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Introduction
The Excise Tax Act1 permits a taxpayer to claim input tax credits (ITCs) to recover 
goods and services tax (GST) paid in respect of property and services acquired by 
that taxpayer for consumption, use, or supply in the course of a “commercial activity.” 
In situations where there is a mixed use of inputs in commercial and GST-exempt 
activities, subsection 141.01(5) of the Act requires the taxpayer to allocate its GST 
among the taxable and exempt activities using a “fair and reasonable” method that 
is “used consistently . . . throughout the year.”

In an appeal by CIBC World Markets Inc. (“CIBC”) from a decision of Rip J at the 
Tax Court of Canada,2 the main issue before the Federal Court of Appeal was 
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whether a registrant3 under the Act was entitled to make an additional claim for 
ITCs within the applicable two-year limitation period using a different acceptable 
allocation method than was used in the original claim.

Background
CIBC filed a GST return under the Act claiming ITCs for two taxation years, 1998 
and 1999. Having successfully used a different method to allocate its GST among 
taxable and exempt activities for its 2000 taxation year to claim a higher proportion 
of ITCs, CIBC made a second claim for its 1998 and 1999 taxation years seeking the 
increased amount of ITCs calculated under the second method. The minister re-
jected CIBC’s second claim on the basis that the Act did not allow a second claim 
based on a different method. The Tax Court of Canada agreed with the minister.

Legislative Framework

GST is imposed on the value added at each stage in the supply of goods or services 
until the final user or consumer is reached. Subsection 165(1) of the Act sets out the 
general rule that persons who have received services or property, such as goods, in 
the course of a commercial activity (known under the Act as a “taxable supply”) are 
liable to pay GST. However, because GST is intended to be borne only by ultimate 
consumers, an essential feature of this system is that where goods or services are used 
in a commercial activity, the recipient is entitled to a refund of the GST it has paid 
by claiming an ITC. As a result, business inputs acquired for use in the course of a 
commercial activity are effectively free of GST.

Input Tax Credits

The Act allows ITCs for registrants that make an onward taxable supply. Where a 
registrant uses an input in making both taxable and GST-exempt supplies, the regis-
trant is entitled to recover only the portion of GST paid that relates to its taxable 
supplies.

The Act did not mandate any particular allocation formula during the relevant 
years; it merely required that the registrant use a “fair and reasonable” method to 
estimate the proportion of GST attributable to making taxable supplies, and that 
such method be used consistently throughout the year.4

However, Parliament imposed two restrictions on the claiming of ITCs. First, 
there is a two-year limitation period for claiming ITCs for a “specified person” and 
four years for other registrants,5 in recognition that the registrant might not arrive 
at a full and final determination of its ITC entitlement by the time its GST return for 

 3 A “registrant” means a person who is registered or who is required to be registered under 
subdivision D of division V of the Act.

 4 Subsection 141.01(05) of the Act.

 5 Subsection 225(4) of the Act.
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a particular period is due. Second, an amount shall not be deducted in a return to the 
extent that the amount was claimed or included as an ITC or other deduction in a 
preceding return.6 This rule ensures that there is no double-counting of ITCs across 
returns.

Ta x Court of C anada Judgment
The minister’s reasons for rejecting CIBC’s claim for additional ITCs for the 1998 
and 1999 taxation years, and the Tax Court’s response to those arguments, were 
summarized by the Court of Appeal as follows:

n Only “one kick at the can” is permitted. In the Minister’s view, the Act permits only one 
claim for input tax credits to be made for a taxation year. Colloquially put, the Act 
gives a GST registrant, such as CIBC World Markets, only one kick at the can, not 
two. The Tax Court of Canada agreed, noting that after a claim is made, “the tax 
authority will act on this information,” and permitting revisions to a claim that is 
not subject to error “would permit fiscal uncertainty” (at paragraphs 32 and 35).

n Subsection 141.01(5) of the Act. The Minister contended that permitting CIBC World 
Markets to use a revised method would offend the requirement in subsection 141.01(5) 
of the Act that a particular method be “used consistently throughout the year.” The 
Tax Court of Canada agreed (at paragraphs 44 and 45).7

Accordingly, Rip J disallowed CIBC’s claim.

Feder al Court of Appeal
Stratas J for a unanimous Court of Appeal considered whether more than one claim 
for ITCs can be made in respect of a taxation year and whether the use of a second 
allocation method was contrary to subsection 141.01(5) of the Act.

Can a Registrant Make More Than One Claim 
for ITCs in Respect of a Taxation Year?

