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On August 29, 2014, the Tax Court of Canada released its decision in Devon Canada 
Corporation v. The Queen,1 the latest case in which it considered the large corpora-
tion objection rules in subsection 169(2.1) of the Income Tax Act.2

Subsection 169(2.1) limits the issues that large corporations can raise in the Tax 
Court to the issues that they raised in their notice of objection and that comply with 
subsection 165(1.11) (the rules governing objections by large corporations). The 
provision also limits the relief that the Tax Court can grant to the relief sought in 
the notice of objection.3

At issue in Devon was whether portions of Devon’s notice of appeal should be 
struck because Devon did not comply with subsection 169(2.1). In its notices of 

 * Ryan L. Morris is of WeirFoulds LLP, Toronto; Michael D. Templeton is of McMillan LLP, 
Toronto. Contributors of case notes to this issue are Michael Colborne and Tim Barrett of 
Thorsteinssons LLP, Toronto; Andrew Stirling of McMillan LLP, Toronto; and Robert 
Kopstein (Calgary and Vancouver office) and Dan Jankovic (Calgary office) of Blakes, Cassels 
& Graydon LLP.

 1 2014 TCC 255.

 2 RSC 1985, c. 1 (5th Supp.), as amended (herein referred to as “the Act”). Unless otherwise 
stated, statutory references in this article are to the Act.

 3 The rationale for the rule is described in some detail below.
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objection, Devon objected to the denial of a current deduction for stock option 
cashout payments made to employees. Devon later took the position that amounts 
in respect of the payments were deductible in computing income under paragraph 
20(1)(e); alternatively, the amounts were eligible capital expenditures, a portion of 
which was ultimately deductible under paragraph 20(1)(b) by reason of an acquisi-
tion of control as a consequence of the cumulative eligible capital writedown rule in 
subsection 111(5.2).

Success was mixed at the Tax Court.4 The court ruled that Devon could not 
advance the paragraph 20(1)(b) argument because it was not raised in the notices of 
objection. However, the court declined to strike the paragraph 20(1)(e) argument.

Both parties have appealed the decision.5 The appeal will give the Federal Court 
of Appeal another opportunity to clarify the scope of the large corporation rules.

facts
In 2001, two predecessor companies of Devon (referred to collectively as “Devon”) 
paid amounts to their employees as consideration for surrendering stock options. 
Devon deducted these surrender payments as current expenses in computing its 
business income.

On audit, the minister of national revenue reassessed Devon to deny deductions 
for the surrender payments. Devon objected to the reassessments,6 contesting the 
denial of the deductions.

Devon’s notices of objection stated that the surrender payments were deductible 
under section 9 without limitation by section 18. The notices of objection specified 
the relief sought as a change in Devon’s income for the years that it deducted the 
surrender payments. Consistent with Devon’s filing position that the surrender pay-
ments were deductible as current expenses, the objections stated that Devon was 
relying on sections 3 and 9 and paragraph 20(1)(v.1).

Devon’s objections were held in abeyance pending the outcome of Imperial Tobacco 
Canada Ltd. v. The Queen,7 which involved the treatment of stock option surrender 
payments in similar circumstances. In this case, the Tax Court and the Federal Court 
of Appeal ultimately held that the payments were non-deducible capital outlays.

As a consequence of Imperial Tobacco,8 Devon made two additional submissions to 
support its position that amounts were deductible in respect of the surrender pay-
ments. One was that the surrender payments were deductible by virtue of paragraph 
20(1)(e) (a deduction for certain types of financing expenses related to share and 

 4 It was a draw, or perhaps more accurately a confrontation that no one could win.

 5 Devon Canada Corporation v. Her Majesty The Queen (court file nos. A-388-14, A-389-14); Her 
Majesty The Queen v. Devon Canada Corporation (court file nos. A-390-14, A-391-14, A-431-14).

 6 In one of the years, the minister determined the amount of a non-capital loss.

 7 2010 TCC 648; aff ’d. 2011 FCA 308; leave to appeal to the Supreme Court of Canada denied.

 8 The Tax Court in Devon, supra note 1, at paragraph 16, acknowledged that the outcome in 
Imperial Tobacco was a “setback” for Devon.
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debt issuance). The other was that the surrender payments constituted eligible cap-
ital expenditures that should have been added to Devon’s cumulative eligible capital. 
Since there was a subsequent acquisition of control of Devon, subsection 111(5.2) 
applied so that Devon’s entire cumulative eligible capital pool balance—including 
the surrender payments—was deductible under paragraph 20(1)(b) immediately 
before the acquisition of control.

The minister confirmed the assessments, addressing all of Devon’s arguments, 
including the supplementary arguments made after the Imperial Tobacco decision. On 
appeal, Devon repeated its initial (filing) position that the stock option payments 
were currently deductible expenses. In the alternative, Devon advanced the supple-
mentary paragraph 20(1)(b) and (e) arguments.

The Crown brought a motion to strike the paragraph 20(1)(b) and (e) arguments. 
It argued that Devon did not comply with the large corporation rules in subsection 
169(2.1) because the new arguments were both issues that Devon did not raise in its 
notices of objection. The Devon decision dealt with the Crown’s motion.

ta x Court decision
The Crown’s position on the motion was that each of the three arguments was a 
separate issue. Consequently, Devon could not raise the paragraph 20(1)(b) and (e) 
arguments because they were not in the original notices of objection.

Devon’s view was that there was a single issue under objection and appeal—
namely, whether Devon could deduct the surrender payments. The three argu-
ments in support of the deduction were simply different reasons why the surrender 
payments were deductible (entirely or in a lesser amount in a particular year) in 
computing income. Alternatively, Devon argued that it was entitled to raise the new 
arguments because the minister accepted its additional submissions and responded 
to them in confirming the reassessments.9

The court summarized the themes that, in its view, have emerged from the juris-
prudence dealing with the large corporation rules:

(a) a taxpayer is not required to describe each issue exactly but is required to de-
scribe it reasonably (Potash Corporation of Saskatchewan Inc. v. The Queen);

(b) the determination of what degree of specificity is required for an issue to have 
been described reasonably is to be made on a case by case basis (Potash);

(c) a taxpayer may add new facts or reasons on appeal but not new issues (British 
Columbia Transit v. The Queen);

(d) if the proposed additional argument would result in the large corporation seek-
ing greater relief than was previously sought, the courts are more likely to consider the 
argument to be a new issue rather than a reason (Potash; Telus Communications (Edmon-
ton) Inc. v. The Queen);

(e) if the proposed additional argument would result in the large corporation seek-
ing the same relief that was previously sought, the courts are more likely to consider 

 9 And loss determination.
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the argument to be the same issue (British Columbia Transit; Canadian Imperial Bank of 
Commerce v. The Queen); and

(f ) if the proposed additional argument would result in the large corporation seek-
ing completely different relief than was previously sought, the courts are more likely 
to consider the argument to be a new issue rather than a reason (Bakorp Management 
Ltd. v. The Queen).10

The court then characterized the issues that Devon raised in its notices of objec-
tion. In the court’s view, the sole issue “has always been the deductibility of the 
Surrender Payments,”11 notwithstanding that Devon had mentioned only section 9 
and not paragraphs 20(1)(b) and (e) in the notices of objection.

The court next considered whether this issue could include the 20(1)(b) and(e) 
arguments. It had little difficulty finding that Devon’s submissions based on para-
graph 20(1)(e) were an argument in support of the issue that it raised in its objections, 
rather than a new issue. Specifically, the court observed that paragraph 20(1)(e) is 
nothing more than an exception to paragraph 18(1)(b), and thus consistent with 
Devon’s position that the surrender payments were on income account.12

The court also ruled that Devon’s paragraph 20(1)(e) argument complied with 
the limitation on the relief available on appeal. The court concluded that although the 
paragraph 20(1)(e) argument would result in greater relief (over several years) than 
the section 9 argument,13 Devon nonetheless complied with the large corporation 
rules because the relief in the years in issue (the 20 percent maximum permitted under 
paragraph 20(1)(e)) was less than the amount specified in the notices of objection.

In contrast, the court found that Devon’s paragraph 20(1)(b) argument was a new 
issue and consequently struck the argument from the pleadings. Although conceding 
(correctly, in our view) that the paragraph 20(1)(b) argument was not in and of itself 
a new issue, the court decided that Devon was “claiming a deduction under subsec-
tion 111(5.2).”14 Since amounts other than the stock option payments may have 
been included in Devon’s cumulative eligible capital, the court concluded that the 
paragraph 20(1)(b) argument was a new issue because the other amounts would be 
(indirectly) deductible under paragraph 20(1)(b) as “additional deductions of cumu-
lative eligible capital.”

