting events and concerts.
When computing his income for the 2000, 2001, and
2002 taxation years, he deducted 100 percent of the
cost of the food vouchers and tickets. The CRA dis-
allowed 50 percent of the deductions on the basis of
subsection 67.1(1) of the Act. The TCC found that the

taxpayer’s deductions were not caught by this provi-
sion because the taxpayer himself never consumed the
meals or attended the entertainment events. He merely
provided vouchers to his clients in the hope of generat-
ing more business, and he had no control over whether
the vouchers would ever be used. The Tax Court of
Canada found that the expenses in question were
deductible as general business expenses pursuant to
section 9 of the Act and were not caught by section 67.1.

The FCA examined subsection 67.1(1) and stated
that there is nothing in the legislation that specifies
that the particular taxpayer must consume or enjoy the
goods in issue for the provision to apply. The court
then went on to say that section 67.1 is a complete
code covering the deductibility of expenses because it
contains 11 specific exceptions to the general 50 per-
cent limitation on the deductibility of meals and enter-
tainment expenses.

If the taxpayer’s argument regarding personal con-
sumption or enjoyment of the meals or entertainment
was correct, then 2 of the 11 exceptions would be
irrelevant. Of particular note, the exception in para-
graph 67.1(2)(a) (which permits a restaurant to fully
deduct the cost of the meals it serves its customers as
a cost of goods sold) would not be needed, evidently
because the restaurant owners would never have per-
sonally consumed the meals they sold to customers.

The FCA concluded that notwithstanding that meals
and entertainment vouchers are business expenses de-
ductible under section 9 of the Act, they are still caught
by the more specific provision of section 67.1. This
conclusion follows the general principle of statutory
interpretation, expressio unius exclusio alterius est.

In obiter, the FCA was sympathetic to the taxpayer’s
assertion that tax legislation should not influence a
taxpayer in choosing how to spend its marketing budget.
Stapley would have received a 100 percent business
deduction if he had purchased flowers for his clients
or if he had provided a rebate of a portion of his real
estate commissions by spending an amount equal to
the amount of the promotional gift. Section 67.1 pro-
vides an obvious disincentive for a taxpayer to pur-
chase gifts of food and entertainment for the purpose
of building and maintaining his client relationships.
The court alluded to the possibility of Parliament
legislating a 12th exception to the limitation in subsec-
tion 67.1, which would enable the taxpayer to file
evidence to rebut the presumption of personal enjoy-
ment. The practical difficulty of administering such a
tax provision is probably the reason that this excep-
tion has never been introduced into the legislation.

In the result, taxpayers who want to promote their
businesses by giving gifts to clients will have to choose
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methods other than that adopted by Stapley if they
hope to deduct 100 percent of the gifts. The result in
Stapley is arguably the correct one on a strictly textual
approach to section 67.1. One wonders, though, whether
it adequately reflects the purposive approach most
recently emphasized by the Supreme Court in the
Canada Trustco decision (2005 SCC 54).

Manu Kakkar
Kakkar and Associates Limited
London, Ontario

SHOP FLOOR SR & ED:
ARE YOU MISSING OuT?

In an effort to support the advancement of science and
technology in Canada, the federal government provides
tax incentives under the scientific research & experi-
mental development (SR & ED) tax credit program to
taxpayers that carry on eligible activities in Canada.
The benefits available under the SR & ED program can
offer a tremendous strategic advantage for Canadian
corporations.

The program provides two types of benefits to claim-
ants: full deductibility of current and capital SR & ED
expenditures and the ability to receive investment tax
credits (ITCs) on qualifying expenditures. Federal ITC
rates and their refundability vary across taxpayers. For
corporations, ITCs can range from 20 to 35 percent of
qualified SR & ED expenditures, and their refundability
can range from 0 to 100 percent. For example, a quali-
fying CCPC could be entitled to a $700,000 refund on
its first $2 million of SR & ED expenditures incurred in
a year. In addition, most provinces and territories
provide R & D tax incentives to Canadian corporations
with a permanent establishment in the province, and
in many instances those incentives are refundable. For
example, New Brunswick, Nova Scotia, and Newfound-
land offer a 15 percent fully refundable R & D ITC;
Quebec provides a refundable ITC of 17.5 to 37.5 per-
cent on wages and on 50 percent of amounts paid to
an unrelated subcontractor for R & D performed by its
employees in Quebec.