The court held that Rip J’s interpretation of subsection 225(3) was not supported by 
a textual, contextual, and purposive reading of the provision. Stratas J found that a 
person can make more than one claim for ITCs in respect of a year, provided that the 
person does not try to claim the same ITCs more than once. In so holding, he noted 
that there is nothing in the Act precluding a person from making more than one 
claim per year. He further observed that subsection 225(3) specifically contemplates 
the possibility that more than one claim for ITCs may be made for a taxation year:

Subsection 225(3) of the Act provides that a GST registrant cannot claim twice for the 
same amount—double counting is prohibited. Specifically, it provides that “[a]n 

 6 Subsection 225(3) of the Act.

 7 CIBC World Markets Inc. v. Canada, 2011 FCA 270, at paragraph 27.
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amount shall not be included . . . to the extent that the amount was claimed or in-
cluded as an input tax credit . . . in determining the net tax for a preceding reporting 
period.” This wording specifically refers to “preceding reporting periods” and con-
templates that more than one claim for a taxation year may be made at different times 
as long as the same amount is not claimed twice.8

Stratas J further concluded that the need for finality and fiscal certainty, which Rip J 
found was an important consideration, was adequately achieved through the various 
deadlines and limitation periods set out in the Act.9

Counsel for CIBC argued that the minister’s position effectively converted the 
filing of a GST return into an irrevocable election of the method to be applied for 
allocating inputs and that the Act did not contain the statutory language to require 
such an election. The Court of Appeal agreed with this argument, noting that an 
amendment to the Act10 applicable to taxation years subsequent to the years under 
appeal required financial institutions to obtain the minister’s consent if they wished 
to change their method of input allocation. In the court’s view, this suggested that 
prior to the amendment, registrants were free to change their allocation method.

Therefore, Stratas J concluded that CIBC was entitled within the limitation period 
to change its method for the 1998 and 1999 taxation years and claim additional ITCs.

Is the Use of a Different Allocation Method 
Contrary to Subsection 141.01(5)?

As noted above, subsection 141.01(5) provides that an allocation method must be 
“used consistently throughout the year.” The Tax Court found that subsection 
141.01(5) prevented the “perverse” practice of a registrant’s using one allocation 
method for a taxation year and then later applying a different method for that year.11

However, the Court of Appeal did not agree that subsection 141.01(5) required 
a registrant to select a method at the beginning of a fiscal year and then use that 
method consistently until the end of the year. The court observed that subsection 
225(4) “allows registrants a number of years after a taxation year has ended to 
choose their method and file a claim for input tax credits for the taxation year.”12 
Stratas J found that

subsection 141.01(5) merely requires consistency throughout the year whenever a 
method is chosen. This prevents a GST registrant from using one method for one part 
of the year and then another method for another part of the year, for example to take 
advantage of a seasonal fluctuation.13

 8 Ibid., at paragraph 33.
 9 Ibid., at paragraph 39.
 10 Subsection 141.02(17).
 11 Supra note 2, at paragraph 44.
 12 Supra note 7, at paragraph 48.
 13 Ibid., at paragraph 49.
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In this connection, Stratas J observed that

CIBC World Market’s first method was used consistently throughout the 1998 and 
1999 taxation years. Its second method was also used consistently throughout the 1998 
and 1999 taxation years.14

Therefore, subsection 141.01(5) did not bar CIBC’s revised claim for ITCs. CIBC 
did not attempt to use one allocation method for one part of the year and another 
allocation method for another part of the year. Instead, CIBC merely used an al-
ternative and more favourable allocation method, which it applied retroactively 
throughout the entire year. Since CIBC applied the second allocation method con-
sistently throughout the 1998 and 1999 taxation years, it was not offside subsection 
141.01(5) in seeking to use the second method instead of the first. Accordingly, the 
appeal was allowed.

Conclusion
This decision is to be commended. The Tax Court’s finding suggests that a choice 
of allocation method is tantamount to an irrevocable election, an interpretation that 
is not supported by the text of subsection 141.01(5). The provision directs that the 
method must be fair and reasonable and used consistently throughout the year, but 
does not restrict a registrant’s choice of method in any other way (including using 
another fair and reasonable allocation method consistently throughout the year).

Although the introduction of section 141.02 of the Act has rendered this deci-
sion moot for financial institutions, the judgment effectively gives other registrants 
that are required to allocate their inputs among taxable and exempt supplies “a 
second kick at the can” to change an initial ITC allocation and increase the ITCs in 
a subsequent GST return filed within the limitation period.