In reaching this conclusion, the court appears to have felt constrained by the Fed-
eral Court of Appeal’s decision in Potash.15 The court understood Potash to stand for 

 10 Devon, supra note 1, at paragraph 11. See Canada v. Potash Corp. of Saskatchewan, 2003 FCA 
471; British Columbia Transit v. The Queen, 2006 TCC 437; Canada v. Telus Communications 
(Edmonton) Inc., 2005 FCA 159; Canadian Imperial Bank of Commerce v. The Queen, 2013 TCC 
170; and Bakorp Management Ltd. v. Canada, 2014 FCA 104.

 11 Devon, supra note 1, at paragraph 17.

 12 Ibid., at paragraph 18.

 13 Ibid., at paragraph 22. The decision does not explain why this is so.

 14 Ibid., at paragraph 19.

 15 Potash, supra note 10.
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the proposition that “there will be a new issue if a taxpayer attempts to deduct addi-
tional amounts even if those amounts fall within the same category of deductions.”16

Finally, the court rejected Devon’s alternative argument that it was entitled to raise 
the paragraph 20(1)(b) and (e) arguments because the minister responded to Devon’s 
supplementary submissions in confirming the assessments. It acknowledged that there 
may be circumstances in which the minister could confirm an assessment on a basis 
other than the original basis for an assessment, in which case the taxpayer may be 
barred from challenging the assessment because it had not raised this basis as an issue 
in its notice of objection. However, the court held that such circumstances did not 
exist in Devon’s case because the minister’s basis for assessment (that the payments 
were not deductible by reason of paragraph 18(1)(b)) remained unchanged.17

In summary, the Tax Court determined that Devon’s paragraph 20(1)(e) argu-
ment complied with the large corporation rules but granted the Crown’s motion to 
strike out Devon’s paragraph 20(1)(b) argument.

What Does This Decision Mean?

In broad strokes, the Devon decision confirms that the courts will continue to inter-
pret “issues” raised in a notice of objection to allow large corporations to raise new 
arguments in relation to these issues on appeal. The fact that a new argument could 
result in greater relief over several taxation years makes no difference. However, if 
an additional argument increases the amount of potential relief in the years in dis-
pute beyond the amount specified in the notice of objection, then Devon suggests 
that the courts are more likely to conclude that the argument raises a “new issue” 
and prohibit it from being raised at trial.

Did these principles lead the court to a principled outcome in Devon (that is, an 
outcome that is consistent with the architecture of the Act)? Furthermore, are these 
principles consistent with a textual, contextual, and purposive interpretation of sub-
section 169(2.1)?

In our view, the court correctly held that the paragraph 20(1)(e) argument was a 
new argument and not a new issue that was barred by subsection 169(2.1). And we 
believe that the court’s reasoning is sound. However, the soundness of the court’s 
conclusion and reasoning about paragraph 20(1)(e) exposes the weakness of its con-
clusion about Devon’s paragraph 20(1)(b) argument.

Paragraph 3(a) requires Devon to compute its income from a source that is a 
business. Under subsection 9(1), Devon’s income from its source that is a business 
is its profit from the business, subject to the application of specific rules in subdivi-
sion b (such as the rule prohibiting the deduction of capital expenses in paragraph 
18(1)(b)). Paragraph 20(1)(e) is a specific statutory exception to paragraph 18(1)(b), 
the application of which results in a deduction in computing Devon’s income from 
its source that is a business—the income described in subsection 9(1) in respect of 

 16 Devon, supra note 1, at paragraph 19.

 17 Ibid., at paragraphs 27-32.



222  n  canadian tax journal / revue fiscale canadienne (2015) 63:1

which profit is the starting point of the calculation. Therefore, the paragraph 
20(1)(e) argument is entirely consistent with Devon’s initial argument that the sur-
render payments are deductible under section 9.

In contrast, we believe that the court incorrectly held that the paragraph 20(1)(b) 
argument was a new issue that was not described in the notices of objection. Not-
withstanding the differing requirements for their application (and the quantum of 
deductions afforded), in principle paragraph 20(1)(b) is the same as paragraph 20(1)(e) 
in the sense that both are specific statutory exceptions to the capital outlay rule in 
paragraph 18(1)(b). Both allow amounts in respect of capital outlays to be deducted 
in computing income.

The fundamental reason for the court’s conclusion that paragraph 20(1)(e) was 
not a new issue (that is, that the rule was simply a new argument in favour of the de-
ductibility of the surrender payments) should apply equally to the paragraph 20(1)(b) 
argument. Indeed, the court’s conclusion that the paragraph 20(1)(b) argument “in 
and of itself ” was not a new issue underscores this conclusion.

Why then did the court find that Devon’s paragraph 20(1)(b) position was a new 
issue? The court distinguished paragraph 20(1)(b) from paragraph 20(1)(e) for the 
following reasons:

Devon is also claiming a deduction under subsection 111(5.2). That deduction is not 
optional. It must be claimed if certain preconditions are met. The preconditions have 
been met in Devon’s case. As a result, if Devon convinced a trial judge that the Sur-
render Payments should be added to its cumulative eligible capital, subsection 111(5.2) 
would cause Devon to be entitled to a deduction in respect of other amounts in its 
cumulative eligible capital that are totally unrelated to the Surrender Payments.18

We are not convinced that the (automatic) application of the cumulative eligible 
writedown rule in subsection 111(5.2)—to compute a paragraph 20(1)(b) deduction 
that may include items that were not under objection—is sufficient to change 
Devon’s paragraph 20(1)(b) position from mere argument (for current deduction) 
to an entirely new issue. This view is rooted in the architecture of the cumulative 
eligible capital scheme.

Paragraph 20(1)(b) permits taxpayers to deduct 7 percent of their cumulative 
eligible capital in computing income from a business. Cumulative eligible capital is 
defined by formula in subsection 14(5), and includes all eligible capital expenditures 
incurred by the taxpayer in respect of a particular business, less amounts previously 
deducted under paragraph 20(1)(b). Thus, at any relevant time the taxpayer’s cumu-
lative eligible capital is composed of many amounts.

When a corporate taxpayer experiences an acquisition of control,19 subsection 
111(5.2) applies to deem the taxpayer to have deducted accrued losses on eligible 

 18 Ibid., at paragraph 19.

 19 Now, a loss-restriction event, as described in subsection 251.1(2).
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capital property under paragraph 20(1)(b) in the year before the acquisition of con-
trol. In concert with the other streaming and bump-and-grind rules in section 111 
that apply on an acquisition of control, subsection 111(5.2) forces the deduction of 
the taxpayer’s cumulative eligible capital in the final pre-acquisition-of-control year. 
If this forced deduction results in a non-capital loss, the loss will be subject to the 
streaming rules in subsection 111(4).

To this end, subsection 111(5.2) serves no role other than as a component in 
computing the amount that may be deducted under paragraph 20(1)(b). Whether 
or not subsection 111(5.2) applies, the taxpayer’s paragraph 20(1)(b) deduction is a 
percentage of the cumulative eligible pool balance which, as noted above, is by def-
inition composed of different amounts that are included in the computation for a 
variety of reasons. These amounts were already present (and presumably deducted, 
in effect) in the Devon case; the only new addition to the pool that would be eligible 
for deduction under paragraph 20(1)(b) would be the stock option payments. In 
other words, subsection 111(5.2) did not allow Devon a deduction in respect of any 
amount that was not already included in its cumulative eligible capital (except the 
surrender payments). Thus, we believe that the court incorrectly concluded that 
the interaction between paragraph 20(1)(b) and subsection 111(5.2) provided a basis 
for distinguishing that argument from the paragraph 20(1)(e) argument.

The following example illustrates the rationale for our conclusion. Suppose 
Devon had one element in its cumulative eligible capital pool consisting of the cost 
of acquiring goodwill. Each year, paragraph 20(1)(b) would entitle Devon to deduct 
7 percent of this amount from income and reduce the cumulative eligible capital 
pool by the same amount. Because Devon objected on the basis that surrender pay-
ments were also deductible under section 9, obiter dicta from the judgment make it 
clear that the court would have concluded that the paragraph 20(1)(b) argument was 
permissible: Devon would then be allowed to also deduct 7 percent of the cost of 
the surrender payments each year. The acquisition of control triggers subsection 
111(5.2), accelerating deductions under paragraph 20(1)(b) in respect of both 
amounts: goodwill and the surrender payments. Although subsection 111(5.2) ac-
celerates the deductibility of all of the components in the cumulative eligible capital 
pool, the deductibility of the surrender payments remains squarely in issue.

