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Despite the recent decision of the Federal Court of Appeal in Amway of
Canada, Ltd. v. The Queen,1 the deductibility of fines and penalties as
business expenses continues to be controversial. This is as expected. The
issue raises important questions about legislative interpretation and whether
courts may or should impose judicially defined morality onto statutory
provisions making no mention of such. The issue, furthermore, is compli-
cated-more complicated than it at first seems-and the tests articulated
in Amway for determining deductibility leave an uncomfortable measure
of uncertainty in their application. The most recent case in this area, The
Queen v. 65302 British Columbia Ltd., illustrates the uncertainty in the
law and the philosophical .concerns involved in determining whether a
taxpayer may deduct a fine, penalty, or statutory levy.

Facts

The taxpayer ran an egg-producing poultry farm near Prince George, British
Columbia. Egg production in the province was controlled by a regulatory
scheme obliging producers to produce and market eggs within a quota
system. Each producer could produce eggs from only as many egg-laying
chickens ("layers") as its quota(s) specified. During the years 1984 to
1988, each quota holder was required to pay a standard levy of 7 cents
per layer per week (1 cent per layer per day). A producer who held layers
in excess of its allowed quota was charged a levy on layers above the
quota of 5 cents per layer per day during 1984 and part of 1985, and 8
cents per layer per day for the remainder of 1985 through 1988.

* R.B. Thomas is of McMillan Binch, Toronto. S.W. Bowman is of Thorsteinssons,
Toronto. The contributors of case comments in this feature are Al Meghji, of Bennett Jones
Verchere, Calgary; Lorne A. Green, L.M. Little, and M.W. Colborne, of Thorsteinssons,
Vancouver; and James Warnock, of MeMillan Binch, Toronto. Mr. Meghji gratefully ac-
knowledges the assistance of Gerald Grenon and Tom Clearwater, of Bennett Jones Verchere,
Calgary, in preparing his case comment.

1 96 DTC 6135; [1996] 2 CTC 162 (FCA), per Strayer JA.
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In 1988, the taxpayer was audited by the BC Egg Marketing Board to
ensure compliance with the regulatory scheme. The inspector discovered
the taxpayer to be over-quota for the year, whereupon the board assessed
an over-quota levy of $269,629.69 for the years 1984 through 1988.2

The taxpayer deducted the over-quota levy in its 1988 taxation year.
The taxpayer also deducted interest expenses relating to an unpaid por-
tion of the levy and legal expenses incurred for representation in respect
of the levy in computing its 1989 income. The taxpayer was reassessed to
deny each of these deductions.

Tax Court of Canada

The Tax Court found for the taxpayer. The court first addressed the proper
characterization of the levies, stating that they could not be considered
penalties. The court wrote:

I do not view the levy imposed by the Board under the authority of para-
graph 6(e) of the Standing Order, as a penalty. Indeed, there is a specific
section in the B.C. Act dealing with penalties (section 20), and I do not see
that these levies are assessed as a punishment imposed by statute as a
consequence of the commission of an offence, but rather as an additional
cost to the producer in the carrying on of his business. To paraphrase Chief
Justice Laskin in Re.· Agricultural Products Marketing Act, supra, such

expenses levy [sic] imposed by provincial legislation upon regulated pro-
ducers to cover the cost of administering a provincial marketing scheme
may be regarded as a "fee for services."3

The court also stated that "even if these levies could be described as

penalties, this would not necessarily mean that the levy is not deductible
for income tax purposes."4

The court then turned to the two-part test for deductibility articulated
in TNT Canada Inc. v. The Queens and Day & Ross Ltd. v. The Queen:6

The first determination must be as to whether or not the payment of the
fines constituted an outlay made for the purpose of producing income for
the plaintiff so as to meet the requirement of the exception to the prohibi-
tion of paragraph 12(1)(a) [the predecessor to paragraph 18(1)(a) of the
Income Tax Actll. If the determination is affirmative, then the argument of
public interest must be met.8

2 The levy represents an amount calculated on an average over-quota percentage of
about 8 percent for the years in question.

365302 British Columbia Ltd. v. The Queen, 96 DTC 2049, at 2055; [1995] 2 CTC

2294, at 2304 (TCC).

4 Ibid,

588 DTC 6334; [1988] 2 CTC 91 (FCTD), per Cullen J.
676 DTC 6433; [1976] CTC 707 (FCTD), per Dube J.
7 Income Tax Act, 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.
8 Supra footnote 6, at 6438; 715.
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The court found that the taxpayer "took a business decision when it
operated over quota while trying to buy a new quota,"9 and that the levies
6,resulted from the day-to-day operation of the egg production business
and was incurred, as a risky but necessary expense."10 The court aIso
found that allowing deductibility did not violate public policy, stating that
the infraction giving rise to the levies was "no more outrageously against
public policy than was the violation of the provincial weight restriction
laws as decided in the case of Day & Ross Ltd....or the infraction...
in TNT Canada Inc."11 The deductions were therefore allowed.

Federal Court of Appeal

On appeal, the Federal Court of Appeal overturned the Tax Court deci-
sion. In its brief reasons, the court relied primarily on public policy as the
basis for prohibiting the deduction of fines and penalties, stating:

The decision of this Court in Amway stands for the proposition that busi-
ness is to be carried on without any infraction to the law.

There is no doubt in the case at bar that the respondent could have
carried on his business in such a way as to avoid the above-normal excess
of layers he admitted having pursued intentionally.