Dalia Hamdy

TIMBER! CONSEQUENCES OF ASSUMING 
REFORESTATION OBLIGATIONS
Daishowa Paper Manufacturing Ltd. v. Canada
2011 FCA 267

KEYWORDS: DISPOSITIONS n TIMBERLAND n SALES n LIABILITIES n ASSIGNMENT n AGREEMENTS

Introduction
On September 23, 2011, the Federal Court of Appeal released its decision in 
Daishowa Paper Manufacturing Ltd. v. Canada.15 The issue in Daishowa was whether 

 14 Ibid., at paragraph 50.

 15 2011 FCA 267.
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silviculture reseeding liabilities imposed by provincial law that were assumed by a 
purchaser of a timber resource property constituted proceeds of disposition to the 
vendor. In a split decision, the court decided that the assumed liabilities properly 
must be included in the vendor’s proceeds. The decision is significant, if not con-
troversial, since the majority and the dissenting opinions illustrate two very different 
conceptual approaches to the proper treatment of the assumption of a legal obliga-
tion imposed by a regulatory regime to remediate and rehabilitate land.

Facts
In the 1990s, the taxpayer (“Daishowa”) operated pulp mills in Peace River, Alberta 
and Quesnel, British Columbia. These pulp mills were part of an operational div-
ision and included timber rights consisting of forest management agreements and 
timber limits, each of which was, for tax purposes, a “timber resource property.”16

Under Alberta law, as an owner of timber rights, Daishowa was required to pro-
vide reforestation plans annually to the provincial government and to reforest all 
lands that it cleared. (These obligations are referred to herein as “silviculture liabil-
ities.”) The same law and related regulatory policies provided that a company’s 
silviculture liability was not satisfied until a sufficient reforested tree crop passed a 
specified free-growing growth point, which was typically reached between 8 and 14 
years from the date of cutting. Most significantly, Alberta law prohibited the trans-
fer of timber rights unless the purchaser assumed the silviculture liabilities imposed 
by law.17

In 1999, Daishowa decided to sell two sawmills and the related timber rights. The 
successful bidder for its High Level mill, Tolko Industries Ltd. (“Tolko”), offered 
$180 million less the estimated amount (to be determined) of the silviculture liabil-
ities. At the suggestion of Daishowa’s accountants, the agreement was concluded on 
the basis that the purchase price was $169 million with Tolko also assuming certain 
liabilities related to the business, including the silviculture liabilities. If an audited 
postclosing estimate of the silviculture liabilities exceeded Daishowa’s estimate, the 
difference would constitute an adjustment to the purchase price. Specifically, if 
the amount determined by that reforestation statement was greater than $11 mil-
lion, Daishowa was obligated to make a payment to Tolko; conversely, if the amount 
was less than $11 million, Tolko was obligated to make a payment to Daishowa. In 
fact, the subsequent reforestation statement estimated the silviculture obligations at 
$11,296,225, resulting in a postclosing payment of $296,225 by Daishowa to Tolko.

The second mill (Brewster) was sold to a different purchaser in 2000 for $6.1 mil-
lion. Again Daishowa’s obligation to reforest the property was assumed by the 
purchaser, and the agreement specified that the purchaser was receiving no credit for 
assuming that obligation. In contrast to the High Level mill sale, the sale agreement 

 16 Defined in subsection 13(21) of the Income Tax Act, RSC 1985, c. 1 (5th Supp.), as amended.

 17 Forests Act, RSA 2000, c. F-22, and Timber Management Regulation, Alta. Reg. 60/1973.
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did not contain a representation by Daishowa as to the estimated amount of the 
silviculture liabilities or any provision for a postclosing adjustment relating thereto.

In both cases, in reporting the proceeds from the disposition of the timber resource 
properties, Daishowa did not include any amount relating to the reforestation lia-
bilities assumed by the purchaser. In reassessing Daishowa, the minister included as 
proceeds of disposition $11 million in respect of the High Level timber properties 
and $3 million in respect of Brewster (the latter being the amount of the silviculture 
liabilities determined under generally accepted accounting principles as shown in 
Daishowa’s presale interim financial statements).

Ta x Court of C anada Decision
At the Tax Court of Canada,18 Daishowa argued that no amount in respect of the 
silviculture liabilities constituted proceeds of disposition because the value of those 
liabilities was not determinable when the transaction closed, and that if the foregoing 
argument was rejected, the actual value that should be included as proceeds in respect 
of the High Level properties was a lesser amount than the $11 million estimate ap-
plied by the minister. Failing that, Daishowa argued that it should be entitled to a 
deduction from income for having paid each of the purchasers with assets to assume 
Daishowa’s liabilities, which liabilities were deductible when paid since they were 
on income account.