Further, the court’s approach to Devon’s paragraph 20(1)(b) argument is not 
harmonious with a textual, contextual, and purposive reading of subsection 
169(2.1). That said, the court’s approach is not inconsistent with the way in which 
the Tax Court has interpreted Potash.

In Potash, the Federal Court of Appeal’s decision prohibited the taxpayer from 
amending its pleadings to include items in the calculation of resource profits that it 
had not specified in its notices of objection.20 The court ruled that permitting 
Potash to describe the issues as broadly as the computation of “resource allowance” 

 20 The additional items would have increased Potash’s claims for resource allowance and earned 
depletion (both issues that it had raised in its notices of objection).
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or “resource profits” would “render the Large Corporation Rules meaningless.”21 
Therefore, Potash should be required to address the “precise items of income” in 
its notices of objection in order to contest these items at trial.22

The outcome in Potash may have been correct (because the taxpayer was ultimately 
seeking to increase the amount of tax in dispute over what it sought in its notices of 
objection),23 but the reasoning is open to criticism. In particular, it is not clear to us 
whether permitting large corporations to define an issue as broadly as the computa-
tion of “resource allowance” or “resource profits” would render the large corporation 
rules “meaningless.” That reasoning would hold only if the computation of these 
amounts was the sole issue to which a large corporation could ever object (it is not), 
or if subsection 169(2.1) did not also contain a limitation-on-relief provision (it does).

Later decisions concerning subsection 169(2.1) essentially interpret Potash as 
standing for the proposition that an argument is a new issue if it would increase the 
relief sought beyond the relief sought in the notices of objection.24 This interpret-
ation has allowed courts, including the court in Devon, to broadly define the issues 
raised in a notice of objection (permitting taxpayers to raise new arguments) with-
out criticizing Potash.

However, subsection 169(2.1) calls for the “issue” and “relief ” raised in the notice 
of appeal to be considered separately. Contrary to the court’s interpretation of Potash, 
an argument should not automatically be treated as a new issue for the purposes of 
subsection 169(2.1) solely because the argument would increase the relief. The re-
lief specified in the notice of objection is relevant to subsection 169(2.1) only insofar 
as it limits the relief that courts can grant in the appeal.

The language employed by subsection 169(2.1) supports the view that the issue 
should be considered separately from the relief sought. The relevant portions of 
subsection 169(2.1) read as follows:

where a corporation that was a large corporation in a taxation year . . . served a notice 
of objection to an assessment under this Part for the year, the corporation may appeal 
to the Tax Court of Canada to have the assessment vacated or varied only with respect to

(a) an issue in respect of which the corporation has complied with subsection 
165(1.11) in the notice . . .
and, in the case of an issue described in paragraph (a), the corporation may so appeal 
only with respect to the relief sought in respect of the issue as specified by the corpor-
ation in the notice.

 21 Potash, supra note 10, at paragraph 24.

 22 Ibid., at paragraph 23.

 23 However, the Federal Court of Appeal allowed that “[i]t is arguable that there may be 
situations where an amendment to a notice of appeal could be permitted if the amendment 
goes only to quantum and does not entail the raising of a new issue”: ibid., at paragraph 27.

 24 See, in particular, British Columbia Transit, supra note 10, at paragraph 40, and Canadian 
Imperial Bank of Commerce, ibid., at paragraph 63.
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Therefore, the text of subsection 169(2.1) suggests a three-step analysis in deter-
mining whether a new position advanced by the taxpayer after the notice of objec-
tion is a new issue or a new argument in support of an existing issue, and whether 
the relief sought can be granted:

 1. What issues outlined by the taxpayer in the notice of objection comply with 
subsection 165(1.11)?25

 2. Does the new position fall under one of these issues?
 3. What is the relief sought in respect of these issues?

Under this framework, the relief sought by a large corporation in a notice of objec-
tion is relevant to the first and third questions, but not to the second. Therefore, on 
the basis of the statutory language, whether an argument changes the relief sought 
does not determine whether it falls under one of the issues described in the objection.

The statutory context of subsection 169(2.1) and the purpose behind the large 
corporation rules also suggest that large corporations have latitude in raising addi-
tional arguments but are constrained in seeking additional relief.

Subsection 152(9) allows the minister to advance “an alternative argument in 
support of an assessment” at any time after the normal assessment period, including 
at the appeal stage. The policy underlying subsection 159(2) is to allow courts to 
reach the correct result without being constrained by the minister’s original reasons 
for raising the assessment. As other writers have observed, “is it appropriate to con-
strain the court by reference to the content of the taxpayer’s notice of objection?”26

Further, in Canadian Imperial Bank of Commerce the Tax Court noted that subsec-
tion 169(1.11) draws a distinction between the “issue” in a tax dispute (referred to 
in paragraph (a)) and the “facts” and “reasons” (referred to in paragraph (c)). There-
fore, the meaning of “issue” cannot be interpreted to require a high level of detail 
because this interpretation would “unduly limit the scope of ‘facts’ and ‘reasons.’ ”27 
Similarly, the meaning of “issue” in subsection 165(1.11) must also be distinct from 
the “relief sought” because both are separate requirements (paragraphs (a) and (b) 
respectively).28

 25 In order to comply with subsection 165(1.11), the corporation must (1) reasonably describe 
each issue to the decided; (2) specify in respect of each issue the relief sought (expressed as a 
change in balance within the meaning of subsection 152(4.4)); and (3) provide facts and reasons 
relied on by the corporation in respect of each issue.

 26 Al Meghji, Gerald Grenon, and Edward Rowe, “Does Procedure Matter?” in Report of 
Proceedings of the Fifty-First Tax Conference, 1999 Conference Report (Toronto: Canadian Tax 
Foundation, 2000), 15:1-42, at 15:17.

 27 Canadian Imperial Bank of Commerce, supra note 10, at paragraph 50.

 28 However, the court noted, ibid., at paragraphs 54-55, that the wording of subsection 165(1.11) 
“suggests that a particular ‘issue’ will to some extent be tied to a particular financial impact in 
terms of the assessment. While it may be that two distinct ‘issues’ might coincidentally have 
the same quantitative impact, the fact that something which is alleged to be a different ‘issue’ 
has exactly the same impact may well be an indicia that it is really the same ‘issue.’ ”
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Finally, the large corporation rules, including subsection 169(2.1), were enacted 
in response to the aftermath of Gulf Canada Limited et al. v. The Queen.29 This deci-
sion resulted in the government refunding approximately $1.2 billion in tax and 
interest, both to the taxpayer in Gulf Canada and to various other large resource 
companies.30 Specifically, the federal government enacted the large corporation 
rules to prevent future unexpected surprises. The rules are intended to ensure that 
the government can identify and resolve potential liabilities in a “more reasonable 
period of time” with a view to ensuring more “predictable” government revenues.31

The goal of ensuring more predictable government revenues is achieved if relief 
in litigation is limited to the relief sought in the notice of objection. Depriving a 
taxpayer of additional arguments does not facilitate this goal.

Conclusion
In Devon, the Federal Court of Appeal has an opportunity to clarify the large cor-
poration rules. In our view, correctly interpreted these rules do not so easily deprive 
taxpayers (and the courts) of the opportunity to determine the correct tax liability. 
In particular, we believe that it is wrong to say that raising an argument that would 
otherwise have the effect of increasing the relief sought in a given year automatic-
ally gives rise to a new issue.

The Tax Court’s analysis of Devon’s paragraph 20(1)(b) argument illustrates the 
uncertainty surrounding the large corporation rules. As the court concedes, this 
argument is not only consistent with but also supportive of Devon’s allegation that 
the surrender payments are deductible under section 9. It is hard to see how this is 
a new “issue,” notwithstanding that subsection 111(5.2) also applied in the particu-
lar circumstances.

However, the prohibition against granting relief beyond that described in a no-
tice of objection is in issue. In our view, this relief restriction limits the quantum of 
relief that the court may order but does not limit the scope of argument at trial 
(instead, the requirement to specify the issue does). Any other interpretation turns 
a rule enacted to achieve predictability of government revenue into a tactical tool 
for the Crown, something we doubt ever crossed the minds of parliamentarians.

Michael Colborne and Tim Barrett

 29 90 DTC 6622 (FCTD); aff ’d. 92 DTC 6123 (FCA).

 30 James W. Murdoch, “A Harsh Result for GST Objections Too,” Current Cases feature (2005) 
53:4 Canadian Tax Journal 1066-69, at 1069.