There is moreover a strong public policy argument to be made so as to
preclude the respondent from claiming as business expenses the over quota
levies he incurred. It is clearly inconsistent with the purpose of such a
marketing scheme if producers are able to take action similar to that of the '
respondent and successfully claim as business expenses levies encountered
in excess of permissible allotments.12

The Amway Decision
The court's reliance on Amway requires that the case be briefly reviewed.
Amway had deliberately defrauded Revenue Canada through an elaborate
scheme whereby it falsified the value of goods imported into Canada. The
scheme was uncovered, and Amway assessed for amounts owing, includ-
ing penalties. Amway attempted to deduct the amount of these penalties
from its income for certain years in question. The minister denied these
deductions.

Mr. Justice Strayer, for the court, reiterated the two-part test as set out
in the Day and TNT cases, but preferred a slightly different formulation of
the test. As regards the first prong, the business-expense test, he stated:

With respect to the first criterion I believe that one legitimate test of whether
fines should be deductible as a business expense is that of avoidability of
the offences. 13

9 Supra footnote 3, at 2056; 2305.

10 Ibid., at 2056; 2306.

11 Ibid.

12 The Queen v. 65302 British Columbia Limited, 98 DTC 6002, at 6003 (FCA),
13Amway, supra footnote 1, at 6141; 172.

(1998),Vol. 46, No. 1/n° 1



80 CANADIAN TAX JOURNAL /REVUE FISCALE CANADIENNE

Mr. Justice Strayer found support for this principle in the Day and TNT
cases, and also by analogy in Imperial Oil v. MNRY the Exchequer Court's
landmark 1947 decision on the deductibility of damage payments. Impe-
rial Oil considered the deductibility of damages resulting from an accident
between two vessels, the risk of which was viewed in that decision as "a

normal and ordinary hazard of marine operations generally."15 In invoking
Imperial Oil in the context of the treatment of fines, Mr. Justice Strayer
looked to the avoidability of the offence leading to the fine, and stated:

The question here is... couId the taxpayer have reasonably been expected
to run his business in consistent conformity to this kind of law,16

It is interesting to note that even in adopting the test of avoidability of
offences leading to fines, and thus of the expense of fines, Mr. Justice
Strayer was careful to clarify that his test was not intended to be applied
as a general ruIe concerning the deductibility of other types of expenses.
His clarification appears to have been required to ensure that Amway
would be reconcilable with existing paragraph 18(1)(a) jurisprudence in
other contexts, which certainly does not adopt a test of avoidability. How-
ever, the need to include the clarification raises the issue of why a different
standard should apply to fines and penalties than that which applies in
other contexts: clearly, the language of paragraph 18(1)(a) remains the
same, and presumably it should be similarly interpreted.

Moving to the public policy arm of the test, Mr. Justice Strayer stated:
[I]n my view it is contrary to public policy to allow the deduction of a fine
or penalty as a business expense where that fine or penalty is imposed by
law for the purpose of punishing and deterring those who through intention
or a lack of reasonable care violate the laws....It would frustrate the

purpose of the penalties imposed by Parliament if after paying those penal-
ties exigible by law a taxpayer were then able to share the cost of that
penalty-and the higher his marginal rate of taxation the more he could
share-with other taxpayers of Canada by treating it as a deductible ex-
pense and thus reducing his taxable income. Such a result would, I believe,
clearly be contrary to public policy. 17

Because in the case before the court the penalties were avoidable and were
imposed by law for the purpose of punishing or deterring, Mr. Justice
Strayer found that they were non-deductible.

It is critical to recognize that "public policy" concerns not grounded in
the wording of the Act appear in each arm of Mr. Justice Strayer's two-
part test. These concerns are most evident in his recognition of public

14 (1947), 3 DTC 1090; [1947] CTC 353 (Ex. Ct.). It should be noted that the Imperial
Oil case interpreted the more stringent predecessor to paragraph 18(1)(a), under which
expenses had to be "wholly, exclusively and necessarily laid out for the purpose of earning
the income."

15 Ibid., at 1096; 367.

16 Amway, supra footnote 1, at 6141; 172.
17 Ibid., at 6141-42; 173.
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policy as an extrastatutory basis to deny the deduction of penalties im-
posed for the purposes of punishment or deterrence. But a public policy
concern is equally evident in Mr. Justice Strayer's reading of the purpose
test in paragraph 18(1)(a) as a test of avoidability, which, as discussed
below, is consistent neither with the words of the present Act nor with
recent leading interpretations of paragraph 18(1)(a).

Discussion

The tax treatment of fines and penalties has been plagued by inconsist-
ency. This inconsistency arises from the lack of a statutory grounding and
the lack of a pre-eminent case to set the parameters of the public policy
rule clearly. Vern Krishna has demonstrated that older jurisprudence some-
times taken as authority for a public policy rule did not constitute such
authority but consisted primarily of obiter comments in cases decided on
other bases.18 Mr. Justice Strayer's reasons in Amway were the first at-

tempt by an appellate court to develop a coherent approach to the role of
public policy in the deductibility of fines and penalties. With respect,
however, Mr. Justice Strayer's analysis is not grounded in the words of
the statute, and it is doubtful that it can be reconciled with recent state-

ments from the Supreme Court on the interpretation of paragraph 18(1)(a)
in Symes v. The Queen et al.19 Symes specifically recognized that the
Imperial Oil case cited in Amway was decided in the context of a pred-
ecessor to paragraph 18(1)(a) that was more restrictive than the present
provision, and that subsequent legislative changes demonstrate a liberali-
zation of deductibility. Moreover, Mr. Justice Iacobucci, for the majority,
found that no test for deductibility improved on the test "derived directly
from the language of s. 18(1)(a)."20 Since Mr. Justice Strayer's test is not
so derived, there is room to question whether it would survive review by
the Supreme Court. Further, recognition of public policy as a limitation
on deduction not grounded in the words of the statute may be out of step
with the Supreme Court's discussion of the role of the courts as distin-
guished from that of Parliament in Canderel Ltd. v. The Queen.2'Justice
Iacobucci, speaking for a unanimous court in Canderel, commented that

it was not for the courts to elevate specific business principles to the
status of rules of law for the purposes of the calculation of income, and
that elevating such principles to the status of rules of law was solely
within the province of Parliament. One may wonder whether the top court
would not hold a similar attitude toward the lesser courts' creation of a

public policy prohibition on deduction that does not appear in the Act.