The court had little difficulty concluding that an amount in respect of the as-
sumed silviculture liabilities should be included as proceeds of disposition, albeit 
significantly less than $11 million and $3 million (such lesser amount calculated as 
the sum of the current portion of these amounts for accounting purposes plus about 
20 percent of the long-term portion of the liabilities). A crucial element of the 
court’s conclusion was that the liabilities were actually assumed and did not simply 
follow the transferred properties to the purchasers by operation of law:

What is the nature of the liability, the relief of which leads to some benefit to 
Daishowa? It is not one that, as I initially thought, passes automatically with the forest 
tenures. From a careful review of the Alberta legislation and the Parties’ agreed facts, it 
is clear that the Province of Alberta will not approve of a transfer of the forest tenures, 
unless a purchaser assumes the reforestation liability. This is quite different from any 
suggestion that the liability, simply by the operation of Alberta statutes, flows with the property; 
in other words, whoever owns the forest tenures is legally responsible for the reforestation obliga-
tion. No, the situation in Alberta is that the Province effectively forces the purchaser 
to assume the reforestation liability: no assumption—no transfer of forest tenures. 
Does the fact that a third party, the Government of Alberta, forces an assumption of 
liability, make the assumption of that liability any less consideration? No, it does not 
affect the nature of the assumption of liability as consideration, though it may affect 
the value of that assumption.19

 18 Daishowa-Marubeni International Ltd. v. The Queen, 2010 TCC 317.

 19 Ibid., at paragraph 26 (emphasis added).
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As noted, Daishowa also argued in the alternative that it was entitled to deduct an 
amount equal to the assumed liabilities, on the theory that the taxpayer was effect-
ively paying for the purchaser to assume the liabilities. This argument was rejected 
by the court without much analysis.

Feder al Court of Appeal Decision
Daishowa appealed the Tax Court decision, arguing that no amounts should be 
added to its sale proceeds, while the minister cross-appealed asking for the full 
$11 million and $3 million amounts to be so included. As noted above, the outcome 
was a split decision at the Federal Court of Appeal. The majority of the Court of 
Appeal concluded that the silviculture liabilities assumed by the purchasers should 
be included in Daishowa’s sale proceeds on the basis that the expression “proceeds 
of disposition” includes not only money received but also other forms of valuable 
consideration, including liabilities of the vendor assumed by the purchaser. This 
was the case notwithstanding that the purchase price stipulated in the sale agree-
ment did not explicitly include the assumption of the silviculture liabilities, since in 
the majority’s view those liabilities were clearly part of the transaction. The majority 
buttressed its conclusion on this point by noting that Daishowa paid interest on the 
$296,225 postclosing adjustment payment.

As regards the amount to be included, the majority found that Tolko and Daishowa 
had determined that the value of the silviculture liability that Tolko assumed was 
$11 million, making specific reference to the precise dollar amount arrived at by 
Daishowa’s accountants. Consequently, in the majority’s view, this was the amount 
that was properly added to Daishowa’s proceeds of disposition.

It is significant that the fact that the original $11 million figure was an estimate was 
not considered by the majority to be particularly relevant, since this was the amount 
to which the parties had agreed. Instead, the majority determined that the contrac-
tual mechanics of establishing $11 million as a reference point and then providing 
for an adjusting payment in the event that the audited estimate generated a different 
number constituted an agreement to assume for $11 million. In the majority’s view,

the jurisprudence . . . does not ask whether the liability assumed by the purchaser is 
contingent or absolute; as a matter of fact, the nature of the liability assumed by a 
purchaser is irrelevant. Instead, the jurisprudence seems concerned only with the value 
attributed by the parties, if any, to the liability assumed by the purchaser. If the parties 
attribute no value to a future liability, then there is nothing to be added to the seller’s 
proceeds of disposition for the purpose of taxation. . . .

In the present matter, while Tolko’s future reforestation costs are likely uncertain 
or contingent, there is nothing uncertain or contingent about the consideration paid 
for the assumption of that liability.20

The majority also dismissed Daishowa’s alternative argument that if the reforest-
ation-related amounts were included in its sale proceeds, it should be entitled to an 

 20 Daishowa, supra note 15, at paragraphs 79 and 81.
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offsetting deduction by virtue of having paid the purchaser to assume those obliga-
tions. The majority found that any such payment was a non-deductible capital outlay.

In the case of the Brewster property, the majority found that the Tax Court’s 
reasons were inadequate to support any kind of conclusion on the issue since there 
were insufficient facts on the record. Consequently, the Brewster sale was referred 
back to the Tax Court for further consideration consistent with the principles estab-
lished by the majority.

The dissenting judge concluded that no amount in respect of the silviculture 
liabilities should be included in Daishowa’s proceeds of disposition on the basis that 
these liabilities inherently depressed the value of the land to which they were “in-
extricably linked.”21 That is, only obligations that are not an inherent part of the 
subject property could be included in the vendor’s sale proceeds on assumption by 
the purchaser. The conclusion that liabilities that are an inextricable part of the 
property depress its fair market value was premised on the fact that Tolko was ef-
fectively required to assume the silviculture liabilities in order to obtain provincial 
government approval for any transfer of assets.