 31 Robert M. Beith, “Draft Legislation on Income Tax Objections and Appeals,” in Report of 
Proceedings of the Forty-Sixth Tax Conference, 1994 Conference Report (Toronto: Canadian Tax 
Foundation, 1995), 34:2-5, at 34:2. Beith’s paper has been cited in a number of decisions 
concerning the large corporation rules, including Devon, supra note 1, at paragraph 16; Potash, 
supra note 10 at paragraph 4; British Columbia Transit, ibid., at paragraph 42; Canadian Imperial 
Bank of Commerce, ibid., at paragraph 57; and Newmont Canada Limited v. The Queen, 2005 
TCC 143, at paragraph 21.
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windfalls in the tax Court
Henco Industries Limited v. The Queen
2014 TCC 192

Keywords: cumulaTive eligible capiTal n goodwill n governmenT n invenTory n 

real esTaTe

A former land developer in Henco Industries Limited v. The Queen32 successfully 
argued before the Tax Court that a $15.8 million payment from the Ontario gov-
ernment should be characterized as a non-taxable capital receipt and a separate 
payment of $650,000 from the Ontario government should be characterized as a 
non-taxable windfall. Although the decision is noteworthy for concluding that these 
payments are not taxable, the decision by Miller J should also interest members of 
the tax community because of its analysis of various other issues discussed in the 
final ruling, including the distinction between eligible capital amounts and non-
taxable capital receipts, the scope of paragraph 12(1)(x), the nature of inventory in 
the context of section 23, and the applicability of the parol evidence rule in inter-
preting agreements before the Tax Court.

Although legislative amendments may in part limit the relevance of the Henco 
decision to future cases attempting to delineate the boundary between eligible cap-
ital amounts and non-taxable capital receipts, the case raises broader structural 
questions about the nature of Canadian taxation and the types of payments that are 
subject to taxation under the Act. As noted by Miller J in his decision on costs,

[f ]inding a payment to be a non-taxable capital receipt is not something any Tax 
Court of Canada judge does lightly. It can have serious repercussions in our overall 
system of taxation as to what is a source of income that is subject to Government tax-
ation. Circumstances are rare that a payment, perhaps shrouded in a commercial light, 
is non-taxable. But cases that peak under that shroud, and give both Government and 
taxpayers alike guidance as to what can and cannot be swept into the taxing regime, 
should be of keen interest.33

facts
Henco was in the business of developing land in and around Caledonia in south-
western Ontario. As of February 2006, Henco’s landholdings included properties 
described in the decision as (1) the Douglas Creek Estates (DCE), (2) the Seneca 
property, and (3) the Morrison property.34

 32 2014 TCC 192.

 33 2014 TCC 278, at paragraph 9.

 34 The court also made rulings relating to (1) the fair market value of the Seneca and Morrison 
properties and (2) whether the Seneca property was held on income or capital account.
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Beginning in February 2006, protests on or near the site of the DCE land by 
certain First Nation members and their supporters made development of the land 
impossible. The protesters were reported to dispute, among other things, whether 
the land had been properly surrendered by the First Nation during the 19th century. 
According to the agreed statement of facts, the protests were held “to try to stop, or 
at least disrupt, further development of the subdivision.”35

Henco obtained certain injunctions from the Ontario Superior Court of Justice 
to clear the protesters from the DCE land. However, the Ontario Provincial Police 
declined to enforce the injunctions following a failed attempt to disperse the protest 
in April 2006.

After the police failed in their attempt to disperse the protest, the Ontario gov-
ernment offered Henco the $650,000 payment. The documentation accompanying 
the payment indicated that it was made “to mitigate the impact of continued occu-
pation of DCE.”36 The documentation also stated that the DCE “Funding Assistance 
is in respect of development, building and other related costs and expenses that have 
been incurred by Henco in connection with the [DCE land] because of the occupa-
tion.”37 Henco’s representatives indicated that the terms were not negotiated nor 
agreed to by Henco. Although Henco accepted payment on May 3, 2006, it signed 
nothing to confirm its acceptance of the offered terms and nothing to confirm that 
it was to do or refrain from doing anything as consideration for the payment.

In its T2 income tax return for the taxation year that ended on April 29, 2006, 
Henco wrote down the value of the land inventory in respect of the DCE to $7. The 
Canada Revenue Agency (CRA) and Henco each had valuation reports prepared that 
confirmed that the DCE property had only nominal fair market value on May 1, 
2006.

Representatives of the protesters, the Ontario government, and the federal gov-
ernment entered into a three-party agreement on May 16, 2006, agreeing to halt 
any development on the DCE land for an indeterminate period of time. Provincial 
zoning regulations enacted on May 17, 2006 generally prohibited development of 
the DCE land.

Before February 2006, Henco estimated that it would earn profits of approxi-
mately $30 million in respect of the development of the DCE land on revenues of 
approximately $45 million.

An agreement was signed in June 2006 pursuant to which Henco sold the DCE 
land and certain related business assets to the government of Ontario in exchange 
for $15.8 million. Henco was also obliged under the terms of the agreement to stop 
developing the DCE land, take steps to have the injunction removed, and release 
Ontario from any and all claims in respect of the land. As part of the agreement, the 
government of Ontario agreed to reimburse Henco for reasonable costs relating to 

 35 Supra note 32, at paragraph 9.

 36 Ibid., at paragraph 29.

 37 Ibid.
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the retention of consultants, legal advisers, appraisers, experts, advisers, or other 
third parties, subject to a maximum amount of $300,000.

parol evidence
At the beginning of the trial, the Crown brought a motion seeking to exclude, 
among other things, extrinsic evidence that Henco might try to admit to interpret 
or contextualize the agreement. The Crown brought the motion on the basis that 
this evidence was not admissible pursuant to the parol evidence rule. Quoting Wad-
dams, the Crown described the parol evidence rule as follows:

By the general rules of the common law, if there be a contract which has been reduced 
into writing, verbal evidence is not allowed to be given of what passed between the 
parties, either before the instrument was made, or during the time that it was in a state 
of preparation, so as to add to, or subtract from, or in any manner to vary or qualify 
the written contract.38

The Crown acknowledged that there are certain exceptions to the parol evidence 
rule that permit courts to review extrinsic evidence to interpret a contract. In argu-
ment, it suggested that these circumstances are limited to situations in which there 
is either a patent or a latent ambiguity in the contract. Accordingly, the Crown took 
the position that evidence concerning the circumstances at the time of contracting 
should be admitted only when the words of the contract, viewed objectively, bore 
two or more reasonable interpretations.

However, the Crown acknowledged that certain courts have accepted extrinsic 
evidence to establish the “factual matrix” or “surrounding circumstances” that led 
to the formation of an agreement to assist them in determining the parties’ contrac-
tual intentions as they would be determined by a reasonable person.39 A factual 
matrix or the surrounding circumstances can help a court to understand what the 
parties meant by the words that they used in a contract. Henco went further, sug-
gesting that such an analysis was necessary to the proper interpretation of a contract, 
citing River Hills Ranch Ltd. v. The Queen, in which it was found that “the objective 
contextual scene in which the written agreement was made is an integral part of the 
interpretive process and is not something that is resorted to only where the words 
viewed in isolation suggest some ambiguity.”40

In considering the parties’ positions, Miller J observed that “there is no discern-
ible bright line establishing a factual matrix (clearly admissible) and evidence of 
subjective attention [sic] (perhaps inadmissible).”41

 38 S.M. Waddams, The Law of Contracts, 6th ed. (Aurora, ON: Canada Law Book, 2010), at 
paragraph 320, note 10, quoted in Henco, supra note 32, at paragraph 82.

 39 Supra note 32, at paragraph 84.

 40 2013 TCC 248, at paragraph 42.

 41 Supra note 33, at paragraph 88.
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The court noted the difference between the task before the civil courts, where 
two parties to a contract may be disputing the presence or significance of unwritten 
contractual rights or obligations, and the task before the Tax Court, which must 
assess the correctness of the characterization of the nature of a payment by a third 
party, the government of Canada. In the latter case, the court noted that the factual 
matrix is essential in determining the true nature of the payment for the purposes 
of assessing tax.

The court expressed concern that a contract may be drafted without due con-
sideration of its tax implications or, more significantly, may be misleadingly drafted 
to affect the character of the transaction for tax purposes. A broad interpretation of 
the parol evidence rule in these circumstances could produce inappropriate results 
that are inconsistent with the object and purpose of the Act. As an example, the court 
cited the line of jurisprudence distinguishing employment relationships from in-
dependent contractor relationships. In these circumstances, the courts are required 
to look beyond the text of the contracts to the actions of the parties. Similarly, sec-
tion 68 requires the courts to look beyond the stated allocation of the parties to 
determine a reasonable allocation in the circumstances. Such an inquiry into rea-
sonableness would almost certainly necessitate an examination of the surrounding 
circumstances.