18 Vern Krishna, "Public Policy Limitations on the Deductibility of Fines and Penalties:
Judicial Inertia" (1978), vol. 16, no. 1 Osgoode Hall Law Journal 19-34.

19 94 DTC 6001; [1994] 1 CTC 40 (SCC).

20 Ibid., at 6014; 58.

21 Canderet Ltd. v. The Queen, 98 DTC 6100 (SCC).
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The decision in 65302 at first seems a relatively straightforward appli-
cation of the test in Amway. This test virtually abolished deductibility for
penalties and fines. However, the court in 65302 went further to prohibit
expenditures not properly defined as penalties or fines. Recall that the
Tax Court judge characterized the expenditures not as penalties or fines,
but rather as levies imposed as fees for services. On appeal, the court did
not overturn this characterization but merely dismissed characterization
per se as irrelevant. It stated:

We are all of the view that whatever characterization is given to the over
quota levy imposed by the marketing board, such levies are meant to carry
out the purpose of the scheme, which is inter alia the orderly production of
natural products in the province.22

The court here seems to have recast characterization as a question
regarding legislative purpose, such that where a levy, fine, or penalty-
every statutory charge, presumably, of any characterization-is "meant to
carry out the purpose of the scheme," the expenditure is required to meet
a public policy test not applied in other contexts. The court seems not to
have noticed that the latter question is answered even before asked as a
result of the infinitely high threshold created by the second prong of Mr.
Justice Strayer's test: if a statute imposes the charge, it is non-deductible.

What is one to make of these developments? On first blush, they seem
a blunt response to a complicated issue. The types of levies, fines, and
penalties imposed by the network of statutes governing business cover a
broad spectrum, with the range of purposes these "charges" serve being
equally broad. At one end of this spectrum are penalties imposed to pun-
ish true criminal behaviour. At the other end are simple charges for the
use of public goods or conveniences. 65302 implies that even these latter
charges are not deductible: all that is relevant, according to the Federal
Court's decision, is that the charge in question be imposed by statute and
serve "the purpose of the scheme" in question. I know of no such charge
that cannot be seen to serve "the purpose of the scheme." Moreover,
recall that in this case the levy in question was found, rightly, not to be a
penalty, but a charge beyond the normal standard rate to account for extra
expenses incurred by the taxpayer's over-quota activities-what the Tax
Court judge characterized as a "fee for services." What the Federal Court
in 65302 has given us, then, is a test whereby every legitimate business
expense payable as a charge imposed by any statute whatsoever may be
denied deductibility.

But the analysis need not go to this extreme to make the point. In
relying on public policy to justify blanket non-deductibility, the court has
grafted onto paragraph 18(1)(a) a judicially determined morality not evi-
dent (or even hinted at) in the wording of the Act. The Act is the most
comprehensive statute Parliament has produced, and it should be read as a
complete statement of what Parliament intends regarding taxation. The

22 Supra footnote 12, at 6003.
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judiciary should not take onto itself the authority to impose further re-
strictions to deduction on the basis of its view of public policy. Support
for this position can be found by looking to subsection 67.5(1), where
Parliament has provided that certain outlays-specifically those in con-
travention of Criminal Code provisions dealing with bribery of judicial
officers, bribery of officers, frauds on the government, municipal corrup-
tion, selling or purchasing office, influencing or negotiating appointments
or dealing in office, fraud in relation to fares, and secret commissions-
are non-deductible for income tax purposes. Such outlays are little different
in character from fines and penalties, at least insofar as public policy is
concerned, for the whole gamut represents "illegal" payments of a sort.

Non-deductibility also creates unfairness, particularly if a large number
of "statutory charges" are caught in the non-deductibility net. Though
income earned either in relation to these charges or as a direct result of
the activity triggering them is taxable, expenses giving rise to this income
are non-deductible. From this angle, the non-deductibility test effectively
increases the face value of such charges by an amount calculated by
reference to the marginal tax that would be saved if they were deductible.

Non-deductibility also overlooks the important issue of characteriza-
tion. Expenditures for statutory charges are decidedly not personal
expenditures and therefore cannot be characterized as other than expendi-
tures incurred for the sake of producing income from a business.

I do not mean to suggest that public policy could have no role to play
in the appropriate tax treatment of fines, penalties, and statutory levies.
The appropriate policy approach to such matters is far beyond the scope
of this case comment. Indeed, the appropriate policy approach to the tax
treatment of fines and penalties has been discussed by several of this
country's most prominent tax theorists, and no two agree on the appropri-
ate treatment. Thus, Neil Brooks23 argues that fines should generally be
non-deductible but would make an exception for the "compensatory" por-
tion of a fine. Peter Hogg and Joanne Magee24 specifically take issue with
Brooks's view, which they believe would require the Tax Court and, more
particularly, taxpayers and Revenue Canada to make determinations for
which they are not properly equipped. In the result, while recognizing the
issue as a difficult one, Hogg and Magee conclude that "perhaps the best
solution is to allow fines to be deductible if they were incurred in the
course of business operations."25 Krishna, meanwhile, has opined that the
problem should be addressed in a legislative context, which would afford
a wider framework than an adversary proceeding. He suggests that in the
absence of specific legislative guidance, only fines resulting from offences

23 Neil Brooks, "Computation of Business Income-Deductibility of Fines," Current
Cases feature (1977), vol. 25, no. 1 Canadian Tax Journal 16- 19.