Consequently, the dissenting judge held that lands otherwise worth $180 million 
that were subject to an inherent $11 million obligation were inherently worth no 
more than $169 million, and that this amount should be Daishowa’s proceeds for tax 
purposes.

What Does This Mean?
The obvious conclusion to draw from the majority judgment is that the amount of a 
vendor’s proceeds of disposition depends solely on whether the parties choose to al-
locate any amount to a contingent liability. Thus, if there is no evidence that either 
party placed a value on such liabilities, they will be ignored for tax purposes.

Does this result make sense? On one level perhaps it does, since parties should be 
free to choose whatever value they see fit as the consideration payable for properties. 
Presumably the Canada Revenue Agency will not be pleased with this result.

However, fundamentally, the reasoning in the dissenting opinion is preferable, 
since it draws a sensible distinction between an assumed liability like a mortgage—
which has no bearing on the value of a property—and things like dents and scratches 
and burdensome regulatory regimes, all of which are warts that are a part of a 
property and affect its value, but cannot realistically be severed (or even analyzed 
independently) from the property.22

 21 Ibid., at paragraph 130.

 22 This approach is consistent with the long-held understanding of most practitioners in the 
resource industry. As expressed in Ian J. Gamble, Taxation of Canadian Mining (Toronto: 
Carswell) (looseleaf ), at 6-10, commenting on mining reclamation obligations: “They depress 
the value of the mine, but are not liabilities as such. On this view of the matter, on the sale of a 
mine the ‘assumption’ of future reclamation obligations should not be regarded as additional 
proceeds of disposition. The view is, simply, that the seller receives less consideration on the 
sale than it might otherwise have received.”
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The trial and appeal decisions are clear that, by operation of Alberta law, 
Daishowa could not sell the forest tenures without getting rid of the silviculture 
liabilities, and that, also by operation of Alberta law, the purchaser of the tenures—
not Daishowa—would be liable for the future cost of silviculture expenses relating 
to the properties. Consequently, by reason of the silviculture regulatory regime in 
Alberta, Daishowa did not sell a property worth $180 million for consideration 
consisting of $169 million in cash and the assumption of an $11 million liability, 
because there was no property worth $180 million to sell. That is, Daishowa did not 
have $180 million of value to convey to the purchaser because it was not legally pos-
sible to separate the properties from the obligations imposed by Alberta law. Having 
only $169 million of value to convey and dealing with an arm’s-length purchaser, 
Daishowa could only have received $169 million in sale proceeds.

The analogy cited in the dissent provides a simple illustration of this approach—
namely, a building that requires expenditures in order to meet legislated standards 
for safety and access for the disabled. The obligation to perform the repairs is some-
thing that a purchaser would account for in valuing the building, but is not one that 
can be considered to be a liability separate from the building because the obligation 
to spend the money exists by virtue of owning the building. These compliance costs 
reduce the value of the building below what it would otherwise be, and on sale of 
the building, no one would view the vendor as being discharged of a liability that 
requires the estimated costs to be added to proceeds of disposition. Instead, the 
obligation or deficiency is simply an inherent part of the asset, and is taken into ac-
count in valuing it.

To state the principle simply, a requirement to operate business assets in compli-
ance with a regulatory regime such as the reforestation laws in Alberta imposes a 
burden on the assets that depresses their value in the same manner as a dent reduces 
the value of a car. Obligations imposed by such a law have no value separate and apart 
from the assets because they do not exist but for the ownership of the asset. This is in 
contrast to an obligation like a residential mortgage, which, as noted above, is some-
thing that is separate and distinct from the property (since the mortgage can be 
assumed by the buyer and repaid by the seller) and therefore has no inherent effect 
on the value of the home.

With this in mind, it is interesting that both the Tax Court and the majority ap-
pellate judgment made specific references to Daishowa’s admission that “[i]f Tolko 
had not assumed the [taxpayer’s] silviculture liability, the amount of the cash or 
other consideration it would have paid the [taxpayer] would have increased.”23 This 
statement appears to have encouraged the courts to view the reforestation obligation 
as something that could be severed from the underlying property and bargained for as 
a distinct item, rather than merely a feature of that property to be included in its 
valuation. This, of course, must be wrong since it conflicts with the acknowledgment 

 23 Daishowa, supra note 18, at paragraph 24.
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(in all judgments) that the properties could not have been transferred without the 
assumption of the silviculture liabilities.