Applying the above principles to the Henco decision, the court found that a review 
of the factual matrix or surrounding circumstances giving rise to the signing of the 
agreement was imperative in interpreting the nature of the payments made under 
the agreement. Rather than being an ordinary commercial arrangement that was 
committed to writing, the agreement was drafted in “exceptional circumstances” in 
which market forces did not play a material role.42

Moreover, the terms of the contract itself invited the use of extrinsic evidence: the 
preamble stated “[w]hereas based on circumstances relating to the use and develop-
ment of the property.”43 The court also found that the agreement was ambiguous 
because it failed to allocate the payment among the assets being sold. The parties’ 
failure to make such an allocation made the examination of extrinsic facts necessary 
in order to allocate these amounts for tax purposes.44

income or windfall: the $650,000 payment
The Crown argued that the $650,000 payment fell within the scope of paragraph 
12(1)(x). In general terms, paragraph 12(1)(x) deems certain amounts to be included 
in a taxpayer’s income from a business or property, including certain amounts paid 

 42 Ibid., at paragraph 92.

 43 Ibid., at paragraph 95.

 44 Ibid., at paragraph 98. Paragraphs 100-16 of the court’s reasons considered which forms of 
extrinsic evidence would be admitted into evidence under one of the exceptions to the hearsay 
rule. The court found that certain government press releases were admissible into evidence, but it 
prohibited the admission of the affidavits of certain public officials. If counsel for Henco wished 
to have the evidence admitted, Henco would have to have called the public officials as witnesses.
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by a government that are received by a taxpayer in the course of earning income 
from a business or property, to the extent that the payment can reasonably be con-
sidered to have been received as assistance in respect of an outlay or expense.

The court summarized the four criteria that would have to be satisfied for the 
$650,000 payment to be included in Henco’s income pursuant to paragraph 12(1)(x):

 1) The $650,000 must have been received by Henco “in the course of earning in-
come from a business or property”;

 2) The payment must have been from a government;
 3) The payment can reasonably be considered to have been received as assistance in 

respect of an outlay or expense;
 4) The payment was not for the acquisition of Henco’s business or property.45

Henco’s position before the court was that the $650,000 payment did not fall 
within the scope of paragraph 12(1)(x) because (1) the payment had not been re-
ceived in the course of earning income from a business or property, and (2) the 
payment could not reasonably be considered to have been received as assistance in 
respect of an outlay or expense. In the alternative, Henco argued that the $650,000 
had been received in respect of Henco’s disposition of the DCE land.

In the Course of Earning Income from a Business or Property

Henco emphasized that the first requirement could be satisfied only if the $650,000 
payment were received by Henco “in the course of earning income from a business 
or property.” This wording contrasts with the wording in paragraph 12(1)(a), which 
merely requires a payment to have been received “in the course of a business.” 
Commenting on this distinction, the court observed that it would be possible that a 
taxpayer could receive a payment while in business yet not in the course of earning 
income from a business.

Henco was clearly in business and receiving revenue in the course of earning in-
come from a business in 2005 and the first part of 2006 (until the protests began in 
February 2006). However, the court observed that the $650,000 payment was not 
made in respect of this period. Rather, it was made in respect of the period beginning 
in late February 2006 and ending on May 3, 2006, when the payment was received. 
The court found that it was this latter period that must be examined to determine 
whether the payment was made in the course of earning income from a business or 
property.

The court concluded that Henco was not taking steps in the course of earning 
income from a business during the protests. Rather, it was attempting to preserve 
the business itself, with an expectation that the protests would eventually cease, 
thereby permitting it to resume earning income in the course of a business. An 
example of a step taken by Henco during the protests was the seeking of the injunc-
tions before the Superior Court of Justice.

 45 Supra note 32, at paragraph 119.
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The three-party agreement to stop developing the DCE land was signed on May 
16, 2006, and corresponding zoning amendments, each described in greater detail 
above, were made on May 17, 2006. Accordingly, the May 3, 2006 payment was 
received before Henco was legally prohibited from developing the DCE land, not-
withstanding the practical impediments that had existed since the protests began in 
February 2006. The court therefore found that Henco was in business at the time 
of the payment but had not received the payment in the course of earning income 
from a business. It observed that “[t]hough this may seem a fine distinction, it is 
clearly a distinction that the legislation itself makes.”46

Although the differences in the wording between paragraphs 12(1)(a) and 
12(1)(x) invite comparison, it seems that the distinction between an entity that has 
received a payment “in the course of earning income from a business” and an entity 
that has merely received a payment “in the course of a business” may be difficult to 
make in practice. The timing of receipts also takes on greater significance under this 
interpretation since their taxation depends on the magnitude of the business obstacles 
(strike, fire, and so on) encountered by a taxpayer at a particular time to determine 
if the taxpayer receives these amounts “in the course of earning income from a busi-
ness” or merely “in the course of a business.”

Assistance in Respect of an Outlay or Expense

In the alternative, the court also found that the $650,000 payment had not been 
received as assistance in respect of an outlay or expense, and therefore failed to 
satisfy the third criterion identified above. The court noted that there was only lim-
ited evidence concerning what the payment was for. Although correspondence from 
Ontario associated with the payment suggested that it was for the purpose of assist-
ing in respect of costs and expenses incurred because of the protests, there was no 
requirement that the money be spent on these expenses, there was no requirement 
for an accounting, and Henco did not participate in the preparation of the 
correspondence.

The court noted that the agreement provided that Henco would be reimbursed, 
to a maximum of $300,000, in part for “the reasonable costs . . . [that Henco] incurred 
since February 28, 2006 relating to the occupation of the DCE lands, including all 
of [Henco’s] costs relating to the retention of consultants, legal advisors, appraisers, 
experts and other third party advisors.”47 Accordingly, without further evidence, the 
court was unable to determine the other “outlays or expenses” that the $650,000 
payment may have covered.

The court concluded that the $650,000 payment was “effectively a no-strings-
attached, to use common vernacular, ‘freebie,’ not swept into income by the application 
of paragraph 12(1)(x) of the Act.”48 It observed that the Crown had “not presented 

 46 Ibid., at paragraph 124.

 47 Ibid., at paragraph 127.

 48 Ibid., at paragraph 129.
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any alternative to paragraph 12(1)(x) of the Act for bringing such a payment into 
income—for good reason.”49 Accordingly, it did not feel obliged to review the re-
quirements of a windfall that were set out in R v. Cranswick.50

$15.8 Million payment: income, ta x able 
C apital ,  or non-ta x able C apital?
The court had to decide on a number of subissues in order to determine the char-
acter of the $15.8 million payment; on the basis of its character, the court also had 
to decide what tax, if any, was applicable. The court adopted the following frame-
work to address these questions:

 1) Did Henco receive the $15,800,000 for the DCE land?
 2) If the $15,800,000 was for the DCE land, was the receipt on account of income, 

pursuant to sections 9 and 23 of the Act or on account of capital?
 3) If the $15,800,000 was for something other than land, was the receipt of the 

$15,800,000 on account of income or capital, and if on capital account did it re-
sult in a capital gain or was it an eligible capital amount or a non-taxable capital 
receipt?51

Was the $15.8 Million Payment Attributable to the DCE Land?

As a preliminary matter, the court had to determine what portion of the $15.8 mil-
lion payment was attributable to the DCE land. The Crown took the position that 
the wording of the agreement unequivocally allocated the entire payment to the 
DCE land. In contrast, Henco argued that the text of the agreement did not reflect 
the true nature of the arrangement between the parties, which included compensa-
tion for the drop in value of Henco’s business. As noted above, Henco took the 
position that the parol evidence rule permitted the court to consider evidence be-
yond the text of the agreement in assessing the portion of the payment that was 
attributable to the DCE land.

The agreement did not expressly state that the payment was consideration for 
the sale of the land. Rather, it cited a number of assets that were sold in addition to 
the land, including certain contracts, tangible property, and intangible property. 
The agreement also adopted terminology, such as “compensation,” that is more typ-
ically associated with contracts for services or payments for damages than with the 
acquisition of real property.52

The agreement did not include an allocation schedule or clause that allocated 
the $15.8 million payment among the assets being sold. The compensation payable 
under the agreement was to be determined by reference to the fair market value of 

 49 Ibid., at paragraph 118.

 50 [1982] 1 FC 813 (CA).