24 Peter W. Hogg and Joanne E. Magee, Principles of Canadian Income Tax Law (To-
ronto: Carswell, 1995).

25 Ibid., at 229.
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contained in the Criminal Code should be denied deduction through judi-
cial intervention.26

The tax treatment of fines and penalties raises fundamental issues be-
cause it requires the balancing of tax policy with the policy goals of other
legislation. It is variously argued that to allow the deduction of fines and
penalties might reduce their intended effect, and contrarily that to refuse
the deduction of fines and penalties incurred in the income-earning proc-
ess results in a second penalty on already penalized persons, and that such
is not the appropriate role of the income tax structure. These arguments
raise further questions about the appropriate bodies to determine the ulti-
mate impact of fines and penalties. Hogg and Magee, for instance, have
argued that "vague notions of public policy" that require inquiry into the
moral turpitude of a taxpayer to determine deductibility are inappropriate
to a Tax Court, particularly since blameworthiness has been determined
in setting the fine.27 It is, after all, the policy of the statute violated that
courts have referred to in denying deductions, and it is doubtful whether
tax courts are best situated to interpret that policy.

Leaving aside the question whether it is appropriate for public policy
to play a role in tax treatment, the issue of the appropriate forum to
determine this question must be considered. The role that public policy
considerations should play should be determined by Parliament, not by
the judiciary.28 The range of purposes served by statutory charges is sim-
ply too broad to be addressed by the blunt formulation of judge-made
rules. 65302 clearly shows that such a rule leads inevitably to an unsatis-
factory application and specifically ignores, as it must, the unfairness that
tags along with it.

Al Meghji

PERSONAL-USE ASSETS OWNED BY CORPORATIONS-
ANOTHER WARNING SHOT

The Queen v. Fingold
97 DTC 5449; [1997] 3 CTC 441

In a judgment that should cause shareholders to reconsider the use of
corporate assets, the Federal Court of Appeal (Mr. Justice Stone, Mr.
Justice Strayer, and Mr. Justice MacGuigan) has come out strongly in
favour of the equity rate of return method for valuing the benefit obtained
by a shareholder's predominant use of a corporate asset. In a unanimous

26 Krishna, supra footnote 18, at 34.

27 Hogg and Magee, supra footnote 24, at 229.
28 I am comforted in this view by the agreement of several prominent commentators,

including Krishna, supra footnote 18; Eva M. Krasa, "The Deductibility of Fines, Penal-
ties, Damages, and Contract Termination Payments" (1990), vol. 38, no. 6 Canadian Tax
Journal 1399-1451, at 1415-18; and Richard Krever, "The Deductibility of Fines-Consid-
erations from Law and Policy Perspectives" (1984), 13-14 Australian Tax Review 168-206,

at 206.
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decision, the Court of Appeal overturned the decision of Judge Sobier of
the Tax Court of Canada, which had significantly reduced the amount of
the benefit assessed as income to J. Paul Fingold. The Court of Appeal
adopted and reaffirmed the methodology that the minister had used to
calculate the amount of the benefit, which was previously approved in
Youngman v. The Queen.29

The facts are relatively straightforward. Mr. Fingold and his brother
were the majority shareholders of Fobasco Limited ("Fobasco") through
which they held a controlling interest in a public corporation, Slater In-
dustries Ltd. ("Slater"). Mr. Fingold and his brother managed Slater through
Fobasco. Slater did substantial business in the United States, and many of
its customers were located there. In 1987, Mr. Fingold caused Fobasco to
purchase a penthouse condominium in Palm Beach, Florida. The condo-
minium was acquired for $1.8 million and refurbished at a further cost of
$2.2 million for a total corporate investment of $4 million. The condo-
minium had five bedrooms (each with an ensuite bathroom) and a kitchen
described as being "upgraded to restaurant standards." The dressing room
of the master bedroom was equipped and used as an office. The floor
space of the condominium was 4,610 square feet, but the office space was
only about 300 square feet.

Mr. FingoId's mother had a condominium in the same building, and the
Fingold family had visited there for a number of years before Fobasco
bought the condominium. Mr. Fingold testified and the Tax Court judge
found as a fact that the condominium had been acquired for a business
purpose of entertaining customers of Slater, many of whom lived in the
United States. The Tax Court also found that the condominium was used

for both business and personal purposes. The condominium was used for
less than half the year, from mid-December to mid-May ("the season"). It
was not used or rented during the balance of the year. Mr. Fingold used
the unit personally, although he travelled on business much of the time.
His wife lived in the condominium throughout much of the season.

The Fingolds kept a log book in which a record of business entertain-
ment was kept, indicating that business guests had been entertained at the
condominium on 26 occasions in 1988 and on 45 occasions in 1989.

Despite testimony from Mr. Fingold that all bedrooms had been upgraded
for the comfort of guests, the evidence was that a business guest had been
accommodated overnight on only one occasion. The remainder of the
entertaining was done at meals or over cocktails. The Fingold brothers
paid all of the operating costs of the condominium. Mr. Fingold also
reported shareholder benefits in his income tax returns for the years in
question. Mr. Fingold calculated the value of the benefit on the basis of
an apportionment of what he viewed as the annual fair market rental
value of the condominium, an amount of $60,000. The benefit was calcu-

lated as a fraction of this value based upon a comparison of business

29 90 DTC 6322; [1990] 2 CIC 10 (FCA).
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versus personal use. The only documents in the court record produced by
Mr. Fingold to support an annual rental value of $60,000 were two letters
from Florida realtors, which Judge Sobier accepted as evidence of the fair
market value. On the basis of his finding that the condominium had been
acquired for a business purpose, Judge Sobier relied upon earlier Tax
Court decisions for the use of fair market value as the basis for valuing a
shareholder benefit. He determined a personal annual benefit by appor-
tioning the business versus personal use, with personal use constituting
any day on which the Fingolds occupied the condominium and a business
use did not arise. Any day on which the condominium was unoccupied
constituted business use.

