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CORPORATE BUSINESSINCOME REVISITED -WHERE ARE WE?
PART ONE

lan Gamble!
INCOME FROM BUSINESS OR PROPERTY
A. ABSTRACT (INTRODUCTION)

The distinction between income from business and income from property is of course older than our
income tax law. The Canadian tax system rests firmly though not exclusively on the English schedular
system, which requires that a receipt fall within one of the enumerated schedules before it may be taxed.?
Y et to this day cases are being litigated which center on — or in some way struggle with — this basic
concept of business versus property, and the implications which flow from it. The (relatively) recent
cases discussed in the paper illustrate this. Some reflect the continuing difficulty, and outright confusion,
that can still arise. Othersraise puzzling questions.

To regain some footing, the paper revisits landmark decisions to demonstrate where the line should be
drawn between income from business and income from property — as a matter of general principle. Of
course, no practical significance arisesin many cases simply because the same rules apply “in computing
the income of ataxpayer from a business or property”. The paper considers some examples where this
distinction can matter, as follows:

e Can aparent corporation hold shares on capital account in abusiness? The short answer is: yes.

e |f s0, can such a parent corporation have business losses (not property losses) on an acquisition of
control? The short answer is: yes.

e Can aparent corporation that is aforeign affiliate hold shares on capital account as part of an
investment business? If so, how might the recharacterization rule in s. 95(2)(a)(ii)(B) work in
this circumstance? The short answers are: yes and surprisingly well, in some cases.

o If aparent corporation holds shares on capital account in a business, and receives a so-called
“break fee” in an unsuccessful acquisition of atarget, must the break fee be regarded as business
income? The short answer is: good question; but the better view is: only in extraordinary cases
(if at al).

! Partner, Thorsteinssons, LLP, Tax Lawyers, Former Adjunct Professor of Corporation Taxation, University of British Columbia
Law School.
2Krishna (2006), The Fundamentals of Canadian Income Tax, Chapter 4, Section 111.2.
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B. BRIEF OBSERVATIONSON RECENT CASES
Weaver® & Ollenberger®

The central issue in these two cases was whether the particular corporation was a* small business
corporation” as defined in s. 248(1).°> Of interest in the present context is Justice Sharlow’s description in
Weaver of the legislative history and case law dealing with the concept of an active business. At
paragraph 19, she said that these cases adopted a meaning of an active business that “...was so broad that
there was very little a corporation might do that would not comprise the carrying on of an active business’
(emphasis added). In Ollenberger, Justice Noel (reversing the trial judge) cited Weaver and further said
(at paragraph 28) that any business requires only “aminimum degree of activity” with the result that most
corporations “if not all” have a business (emphasis added). Thisimportant principleisrevisited at some
length below.

Morguard®

In this case, the corporate taxpayer was held to be “essentially in the business of doing acquisitions and
take-overs’ (emphasis added), such that a so-called “break fee” received in an unsuccessful bid was
business income under s. 9. Thiswas so, notwithstanding that: 1) the break fee was the first such fee it
ever received, and 2) al the shares owned by the corporation had been acquired on capital account.

Morguard sought leave to appeal to the Supreme Court of Canada, saying: “If it were possible for
Canadian taxpayers to be in the business of acquiring capital assets, as opposed to simply acquiring
capital assets as part of a business, then basic Canadian textbooks on income tax law would need to be re-
written” (paragraph 4, Appellant’s Memorandum of Argument, emphasis added). Many practitioners had
asimilar reaction. Unfortunately, leave to appeal was denied. The caseis unsettling and raises some
puzzling questions in this context. These are discussed below under the heading: “BREAK FEES &
ACQUIRING SHARES (ON CAPITAL ACCOUNT): A BUSINESSIN ITSELF?

Lyncorp’

In this case, a corporation (Lyncorp) owned by a successful entrepreneur (Mullen) acquired non-
controlling share positions in and made non-interest bearing loans to four corporations. Lyncorp also
provided strategic oversight and related management services to these corporations on weekends, through
Mullen, and did not charge for these services. Lyncorp incurred certain costs flying Mullen to the various
business locations, and deducted these costs under s. 9. Lyncorp aso held alarge and successful

% Weaver v. The Queen, 2008 FCA 238.

“ Ollenberger v. The Queen, 2013 FCA 74.

5 In Weaver, supra., the question was relevant to a claim for the enhanced capital gain deduction for qualified small business
corporation shares; in Ollenberger, supra., the question was relevant to a claim for an allowable business investment l0oss.

® Morguard Corp. v. The Queen, 2012 FCA 306; aff’g 2012 TCC 55.

" Lyncorp International Ltd. v. The Queen, 2010 TCC 532.
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corporate group engaged in a trucking and transport business (Mullen Group), to which Mullen devoted
his time during the week. Lyncorp earned significant dividends from the Mullen Group, but had not (yet)
received any dividends from the other four corporations. Despite the excellence of counsel’ s presentation
of the case, Justice Miller (at the Tax Court) found that the flight costs were not incurred for the purpose
of earning income from a business or property, saying at paragraph 57:

The Appellant also cannot point to the possibility of dividend income as being income produced
from this consulting business. Dividend income is derived from the source of income

being property, and although neither party mentioned it, if the dividend income is the income to
be gained from the Appellant's efforts, it would necessarily be a specified investment business,
with the result the income is still to be considered income from property, not income from
business.

... The expenses were incurred to make the business ventures profitable. Y es, that might yield at
some future point dividend income, but the direct cause and effect link is between the expenses
and the business income of the business ventures, not the relationship with any property source of
income.

(Emphasis added.)

With respect, this passageis confusing. A “specified investment business’ as defined in s. 125(7) has no
placeins. 9 (or s. 18(1)(a)). Furthermore, the passage above cannot be supported as a general proposition
of law in light of Firestone (discussed below). Holding loans and share investments in a corporate group,
together with providing strategic oversight and related management activities connected with these
investments, can easily comprise abusiness. In this event, thereisonly one source of income: income
frombusiness. All confusion thereafter dissipates. This point is explored in some depth below.

At the Federal Court of Appeal, Justice Evans cited Byram? said (at paragraphs 15 and 16) that the
connection between an expense and anticipated dividend income cannot be too tenuous or remote, and
that much will depend on the facts. In this particular case, Justice Evans concluded that the evidence of
the precise services rendered by Mullen —which only began on late Friday afternoons — was sketchy at
best (paragraph 16). The case should be distinguishable on this factual basis.

Inter-Leasing’

Thislast caseisintriguing if only because the trial judge arrived at a completely different conclusion than
did the Ontario Court of Appeal — on precisely the same (undisputed) facts. |f anything, the case

8 Byramv. The Queen, [1999] 2 C.T.C. 149 (FCA). Citing Byram is somewhat odd in this context. The case may have been seen
as relevant because the argument was focused on earning income from property.
% Inter-Leasi ng, Inc. v. Ontario, 2014 ONCA 575; rev’g 2013 ONSC 2927.



DRAFT PAPER
January 16, 2015
lan Gamble

illustrates that even judges grapple with what is meant — exactly — by income from business versus
income from property on a particular set of facts.

Precision Drilling Corporation (Precision) and its subsidiaries (Precision Group) refinanced internal group
debt to take advantage of Ontario’s corporate tax regime before 2005. At that time, the regime depended
not on residence, but place of incorporation. Corporations incorporated outside Canada were subject to
tax in Ontario if they had a permanent establishment (PE) in Ontario and then only to the extent they had
income from businesses carried on in Canada (allocable to Ontario).

To take advantage of this regime, the Precision group refinanced 4 internal debt obligations such these
became indirectly owned by a British Virgin Islands subsidiary in the group that had a PE in Ontario
(Inter-Leasing). Theresult was that interest payable by Precision and two Canadian subsidiariesin the
group was. 1) deductible by these companies in computing their federal and provincial (Alberta) income,
and 2) included in computing Inter-Leasing’ s federal income. Inter-Leasing argued the interest income
was not income from a business, but rather was mere income from property. Assuch, Inter-Leasing
argued its interest income was not subject to tax in Ontario.

The Ontario Supreme Court disagreed, saying at paragraph 26 that “even holding companies can be said
to carry on abusiness’. Justice Aston further said (at paragraph 34) that Inter-Leasing was “in the
business of” reducing the Precision Group’s after-tax cost of capital. The Ontario Court of Appea
reversed thisfinding, saying that Inter-Leasing’s “level of activity” did not suggest that the interest
income was from business. Rather, it was income from property and therefore not subject to tax in
Ontario. On October 3, 2014, the Ontario government applied for leave to appeal to the Supreme Court
of Canada (on this and other issues). The outcomeis not yet known.

C. BASIC PRINCIPLESREVISITED
Sections3 & 9

These provisions are the natural starting point. Section 3 involves computing the total of ataxpayer’s
income from each source. Income from property and income from business are both identified in the
potential list of sources. Recall what Justice lacobucci and Justice Bastarache (for the Court) said in
Sewart at paragraphs 50 and 51:

Itisclear that in order to apply s. 9, the taxpayer must first determine whether he or she has a
source of either business or property income. As has been pointed out, acommercia activity
which falls short of being a business may nevertheless be a source of property income. Aswell,
itis clear that some taxpayer endeavors are neither businesses nor sources of property income, but
are mere personal activities. ... Thefirst stage of the test assesses the general question of whether

1% gtewart v. The Queen, 2002 SCC 46.
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or not a source of income exists; the second stage categorizes the source as either business or
property.