 51 Supra note 32, at paragraph 148.

 52 Ibid., at paragraphs 151-52.
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the purchased assets on February 27, 2006, immediately before the protests began. 
The court cited this as evidence that the agreement was atypical in avoiding a valu-
ation on the date of sale.

Further, the court observed that the document contained several clauses that 
would not ordinarily be included in an agreement to purchase land. For example, 
one clause required Henco to obtain an order setting aside the injunctions. Another 
clause required Henco to cease all business.

Accordingly, the court found that the text of the agreement did not accord with 
a simple transfer of land, as asserted by the Crown. The court instead thought it 
necessary to review the surrounding circumstances to determine what the payment 
was for. Among the relevant facts cited by the court were the following: (1) both 
parties’ appraisals found that the land had no value, (2) there was no commercial 
market for the land, (3) the government of Ontario was not motivated by commer-
cial needs, and (4) the protests had had serious effects.

The court concluded that “Ontario paid Henco to go away and in doing so en-
able Ontario to get rid of the injunction, acquire control of the volatile situation and 
restore peace. The effect was to destroy Henco’s business.”53 Although land was 
transferred as part of the deal, the court concluded that the transfer was not a major 
component. As the court noted, it would be difficult to conclude that Henco re-
ceived the $15.8 million for selling property that had been appraised as valueless.

If the Payment Was Attributable to the DCE Land, 
Was the Receipt on Income or Capital Account?

Although the court concluded that the $15.8 million payment was not solely attrib-
utable to the acquisition of the of the DCE land, it considered in obiter dicta 
whether the payment would have been on income or capital account had it been 
attributable to the DCE land.

The Crown argued that section 23 would have been applicable in these circum-
stances, deeming the proceeds to have been received on income account. Section 23 
reads as follows:

(1) Where, on or after disposing of or ceasing to carry on a business or a part of a 
business, a taxpayer has sold all or any part of the property that was included in the 
inventory of the business, the property so sold shall, for the purposes of this Part, be 
deemed to have been sold by the taxpayer in the course of carrying on the business. . . .

(3) A reference in this section to property that was included in the inventory of a 
business shall be deemed to include a reference to property that would have been so 
included if the income from the business had not been computed in accordance with 
the method authorized by subsection 28(1) or paragraph 34(a).

 53 Ibid., at paragraph 162.
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The court described the section as having been put in place to deem property to 
have been sold on income account when the property had lost its character as inven-
tory because a corporation had gone out of business. Any subsequent sale of the 
property during the period in which the corporation was not in business would be 
deemed to have been sold on income account pursuant to section 23.

The Crown submitted that amounts paid to Henco in respect of the DCE land 
would be deemed to have been on income account pursuant to section 23 since the 
DCE land had previously formed part of the inventory of Henco’s land develop-
ment business, and no clear and unequivocal act had converted the DCE land from 
inventory to capital. Although Henco wrote down the value of the land for tax and 
accounting purposes, the Crown noted that this act was not inconsistent with hold-
ing property as inventory.

Conversely, Henco argued that the land had effectively been converted from 
inventory to capital before its disposition to the Ontario government, making sec-
tion 23 inapplicable.

In siding with Henco, the court found that the land ceased to be held as inven-
tory once it became unsuitable for development, following which the corporation 
ceased to carry on business. The court acknowledged that it neither became an in-
vestment (it was worthless) nor a capital asset of a business (there was no business) 
on ceasing to be inventory. The court further determined that the DCE land was not 
held as an adventure in the nature of trade since there was no adventure, and its 
ultimate disposition to the government could not be viewed as being in the nature 
of trade in any commercial sense.

The court described the label “change of use” as a misnomer in this case since 
the DCE land was first used as a trading asset and then had no use at all. However, the 
court concluded that there was a conversion pursuant to which the DCE land ceased 
to be held as inventory. As a result, the court found that if the property was not held 
as inventory, it must be held as capital. Accordingly, if the court had attributed any 
portion of the payment to the DCE land, the allocated portion would have been tax-
able as a capital gain (or loss).

Since the court concluded that only a de minimis amount of the $15.8 million 
should be allocable to the DCE land, its views on section 23 are obiter dicta. However, 
the court’s suggestion that inventory can lose its character as inventory merely 
because it becomes useless or worthless to a business is somewhat surprising. Many 
industries have inventory that at one time or another becomes obsolete or can no 
longer be sold at a profit.

The court appears to have taken a somewhat narrow view of the section’s appli-
cation in relation to the timing of a change in use. It indicated that inventory that 
changes use before a corporation ceases to carry on business is not subject to section 
23. However, this viewpoint can lead to ambiguity about the respective timing of 
when a corporation ceases to carry on business and when an asset becomes useless 
or worthless and therefore ceases to be characterized as inventory (pursuant to the 
above-noted test).
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If the Payment Was Not Attributable to the DCE Land, 
Was the Receipt on Income or Capital Account?

Since the court concluded that the $15.8 million payment was not attributable to 
the DCE land, it reasoned that the payment was either made to compensate Henco 
for the loss of its business or paid as consideration for the extinction of (1) the right 
to sue the government of Ontario and (2) the right to take steps to have the injunc-
tions enforced.54

Henco argued that the compensation paid pursuant to the agreement was attrib-
utable to its waiving of its right to sue Ontario. Accordingly, Henco submitted that 
the payment was on capital account and could in certain circumstances be attribut-
able to eligible capital property. Yet, as a result of an election that Henco filed to 
have the former rules under subsection 14(5) apply, Henco submitted that the pay-
ment was made in respect of capital property that was not eligible capital property 
and was therefore a non-taxable receipt.

The court acknowledged that whether a payment is received as a capital or trad-
ing receipt is fact specific. Paraphrasing Bowman CJ in BP Canada Energy Resources 
Company v. The Queen,55 it characterized the existing body of case law as represent-
ing a spectrum: one end representing receipts arising in the ordinary course of an 
ongoing business, and the other end representing a payment compensating a taxpayer 
for the destruction of an income-earning capital asset (that is, the “sterilization of a 
capital asset”).

Although the court acknowledged that the characterization of the $15.8 million 
payment was “somewhat fuzzy,”56 it concluded that the payment was more appro-
priately characterized as a capital receipt than an income or trading receipt.

If the Payment Was Not Attributable to the DCE 
Land and Was on Capital Account, Was It an Eligible 
Capital Amount or a Non-Taxable Receipt?

On the basis of the court’s findings that the $15.8 million payment was a capital 
receipt that was not attributable to the DCE land, the payment would be taxable to 
Henco only if it was an “eligible capital amount,” as defined in subsection 14(1) with 
reference to clause E of the definition of “cumulative eligible capital” in subsection 
14(5).

In 2007, the definition of cumulative eligible capital in subsection 14(5) was 
amended, generally effective in respect of amounts receivable after May 1, 2006. 
The amendment eliminated what had previously been referred to as “the mirror-
imaging test.” However, taxpayers were permitted to file an election to have the 
former rule apply in respect of amounts that became receivable before August 31, 

 54 Ibid., at paragraph 170.

 55 2002 DTC 2110 (TCC).

 56 Supra note 32, at paragraph 176.
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2006.57 Henco filed such an election to have the former mirror-imaging test apply 
to the payment.

The pertinent portion of the former definition of “cumulative eligible capital” 
that incorporated the mirror-imaging test (in variable E, which reduces a taxpayer’s 
cumulative eligible capital) read as follows:

the total of all amounts each of which is 3⁄ 4 of the amount, if any, by which
(a) an amount which, as a result of a disposition occurring after the taxpayer’s ad-

justment time and before that time, the taxpayer has or may become entitled to receive, 
in respect of the business carried on or formerly carried on by the taxpayer where the 
consideration given by the taxpayer therefor was such that, if any payment had been made 
by the taxpayer after 1971 for that consideration, the payment would have been an eligible 
capital expenditure of the taxpayer in respect of the business
exceeds

(b) all outlays and expenses to the extent that they were not otherwise deductible 
in computing the taxpayer’s income and were made or incurred by the taxpayer for the 
purpose of giving that consideration.58

After citing the above provision, Miller J noted, “I am not surprised in trying to 
work through this oblique provision, that it has been amended.”59 In summary, the 
mirror-imaging test asks whether the $15.8 million payment, if made by Henco, 
would have been an eligible capital expenditure, as defined in subsection 14(5).