Another problem with the reasoning of the majority decision is that it imposes 
tax on a notional gain that is not represented by an increase in the taxpayer’s wealth. 
Assume, for example, that a forestry company acquires a timber licence for $100. In 
the first year of operation, the company proceeds to cut and sell timber, resulting 
in net revenues of $1,000 and an estimated provincial reforestation obligation of 
$500. The reforestation obligation is not currently deductible in computing income 
for tax purposes since it is considered contingent. At the end of the year, the company 
sells the resource property for $100 and the purchaser assumes the reforestation 
obligation. On an economic basis, the company’s total increase in wealth from par-
ticipating in the venture would be $1,000. However, on the basis of the majority 
decision in Daishowa, the company would be subject to tax not only on its profit 
from selling timber of $1,000 (without any deduction for the cost of reforestation), 
but on an additional income gain of $500 from selling the resource property. In the 
absence of clear parliamentary intent to the contrary, the courts should be reluctant 
to adopt an interpretation of the Income Tax Act that results in taxes being imposed 
on a notional gain that is not matched by an equivalent economic gain.

As the (saw)dust settles, one thing is clear: the approaches advocated by the major-
ity and the dissent at the Court of Appeal are diametrically opposed. The taxpayer 
has sought leave to appeal the decision to the Supreme Court of Canada.

Michael Colborne and Steve Suarez

DEDUCTIBILITY OF STOCK OPTION 
CASHOUTS DENIED
Imperial Tobacco Canada Limited v. Canada
2011 FCA 308

KEYWORDS: STOCK OPTION PLAN n DEDUCTIONS n CAPITAL EXPENDITURES n BUSINESS EXPENSES n 

ACQUISITIONS n CORPORATE REORGANIZATIONS

Introduction
A case comment in a previous issue of this journal24 analyzed the Tax Court of Can-
ada’s December 2010 decision in Imperial Tobacco Canada Limited v. The Queen.25 
The comment highlighted the ambiguity left by that decision in conjunction with 
the court’s 2007 decision in Shoppers Drug Mart Limited v. The Queen,26 with respect 
to the deductibility of amounts paid by an employer in satisfaction of its obligations 

 24 Kathy Wang, “Deductibility of Stock Option Cashouts Revisited,” Current Cases feature 
(2011) 59:2 Canadian Tax Journal 315-21.

 25 2010 TCC 648.

 26 2007 TCC 636.
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under an employee stock option plan in the course of a corporate reorganization. 
The Federal Court of Appeal has now offered some needed guidance on this issue 
in its consideration of Imperial Tobacco on appeal.27

Background
Stock option plan cashouts often arise in the course of acquisitions whereby an 
acquiror seeks to acquire all the shares of a target and to cancel the unexercised 
options previously granted by the target to its employees under a stock option plan. 
As part of the acquisition arrangement or under the existing terms of the plan, the 
optionholders are given the option to receive a cash payment equal to the in-the-
money value of the option (that is, the fair market value of the shares at the time of 
exercise minus the option exercise price) in exchange for the cancellation of their 
options.

At issue in Imperial Tobacco was the deductibility of such payments made by Imasco 
Limited (“Imasco”) to its employees on the surrender of options held by them to 
acquire shares of Imasco under Imasco’s stock option plan. The payments coincided 
with a proposed acquisition by British American Tobacco plc (“BAT”) of all the pub-
licly held common shares of Imasco.

Following the announcement of the proposed acquisition but prior to its com-
pletion, Imasco took steps to position itself to implement the cancellation of the 
options under its stock option plan, including the following:

n	 Imasco’s board of directors passed a resolution to amend the stock option plan 
to allow the optionholders the discretion to elect to surrender an option for a 
cash payment (the pre-amended plan had allowed Imasco to offer the option-
holders the right to elect surrender for cash);

n	 Imasco caused all unvested options to accelerate such that all options became 
exercisable prior to the completion of the BAT transaction; and

n	 Imasco encouraged all optionholders to exercise or surrender their options 
prior to the completion of the transaction.

Both the accelerated vesting and the exercise or surrender of options were condi-
tional on the completion of all the closing steps of the transaction. By early 2000, 
all of the outstanding options had been exercised or surrendered and cancelled. 
Imasco paid a total $118,575,527.95 to its employees for the surrendered options.

Legisl ative Fr amework
Although subsection 9(1) of the Income Tax Act provides that a taxpayer’s income 
from a business or property is the taxpayer’s profit from that business or property 
(that is, revenues net of expenses), paragraph 18(1)(b) specifically prohibits deduc-
tions for capital expenses. At issue in Imperial Tobacco was whether payments to cancel 

 27 Imperial Tobacco Canada Limited v. Canada, 2011 FCA 308.
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an employee stock option plan in the course of a corporate reorganization should 
be considered a capital or a current expense.