The minister had reassessed Mr. Fingold on the basis of the equity rate
of return given up by Fobasco's investment-that is, the amount that the
company could have earned by making a prudent income-producing invest-
ment. The minister used the amounts of $374,000 in 1988 and $445,675
in 1989, amounting to 9.35 percent and 11.14 percent respectively of the
total $4 million investment. The Tax Court ordered the minister to reduce
the benefit to $49,668 in 1988 and $42,120 in 1989 on the basis of the
apportionment described above.

In delivering the judgment of the Court of Appeal, Mr. Justice Strayer
found the approach of the Tax Court to be inappropriate. He held that the
quantum of a shareholder benefit did not depend upon whether there was
a business purpose underlying an acquisition of a corporate asset that was
used by a shareholder. He reiterated the principles set forth in Youngman,
which held that it is first necessary to determine what the benefit is and
then to calculate how much this benefit would have cost the shareholder

to acquire.

In finding that a business purpose underlying the acquisition of a cor-
porate asset does not have a bearing on the valuation of the benefit
conferred upon a shareholder, the Court of Appeal also overturned the
trial judge's finding that the condominium was purchased for business
reasons. Mr. Justice Strayer did not say specifically that there was palpa-
ble error on the part of the trial judge (the only reason a finding of fact
can be overturned by an appellate court), but his conclusion is hard to
criticize. On this point, he said:

In summary, if the learned Tax Court judge had focused on the legal test as
defined by this Court in Youngman, namely what did Fobasco do for this
shareholder, he would have concluded that the company had provided the
respondent with a luxurious apartment, chosen by the respondent in a build-
ing selected for family reasons, which apartment was renovated and
furnished solely at the direction of the respondent or his wife and whose
use was at the sole control of the respondent and his family. The apartment
was used for winter vacations in the same city, and the same building,
where the family had enjoyed winter vacations for years. It may have been
anticipated that the respondent would on occasion entertain business visi-
tors there, just as many people in business or in senior salaried positions
are expected because of their position to entertain business or professional
associates. But nothing in the evidence explains any business need for five
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bedrooms with ensuite baths or a restaurant-type kitchen, considering that
on only one occasion did a business guest stay at the apartment and the
number of business guests entertained never exceeded five couples. The
presence of an "office," or dressing room fitted with a desk and office
equipment amounting to 300 square feet in a 4,600 square foot apartment,
is certainly not supportive of the view that the provision to the respondent
of the apartment as a whole was a normal business transaction. If it were,
thousands of private homes could be considered business premises. This
arrangement therefore cannot be seen as a bona fide business transaction

entered into with the respondent qua customer or arm's length contractor
with the respondent.30

The result in this case is not really surprising, because the condo-
minium was extravagant by any measure and the personal-use component
was the predominant use. The precedent set by this case is much more
troublesome for shared-use corporate assets, since the Court of Appeal
seems to be sending a very strong message to shareholders who use cor-
porate assets. This decision should raise many questions about the valuation
of the right to use corporate assets, such as yachts, ski cottages, and
summer homes that are used for both personal and corporate purposes.
Where it is either planned or foreseeable that a shareholder will use a
corporate asset more than incidentally, the courts will likely now accept
that the value of the benefit or advantage conferred or granted is equal to
what the corporation could have earned had it invested the capital in a
safe investment that produced a market return. It remains to be seen
whether a shareholder can still provide evidence that will reduce the
value of the benefit, as was done in Youngman, where an interest-free
loan from the shareholder to the company was treated as an offset to the
value of the benefit. Other factors such as the economic advantage of the
corporation's ownership of an appreciating asset should also have a bear-
ing on the quantum of the benefit, but it remains to be seen how a factor
such as this will be viewed.

Lorne A. Green

WILL A "GENTLEMAN" FARMER WHO SUFFERS FARM LOSSES

EVER BE SUCCESSFUL BEFORE THE FEDERAL COURT OF APPEAL?

The Queen v. Donnelly
97 DTC 5499

The unanimous decision of the Federal Court of Appeal in The Queen v.
Donnelly draws a line in the sand with respect to urban taxpayers who
claim farm losses.

The farming operation at issue was racehorse breeding. Dr. Donnelly
was a urologist who, from 1959 to 1970, maintained a sole medical prac-
tice. In 1970, he joined a medical partnership, which he said enabled him
to reduce the hours dedicated to the practice of medicine to 24 hours per
week and allowed him to take long vacations. He spent 40 hours per week

30 The Queen v. Fingold, 97 DTC 5449, at 5453-54; [1997] 3 CTC 441, at 449 (FCA).
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on the farm during the weeks he was practising medicine, and up to 16
hours per day during vacations. In 1972, he started to raise thoroughbred
horses. By 1975, the prospect of breeding standardbred horses became
attractive. With that in mind, he entered into a partnership with two other
individuals, and by 1980 their standardbred operation was in full swing.
At that time, the partners expected to make a profit on the operation in
1983 or 1984.

Before any profit was realized, the operation suffered two blows. In
1983, one of Dr. Donnelly's partners in the horse-breeding business died.
As a result, the date for anticipated profits moved to 1985. In 1985, the
horse market collapsed owing to unfavourable changes in the US tax laws
relating to horse syndications. Despite these setbacks, Dr. Donnelly con-
tinued to dedicate considerable money, time, and energy to the horse-
breeding business, losing almost $2 million from 1972 to 1992.