The court identified the following four factors as relevant in assessing whether 
the payment was an eligible capital amount under the former rules. It based these 
factors on the Federal Court of Appeal’s decision in Canada v. Toronto Refiners and 
Smelters Ltd.,60 as clarified by that court in RCI Environnement Inc. v. Canada:61

 1. Was the amount received as a result of a disposition?
 2. Was the amount received in respect of the business carried on by Henco?
 3. What consideration did Henco give for the payment?
 4. If Henco had paid $15.8 million for the same consideration that it had given 

to the Ontario government (the mirror-imaging test), would that payment 
have been an eligible capital expenditure of Henco?

The court addressed the first two issues in reasonably short order. Although 
there was ambiguity, as discussed above, about how to allocate the payment among 
the assets disposed of, the court found that the payment was associated with the 

 57 SC 2007, c. 2, sections 3(6) and (10).

 58 Former description of “E” in the definition of “cumulative eligible capital” in subsection 14(5) 
(emphasis added).

 59 Supra note 32, at paragraph 183.

 60 2002 FCA 476.

 61 2008 FCA 419.
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disposition of property. The court also found that the payment was received in re-
spect of the business carried on by Henco. Although it acknowledged that Henco 
arguably no longer had a business at the time that the agreement was entered into, 
the clause in the agreement requiring Henco to cease business was nevertheless “in 
respect of ” the business carried on by Henco.

Regarding the third question, the court agreed with Henco’s position that sub-
stantially all of the consideration for the payment was attributable to goodwill—that 
is, the promise to cease business, to take steps to have the injunctions removed, and 
to release Ontario from any and all claims in respect of the DCE land. The court 
relied on the residual concept of goodwill articulated in Transalta Corporation v. 
Canada:62 consideration beyond that allocable to identifiable assets pertains to good-
will. Having determined that the other assets of Henco’s business were essentially 
valueless, the court concluded that the entire $15.8 million payment was allocable 
to goodwill.

Finally, the court addressed the fourth question regarding the mirror-imaging 
test. Citing the Federal Court of Appeal in RCI, the court noted that the test could 
be difficult or impossible to apply when the payer of an amount is a public body 
performing its civic duties, rather than an entity making a payment in the course of 
gaining or producing income from a business:

In RCI, the Federal Court of Appeal took a pragmatic approach to the mirror-imaging 
test in the context of a public authority making a payment, writing this about the fourth 
question: “For all intents and purposes, this made the question underlying item E in-
applicable, because no one would pay money to acquire the right to be expropriated.”

This sensible view renders the discussion of whether one looks at the mirror-
imaging test from the payor’s or the recipient’s perspective moot. There are some 
situations, such as this, where the rather technical process for the determination of 
consideration and the application of the mirror-imaging rule simply does not work.63

Notwithstanding the difficulties of applying the mirror-imaging test, the court 
sought to determine whether, if Henco had paid $15.8 million for the loss of good-
will, it could be said that the payment would have been an eligible capital expendi-
ture. An eligible capital expenditure must be an expense that is incurred for the 
purpose of gaining or producing income from a business.64 The court noted that a 
payment that resulted in the destruction of Henco’s business could not possibly be 
viewed as having been incurred for the purpose of earning income from that busi-
ness. Conversely, if viewed from the perspective of the government of Ontario, the 
payment was not made for the purpose of earning income but rather for civic 
purposes.

 62 2012 FCA 20.

 63 Supra note 32, at paragraph 201, citing RCI, supra note 61.

 64 Definition of “eligible capital expenditure” in subsection 14(5).



current cases  n  239

This apparent deficiency in the legislation was corrected by the 2006 amend-
ments, which removed the mirror-imaging test. However, for Henco’s purposes, the 
test’s deficiency permitted it to characterize the $15.8 million payment as a non-
taxable capital receipt.

Conclusion
As a result of the amendments to the definition of eligible capital amount, it appears 
that Henco will be among the last taxpayers to challenge the application of the 
mirror-imaging test in court.65 However, the relevance of the Henco decision ex-
tends beyond the narrow confines of this test. The court considered a number of 
substantive and procedural issues that will remain relevant to tax professionals and 
their clients.

Of particular note, the court’s finding that an amount may be received “in the 
course of a business” without being received “in the course of earning income from 
a business” could prove useful to taxpayers in other circumstances. On the basis of 
the court’s interpretation, the taxability of an amount could depend on this some-
what narrow distinction.

Similarly, the interpretative framework adopted by the court in assessing the ap-
plication of section 23 attached a great deal of significance to the time when inventory 
is converted into capital. The court found that inventory could lose its character as 
inventory if it was made legally useless. If such an event occurs before a business is 
shut down, the court’s somewhat narrow reading of section 23 implies that the tax-
payer may avoid the application of this section, with the result that any gain from 
the sale of property will be taxed on capital rather than on income account.

Finally, the court’s further guidance regarding the application of the parol evi-
dence rule should be of use to both taxpayers and the Crown in future cases.

Andrew Stirling

Can interest aCCrue before a gaar 
notiCe of assessMent is issued?
J.K. Read Engineering Ltd. v. The Queen
2014 TCC 309

Keywords: gaar n Tax liabiliTy n inTeresT n noTice of assessmenT

When does liability for an assessment of tax based on the general anti-avoidance 
rule (GAAR) arise for the purposes of interest accruing for the late payment of tax? 
The Tax Court considered this question in J.K. Read Engineering Ltd. v. The Queen.66 
Specifically, the court considered whether interest begins to accrue on the date that 

 65 The Henco decision has not been appealed.

 66 2014 TCC 309.
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a GAAR notice of assessment is issued by the CRA or on the balance due date in re-
spect of tax owing for a particular taxation year.

background
In Read Engineering, the appellant taxpayer67 entered into a series of transactions 
that created artificial capital losses,68 which were used to offset capital gains, and it 
reported a nil tax liability in its income tax return. The minister applied GAAR to 
deny the capital losses, which consequently resulted in unpaid income tax on the 
balance due date. From this date, the minister started to charge interest.

summary of the appell ant’s arguments
Although the appellant did not dispute the application of GAAR,69 it contested the 
date on which its liability in relation to the GAAR assessment arose and from which 
interest began to accrue. According to the appellant, interest began to accrue from 
the date on which the GAAR assessment was issued by the minister—that is, the date 
on which taxes became payable. Essentially, the appellant argued that it could not 
have self-assessed under GAAR, and therefore its tax liability in relation to the GAAR 
assessment did not exist until the CRA issued the GAAR-based notice of assessment.

The appellant’s position was based in part on the Tax Court’s decision in Cop-
thorne Holdings Ltd. v. The Queen, in which it was held that “there is nothing in the 
GAAR provisions that would allow a taxpayer to self assess on the basis that GAAR 
applies.”70 According to the appellant, in Copthorne the “non-resident’s requirement 

 67 In addition to J.K. Read Engineering Ltd., the other appellants in this case were J.M. Hutton 
Enterprises Ltd., J.M. Hutton Holdings Ltd., and J.M. Hutton Engineering Ltd. In this article, 
“the appellant” refers to J.K. Read Engineering Ltd. unless otherwise noted.

 68 Using high-low preferred shares to create capital losses, the appellant employed a strategy 
similar to the one employed in, inter alia, Canada v. Global Equity Fund Ltd., 2012 FCA 272.

 69 Because of the findings in cases such as Global Equity, in which GAAR applied to deny the 
capital losses.

 70 2007 TCC 481, at paragraph 78; aff ’d. 2009 FCA 163; aff ’d. 2011 SCC 63. By way of summary, 
in Copthorne two corporations that had been parent and subsidiary became sister corporations 
owned directly by the same shareholder. The sister corporations were subsequently 
amalgamated and the paid-up capital (PUC) of their respective shares was aggregated to form 
the PUC of the shares of the amalgamated corporation. The amalgamated corporation then 
redeemed its shares and paid out the aggregate PUC attributable to the redeemed shares to its 
non-resident shareholder. This payment was treated as a return of income, not as taxable 
income to the shareholder. The Tax Court applied GAAR and concluded that the PUC of the 
shares of the former subsidiary should have been cancelled when the former subsidiary 
amalgamated with its former parent. The court determined that had the PUC of the shares of 
the amalgamated corporation been reduced, the amount paid to the non-resident shareholder 
in excess of the reduced PUC would have constituted a deemed dividend subject to part XIII 
withholding tax. The application of GAAR was confirmed by the Federal Court of Appeal and 
the Supreme Court of Canada.
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to pay Part XIII tax” did not arise until the minister issued a GAAR reassessment.71 
The appellant also relied on the Tax Court’s conclusion in Copthorne that the tax-
payer was not liable to pay a penalty under subsection 227(8) for failure to withhold 
part XIII tax because, but for the application of GAAR, Copthorne was technically not 
required to withhold the tax.72