Equating “source of income” with an activity undertaken “in pursuit of profit” accords with the
traditional common law definition of “business,” i.e., “anything which occupies the time and
attention and labor of aman for the purpose of profit”... [citations omitted]. Aswell, business
income is generally distinguished from property income on the basis that a business requires an
additional level of taxpayer activity... [citation omitted]. As such, it islogical to conclude that an
activity undertaken in pursuit of profit, regardless of the level of taxpayer activity, will be either a
business or property source of income.

(Emphasis added.)

The notion of asourceis, at its core, an activity in pursuit of profit. Where the activity contains no
personal element and is therefore commercial, no further inquiry is necessary: the activity is, by
definition, in pursuit of profit (see paragraph 60). Once a source exists, the question becomes the level of
activity. Businessincome, as distinguished from property income, suggests “an additional level” of
activity. How much additional activity? The answer for a corporation is: not much at al.

Low Threshold for a Corporation to have a Business
Justice Noel in Ollenberger said that “only aminimum degree of activity” isrequired for a corporation to
carry on business, which led him to say that most if not all corporations have abusiness. What is at the
root of this statement? Why is only a minimum degree of activity sufficient?

Canadian Marconi™* & Ensite™
These two cases are routinely cited as authority for what constitutes income from businessin the
corporate context. The extensive and excellent commentary on these cases, and indeed on this basic

question, will not be repeated here.™® Some brief observations should suffice.

1) Canadian Marconi nicely explained the basic conceptual difficulty at paragraph 7:

1 Canadian Marconi Co. v. The Queen, [1986] 2 S.C.R. 522.

2 The Queen v. Ensite Ltd., [1986] 2 S.C.R. 509.

1% See Robert Couzin, "Business and Property Income,” in Current Developments in Measuring Business Income for Tax
Purposes, 1981 Corporate Management Tax Conference (Toronto: Canadian Tax Foundation, 1982), 41-71; Brian R. Carr, "A
Potpourri of Elements in Computing Business Income: Part 1," in Current Developments in Measuring Business Income for Tax
Purposes, 1987 Corporate Management Tax Conference (Toronto: Canadian Tax Foundation, 1987), 5:1-35; and John Durnford,
"The Distinction Between Income from Business and Income from Property, and the Concept of Carrying On Business' (1991)
vol. 39, no. 5 Canadian Tax Journal 1131-1205. There are other excellent commentaries, which for expedience are not listed
here.
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The distinction between income from a business and income from property is a difficult
one to draw but it is one which the Act compels usto make. There are two reasons for
the difficulty. First, the terms “business” and “ property” are broadly and loosely defined
in subsection 248(1) of the Income Tax Act. As a consequence the definitions on afair
reading can be construed in such away as to overlap. Second, persons or corporations
generally engaged in trading-type activity often use property as a means of earning
income. On first reflection this sort of income could realisticaly be considered either
business income or property income.

2) That the bar is set so low for a corporate business flows naturally from what Justice Wilson (for
the Court) said at paragraph 8: there is a rebuttable presumption (originating in 1880) that income
received from an activity done in pursuit of an object set out in a corporation's constating
documents isincome from business. She further said (at paragraph 9) that thisinferenceis“an
eminently logical oneto draw”, and (at paragraph 10) that this presumption should apply even if
the corporation has the powers of a natural person. These are strong statements from the
Supreme Court of Canada. One must start with the presumption that a corporation’s activity (of
any kind) isabusiness.

3) Justice Wilson found that the evidence (of the transactions and time devoted to the short-term
securities) was “far from offsetting the effect of the presumption” (paragraph 12, emphasis
added).” This has led many practitioners to conclude that Canadian Marconi did not set bar at
its lowest point.

4) Ensite was decided at the same time as Canadian Marconi, but in a much different statutory
context: namely, the specific regime applicable to “foreign investment income” in s. 129(4) (asit
read at thetime). Under this legidative regime, an addition to a corporation’s “foreign investment
income” could increase its “refundable dividend tax on hand”. This, in turn, could increase the
size of its “dividend refund” under s. 129(1). The decision in Ensite should be regarded with
some caution in this context, for the reasons that follow.

a) The case was concerned solely with interpreting the specific statutory words: “income from
property used or held by the corporation in the year in the course of carrying on a business’
(emphasis added). If theincome from property (certain U.S. dollar deposits in this case)
satisfied these specific statutory words, the income would not be foreign investment income
and the corporation’s claim for an additional dividend refund would not be available. Justice
Wilson held that the clear legislative intent was to exclude (from the refund) a corporation’s
“income from property used or held inits business’. This meant income from property
employed or risked in the business.

14 The Crown conceded that if the income was from business, then it was income from an active business under the provisionsin
issuein that case.



DRAFT PAPER
January 16, 2015
lan Gamble

b) In other words, the specific statutory words in Ensite were quite some distance from the basic
notion of income from business as ageneral principle. Furthermore, and not surprisingly,
Justice Wilson said (at paragraph 12) that the rebuttable presumption above “is of no
application” to such specific statutory words, as “it would tend to collapse” the distinction
clearly made in this particular statutory regime.”> On the other hand, Canadian Marconi is
clear evidence that Justice Wilson had no such difficulty with the rebuttable presumption
applying where the provision in question concerns the notion of abusiness as a general
principle.

c¢) Finally, the foregoing points were observed in Canada Trustco Mortgage Co."® At paragraph
34, Justice MacK ay suggested that the test enunciated Ensite —i.e., whether property is
employed or risked in a business — arose as an interpretation of specific statutory words, and
should not be relevant when the question is simply whether a corporation’ s activities
constitute a business as a general principle.

Rockmore and ESGY’

Many practitioners believe the threshold for a business was set at its lowest point by the judgments of
Chief Justice Jackett in these cases. The extensive and excellent commentary on these cases will not be
repeated here.® In Langhammer,™ Justice Rip summarized Rockmore at paragraph 42 as follows:

These decisions support the appellant's position that he carried on a moneylending business. All
three corporations operated on avery small scale, with Rockmore, for example, holding only
threeloansin 1972. Despite this, and despite the fact that none of the taxpayers undertook any
advertising, the Courts held that not only were the taxpayers engaged in a business of lending
money, they were engaged in an active business of lending money. At bar | need only to consider
whether Mr. Langhammer was engaged in a business, a threshold lower than that of whether he
may be engaged in an active business.

(Emphasis added.)

In Weaver, Justice Sharlow succinctly described the principle in ESG (at paragraph 23) as follows: “an
active businessis no less active merely because it is carried on by an agent”. In short, a corporation
holding “only” three mortgages, and having no employees of its own, can easily have abusiness. Interest
income in connection with such property isincome from business, not income from property. These

15 |t would appear that the Ontario Court of Appeal adopted a similar approach to the presumption in the context of the specific
provisions of the Ontario corporate income tax statute in Inter-Leasing, supra.

16 Canada Trustco Mortgage Co. v. MNR, 99 D.T.C. 5094 (FCTD).

7 The Queen v. Rockmore Investments Ltd., 76 D.T.C. 6156 (FCA); ESG Holdings Ltd. v. The Queen, 76 D.T.C. 6158 (FCA);
M.R.T. Investments Ltd. v. The Queen, 76 D.T.C. 6158 (FCA).

18 See footnote 13.

19 |_anghammer v. The Queen, 2001 D.T.C. 45 (TCC).



DRAFT PAPER
January 16, 2015
lan Gamble

conclusions are not necessarily intuitive. Nonetheless, they are at the foundation of our tax law in this
area.

Wheat principle underlies these conclusions? Chief Justice Jackett in Rockmore hinted at the answer when
he referred (at paragraph 4) to a“mere” investment in property:

...the contrast in paragraph 3(a) of the Act between “business’ and “ property” as sources of
income makesiit clear, | think, that aline must be drawn, for the purposes of the Act, between
mere investment in property (including mortgages) for the acquisition of income from that
property and an activity or activities that constitute “an adventure or concern in the nature of
trade” or a“trade” in the sense of those expressionsin section 248...

(Emphasis added.)

Although many judgments had been rendered (at that time), the Chief Justice referred to one only: Justice
Thurlow’s 1961 decision in Clevite® In thislatter case, a corporation receiving royalties was considered
to have a business (though not “business operations’, under the applicable provision). Justice Thurlow
said the following at paragraph 19:

...having regard also to the meaning of the word “business’, which is broader than that of the
word “trade”, which in turnisitself avery wide term, | have come to the conclusion that in this
case the holding, licensing and performing of the patent licensing agreements can be regarded as
abusiness. ... | do not think it should be regarded as a mere property holding and receipt of
revenue therefrom...

(Emphasis added.)