SR & ED is often thought of as work done in the lab
by scientists, but in fact the majority of SR & ED tax
credit claims involve experimental development in the
shop floor environment. Shop floor SR & ED projects
are common in manufacturing companies, but many
companies do not capitalize on the potential benefits of
these claims. The CRA’s Cross-Sector Shop Floor Guid-
ance Document explains what constitutes shop floor
SR & ED. Shop floor SR & ED involves creating new or

improving existing materials, devices, products, or
processes in a commercial setting or production envi-
ronment. Attempting to improve processes or output
with existing equipment or through modifications of
existing equipment is often a good indicator of shop
floor SR & ED. When a technological issue arises, whether
expectedly or unexpectedly, the efforts required to re-
solve the issues may constitute SR & ED, and the related
expenditures may qualify as SR & ED expenditures.

To claim benefits under the SR & ED program, the
claimant must file form T661, “Claim for Scientific
Research and Experimental Development Expenditures
Carried On in Canada,” and form T2 SCH 31, “Invest-
ment Tax Credit—Corporations (Form T2038IND for
Individuals).” Form T661 and its related schedules must
be filed no later than 12 months after the filing due date
of the taxpayer’s tax return. For example, a corporation
must file its SR & ED claim no later than 18 months after
year-end. In completing form T661, a claimant must file
technical project descriptions for the top 20 SR & ED
projects undertaken during the taxation year and a
summary of expenditures for all projects claimed. Eligible
expenditures can include labour, materials, subcontrac-
tors, capital assets, and overheads; these expenditures
must be provided on a project-by-project basis.

One of the challenges in claiming shop floor SR & ED is
finding sufficient evidence to support the labour expendi-
tures claimed for a particular project. In July 2004, the
CRA released its Allocation of Labour Expenditures for
SR & ED Guidance Document. This document is of
particular interest to those small and medium-sized
businesses that carry on shop floor SR & ED but do not
have a formal SR & ED tracking system. In this docu-
ment, the CRA provides guidance to claimants in using
labour allocation methodologies in the compilation of
their SR & ED expenditures. The CRA recognizes that the
R & D environment influences the way information is
gathered and summarized and that different allocation
methods can be used in different R & D environments.
The CRA also recognizes the various types of support-
ing documentation that can be used by claimants to
support an allocation of labour expenditures, which
may or may not include timesheets. Timesheets can be
a good source of supporting information, but it is recog-
nized that they are not the only source of information
to support the allocation method used by a claimant.

Eligibility rules as they apply to shop floor SR & ED
can be complex. However, the rules may be worth
investigating, because there can be significant finan-
cial benefits in claiming shop floor SR & ED—benefits
that may provide a competitive edge to the company.

Krista Robinson
Ernst & Young LLP, Montreal
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MORE ON GAAR:
THE OVERS DECISION

In my article on the Evans decision (2005 TCC 684)
(see “The Evans Case: GAAR in a Post-Canada-Trustco
World,” Tax for the Owner-Manager, January 20006),
I suggested that the forthcoming GAAR decisions of the
Tax Court of Canada would bear watching to see how
the TCC would apply the tests set out by the Supreme
Court in Canada Trustco (2005 SCC 54) and Mathew
(2005 SCC 55). Fvans was the first such case; Overs
(2006 TCC 26) is another.

The planning in Overs, like that in Fvans, involved
aclosely held private corporation. The taxpayer owned
all the shares initially, but sold some of them to his wife
as part of an arrangement to refinance a substantial
debt that he owed to the company. The debt of some
$2.26 million would, but for the refinancing, have been
included in his income under subsection 15(2) as a
loan to ashareholder unpaid at the end of the year. Just
before the year-end, the taxpayer sold shares in the
company worth about $2.3 million to his wife, who had
borrowed the purchase price from a chartered bank;
the taxpayer then used the proceeds to repay his loan
to the company. The company guaranteed the bank
loan to the wife and placed $2.3 million on deposit
with the bank in support of the guarantee. The wife paid
interest on the bank loan at commercial rates and a
modest fee to the company for its services in providing
the guarantee.

Under section 73, the sale to the wife was deemed
to take place at the husband’s cost of the shares, unless
the parties elected out of the section. They chose not
to do so. Under section 74.1 of the Income Tax Act, any
income or loss on the shares purchased by the wife was
attributable to the husband. No dividends were paid
on the shares in the two years under appeal. The wife
paid interest on the bank loan and the guarantee fee
in those years, and she reported a loss for tax pur-
poses. This loss was attributed to the husband under
section 74.1, and he claimed it in computing his in-
come. The minister argued that the deduction of the
loss was abusive in these circumstances and assessed,
relying on GAAR.