Previous Jurisprudence
Prior to the Imperial Tobacco case, The Queen v. Kaiser Petroleum Ltd.28 was the main 
appellate-level decision on whether payments by a corporation to cancel options 
issued to its employees under a stock option plan in the course of a takeover of the 
corporation was a capital or an income expense. In Kaiser, the target company agreed, 
pursuant to the terms of the takeover agreement, to pay amounts to its employees 
who held options under the company’s stock option plan to cancel their options and 
accelerate the vesting of the options such that they became immediately exercisable. 
The plan was amended to allow for the accelerated vesting and the cashout of the 
options. In applying an analysis that considered a “commonsense appreciation of all 
the guiding features,”29 the Federal Court of Appeal found that the payments were 
capital in nature and disallowed the deduction, on the basis that it was a once-and-
for-all payment that altered the capital structure of the corporation and provided 
lasting benefits.30

More recently, Bowman J revisited this issue in Shoppers, a decision that seemed 
to limit the application of Kaiser and to suggest that the Kaiser analysis may be due 
for reconsideration. Interestingly, the stock option plan that was under review in 
Shoppers was the same plan that was under consideration in Imperial Tobacco. The 
issue in Shoppers was the deductibility of amounts paid by Shoppers Drug Mart 
Limited (“SDM”) to reimburse its parent, Imasco, for payments made by Imasco to 
SDM’s employees on the surrender of options held by them to acquire shares of 
Imasco under the Imasco stock option plan. In allowing SDM to deduct the pay-
ments as current expenses, Bowman J reasoned that since payments made by an 
employer for the surrender of options are ordinarily characterized as deductible 
current expenses, such characterization should not change merely because SDM’s 
payments were made in the course of a corporate reorganization of its parent com-
pany. Moreover, Bowman J’s obiter discussion of various factual differences between 
Shoppers and Kaiser suggested that it may be possible to distinguish a particular case 
from Kaiser—for example, where the genesis of the cashout payment was the terms 
of the particular stock option plan rather than the takeover agreement.

Ta x Court of C anada Decision
At the Tax Court of Canada, Imasco’s deduction of the amounts that it had paid to 
its own employees arising out of the BAT transaction were denied. Bowie J reverted 

 28 90 DTC 6603 (FCA); rev’g. 90 DTC 6034 (FCTD).

 29 Ibid., at paragraph 21, quoting BP Australia Ltd. v. Comr. of Taxation of the Commonwealth of 
Australia, [1966] AC 224, at 264 (PC).

 30 A more detailed analysis of the jurisprudence prior to the Tax Court of Canada’s decision in 
Imperial Tobacco can be found in Wang, supra note 24, at 317-18.



146  n  canadian tax journal / revue fiscale canadienne (2012) 60:1

to the Kaiser analysis in looking at the “guiding features”31 based on “what the ex-
penditure is calculated to effect from a practical and business point of view.”32 In 
Bowie J’s view, the reshaping of the taxpayer’s capital structure dominated the whole 
set of circumstances, and the payment was calculated to eliminate, as far as possible, 
the outstanding options in the hands of the Imasco employees. In arriving at this 
conclusion, he placed particular emphasis on the timing of a 1999 amendment to the 
stock option plan to allow cash surrender at the discretion of the optionholders, 
the accelerated vesting of unvested options, and the conditional nature of the early 
vesting and the exercise or surrender of options on the completion of the under-
lying corporate transaction.33

On a review of Kaiser and Shoppers, Bowie J held that the sole distinction between 
the two decisions was that the payment made in Shoppers was in relation to the stock 
option plan of SDM’s parent company and not to a plan of SDM itself, and that it was 
on that basis that a deduction was allowed in Shoppers. Since this distinction did not 
apply in Imasco’s case, the payments made by Imasco in the course of its own re-
organization were on capital account. Though the taxpayer attempted to draw various 
distinctions between the facts in Imperial Tobacco and those in Kaiser (for example, 
that the Imasco stock option plan had permitted early vesting and cash surrenders 
years before the contemplated takeover, whereas an amendment had been required 
in Kaiser in contemplation of a takeover agreement), Bowie J dismissed these as 
“distinctions without a difference.”34 Imasco’s deduction was thus denied.