In arriving at this conclusion, Justice Thurlow referred to a 1946 decision of the Court of Appeal in
England in De Soutter?, where at page 61 Lord Greene, M.R. said:

The contrast, | venture to think, is brought out exactly in the two examples | have put. Oneisthat
of aprivate individual not concerned with manufacture at al, but merely holding a patent, as he
might hold a copyright in abook, and simply drawing the income from the royalties payable
under the copyright. He would merely be a passive person drawing the income which flows from
that particular chosein action.

(Emphasis added.)

2 Clevite Development Ltd v. MNR, [1961] Ex. C.R. 296.
2L C.I.R. v. De Soutter BrothersLtd., [1946] 1 All E.R. 58.
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Simply “drawing income from property” connotes the lowest possible activity one might imagine. The
notion is of “amerely passive person”, “merely holding” property, and doing nothing at all in connection
with it — other than “simply drawing income that flows’ from it.

Hickman Motors and Spire Freezers”

The excellent commentary on these decisions of the Supreme Court of Canada will not be repeated here.®
Some brief observations should suffice. In Spire Freezers, the central issue was whether persons who
collectively owned an apartment building could be considered to be carrying on a businessin common
with aview to profit, and thus constitute a partnership in law. At paragraph 21, Justice lacobucci and
Justice Bastarache (for the Court) said: “...abusiness may be established even in circumstances where the
sole business activity is the passive receipt of rent, as was noted by L'Heureux-Dubé J. in Hickman
Motors Ltd. v. R,, [1997] 2 S.C.R. 336 (S.C.C.), a para. 46.” (emphasis added).

In Hickman Motors, a case dealing with the question whether capital cost allowance could be claimed in
respect of certain equipment that generated rental income, Justice L'Heureux-Dubé said the following at

paragraph 47:

Contrary to my colleague lacobucci J.'s opinion at paras. 43 and 56 of his reasons, even if the
appellant “ passively” received rental income during a period of time, it does not necessarily
follow that it did not carry on an active business. In Carland (Niagara) Ltd. v. Minister of
National Revenue [citation omitted], the Tax Appeal Board stated that:

It is not necessary that there be sustained activity before it can be maintained that
businessis carried on; there may be and often are periods of quiescence in almost any
business enterprise.... [The Commissioner of Inland Revenue v. The South Behar Railway
Co., Ltd., (1925) 12 T.C. 657] indicates how little need be done to constitute a carrying
on of business.

(Emphasis added.)

These statements of the Supreme Court of Canada call into question the continuing relevance of earlier
decisions (by lower courts),* which held that income from real estate rental activity was not income from
business. Thefact isthat only minimal activity in connection with property can easily constitute a
business — as a general principle. Once this (very) low threshold is crossed, the person can no longer be
viewed as merely a passive person simply drawing income that flows from the property.

22 Hjckman Motors Ltd. v. The Queen, [1997] 2 S.C.R. 336; Spire Freezers Ltd. v. The Queen, [2001] 1 S.C.R. 391.

2 See “Increasing Taxpayer Certainty in Using Partnerships’, 2002 CTJ 1, Corporate Tax Planning (Manoochehri, D. and Z.
Normohamed). There are other excellent commentaries, which for expedience are not listed here.

24 See, for example, Burri v. The Queen, [1985] 2 C.T.C. 42 (FCTD).
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Central (Underlying) Principle

The central question comes to this. can the holder of the property truly be described as “merely a passive
person simply drawing income that flows from the property”? If the answer is yes, the person has a
“mere property holding”; the property isa“mere investment”; the income is merely income from property
—asagenera principle. If the answer is no, the line has been crossed. The income derived in connection
with the property is no longer income from property, but rather income from business.

Very littleisrequired to crossthisline. Accordingly, the statement in Ollenberger — that most if not all
corporations have a business — should come as no surprise. The simple fact isthat a corporation is, in
most cases, formed to undertake an activity of some kind in connection with its property.” Of course
thereisno rule of law that a corporation can never earn income from property. However, thisrequires
that the corporation undertake virtually no real activity in connection with ownership of the property —
beyond merely drawing income that flows fromit. This appearsto be precisely what the Ontario Court
of Appeal found on the factsin Inter-Leasing.

PARENT COMPANIES:
CAN SHARESON CAPITAL ACCOUNT BEHELD IN A BUSINESS?

Do the principles set out above somehow change when the property involved isa share? The short
answer is: no. Can aso-called “parent corporation” (or “holding corporation”) in a corporate group® own
shares as part of its business? The short answer is: yes. Are shares owned by such a corporation always a
mere investment in property? The short answer is: no. Further support for these short answersis
discussed below. However, abrief clarification isrequired at the outset: the discussion below is not
focused on whether a corporation is “atrader or dealer” in shares, or when acquiring sharesis“an
adventure in the nature of trade”. A well-known body of law addresses these issues.?’ Rather, the focus
here concerns shares acquired on capital account. When might such shares form part of a parent
corporation’ s business?

% |In 2014-053658117, the CRA was asked why the so-called fresh start rule for foreign affiliates (s. 95(2)(k) & (k.1)) applies
only to income from aforeign affiliate’ s business and not to the affiliate’ s income from property. In response, the CRA said that
“the threshold amount of activity that is required to cause any corporation (including a FA) to be considered to be carrying on
businessis extremely low”.

% A corporate group in this context is assumed, for illustration, to include other corporations over which the parent or holding
corporation has a significant influence. |f a corporation has 20% or more of the shares of another corporation, the corporation is
often assumed to have a significant influence over such other corporation.

%" See, for example, Irrigation Industries Ltd. v. MNR, [1962] S.C.R. 346; Californian Copper Syndicate v. Harris (1904), 5 T.C.
159; Friesen v. The Queen, (1995), 95 D.T.C. 5551 (SCC). Prior to 1972, when capital gains were tax free, these questions were
arguably in even greater focus.

10
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A. CONSOLIDATED MOGUL MINES?®

The Supreme Court of Canada’ s decision in this caseisauseful placeto start. The issue was whether the
“principal business’ of the corporation (Consolidated Mogul) was mining or exploring for minerals.
Consolidated Mogul’ s chief task in the relevant years was the development and management of properties
owned by other companies, in which it had acquired various shareholdings. The share subscription
contracts also gave Consolidated Mogul control over the share subscription proceeds, to be employed in
various projects owned by these companies. Accordingly, much of Consolidated Mogul’ s efforts were
devoted to management and technical work provided in connection with properties owned by other
companies in which Consolidated Mogul owned shares (paragraph 7).

Counsel for the Minister focused on Consolidated Mogul’ s large share portfolio and argued that the
corporation’s principal business was an investment business (not a mining business), from which it
derived substantial dividend income. Justice Spence (for the Court) did not agree and at paragraph 11 he
quoted the reasoning of Tax Appeal Board as follows:

So, it would appear to be reasonable to assume that the multiplicity of arrangements which exist
between mining companies and the constant juggling of shareholdings for various necessary
purposesisjust part and parcel of the mining business. In my view, it shows lack of
understanding of the mining business to point to the financing arrangements of a mining
corporation as a separate business activity to that of mining.

(Emphasis added.)

Not only was the investment in shares a business activity, it was part of the corporation’s mining business.
The Court was likely influenced in its decision to characterize the business as a mining business by the
fact that the corporation directly incurred mining expenditures on properties owned by the underlying
companies. However, one might also characterize the business as one of mining because the
corporation’s strategic oversight, management, and technical expertise and related services were focused
entirely within the mining industry. The mere fact that the corporation’ s assets consisted largely of
shares, and that itsincome consisted largely of dividends, did not make the corporation’ s business any the
less a mining business.?

As explained below, in other cases the “multiplicity of arrangements’ involving a parent corporation in
respect of group companiesin which it owns shares might be better characterized an investment business,
aventure capital business, a capital management business, a stewardship business, or perhaps even a
capital financing business (where both equity and debt financing are involved). These and other activities
might be labeled in many different ways — but the point comesto this: If any such activities are
interwoven or closely connected with the ownership of the shares, the corporation should be considered

% MNR v. Consolidated Mogul Mines Ltd., [1969] S.C.R. 54.
2 This view also aligns with how a businessperson might describe such a business, as a matter of common sense.

11
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not as “merely a passive person simply drawing income from the shares’, but rather as having a business
apart of which isthe holding of shares. Thisview does not depend on whether the parent corporationisa
public corporation or a private corporation.

B. BJ SERVICES®

In this case, the Tax Court of Canada held that certain costs incurred in respect to a hostile take-over bid
of the corporation itself were deductible by the corporation on revenue account under s. 9. At paragraph
38, Justice Campbell said:

| prefer to accept the characterization by Shouldice in referring to the two areas of maximizing
shareholder value and the daily oil activities of Nowsco as part of “one great big wheel”. These
two areas are so intertwined that, as Shouldice testified, maximizing shareholder value formed
part of the fundamental business philosophy, which was behind every business decision Nowsco
made. | cannot sum it up better than Shouldice did, when he testified:

... ltissimple logic that maximizing shareholder value must be inextricably tied to the
bare bones of gaining or producing income on adaily basisin any corporate
environment. ... It isgood and wise corporate behavior to attend to shareholder interests
and expenses incurred in doing so are smply part of the cost of doing businessin the
cor por ate marketplace.