The Tax Court allowed the appeal, primarily on the
basis that none of the steps involved in the series of
transactions was an avoidance transaction. The court
said that each of the sections of the Act relied on in the
planning was used for the very purpose for which it
was included in the Act. The court seemed to say that
there cannot be an avoidance transaction unless there
is a misuse or abuse of a section, whatever the result
might be of the series taken as a whole.

In my view, this is an inappropriately narrow read-
ing of the definition of “avoidance transaction.” In
particular, paragraph 245(3)(b) refers to a transaction
that is “part of a series of transactions, which series,
but for this section, would result, directly or indirectly,
in a tax benefit” (emphasis added). This suggests that in
determining whether or not there is an avoidance
transaction one looks to the result of the series, notjust
to the operation of the particular section(s) involved.
With the result of the series in mind, one then asks
whether the transaction may reasonably be considered
to have been undertaken or arranged primarily for
bona fide purposes other than to obtain the tax benefit.

In Overs, there are at least three results of the series:

1) The wife became the owner of common shares
in the company.

2) The husband repaid his shareholder loan, thereby
avoiding an income inclusion.

3) The husband became entitled, in effect, to de-
duct the interest on the bank loan and the
amount of the guarantee fee.

Either result 2 or result 3 would produce a tax
benefit; thus, the series is an avoidance transaction if
achieving the tax benefit was its primary purpose. The
court did not discuss the question of primary purpose
at all; instead, it focused on what it believed was the
“proper” use of each section involved. As a consequence,
its finding that there was no avoidance transaction is
analytically weak.

On the facts, I believe that it would have been open
to the court to find that the primary purpose of the
transaction was the wife’s acquisition of shares worth
$2.3 million. There is no suggestion in the reasons that
the purchase was a sham, or that she acquired the
shares beneficially for her husband. Neither is there a
suggestion that the arrangement with the bank was
anything other than a bona fide loan. All this being so,
the arrangement involved a substantial commercial
transaction that had ancillary tax benefits for the
husband.

One suspects that the minister’s complaint was that
the strict application of sections 73 and 74.1 resulted
in the husband avoiding a subsection 15(2) income
inclusion and winding up with a deductible interest
expense on what previously had been his personal
loan from the company for non-income-earning pur-
poses. However, if one changes the facts somewhat—
such that instead of buying shares from the husband,
the wife borrowed money from him to purchase shares
of a publicly traded company—section 74.1 would
apply in the same way to attribute the loss to the
husband. The real complaint was probably the fact that
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the arrangement allowed the husband to dodge the
subsection 15(2) inclusion. But to make a GAAR case
out of this set of facts, the minister had to show that
there was something abusive in the wife’s purchasing
shares from the husband rather than on the open
market. This he failed to do.

In the end, the resultin the case seems correct to me,
although the reasoning leaves something to be de-
sired. I understand that another case on somewhat
similar facts has been argued in the Tax Court since
Overs; we will wait and see how another court reacts
to this sort of husband-wife planning.

Thomas E. McDonnell
Thorsteinssons LLP, Toronto

STILL MORE ON GAAR:
THE DESMARAIS DECISION

Following on the Tax Court’s refusal to apply GAAR in
FEvans and Overs, and its comments that it would not
have done so in two other cases, Univar (2005 TCC 723)
and XCO Investments (2005 TCC 655), the decision in
Desmarais (2006 CCI 44 (Fr.); 2006 TCC 44) comes as
quite a shock to tax professionals. Not only did the
court apply GAAR to deny a tax benefit, but it did so in
terms that hearken back to the “overarching policy of
the Act” approach rejected by the Supreme Court in
Canada Trustco. If nothing else, the case demonstrates
that the common law is alive and well in the tax field.

The planning involved here will strike many advis-
ers as not very aggressive. In a greatly simplified form,
it may be summarized as follows.

The taxpayer owned a minority interest in C Ltd, a
private company. The other shares were held by a group
of six unrelated individuals. C Ltd was a qualified small
business corporation; a sale of its shares by the taxpayer
qualified for the capital gains exemption. The company
had substantial assets, but it was not in a position to
pay dividends because of debt undertaken in the course
of its business activities.