Any farm loss case starts with the familiar two-step analysis set out in
Moldowan v. The Queen.3 1 The first question is whether there is a reason-
able expectation of profit from the farming operation. If there is not, the
farm is not a business and no losses can be deducted. If there is a reason-

able expectation of profit, the farm is a business and the losses are
deductible, subject to the answer to the second question. The second
question is whether the taxpayer's chief source of income is farming or a
combination of farming and some other source of income. For any year in
which the answer is no, section 31 of the Act limits the amount of the

farm loss deduction to $8,750.32

In Donnelly, Revenue Canada agreed from the outset that Dr. Donnelly
had a reasonable expectation of profit from his horse-breeding business,
but he was reassessed for the 1986, 1987, and 1988 taxation years to
apply section 31. Thus, the only dispute was whether Dr. Donnelly's
"chief source of income" for the years in question was farming.

The Tax Court of Canada allowed Dr. Donnelly's appeal on the basis
that in 1980 he had "changed directions" from practising medicine to
breeding horses when he committed all of his capital to the farming busi-
ness. At that point, medicine had become a sideline to the horse-breeding
business and, but for the 1983 and 1985 setbacks, the horse-breeding
operation would have provided the bulk of the taxpayer's income.

The Federal Court of Appeal drew different conclusions from the evi-
dence and reversed the decision of the Tax Court on the basis that an

expectation of profit is not sufficient to meet the "chief source of in-
come" test in section 31. The "chief source of income" test requires a
weighing of three factors: capital committed, time spent, and profitabil-
ity. There was no question that considerable capital had been committed

3177 DTC 5213; [1977] CTC 310 (SCC).

32 This limit was established by amendment of section 31 in 1991, applicable to fiscal
periods commencing after 1988. For prior years, the deduction was limited to $5,000.
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to the farming operation. However, the time factor did not favour Dr.
Donnelly's position, because he continued to spend considerable time on
his medical practice, seeing approximately 74 patients per week and per-
forming 612 surgical operations in 1988 alone. As of 1993, he was still
accepting new patients at the rate of about 18 per week. As to profitabil-
ity, the evidence established beyond doubt that there was no farming
profit. On the contrary, Dr. Donnelly relied on his medical income to
support his farming operation.

With respect to the profitability factor, the court underscored the rel-
evance of quantum in determining the chief source of income for purposes
of section 31. Quantum is significant because it provides a basis for
comparison with the competing source of income. Dr. Donnelly adduced
no evidence to show what profit he might have earned had his partner not
died and had the market not collapsed in 1985, or to establish that the
anticipated profits would have been considered substantial in relation to
his professional income.

This decision is not a landmark in the case law under section 31. What
makes Donnelly noteworthy is the manner in which the court distinguished
The Queen v. Graham,33 probably the only case where a farmer was suc-
cessful before the Federal Court of Appeal in deducting full farming
losses while holding full-time employment. In Graham, the taxpayer had
grown up on a farm and started his own hog-raising operation but was
forced to take outside employment to earn enough money to keep his
farm going. He arranged his employment entirely around the needs of his
farm, which required not only his own labour at the rate of about 11
hours per day, but also the labour of his wife and teenaged son.

While Mr. Graham and Dr. Donnelly both needed non-farm income to
subsidize a farming business, the court applied section 31 only to Dr.
Donnelly. What is the basis for the different treatment? Mr. Justice
Robertson explains:

The second generation farmer who is unable to adequately support a family
may well turn to other employment to offset persistent annual losses. These
are the types of cases that never make it to the courts. Presumably, the
Minister of National Revenue has made a policy decision to concede the
reasonable expectation of profit requirement in situations where a taxpay-
er's family has always looked to farming as means of providing for their
livelihood, albeit with limited financial success....I have yet to see a case
where the Minister denies such a taxpayer the right to deduct full farming
losses because of a competing income source. Perhaps this is because it is
unlikely that a hog farmer such as Mr. Graham would pursue the activity as
a hobby.

As is well known, section 31 of the Act is aimed at preventing "gentle-
men" farmers who enjoy substantial income from claiming full farming
losses.... More often then [sic] not it is invoked in circumstances where

farmers are prepared to carry on with a blatant indifference toward the

33 85 DTC 5256; [1985] 1 CTC 380 (FCA).
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losses being incurred. The practical and legal reality is that these farmers
are hobby farmers but the Minister allows them the limited deduction under
section 31 of the Act. Such cases almost always involve horse-farmers who
are engaged in purchasing or breeding horses for racing. In truth, there is
rarely even a reasonable expectation of profit in such endeavours much less
the makings of a chief source of income.34

This comment must be read in the light of section 31, which applies
where the "taxpayer's chief source of income for a taxation year is nei-
ther farming nor a combination of farming and some other source of
income." Mr. Justice Robertson seems to suggest that despite language
that asks a simple factual question about the taxpayer's sources of in-
come, in practice section 31 is given an elastic meaning that varies
depending upon whether the case involves a farmer who is forced to earn
non-farming income to subsidize his farm, or a professional or business
executive who chooses to use his substantial income to pay for a horse-
breeding operation rather than making a prudent investment. Consider
Mr. Justice Robertson's startling warning to the latter group:

It may well be that in tax law a distinction is to be drawn between the
country person who goes to the city and the city person who goes to the
country. In future, those insisting on obtaining tax relief in circumstances
approaching those under consideration should do so through legislative
channels and not through the Tax Court of Canada. The judicial system can
no longer afford to encourage taxpayers or their counsel to pursue such
litigation in the expectation that hope will triumph over experience.35

The Federal Court of Appeal has clearly signalled that it will not look
favourably on farm losses suffered by a comfortable urbanite who takes
up a farming activity. If one accepts the speculation that Revenue Cana-
da's assessing policy assures farmers like Mr. Graham that section 31
need not trouble them, one could well conclude that a farmer who cannot
get the sympathy of Revenue Canada is probably not really a farmer, and
for that person recourse to the courts will be futile. Was Mr. Justice
Robertson trying to give the impression that the court will defer to Rev-
enue Canada in section 31 cases? One hopes not.