In addition, the appellant submitted that subsection 245(7) supported its position 
that interest, being a tax consequence, began to accrue only from or “following” the 
date on which the GAAR assessment was issued. Subsection 245(7) provides that, 
“[n]otwithstanding any other provision of [the] Act, the tax consequences to any 
person, following the application of [section 245], shall only be determined through 
a notice of assessment, reassessment, additional assessment or determination.” The 
appellant submitted that subsection 245(7) was applicable in its circumstances even 
though the Federal Court of Appeal in STB Holdings Ltd. v. Canada73 stated, in obiter 
dicta, that subsection 245(7) permitted only a taxpayer other than the targeted tax-
payer to self-assess under subsection 245(6), and that subsection 245(7) applied only 
to such a third-party taxpayer.74 The appellant described the Court of Appeal’s 
statements in STB Holdings regarding subsections 245(6) and 245(7) as “commentary, 
examples or exposition.”75

the decision
The Tax Court dismissed the appeal. The trial judge first rejected the appellant’s 
interpretation of Copthorne and its submission that the “non-resident’s requirement 
to pay Part XIII tax” did not arise until the minister issued the GAAR reassessment. 
Hogan J noted that in Copthorne the court in fact determined that (1) Copthorne, as 
opposed to its non-resident shareholder, failed to fulfill its obligation under subsec-
tion 215(1) to deduct or withhold part XIII tax that was payable on the dividend 
deemed to have been paid to its non-resident shareholder, and (2) Copthorne was 
found to be liable for its non-resident shareholder’s part XIII tax under subsection 
215(6). The court held that “GAAR had to apply beforehand to reduce the PUC of 
the shares redeemed by Copthorne, otherwise the Court could not have found that 

 71 The appellant’s submission in Read Engineering, supra note 66, at paragraph 12, as described by 
Hogan J.

 72 The non-application of the subsection 227(8) penalty was not appealed by the Crown to the 
Federal Court of Appeal.

 73 2002 FCA 386; aff ’g. 2002 DTC 1254 (TCC). The two issues under consideration were 
(1) whether a notice of assessment issued under subsection 245(7) is required to refer to GAAR 
and (2) whether subsection 245(7) prevents the CRA from raising GAAR as an alternative 
assessing position. The Tax Court and the Court of Appeal answered both issues in the negative.

 74 In STB Holdings, ibid., the Court of Appeal was of the view that subsection 245(7) applies only 
to third-party taxpayers who seek adjustments under subsection 245(6) because they have been 
affected by GAAR-based assessments issued to targeted taxpayers.

 75 Read Engineering, supra note 66, at paragraph 29.
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Copthorne failed to fulfill its withholding obligation under subsection 215(1).”76 The 
trial judge also explained that the subsection 227(8) penalty in Copthorne was denied 
because the taxpayer was able to mount a due diligence defence and demonstrate 
that it acted diligently with respect to its withholding obligations under section 215.77 
Ultimately, Hogan J concluded that “GAAR operated as the abusive avoidance trans-
actions were being carried out, and not, as argued by the [taxpayer], when the 
GAAR-based assessment was issued by the Minister.”78

The court also disagreed with the appellant’s interpretation of subsection 245(7) 
and of the relevance of the obiter comments made by the Federal Court of Appeal 
in STB Holdings. After analyzing the subsection, including the meaning of the term 
“following,” Hogan J held that an application of GAAR “must precede”79 the notice 
of assessment and that “it cannot be said that the tax liability pursuant to the GAAR 
is incurred as of the date of the notice of assessment.”80 The court held that the 
Federal Court of Appeal’s obiter statement in STB Holdings—that subsection 245(7) 
applies only to third-party taxpayers to the exclusion of the targeted taxpayers as-
sessed under GAAR—was not merely a “commentary,” as argued by the appellant, 
but “at the very least an obiter dictum that is highly persuasive and compelling.”81 In 
reaching this conclusion, Hogan J undertook a thorough analysis of the judicial 
weight accorded to comments made in obiter dicta and referred to the Supreme 
Court of Canada’s decision in R v. Henry.82 In this case, Binnie J stated that all obiter 
dicta do not carry the same weight and that the “weight decreases as one moves 
from the dispositive ratio decidendi to a wider circle of analysis which is obviously 
intended for guidance and which should be accepted as authoritative.”83 Since the 
application or non-application of subsection 245(7) to taxpayers assessed under GAAR 
was given “significant consideration”84 in STB Holdings, Hogan J decided that the 
Federal Court of Appeal’s conclusion in STB Holdings was an “authoritative obiter” 
that should be followed.85

Finally, Hogan J referred to subsection 161(1), which generally provides that 
interest accrues at the prescribed rate on the excess of the taxpayer’s “tax payable” 
under parts I, I.3, VI, and VI.1. The court observed that the term “tax payable,” as 
defined in subsection 248(2), does not contain an exception for a GAAR-based tax 

 76 Ibid., at paragraph 16.

 77 Ibid., at paragraph 17.

 78 Ibid., at paragraph 16.

 79 Ibid., at paragraph 40.

 80 Ibid., at paragraph 41.

 81 Ibid., at paragraph 36.

 82 2005 SCC 76.

 83 Ibid., at paragraph 57, quoted in Read Engineering, supra note 66, at paragraph 27.

 84 Read Engineering, supra note 66, at paragraph 36.

 85 Ibid.
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assessment, and decided that subsection 161(1) was applicable in the circumstances 
because the artificial capital losses were denied under subsection 245(2), which con-
sequently resulted in the appellant having outstanding tax payable under part I.86

Hogan J concluded by holding that (1) the application of GAAR is not suspended 
until a GAAR assessment is issued; (2) GAAR is “retrospective in application with re-
spect to the accrual of interest on tax payable”; and (3) from a policy perspective, 
Parliament was unlikely to have intended taxpayers “to benefit from a deferral of 
interest in respect of abusive avoidance transactions.”87

discussion
At the time of writing, we do not know whether Read Engineering will be appealed 
and, if so, whether the Federal Court of Appeal will confirm the findings of the trial 
judge. However, with this caveat, we offer several comments about the case.

Although numerous provisions88 incorporate subsection 161(1) into different 
parts of the Act, neither section 245 nor any other provision incorporates the subsec-
tion into part XVI. Hogan J incorporated the reference to part XVI into subsection 
161(1) by finding that the application of GAAR adjusted taxes payable under part I. 
However, such an approach would also result in the application of penalties on part 
XIII tax payable, which arguably would be inconsistent with the Tax Court’s deter-
mination in Copthorne. Notwithstanding that Hogan J concluded that the subsection 
227(8) penalty in Copthorne was denied because the taxpayer was able to demonstrate 
that it acted diligently with respect to its withholding obligations under section 215, 
there appears to have been no discussion regarding the taxpayer’s due diligence de-
fence in Copthorne. Rather, in that case the minister was prevented from applying a 
penalty under subsection 227(8) because, according to the technical application of 
subsection 215(1), there was no tax payable by a non-resident.89

In addition, there was little discussion in Read Engineering about whether it was 
“reasonable in the circumstances” to apply interest to a balance due date that pre-
ceded the date on which the GAAR assessment was issued. Arguably, the application 
of interest in the circumstances faced by the appellant was unreasonable because the 
appellant was not allowed to self-assess under GAAR. In other words, if the appellant 
were allowed to self-assess under GAAR but chose not to do so, the application of 
interest might be more reasonable for the purposes of section 245. Even then, it 
seems unfair to apply interest from a date before a GAAR assessment is issued, when 
the application of GAAR, and therefore the existence of a tax liability itself, is uncer-
tain—that is, when a taxpayer does not concede that GAAR applies and the minister 

 86 Ibid., at paragraph 47.

 87 Ibid., at paragraph 42.

 88 For example, subsection 202(3) incorporates subsection 161(1) into part X, and subsection 
219(3) incorporates subsection 161(1) into part XIV.

 89 See the Tax Court’s judgment in Copthorne, supra note 70, at paragraphs 75-78.
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has the burden of proving that the taxpayer’s transactions resulted in a misuse or 
abuse. However, as Hogan J pointed out, Parliament was unlikely to have intended 
that taxpayers that enter into abusive transactions would get a tax deferral on the 
payment of interest until the date that they receive a GAAR assessment. It remains to 
be seen whether the Federal Court of Appeal will provide additional insight into 
this matter.

Robert Kopstein and Dan Jankovic
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