(Emphasis added.)

A public corporation has diverse obligations, liabilities, and statutory duties. It must engage in significant
activitiesin order to meet them. Assuch, it would seem difficult, if not impossible, to escape the
conclusion that every public corporation (or at least the parent corporation in apublic group) is, by
definition, “doing business in the corporate marketplace” — asagenera principle. Thisis so, regardless
of the mix of the public corporation’ s assets.

For example, assume the parent corporation of alarge public group owns only shares of one subsidiary.
Thisfirst-tier subsidiary holds al the other assets of the group, directly and indirectly through lower-tier
subsidiaries. This parent corporation would nonetheless be engaged “doing business’ assuming it would
be engaged in many if not al the activities described above: maximizing shareholder value,
communicating with shareholders, satisfying myriad regulatory obligations, providing capital financing
services to the group, and providing strategic oversight or technical services to the group.®

%0 BJ Services Corporation Canada v. The Queen, 2003 TCC 900

%1 This point also aigns with an early expression of the presumption that a corporation’s income is from business, where Duff, J.
(as he then was) said in Anderson Logging Co. v. The King, [1925] S.C.R. 45 (at page 56): “The sole raison d'étre of a public
corporation isto have abusiness and to carry it on” (emphasis added).

12
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C. BAA®

In this United Kingdom (UK) decision, a corporation — described as an “acquisition vehicle” —incurred
significant fees in connection with in a successful takeover bid for the UK airport operator. The
corporation (ADIL) paid value added tax (VAT) on those fees. VAT issimilar to GST in the Canadian
context. The representative member of the corporate group later claimed recovery of the input tax credit
as part of the group's general overheads. One of the issues was whether ADIL “carried on an economic
activity” with respect to its acquisition of the shares. The UK tax authority argued that it did not, saying
that the acquisition of the shares was a mere investment transaction. The Upper Tribunal disagreed and
held that the acquisition of the shares was not an end in itself, but rather was the first step of “an onwards
investment which involved strategic governance and capital management services’ provided by ADIL to
the entire corporate group (once acquired) — even though no charge was actually made to the group for
such services. At paragraph 19, the Upper Tribunal said:

Following the acquisition of BAA...ADIL provided management of the BAA airports business
from the top as a holding corporation, including provision of directors services. Corporate
governance was at the level of ADIL and was provided both to those airports that were regulated
(namely Heathrow, Gatwick and Stansted) and to those that were not regulated. Intra-group
financing arrangements were run through ADIL. ADIL operated currency-hedging arrangements
on behalf of the whole group and provided governance and direction and was 'the single brain in
the group'.

(Emphasis added.)

In short (and at the risk of repetition), a parent corporation within a group might be described for
convenience as a“ holding corporation”, but such a corporation can easily undertake significant activities
that are intimately connected with the shares that it owns. Whether such a parent corporation is private or
public, and whether it charges for such services or not, if any activities of the kind described above are
intimately connected with the shares it owns in other group companies, the parent corporation should be
viewed not as “merely a passive owner simply drawing dividends that flow from the shares’, but rather as
having a business a core part of which isthe ownership of shares.

D. NEONEX* & FIRESTONE*

This discussion would not be complete without touching on these two well-known cases.

%2 BAA Ltd v Revenue and Customs Commissioners, [2011] STC 1791 (Upper Tribunal - Tax and Chancery Chambers)
33 Neonex International Ltd. v. The Queen, 78 D.T.C. 6339 (FCA)
% Firestone v. The Queen, [1987] 3 F.C. 200 (FCA).
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Neonex

In Neonex, an issue was whether certain legal expenses incurred in connection with an unsuccessful
attempt to acquire another corporation was deductible on revenue account. The taxpayer was a parent
corporation within alarge conglomerate (group of companies). It argued that the proposed acquisition
was part of its “regular activities of acquiring operating companies’. The parent provided management
services and expertise to the subsidiaries, as well as provided their capital and working capital
requirements through equity and loans (see paragraph 4). Urie J. (for the Court) said at paragraph 30 that
the principles for deductibility of expenses were no different for the expenses at issue in this case than the
principles applicable to any other expenditure. The sole question was. Were the outlays made in respect
of matters capital in nature or incomein nature? Urie J. continued at paragraphs 31 and 32 as follows:

A similar argument was made before the learned trial judge who found it difficult to accept that
the buying of shares with a view to detaining them can itself be said to be a business. Rather, he
held, the appellant was in the business of making and selling signs and, as well, in the business of
supplying management expertise, services and funds to the companies, the control of which it had
acquired by the purchase of shares. The acquisition of the shareswas, in hisview, not initself a
business but was, in each case, an investment made with a view to earning income, a fact that, as
will be seen from the above quotation from the appellant's memorandum of fact and law, was
admitted by the appellant.

| wholly agree with thisfinding. | also agree with the trial judge that the legal expenses at issue
herein — those incurred in an effort to complete the takeover and those incurred in seeking
compensation in lieu of shares— were outlays associated with an investment transaction and thus
were made on capital account.

(Emphasis added.)

This well-known passage is difficult, and is capable of differing interpretations. But one point is clear:
the case was not concerned with whether shares were held as an integral part of the parent’s business. In
light of Firestone (discussed below), the shares clearly were held as part of the parent’s business. Rather,
the sole question in Neonex was whether costs incurred in the attempted acquisition were on revenue or
capital account. The answer to thiswas: on capital account. That is, the attempted acquisition of shares
was a business investment transaction on capital account.

Firestone
The decision in Firestone supports this view. The appellant set out to create his own “venture-capital
business’ by acquiring financially distressed manufacturing businesses, and making them profitable

through supervision and direction. From 1969 to 1972, he investigated the prospect of acquiring
approximately 50 additional businesses and incurred costs in doing so. The appellant al'so gave general
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direction and guidance to the operating companies (without being involved in their day-to-day activities),
and incurred costsin doing so. From 1979 to 1984, he received substantial dividends from the corporate
group. Theissue was whether his costs of investigation and supervision were deductible on revenue
account (under s. 9).

MacGuigan J. (for the Court) observed that shares are no different than other business assets of a capital
nature, when he said (at paragraph 16): “What is true of a plan for the assembly of assets must, | think, be
afortiori trueif the assets in question are shares of capital stock”. The investigation costs were in respect
of shares which would have formed part of the appellant’ s venture capital business. Accordingly,
MacGuigan J. held that the cost of investigating their acquisition should be on capital account, when he
said at paragraph 18:

It seemsto methat al of the expenditures relating to the investigation of opportunities must be
considered on the same footing. They were the same kinds of expenses, and they were made for
the same purpose. They were, in effect, all part of the same venture-capital business which, the
appellant strenuously urged, existed from 1969 on. ... All were equally part of the appellant's
plan of assembly of business assets.

(Emphasis added.)

However, MacGuigan J. also found that the supervision costs were fully deductible under s. 9 — being
operating costs in the venture capital businessincurred for the purpose of earning profits in the form of
dividend income. At paragraph 26 MacGuigan J. said that these expenses were clearly spent “...to
monitor the fiscal policy and business operations of the companies and give them general direction and
guidance with a view to making them more profitable” (emphasis added). And at paragraph 31, he said:

If the only possible profit from the appellant's supervision expenses were to have been an
accretion in the market value of the appellant's shares of capital stock in the operating companies,
then his failure to charge management fees to those companies might have been fatal to hisclaim
to deduct them as running expenses. But there were always intended to be operating profits, and
ultimately (i.e., from 1979) there were [dividends|. The appellant’'s business was in no sense
solely or even principally share management. It was rather the profitable management of his
operating companies, even though that was achieved at one remove from and without direct
involvement in their day-to-day operations. It was in fact skillful indirect business management of
a high order.

(Emphasis added.)
Finally, MacGuigan J. concluded by saying (at paragraph 32) that “...arealistic, common-sense, business
approach will not be defeated by narrow technicalities, unless they are clearly imposed by the law”
(emphasis added).
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Summary

In short, shares held by a parent corporation on capital account can easily form part and parcel of parent’s
business, whether this business be called an investment business, a venture capital business, a capital
management business, a group stewardship business, a capital financing business, or even amining or
some other industry business.® If activities are interwoven or closely connected with the ownership of
shares, the parent should be considered not as a“ mere passive owner of shares’, but rather as having a
business one part of which is the holding of shares. How these connected activities might be labeled —
i.e., skillful indirect management of a high order, corporate governance from the top, turnover (juggling,
restructuring) of shareholdings, complying with myriad regulatory obligations, communicating with
shareholders, maximizing shareholder value, provision of group capital management or financing
arrangements, provision of group technical services, or some other activity connected with owning the
shares—isnot relevant. What mattersisthat the line has been crossed into abusiness. Thethreshold is
not high as a general principle.