In any event, the handwriting is on the wall: until Parliament says
otherwise, a farmer who has not suffered the hardships of Mr. Graham
should not waste time in an appeal to the Federal Court of Appeal. To
these taxpayers, the Federal Court of Appeal says, "Look to Parliament
and not to the courts for tax relief." Perhaps legislative change is indeed
the answer, particularly if the true objective of section 31 is to ask ques-
tions that are not stated in its words.

34 The Queen v. Donnelly, 97 DTC 5499, at 5503 (FCA).

35 Ibid.
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GST AND INVESTMENT ENTITIES

CI Mutual Funds et al. v. The Queen
(1997), 5 GTC 1189; [1997] GSTC 84

The application of the goods and services tax (GST) levied under part IX
of the Excise Tax Act36 to financial services has been a contentious area

since the GST came into force on January 1, 1991. Generally, financial
services are treated as GST exempt, which is the standard treatment under
value-added tax systems. When the GST was originally proposed as a
replacement for the former federal (or manufacturers) sales tax, the ra-
tionale given for exempting financial services was the difficulty of applying
a multistage sales tax to the financial service sector.

The GST exempt status of financial services means that persons pro-
viding such services are not required to collect and remit tax on their
revenues from activities that fall within the definition of "financial serv-

ices" in the ETA. Persons providing financial services, however, are also
not entitled to claim input tax credits to recover GST paid on expenses
relating to the services. Financial service providers are thus in a position
similar to that of consumers under the ETA in respect of GST on expenses
relating to financial activities-that is, they pay the tax but cannot recover
it. GST is recoverable where an expense relates to taxable activities-for
example, the sale of cheques by a bank.

The limited ability of financial service providers to recover GST cre-
ates an incentive to find approaches that will permit financial institutions
to either enhance the recovery of GST paid on taxable expenses or treat
expenses as GST exempt to reduce the amount of otherwise unrecoverable
GST paid to suppliers. Revenue Canada and Finance have resisted such
approaches because of the threat to the federal government's GST rev-
enues. Several retroactive amendments to the ETA have been introduced

in an attempt to ensure that what were regarded as unacceptable interpre-
tations of the ETA in the context of financial services would not succeed.

In April 1993, the Department of Finance announced retroactive amend-
ments to the ETA designed to "clarify" the obligation on persons making
both taxable and exempt supplies of property and services to apportion
GST paid on indirect expenses (for example, overhead costs) in determin-
ing their input tax credit entitlement. In December 1994, Finance
announced an additional retroactive amendment to "clarify" that manage-
ment and administrative services provided to investment entities such as
mutual funds were taxable. The latter amendment was recently consid-
ered by the Tax Court of Canada.

In CI Mutual Funds et al. v. The Queen, the Tax Court of Canada heard
an appeal under the general procedure by a group of mutual fund trusts
for recovery of GST paid on management and administration fees charged

36 RSC 1985, c. E-15, as amended (herein referred to as "the ETA").
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by the trustee-managers of the funds. The funds began paying GST on the
fees when the tax was introduced in 1991 and subsequently filed for
refunds, claiming that tax was paid in error since the fees were not tax-
able. The case involved a total of 33 appeals heard together on common
evidence.

Each of the funds had a trustee that also acted as manager. The trustee-
managers managed the business and undertakings of each fund and charged
a fee calculated on the value of the assets of the fund. The trustee-managers
were also reimbursed for all costs and expenses incurred in managing the
trust. Amounts reimbursed included wages paid by the trustee-managers
to employees, industry association fees, and annual filing fees paid to
provincial security commissions.

The central issue in the case was the GST status of the fees charged to
the funds by the trustee-managers. The definition of "financial services"
in the ETA (which determines whether a specific service of a financial
nature qualifies for exemption) specifically excludes management and
administrative services provided to a corporation, partnership, or trust
whose principal activity is investing funds on behalf of shareholders,
members, or other persons. The exclusion from the financial services
definition for management and administrative services was retroactively
amended effective December 17, 1990, the date the GST received royal
assent. As noted above, the amendments were announced by Finance on
December 7, 1994 and were implemented when the amending legislation,
Bill C-70, received royal assent in March 1997.37 When the legislative
modifications were announced in December 1994, their stated purpose
was to ensure, "for greater certainty only," that all services provided by
persons supplying management or administrative services to investment
entities were taxable. The reference in the exclusion to persons on whose
behalf investment activities were undertaken was also removed on the

basis that it was unnecessary.

In CI Mutual Funds, the funds raised a number of arguments that GST
did not apply to the management and administrative fees. The first argu-
ment challenged the retroactive application of the amendments. The funds
argued that they were not liable for GST on the services before the amend-
ment of the ETA and therefore had acquired certain rights or interests of
economic value. The funds could not be deprived of these rights by retro-
active legislation since appeals asserting those rights had been instituted
before the legislative changes were announced. The funds asserted that
where retroactive legislation interferes with vested rights, the courts look
to the following two common law presumptions:

1) Parliament does not intend laws to have retroactive effect, and a
statute, if possible, should be interpreted to operate prospectively.