The taxpayer and his brother each owned 50 percent
of the shares of a second company, G Ltd, which had
substantial surpluses. The two brothers were at odds
over their personal investment objectives and agreed
to divide their ownership in G Ltd. In the taxpayer’s case,
this involved forming a holding company to which he
transferred his shares of G Ltd. The brother did the
same with a holdco of his own. G Ltd paid dividends to
the two holdcos, which they received free of tax. The
taxpayer sold a portion of his shares in C Ltd to his
holdco for preferred shares having a redemption value

and paid-up capital equal to the full value of the C Ltd
shares. He recognized a capital gain on this transfer,
but it was fully sheltered by his capital gains exemp-
tion. The number of shares was chosen so that after the
transfer to the holdco, that company owned just less
than 10 percent of the shares of C Ltd. One consequence
of this was that the holdco and C Ltd were not “con-
nected corporations” for the purposes of section 84.1.
Consequently, there was no grind in the paid-up capital
of the holdco preferred shares the taxpayer received on
the transfer. The holdco used some of the cash dividends
received on its shares in G Ltd to redeem the shares
issued to the taxpayer in exchange for his C Ltd shares.
Because the shares redeemed had full paid-up capital
and cost base, no dividend or capital gain was recog-
nized on the redemption.

The minister applied GAAR and deemed the redemp-
tion proceeds to be taxable dividends. He did so on the
basis that the taxpayer had abused the Act by gaining
access to the surplus of G Ltd on a tax-free basis. In the
minister’s view, the scheme of the Act required that any
distribution of the surplus of a company (here, G Ltd) be
taxed in the hands of its shareholders (paragraph 28
of the decision).

The Tax Court (per Archambault J) agreed and
dismissed the appeal. He said that the scheme of the
Act relevant to these transactions was contained in
section 84.1. Parliament, he said, intended to prevent
stripping of the surpluses of an operating company
when the mechanism used was similar to that under
review in this case (paragraph 32 of the decision). He
noted that the taxpayer had carefully structured the
transfer of his C Ltd shares to stay below the 10 percent
ownership threshold, which otherwise triggers section
84.1. He inferred that Parliament was content to allow
such transfers only where the risk of a surplus strip
was low, because the taxpayer, as a less than 10 percent
shareholder, would be unlikely to influence decisions
regarding the payment of dividends to the holdco. (This
inference is breathtakingly broad, and one wonders on
what basis the court arrived at it.) Here, on the other
hand, the taxpayer and his brother controlled G Ltd,
the company whose funds were distributed to fund the
redemption of the holdco shares issued on the transfer
of the C Ltd shares. In the result, the taxpayer achieved
a strip of G Ltd earnings through the mechanism of the
transfer of the C Ltd shares for full paid-up capital and
cost base shares of the holdco.

The decision stands in stark contrast to two earlier
judgments of the Tax Court. In XCO Investments, Bow-
man CJ made the point that where an anti-avoidance
rule otherwise applies to a situation, it is not open to
the minister to apply GAAR just because he believes
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that the remedy afforded by the specific rule is insuf-
ficient (2005 TCC 655, at paragraph 40). This supports
the proposition that where a taxpayer takes full cogni-
zance of the anti-avoidance rule and structures a trans-
action so as to meet its specific requirements, it follows
that any resulting tax benefit is not abusive. In Fvans,
the chief justice considered a planning transaction in
which the taxpayer sold shares to a partnership, not a
corporation, so as to avoid falling within section 84.1.
He saw nothing improper or abusive in the taxpayer
doing so and refused to apply GAAR. Archambault ] was
clearly aware of the Fvans decision (he refers to it in
passing in footnote 22 to the text at paragraph 16 of
his reasons), but he did not discuss in any way why he
disagreed with the approach taken in that case.

The course of the common law can, depending on
one’s vantage point, appear inscrutable. This is particu-
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larly the case with respect to emerging trends in the
jurisprudence. Often, it is only with the benefit of
several years’ hindsight that one can identify the real
significance of a particular judgment. At this point in
the evolution of the common law of GAAR, it is next to
impossible to say whether the decision in Fvans or that
in Desmarais will turn out to reflect the correct analy-
sis of the applicable law. In the meantime, professional
advisers will need to re-evaluate the sorts of private
company planning that will escape GAAR pending a
clarifying judgment (or two) from the Court of Appeal.

Thomas E. McDonnell
Thorsteinssons LLP, Toronto
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