Furthermore, dividends paid on shares held in such a business constitute income from business (not
income from property) —as ageneral principle under s. 3and s. 9. And these dividends need not actually
be received in ayear in order to deduct expenditures that are incurred (in that year) for the purpose of
earning them in the business. This point was settled in 1958 by the Supreme Court of Canadain British
Columbia Electric Railway,* which was explained in BJ Services, supra by Justice Campbell as follows:

(At paragraphs 21 and 22)

It is pursuant to subsection 9(1), and not paragraph 18(1)(a), that ataxpayer may deduct expenses
incurred to gain or produce income. It is paragraph 18(1)(a) (together with paragraph 18(1)(b))
that provides the limitations or restrictions in this respect. Justice Abbott in British Columbia
Electric Railway Co. Ltd. at page 1027 stated that:

Since the main purpose of every business undertaking is presumably to make a profit, any
expenditure made “for the purpose of gaining or producing income” comes within the
terms of Section 12(1)(a) whether it be classified as an income expense or as a capital
outlay.

(At paragraph 29)

% See also Corporate Restructuring Issues: Public Corporations, 1990 CMC, where David Smith said at page 6:42/43: “It iswell
recognized that a corporation can earn business income from investing its funds in capital assets. For example, rental income
derived by a corporation from the holding of a number of rental propertiesis usually regarded as business income, particularly
where the corporation participates in supervising and managing itsreal property investments. The same result could pertain
where a corporation owns a controlling interest in a number of other corporations and participates in supervising and managing
those corporations in which it has made investments.” See also Potash Corp. of Saskatchewan Inc. v. The Queen, 2011 TCC 213,
aswell asthe discussion in Burri v. The Queen, 85 DTC 5287 (FCTD), Buonincontri v. The Queen, 85 DTC 5277 (FCTD), and
Lehndorff Realty Developments Ltd. v The Queen, 82 D.T.C. 1742 (TRB).

% British Columbia Electric Railway v. MNR (1958), 58 D.T.C. 1022 (SCC).
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Although paragraph 18(1)(a) does not use the phrase “in the course of” but relies on the phrase
“for the purpose of”, the Supreme Court, in Symesv. R. [citation omitted)], is clear that if the
expenses are business in nature, instead of personal, the test for deductibility may be met by
showing the expense satisfied aneed of the corporation. ...As aresult this renders the paragraph
18(1)(a) restriction porous and allows...expenses to pass through the excluding provisions, as
long as they are business in nature and not personal. There need not be a direct link between
expenses and revenue.

(Emphasis added.)
E. WESTFAIR FOODS¥ & ROMAN CORP.®

That shares might comprise part and parcel of a business does not, of course, mean that a sale of the
shares should automatically constitute income from business. As Justice Reed said in Westfair Foods (at

paragraph 18):

Such arule would wipe out al distinction between capital assets and income. All capital receipts
and capital expenditures are related to the taxpayer's business in some way or other.

If shares are held as capital assets in a business, the economic profit realized on their sale should represent
“an accretion to capital”.* Since 1972, a portion of such amounts have been subject to tax as taxable
capital gains.®® An early illustration of this “capital realization” principle is the decision in Roman Corp.
There the Minister sought to tax gains arising from the sale of shares held in other mining companies as
ordinary revenue from the corporation’ s business. In rejecting the Minister’ s argument on this point, the
Tax Review Board said at paragraph 10:

In reaching the above-mentioned conclusion with respect to the issues raised in assessments “B”,
“C"” and “D”, | had very much in mind the Board's reasons for judgment in the case of
Consolidated Mogul [citation omitted]... [T]he profits sought to be taxed by the said assessments
“B”,“C” and “D” were not made by First Roman, Trans-Canada and Second Roman,
respectively, in the course of ...an adventure or concern in the nature of trade, as alleged by the
Minister, but arose as accretions to capital as part and parcel of the mining business as carried on
by each of the said corporations in their 1962, 1964 and 1965 taxation years, respectively, as
outlined in the quotation from the Consolidated Mogul case set out above.

37 Westfair Foods Ltd. v. The Queen, 91 D.T.C. 5073 (FCTD).

% Roman Corp v. MNR, 72 D.T.C. 1280 (TRB).

%9 qutton Lumber and Trading Co. v The Queen, [1953] 2 S.C.R. 77 (SCC); Commissioner of Taxes v. The Melbourne Trust, Ltd.,
[1914] A.C. 1001, at pp. 1009 and 1010; California Copper Syndicate v. Harris, 5 T.C. 159;

'3, 3(b) and Subdivision ¢ (s. 38 to s. 55). In Friesen v. The Queen, (1995), 95 D.T.C. 5551 (SCC), Justice Major writing on
behalf of a majority said: “The concept of an adventure in the nature of trade is a judicial creation designed to determine which
purchase and sale transactions are of a business nature and which are of a capital nature. This question was particularly important
prior to 1972 when capital transactions were completely exempt from taxation.”
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(Emphasis added.)
F. CANADA SAFEWAY*

No rule of law provides that a corporation can never earn income from property. However, for reasons
expressed at length above, this requires that the corporation undertake virtually no real activity in
connection with ownership of the property — beyond merely (and passively) drawing income that flows
fromit. Thefactsin Canada Safeway might be viewed as one example in the context of holding shares of
asubsidiary.

The corporate taxpayer was a Canadian subsidiary (Canco) of a US-owned grocery chain, and carried on
aretail grocery operation. Canco issued debenturesin part to fund the purchase of shares of a Canadian
sister corporation in the group (Sister Co). Both Canco and Sister Co were controlled by the same US
parent corporation, and Canco purchased Sister Co essentially at the behest of the US parent. Canco did
not provide any oversight, technical services, or capital management services, or undertaken any real
activity at al, in connection with the ownership of the sharesin Sister Co. Canco merely held the shares;
nothing more. Canco deducted interest on these debentures in computing income from its retail grocery
business.

The Supreme Court of Canada ultimately dismissed the taxpayer's appeal. Kerwin CJ, Taschereau J and
Cartwright J did so on the ground that the interest payments were incurred to earn tax-exempt income (at
the time, dividends on the Sister Co shares were exempt from tax). Rand J, with whom Cartwright J
concurred, held in part that the interest was not paid on borrowed capital “used in the business’ of the
borrower. On this point, Rand J said at paragraph 10:

When the money was received from the lender it might have been converted into a capital asset
such as plant or machinery of the corporation; it might have been used as circulating capital; but
it was used, as stated, for the purchase of the stock. In that naked form there was no “use” in the
corporation's business; without more it was simply an investment. ... It should be interpolated
here that it is not part of the corporation’s business to buy shares; the corporation may buy them
but its business is something else.

(Emphasis added.)
In short, in Canada Safeway holding the shares of the subsidiary truly represented a mere investment to

the parent, nothing more. The parent could truly be described as merely a passive owner simply drawing
dividend income that flowed from the shares.*”?

I Canada Safeway v. MNR, [1957] C.T.C. 335 (SCC).
“2 As discussed earlier, the Ontario Court of Appeal appears to have reached a similar conclusion in Inter-Leasing, supra., where
the property comprised deeds of specialty debt.
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HOLDING CORPORATION LOSSES ON AN ACQUISITION OF CONTROL:
BUSINESS L OSSES?

When control of a corporation isacquired, s. 111(5)(a) generally provides that no amount in respect of the
corporation’ s non-capital loss for ataxation year that ended before that time is deductible by the
corporation for ataxation year that ends after that time. An exception applies for the corporation’s non-
capital loss from carrying on abusiness. These losses are deductible by the corporation (for ayear that
ends after that time):

1) only if that business was carried on by the corporation for profit or with a reasonable expectation
of profit throughout the particular year, and

2) only to the extent of the total of the corporation’sincome for the particular year from
a) that business, and

b) if properties were sold, leased, rented or developed or services rendered in the course of
carrying on that business before that time, any other business substantialy all the income
of which was derived from the sale, leasing, rental or development, as the case may be, of
similar properties or the rendering of similar services.

Losses from property do not carry over under s. 111(5). Asexplained above, whilein some cases a parent
corporation might be described as “merely a passive owner smply drawing dividend income that flows
from shares’, there are many other cases where this would not be accurate (as a factual matter). Theline
is easily crossed, where the parent holds shares in group companies as part of itsbusiness. Lossesfrom
this source — including interest expense deductible under s. 20(1)(c) — are losses from business, not from
property.*

As such, these losses carry over under s. 111(5) subject to the streaming rules set out above. Some
interesting points may arise under the streaming rulesin this context, depending on the facts.