2) Parliament does not intend in passing laws to interfere with vested
rights, and statutes should be interpreted to avoid such interference.

37 Bill C-70 (now SC 1997, c. 10) contained numerous changes to the GST legislation.
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The funds supported their position that they had acquired vested rights
by reference to the Interpretation Act.38 The funds argued that the provi-
sions of the Interpretation Act dealing with rights and obligations arising
under repealed legislation worked in conjunction with the common law
presumptions on retroactive legislation to protect vested rights. In the
view of the funds, it was necessary for the retroactive amending legisla-
tion to address pre-existing rights expressly in order to displace those rights.

In considering the "vested rights" argument, the Tax Court concluded
that the language used by Parliament in retroactively amending the ETA
effective December 17, 1990 to "clarify" that management and adminis-
trative services were taxable was clear. In view of the express legislative
intention, the amendments had to be read as if they came into effect on
that date.

The Tax Court then considered the leading tax case dealing with the
presumption against the retroactive application of legislative amendments
and interference with vested rights, Gustavson Drilling (1964) Ltd. v.
MNR.39 The Supreme Court of Canada in that case held that there is a
presumption that legislation should not be interpreted to impair existing
rights unless the statutory language requires such a construction. The
presumption applies, however, only where the legislation is ambiguous
and reasonably susceptible of two constructions. The Tax Court in CI
Mutual Funds concluded that the language used in the amendments in
question was sufficient to extinguish any vested rights the funds might
have acquired, since there would otherwise be no purpose in making the
amendments retroactive. The court stated that it was not necessary for the
retroactive legislation to refer specifically to pending actions in order to
extinguish the rights of the funds. The court also found that the provi-
sions of the Interpretation Act did not assist the funds, since that legislation
protected rights vested up to the time when the amended legislation took
effect, which, in this case, was December 17, 1990. The conclusion by
the Tax Court on the retroactivity issue demonstrates the difficulty of
successfully challenging retroactive legislation. In the absence of ambi-
guity in the legislative drafting, the tendency of the courts is to give
effect to the legislation.

The Tax Court went on to question whether the funds had acquired any
vested rights before the provisions governing management and adminis-
trative services were amended. The funds argued that before the retroactive
amendments, the ETA did not provide a clear charging provision for serv-
ices rendered to cause a trust to come into existence and continue to

exist. The position of the funds was quite complex and is not entirely
clear from the decision. It appears the argument was that the management
functions performed by the trustee-managers were separate from the ad-
ministrative functions, and fees were paid only in respect of the former.

38 RSC 1985, c. I-21, as amended,

39 75 DTC 5451; [1976] CTC 1 (SCC).
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Since there was no payment for the administrative services provided by
the trustee-managers, GST did not apply to these services. The court re-
jected this argument and concluded that there was no separation of the
services provided to the fund; further, even if the services were separate,
the amounts reimbursing the trustee-managers would, in any event, be
taxable.40 The court found that the services provided by the trustee-
managers were provided in the course of "commercial activities" for GST
purposes and were taxable whether the services were necessary to bring
the funds into existence or to enable them to continue to exist. This

finding by the Tax Court indicates that the retroactive amendments to the
ETA were not necessary, since management and administrative services
provided to investment entities were taxable under the legislation as origi-
nally enacted.

The funds aIso raised an interesting argument that the services pro-
vided by the trustee-managers were provided in their capacity as "officers"
of the funds. Under the ETA, the term "service" is defined to exclude

anything supplied to an employer by a person in the course of the office
or employment of that person. As a result, the activities of officers and
employees are not taxable. The ETA originally defined the term "officer"
to include a number of persons holding specific positions-for example,
directors of corporations and other entities. The definition of officer was
amended and a new definition of the term "office" was added to the ETA

by Bill C-70. Both changes were retroactive to December 17, 1990. "Office"
was given the meaning under the Income Tax Act but expressly excluded
a trustee of a trust.

The funds argued that the services in question were rendered by "offic-
ers" of the funds in their capacity as managers or trustees. The court did
not accept that the original definition of officer in the ETA included the
office of trustee. Furthermore, the services provided by the trustee-
managers on which the funds paid GST all related to management activities,
including administration, and not trustee activities. The court stated that
even if it concluded that the trustee-managers were officers of the funds,
they were performing the duties for which they were paid not as trustees,
but as managers. The court noted that a trustee can provide services to a
trust in a capacity other than that of a trustee and that such services will
be subject to GST.

The final argument considered by the Tax Court was whether the ex-
clusion from exemption in the definition of financial services for
management and administrative services provided to investment entities
did not apply to the trustee-managers. The basis for the argument was
that the exclusion required that the principal activity of the entity to

40The court cited Town Centre Children's School Inc. v. The Queen (1997), 5 GTC

1041; [1997] GSTC 13 (TCC), in this context. That case dealt with the application of GST
in circumstances where otherwise exempt salary and wage expenses became taxable when
allocated between two corporations.
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which the services were provided had to be the investing of funds "on
behalf of" shareholders, members, or other persons. The court rejected
this argument on the basis that the phrase "on behalf of" in the exclusion
could be interpreted to mean "for the benefit of." Accordingly, the exclu-
sion from exemption applied to the management and administrative services
provided by the trustee-managers.

The decision by the Tax Court in CI Mutual Funds Inc. is interesting
because it is the first challenge in the Tax Court to the GST treatment of
services provided to financial institutions. In view of the significant
amounts of GST paid by persons carrying on financial service activities,
there will no doubt be further challenges. The amount of GST revenue
generated from services provided to financial institutions, however, sug-
gests that it is probable that Finance and Revenue Canada will continue to
resist any challenges and will resort to retroactive amendments to the ETA
when these are seen to be necessary.

Jarnes Warnock
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