Feder al Court of Appeal Decision
Sharlow J, writing for the unanimous panel, began by noting that Bowie J’s decision 
could be overturned only if “a palpable and overriding error”35 could be found. She 
then considered the legal principles for distinguishing capital and income. In her 
view, the determination is driven primarily by the facts of a particular case, and the 
analysis previously taken in Kaiser, which focuses on “a commonsense appreciation 
of all the guiding features,”36 remains relevant. Citing the Supreme Court of Can-
ada’s decision in Johns-Manville Canada v. The Queen,37 Sharlow J noted that one 
important factor to be considered is whether an expenditure is made not only once 

 31 Supra note 25, at paragraph 5, quoting BP Australia, supra note 29.

 32 Ibid., at paragraph 6, quoting Hallstroms Pty. Ltd. v. Federal Commissioner of Taxation (1946), 72 
CLR 634, at 698 (Aust. HC).

 33 However, the 1999 amendment was not a completely new provision added to the Imasco stock 
option plan, but rather an amendment to a provision that had previously stated, since sometime 
in 1995, that Imasco could offer its optionholders the right to elect a cash payment.

 34 Supra note 25, at paragraph 11.

 35 Supra note 27, at paragraph 2.

 36 Quoting from the decision of Bowie J, supra note 31.

 37 [1985] 2 SCR 46.
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and for all, but also with a view to bringing into existence an asset or an advantage 
of intrinsic or enduring value.

Turning to the facts in Imperial Tobacco, Sharlow J found no overriding or palp-
able error in Bowie J’s conclusion that the payments by Imasco were on capital 
account because it was supported by various factors: the payments coincided with 
a reorganization of the capital of Imasco; they were intended to facilitate the capital 
reorganization; and they were intended to and did end all future obligations of 
Imasco to deal with its own shares. Together, these factors suggested that the pay-
ments were once-and-for-all expenditures that resulted in an enduring benefit to 
Imasco.

The Court of Appeal also noted that various arguments were advanced in favour 
of the payments being considered current expenditures. These included the fact 
that the employee stock option plan originated as a form of employee compensa-
tion; the fact that the Imasco plan had contemplated periodic surrenders of options 
for cash since 1995 (well before the BAT transaction); and evidence that even before 
1995, Imasco had occasionally paid cash to an employee as consideration for the 
surrender of a stock option. However, the court observed that these facts were 
clearly before Bowie J and found that “he did not consider them to be of sufficient 
weight to overcome the factors that supported the conclusion that the payments in 
issue were outlays on account of capital.”38 The court agreed with his conclusion 
that any factual differences between Imasco and Kaiser were “distinctions without a 
difference.”39

Regrettably, as in the lower court decision, the Court of Appeal did not expand 
on why such arguments were insufficient to distinguish the present case from Kaiser. 
What is clear from the decision is that the court’s conclusion on this point signifi-
cantly limits the applicability of the Shoppers decision and Bowman J’s suggestion in 
that case that distinctions from Kaiser could perhaps be made based on the particu-
lar details of the stock option plan in question and the surrounding circumstances.

In obiter, Sharlow J cast further doubt on whether Shoppers can be seen even as a 
narrow exception to Kaiser—that is, whether a reimbursement payment in the context 
of the capital reorganization of a related corporation can be deducted as a current 
expenditure in circumstances where the payer did not itself undergo a capital re-
organization. Following a brief review of Bowman J’s decision in Shoppers, Sharlow J 
suggested that a payment made by a corporation on the surrender of an employee 
stock option could perhaps be deductible as employee compensation if it was one of 
a number of like transactions undertaken as part of the day-to-day interaction of the 
corporation with its employees. She then expressed doubt as to whether such a situ-
ation really captured the type of payment that was made in Shoppers, though she 
ultimately left the question unanswered. Lastly, Sharlow J rejected Imasco’s argu-
ment that Kaiser should no longer be followed because it was decided prior to the 

 38 Supra note 27, at paragraph 31.

 39 Ibid.
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use of employee stock option plans as a common method of compensation. In her 
view, the greater use of stock option plans should not, in and by itself, mean that a 
transaction similar to the one considered in Kaiser is not on capital account.

In sum, the Court of Appeal’s decision in Imperial Tobacco marks a decisive swing 
back to the law pre-Shoppers on the issue of the deductibility of payments to cancel 
employee stock option plans in the course of a corporate reorganization. Though 
this is a somewhat unwelcome development for taxpayers, the decision does provide 
some needed guidance in light of the uncertainty that had existed in this area since 
Shoppers. Corporate taxpayers incurring similar types of stock option surrender pay-
ments can expect that deductions of such amounts will likely be disallowed unless 
the expenditure is undertaken as part of the ordinary course of action of the corpor-
ation. Among other things, corporations should now be able to determine with 
greater certainty whether an election under subsection 110(1.1) of the Income Tax 
Act should be filed such that where an expenditure related to an option termination 
payment made in the course of a reorganization cannot be deducted by the corpor-
ation, the deduction can be passed on to the employees.

Kathy Wang
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