3 Thisis not a new thought: at least one practitioner observed this point in 1987. In"A Potpourri of Elementsin Computing

Business Income: Part 1," in Current Developments in Measuring Business Income for Tax Purposes’, 1987 Corporate

Management Tax Conference (Toronto: Canadian Tax Foundation, 1987), Brian Carr said:
“Subsection 111(5) currently provides for restrictions on the deductibility of a corporation's non-capital 1oss that may
reasonably be regarded as its loss from carrying on a business after a change of control. Under the provisions of the Act
asthey are currently drafted, thereis no eguivalent restriction on the deductibility of non-capital losses from property.
It has certainly been the view of most practitioners that where income losses have arisen from holding investments (for
example, where an interest expense produces a loss), the loss is from property and the provisions of subsection 111(5)
do not apply. A number of loss utilization schemes have been based on such an interpretation of the Act. One may
query whether the losses that have been the subject of such schemes are in fact free of the restrictions of subsection
111(5).” (Emphasis added)
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Theloss business (i.e., that business) might not change in the parent, as afactual matter,
following the acquisition — even when additional underlying subsidiaries (or assets) are added
below the parent.** As discussed above, the loss business might be described in various ways
depending on the facts: i.e., an investment business, a venture capital business, a capital
management business, a capital financing business, or even amining (or some other industry)
business. This should not be viewed as abusive where the other subsidiaries and assets are
engaged within the same industry that the parent and underlying group were engaged before the
acquisition of control.

Income and profit from the loss business, under the streaming rules, can easily include dividend
income. Dividends congtitute income under s. 9, notwithstanding that an amount equal to such
dividends is deductible in computing the corporation’ s taxable income under s. 112(1). This may
have the indirect effect of allowing the streamed business |osses to be used against other taxable
income. Thisresult should not be viewed as abusive where this other taxable income is generated
broadly within the same industry that the parent and underlying group were involved before the
acquisition of control.

Finally, where services were rendered in the course of carrying on the parent’ s loss business,
other qualifying income consists of income from “any other business substantially all the income
of which was derived from the rendering of similar services’. Thistest could potentialy be met
in the context of a parent corporation providing oversight, regulatory, management, technical, and
capital financing services. Again, this should not be viewed as abusive where the similar services
are provided broadly within the same industry in which the parent’ s |oss business services were
rendered.

FOREIGN AFFILATE PARENT COMANY::
INVESTEMENT BUSINESS & RECHARACTERIZATION RULE

A. PRELIMINARY COMMENT

Some of the detailed definitions that apply in the foreign affiliate regime (s. 95) are not entirely unlike
those that apply in the domestic context for the preferential tax rate available to small business
corporations (in s. 125). Both regimes were born of the same basic tax policy problem: the courts decided
early on that very little was required for a corporation to have a business, and further, no discernable line
could be drawn between a business and an active business — as explained earlier.

The definitions of “ specified investment business” in s. 125(7) and of “investment business’ in s. 95(1)
incorporate — within the definitions themsel ves — the condition that there must first be abusiness. The
remainder of the definition describes a particular type of business, broadly with reference the kind of

* | n this respect, the continuity rulein s. 87(2.1) may be helpful in some cases.
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revenues earned in the business. Justice Bowman (as he then was) usefully described this point in Ed
Sinclair Construction & Supplies Ltd. et al v. Minister of National Revenue, 92 D.T.C. 1163, where he
said (at 1165):

... the sole question is whether the “principal purpose” of its business was to derive
income from property. At first blush the section would appear to contain a contradiction
in termsif one regards the two sources of income, business and property, as mutually
exclusive [citations omitted]. They are, however, not mutually exclusive. It is obvious
that an individual or a corporation can actively engage in a business whose sources of
revenue such asinterest or rentals are property. Thisisimplicit in paragraph 125(6)(h)
and is consistent with the decision of the Supreme Court of Canada in Canadian Marconi
Corporation v. Her Majesty the Queen, 86 D.T.C. 2526[6526].%

In many cases, atop-tier holding affiliate in aforeign country may have activities similar to that of a
parent corporation of a Canadian corporate group: i.e., it may hold sharesin other foreign affiliates as part
of its overall business of equity and debt financing, strategic oversight, capital management, and technical
services provided to and in respect of the other group companies. In many (if not most) casesit would
make no sense to describe this holding affiliate as merely a passive investor simply drawing dividend or
interest income from property. Rather, the holding affiliate should be considered to have abusiness as a
general principle. Furthermore, if the revenues of that business are principally interest and dividends, the
holding affiliate should further be considered to have an investment business as its source of income—in
the first instance.*®

B. OBSERVATIONSON RECHARACTERIZATION RULE

Interesting results can arise under the recharacterization rulein s. 95(2)(a)(ii)(B) in context of foreign
affiliate that is a parent corporation of the kind described above: i.e., where shares are held on capital
account as part and parcel of the parent’s business. The provision generally operates to recharacterize, as
active business income of aforeign affiliate (FA1), theincome of FA1 for the year from asourcein a
foreign country that would otherwise be income from property, to the extent that:

e theincome from this sourceis derived from amounts that were paid or payableto FA1 by a
second foreign affiliate (FA2), and

e those amounts were deductible by FA2 in computing its prescribed earnings from an active
businessin aforeign country.

% See also Gill v. MNR, 98 D.T.C. 2048 at paragraph 26 (TCC); Temax Investments Inc. v. MNR, 91 D.T.C. 364, at page 369
(TCC); and 0742443 B.C. Ltd. v. The Queen, 2014 TCC 301, at paragraph 15.

“ In some cases, a further question could arise as to whether the parent has more than one business. Thiswould of course depend
on the facts and the principles expressed in the line of cases including Scales (Inspector of Taxes) v. George Thompson & Co.
(1927), 13 T.C. 83,138 L.T. 331 (Eng. K.B.).
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The first part of this rule requires the computation of FA1's income from a source that would otherwise
be income from property. Having regard to the rulein s. 95(2)(f)(ii), this “income from property” must
first be computed as FA1's net income from that source as computed under s. 3.  Furthermore, “income
from property” is defined in s. 95(1) as including income from an “investment business’. Asjust
observed, an investment businessis defined in s. 95(1) to mean a business the principal purpose of which
isto derive income from property, including interest and dividends.

Consider asimple (if perhaps unusual) example, for illustration. Assume that FA1 (defined above) isa
parent affiliate of the kind described above. The first task would be to compute the net income from
FA1' sinvestment business under s. 3. The next would be to determine whether that net incomeis
“derived from™ amounts that were paid or payable to FA1 by FA2 (defined above) that were deductible
by FAZ2 in computing its earnings from an active businessin aforeign country.

Assume, for a particular year, that the only revenue actually received by FAL in itsinvestment business
consisted of interest on loans (of money) used by FAZ2 for the purpose of earning income in its active
business. Further assume that thisinterest payable was deductible in computing FA2’' s prescribed
earnings from its active business under paragraph (a) of the definition of “earnings’ in s. 5907(1) of the
Regulations.” FA1’s net income from its investment business for the year would certainly be “derived
from” amounts deductible in computing FA2's prescribed earnings fromits active business. This should
be sufficient to recharacterize what would otherwise be FA1's net income from its investment business
(income from property) into income from an active business under s. 95(2)(a)(ii)(B)(1).

Furthermore, if FA1 hasitself obtained financing in connection with itsinvestment business from another
foreign affiliate (FA3), the foregoing could impact the tax treatment of interest income earned of FA3.
Thisis so whether the financing relates to shares held in the investment business or loans held in the
investment business. For instance, assume FA3 financed FA1' s acquisition of sharesheld FA1's
investment business. In computing FA1’s net income from this one source, FA1 deducts interest payable
to FA3. Interest payable to FA3 should represent an amount deducted by FA1 in computing its net
amount required to be recharacterized as active business income under s. 95(2)(a)(ii)(B)(l). This, inturn,
should mean that the interest income received by FA3 is also recharacterized as active business income
under s. 95(2)(a)(ii)(B)(1), because the interest payable by FA1 to FA3 would be deductible by FA1in
computing its prescribed earnings from an active business paragraph (b) of the definition of “earnings” in
s. 5907(1) of the Regulations.

BREAK FEES & ACQUIRING SHARES (ON CAPITAL ACCOUNT):
A BUSINESSIN ITSELF?

A. MORGUARD —-FACTS

“7 | gnore, for the moment, the special rulesin s. 95(2)(f.1) to s. 95(2)(f.15).
“8 | ncome Tax Regulations (Canada).
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Over four years (1997 to 2000), a public corporation (Morguard) acquired share positionsin five public
real estate rental companies. This occurred over the course of nine acquisition transactions. One of these
was ultimately unsuccessful (after multiple bids). A pre-acquisition agreement negotiated with the target
was ultimately terminated, upon which an enhanced break fee was paid to Morguard. Morguard also sold
its existing share position (in the target) to the successful bidder, resulting in a capital gain.

The narrow question was whether the break fee was received by Morguard on capital account or revenue
account. The Tax Court of Canada found the break fee to be on revenue account, and this was upheld by
the Federal Court of Appeal. The case is unsettling for many practitioners, to say the least. What
(exactly) underlies this decision? Has the law moved in anew direction?*

B. BACKGROUND TO MORGUARD: IKEA REVISITED

In Morguard, Justice Sharlow (for the Federal Court of Appeal) held that Justice Miller (of the Tax Court)
had correctly applied the legal principlein lkea;> thus a brief comment on that caseis warranted. A
corporation in the retail furniture business received atenant inducement payment (T.1.P.) for entering into
alease of premises (for one of its store locations). The Supreme Court of Canada held that the T.1.P. was
ordinary revenue from Ikea s business operations, and in doing so made three key findings.

o Firgt, the T.1.P. did not arise in any way from the disposition of a capital asset. Such a disposition
would have engaged a different line of cases. At paragraph 21, Justice lacobucci said:

Ikea argued that the T.1.P. was a capital receipt and not income, and therefore should not
have been included inincome at al. This argument was premised primarily on an
attempted analogy between this receipt and an amount received upon the...disposition of
acapital asset, which isclearly a capital receipt: ...Westfair FoodsLtd. v. R

(Emphasis added.)

e Second, the fact that the T.I.P. was somehow “related to” an acquisition of alease as a capital
asset was irrelevant. At paragraph 24, Justice lacobucci said:

Whereas a capital asset is surely paid for by a capital expenditure, and disposed of in
consideration of a capital receipt, | see no reason why two simultaneous acquisitions by
the same party, that is, the lease and the cash payment, must be characterized in the same
way for tax purposes simply because they are related to the same transaction.

(Emphasis added.)

“9 See also the excellent discussion in 2013 PPC p.5:30 Purchase and Sale of a Business (Woltersdorf, W. and K. Gislason), and
2013 CTJ 2 p.435 Current Cases— No Break on Break Fees (Man, C. and Botz, P.).
% |kea Ltd. v. The Queen, [1998] 1 S.C.R. 196.
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e Third, the T.I.P. was inextricably linked to the corporation’ s ordinary day-to-day business
operations to be carried on in the newly leased premises. At paragraphs 30 and 33, Justice
lacobucci said:

In this case, as Bowman J. correctly found, Ikea's obligations under the lease essentially
consisted of the payment of rent and the operation of its businessin the leased premises.
These were clearly expenses incurred in the day-to-day operation of the business and
were therefore on revenue account. ...

...the T.1.P...was clearly received as part of ordinary business operations and was, in
fact, inextricably linked to such operations. On the evidence, no question of linkage to a
capital purpose can seriously be entertained. ...whether the T.1.P. represented a reduction
in rent or a payment in consideration of Ikea's assumption of its various obligations under
the lease, it clearly cannot be treated as a capital receipt and should have been included in
Ikea'sincome.

(Emphasis added.)
How did Morguard deal with these key findingsin Ikea?
C. MORGUARD —TAX COURT

At trial, Morguard it was agreed without argument that the break fee did not relate to any disposition of
property. Accordingly, the question whether the principle in Westfair Foods (i.e., the first key finding
from Ikea, above) could apply was not closely examined by Justice Miller. Asfor the second key finding
from lkea — specifically, that were two simultaneous acquisitions by the same party — Justice Miller said,
at paragraph 42:

Similarly, in Morguard’s case, | find it most appropriate to view the potential and actual receipt of
break fees and other amounts that become payable to it pursuant to an agreement negotiated by it
in connection with a potential acquisition pursued in accordance with its particular commercial
business strategy to be expected incidents, however occasionally actually received, of its
business. It would be too narrow and isolated an approach or analysis that would link such receipt
solely to a particular long-term acquisition, even more so in the case of unsuccessful attempted
acquisitions.

(Emphasis added.)
This passage is not aligned with the second key finding in Ikea. The break fee payment was clearly not

received as part of “two simultaneous acquisitions’ by the same party, aswas the casein Ikea. Justice
Miller suggests that this key finding in Ikea ought to apply “even more so” if the second acquisition does
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not occur. Why isthistrue? With respect, the logic is not obvious. Without this connection to the
second key finding Ikea, many practitioners had difficulty seeing how Ikea could reasonably apply in
Morguard.

Asfor the third key finding in Ikea, being whether the receipt was receipt was linked to its day-to-day
business, Justice Miller found that Morguard “negotiated its rights to, and received, the break fee as an
integral part of, and in the ordinary course of, its regular commercial business operations’ (paragraph 30,
emphasis added), to such an extent that Morguard was “essentially in the business of doing acquisitions
and take-overs’ (paragraph 45, emphasis added). Many practitioners regard this finding of fact as
extraordinary, as explained further below.

In short, notwithstanding the excellence of counsel’ s presentation, many practitioners were surprised by
the decision of the Tax Court in Morguard.

D. MORGUARD —FEDERAL COURT OF APPEAL

As mentioned above, Justice Sharlow held — without further explanation — that Justice Miller made no
error of law in his understanding or application of Ikea. She further said (at paragraph 18) that given
“...thefacts as he found them, it was open to him to conclude’ that Morguard received the break fee on
revenue account.”® These statements likely would have been sufficient to dispose of the appeal.

However, Justice Sharlow went further and said — without elaboration — that Neonex and Firestone do not
stand for any legal proposition that “the acquisition of income producing assets can never be abusinessin
itself” (paragraphs 13 and 14, emphasis added). What (exactly) does this statement mean?

As shown above, shares acquired on capital account can easily be acquired as part of abusiness. But it
seems difficult —if not impossible — to say that the ssmple act of acquiring a capital property, standing
alone without more, can itself constitute a business. Such would truly be a contradiction in terms.
Perhaps Justice Sharlow’ s statement means only this: attempting to acquire shares can, in extraordinary
cases, be as much a part of the corporation’ s day-to-day business as those operations which occur after the
shares are acquired.

E. ORDINARY DAY-TO-DAY BUSINESS OPERATIONS
Accordingly, one point seems clear: in order for abreak fee to constitute ordinary revenue from a

business, the negotiation of the right to it must be inextricably linked to the ordinary, regular, day-to-day
commercial operations of the corporation’ s business — to the point where the corporation is actualy in the

51 See Housen v. Nickolaisen, [2002] 2 S.C.R. 235 (at paragraphs 4, 22, 26, 32, and 33) for an excellent discussion of the
difference between a “finding of fact” and a“finding of mixed fact and law”, both of which can involve drawing inferences from
the underlying evidence. The required threshold for overturning either finding is palpable (plainly seen) and overriding error.

®2 This point was clearly and ably articulated by Morguard’s counsel in their application for leave to appeal to the Supreme Court
of Canada.
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business of acquiring shares.* It is not enough simply that the shares, if acquired, would be held as part
of the corporation’ s business (going forward). Justice Miller himself recognized this distinction when he
said at paragraph 30 that Morguard:

...was not a white knight_sought out by reluctant target in response to an unsolicited or hostile
bid. A break fee received by ataxpayer in the latter circumstances who was not generally an
acquirer or abidder itself as part of itsregular commercial business activities may well require a
different analysis and have different tax consequences...

(Emphasis added.)

Obviously the above passage should not be limited to a“white knight” sought out by atarget. All
companies seek to grow, where feasible. Thisincludes both organic growth and potential capital
acquisitions from timeto time. Surely this fact alone does not cause a potential acquisition (of atarget
corporation) to be regarded as inextricably linked to the corporation’s ordinary day-to-day business
operations, in the sense that the corporation isin the business of acquiring shares.

F. DISPOSITION OF A CAPITAL ASSET

In addition (and as observed earlier), Morguard did not examine whether the break fee arose on the
disposition of a capital asset. What follows is an attempt to examine this question.

Nature of Break Fees

Break fees arise in the public corporation marketplace. They are routinely negotiated as part of a*“ pre-
acquisition” (or “support”) agreement, and are found in both “friendly” and “hostile” acquisitions.>
Common contractual rights secured by a bidder under the pre-acquisition agreement include the
following:

1) A promise by the target to carry on business as usual;
2) A promise by the target to complete the transaction in accordance with negotiated conditions,

which could involve the board of the target recommending the transaction to its shareholders and
agreeing to temporarily waive its shareholder rights (poison pill) plan;

%3 See also T. Eaton Co. v. The Queen, 99 D.T.C. 5178 (FCA), at paragraph 28. While the point is beyond the scope of this
paper, asimilar position arises in the context of s. 112(2.1) and s. 258(3) in relation to the exception for shares not acquired in the
ordinary course of business. See Elizabeth J. Johnson and James R. Wilson, “Financing Foreign Affiliates: The Term Preferred
Share Rules and Tower Structures’, 2006 CTJ 3 726.

“M&A Activity in Canada, A Legal Overview, Stikeman, Elliott: (http://www.stikeman.com/cps/rde/xcha/se-
en/hs.xsl/8130.htm).
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3) A promise by the target to co-operate on the deal process and mechanics such as exchange of
information, co-operation on regulatory or third party consents, pre-closing reorganization steps
within the target, mechanics relating to existing stock options, and which party must bear which
COosts,

4) A promise by the target to prepare and mail an information circular or directors' circular
endorsing the transaction;

5) Theright of the target to purchase a run-off policy for its directors for up to six years; and
6) A promise by the target to honor its employment obligations.

Naturally a bidder would consider these rights to be important in terms of successfully acquiring the
target. A break fee provisionistypically also included in the pre-acquisition agreement, which feeis
payable to the bidder if one or more target-related events results in a termination of the pre-acquisition
agreement.>® Such events can include: acceptance of a competing transaction, withdrawal of the target
board’ s recommendation, or failure of the target board to reaffirm its first recommendation following the
announcement of a competing offer.

The quantum of a break feeistypically computed within an accepted market range and by reference to the
equity value of thetarget. In CW Shareholdings,>® the Ontario Court (General Division) upheld the legal
validity of abreak fee as representing “a reasonable commercial balance between its potential negative
effect as an auction inhibitor and its potential positive effect as an auction stimulator”. Assuch, a break
fee is consistent with the legal duty imposed on directors of the target corporation to obtain the highest

price for shares of the target — once the target is “in play”.>’

Disposition of Contractual Rights

The contractual rights secured by a bidder under a pre-acquisition agreement are not ssimply “general and
non-exclusiverights’. They represent exclusive proprietary rights as against the target corporation, and
as such, constitute “property”. Furthermore, termination of these rights should constitute “a disposition of
property”: see Hache™® at paragraphs 22 and 41. That the termination of these rights arises under, or
pursuant to, the terms of the pre-acquisition agreement itself should make no difference. In Pe Ben
Industries,>® Justice Strayer said the following at paragraph 16:

%5 Break fees are sometimes described as support agreement “termination fees’, simply because the events which trigger them
result in a termination of the agreement. See “Break Fees’, Discussion Paper, Canadian Coalition for Good Governance,
February 6, 2007, at page 2.

% CW Shareholdings Inc. v. WIC Western, (1998) 39 O.R. (3d) 755 (OCGD).

57 See footnote 55, at page 1.

%8 Hache v. The Queen, 2011 FCA 104.

% pe Ben Industries Co. v. The Queen, 88 D.T.C. 6347 (FCTD).
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Paragraph 39(1)(a) indicates that a capital gain arises “from the disposition of any property”.
Subsection 248(1) of the Act defines “property” as meaning “property of any kind whatever”
including “(a) aright of any kind whatever, a share or achosein action. ...” | believe that the
plaintiff's rights under the contract with NAR which it gave up in return for afinal payment
would constitute such aright or a chose in action. Further, a*“ disposition” of property is defined
by subparagraph 54(c)(i) asincluding “any transaction or event entitling a taxpayer to proceeds of
disposition of property”. Thiswould cover the payment made by NAR to the plaintiff, whether
one regards it as payment pursuant to the contract or for termination of the contract.

(Emphasis added.)
Contractual Rights: A Capital Asset?

Where property disposed of is acapital asset, the amount received is a capital receipt: Ikea, Westfair
Foods, Hache, supra. Are the bidder’ s contractual rights under a pre-acquisition agreement a capital
asset?

No cases directly address this question. However, earlier decisionsin the context of option agreements
are helpful and persuasive. The courts have looked to the nature of the property underlying the contract
to determine whether the option itself was capital property. In other words, the question of whether
amounts realized on the disposition of the option contract were of a capital nature turned on whether the
property underlying the option would have been capital property in the option holder’s hands, if the
option had instead been exercised (and the underlying property acquired).® This principle hasintuitive
appeal.

In the present context, the rights secured under a pre-acquisition agreement are closely analogous to rights
secured under an option agreement. They both relate to underlying property sought to be acquired. The
obvious purpose of securing a pre-acquisition agreement is to acquire the shares of the target.
Accordingly, if the shares would be capital property in the hands of the bidder (if successfully acquired),
the rights under the pre-acquisition agreement should equally be capital property.®

Thisisadifficult issue, to be sure. To summarize, exclusive contractual property rights are disposed of
by a bidder upon receipt of a break fee (and resulting termination of the pre-acquisition agreement). Such
contractual rights have a distinctly capita character, in that their obvious purpose isto secure the
acquisition of what would be a capital property in the bidder’s hands. From there, it seems a short
distance to conclude that the amount received on the disposition — the break fee — is a capital receipt.

& Hill-Clark-Francis Ltd. v. MNR, [1961] Ex. C.R. 110; David Miller v. MNR, 62 DTC 1303 (Ex. Ct.); MNR v. Aldershot
Shopping Plaza Ltd., 65 DTC 5018 (Ex. Ct.); “Accounting and Tax Aspects of Risk Management”, 1984 CR p.699: 710/711
(Schnek, M.); Canada Tax Service, McCarthy Tétrault, Carswell (Analysisof s. 9).

®L In Morguard, Justice Miller referred at paragraph 30 to the break fee as “the consolation prize” under the support agreement.
Accordingly, even on the extraordinary facts as found in Morguard, the obvious purpose of securing rights under the support
agreement was to acquire the shares of the target (as capital property).

28



DRAFT PAPER
January 16, 2015
lan Gamble

Capital Gain or Eligible Capital Amount (or Other)

Assume (for the moment) that the above analysisisright: the break feeis a capital receipt. What tax
results flow from this?

By way of preliminary comment, therulein s. 49.1 should have no application. The provision merely
clarifies that ataxpayer’s absolute or continent right to a property is not considered to be disposed of if
the taxpayer actually acquires the property pursuant to that right. It isarule of narrow application and
cannot be extended to suggest that all of the bidder’ s contractual rights (under the pre-acquisition
agreement) are somehow not disposed of upon receipt of the break fee.

Doesthe break fee result in a capital gain or eligible capital amount? The answer likely depends on the
date of the transaction.

o If thetransaction occurred before amendments made to the mirror-image rule in s. 14 in 2006, the
amount islikely to be a capital gain. Even if the property disposed of may constitute an
intangible, non-depreciable capital property “in respect of” a business,® the mirror-image rule
would likely not be satisfied on the facts: the break fee assumed to be paid by the bidder (in the
notional position of the target) would likely be deductible on revenue account.®® Accordingly, the
bidder likely would not be regarded as having disposed of eligible capital property (under s. 14).
Rather, the bidder would likely be regarded as having disposed of capital property, giving riseto
acapital gain (under s. 39).

o If the break fee were instead received after the 2006 amendments to the mirror-image rule, the
result is surprisingly unclear. Following these amendments, the text of therulesins. 14 and s. 39
can result in perfect circularity.** Furthermore, it is not clear whether ordinary rules of statutory
interpretation can resolve this circularity. Some practitioners believe that after the 2006
amendments al dispositions of intangible capital property in respect of a business ought to be
taxed under s. 14. But the Department of Finance' s Explanatory Notes issued in 2006 give no
hint of this. Other practitioners suggest that this could be one of those rare cases where the
residual presumption in favor of the taxpayer should apply.*® Nonetheless, there may be no
practical difference between s. 14 and s. 39 in many cases.®®

62 See Potash Corp. of Saskatchewan Inc. v. The Queen, 2011 TCC 213.

% Toronto Refiners & Smelters Ltd. v. The Queen, 2002 FCA 476; Goodwin Johnson (1960) Ltd. v. The Queen, [1986] 1 C.T.C.
448 (FCA); BJ Services, supra.

5 “Eligible Capital Property: Some Practical Issues’, 2013 CR (paper not yet available) (Thomas A. Bauer and Michael R.
Smith).

8 Québec (Communauté urbaine) c. Notre-Dame de Bonsecours (Corp.), [1994] 3 S.C.R. 3. This would essentially alow the
taxpayer to choose between s. 39 and s. 14. While extraordinary, this result appears reasonable in light of the perfect circularity
that can arise under the law, as currently written.

% Consideration should also be given to whether a subsection 14(1.01) election can be made in the circumstances.
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Assuming the break feeis either a capital gain or an eligible capital amount, is there any need to go
further? The answer should be: no. A comprehensive analysisis beyond the scope of this paper. Some
brief observations should suffice.

1) The break fee should not be considered an amount received in respect of arestrictive covenant (s.
56.4(2)). Thisisso either because (i) a pre-acquisition agreement is hardly the type of agreement
targeted by this rule,®” or (i) the provision should not be interpreted to include amounts received
on the disposition of property.®® Dispositions of property were sufficiently taxed well before the
introduction of s. 56.4.

2) The break fee should not be taxable under s. 12(1)(x) for several reasons, not the least of whichis
that the amount is otherwise included in computing the corporation’ s income.®

3) The surrogatum principle should have no application.”” A break feeis neither damages nor a
settlement payment. Furthermore, if abreak fee is received on the disposition of a capital asset,
the basis of taxation is established: the fee is a capital receipt taxed as either a capital gain or an
eligible capital amount. A further inquiry into some alternate basis of taxation should not be
required.”

*** END OF DRAFT ***

57 The definition of “restrictive covenant” refers to an agreement that “affects’, or is intended to “affect”, in any way whatever,
the acquisition or provision of property or services by the taxpayer. Given the context and purpose of the rule, the word affect
could carry a negative connotation — i.e., adversely affect in any way whatever. No such affect could be attributed to a pre-
acquisition agreement in this context.

% Paragraph (b) of the definition of “restrictive covenant” excludes an agreement or undertaking that disposes of the taxpayer's
property.

95 12(1)(x)(v).

™ Tsiaprailis v. The Queen, 2005 SCC 8 (S.C.C.)

™ The CRA’s views on break fee receipts (as at July 12, 2011) are set out in the CRA’s Document Number 2010-036632117.
Given the large number of redactions in this document, and the reference to “arguable” positions throughout, some caution
should be exercised before drawing any definitive conclusions as to the CRA’ s position in any given case.
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