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Abstract

This paper reviews selected developments concerning the timing and recognition
of income since Brian Arnold’'s 1983 book on the topic. In particular, the author
examines the “analytical framework” for resolving business profit-measurement
issues under section 9, designed by the Supreme Court in the Canclerel decision,
and shows the similarities between the Supreme Court’s approach to the issues '
and that of Arnoid in 1983.

The author argues that the framework has internal inconsistencies and does
not reconcile prior case law, leaving difficulties for the future. The author also
synthesizes and summarizes many of the basic case law principles governing the
determination of profit under section 9. :

Keywords Accounting principles; income; profits; realization; timing.

In 1983, the Canadian Tax Foundation published Tax Paper no. 71, Timing and
Income Taxation: The Principles of Income Measurement for Tax Purposes, by
Brian J. Arnold.! It has been influential. It is perhaps the most comprehensive
treatment in Canadian tax literature of the timing aspects of various sources of
income and deductions for purposes of the Income Tax Act.?

Nearly 20 years later, there have been a number of significant developments
in the law respecting timing and recognition of income for tax purposes, parti-
cularly through a series of Supreme Court decisions during the 1990s. It would
seem timely to attempt at least a partial survey of developments to update the
analysis from 1983.

For practical reasons, the objectives of this paper will be more modest than
the comprehensive treatment Arnold gave the subject. In the first part of the paper,
I will examine the principles involved in computing business profit, with parti-
cular focus on the “analytical framework” for determining profit for income tax

* The author weuld like to acknowledge the valuable and dedicated assistance of Ash Gupta
and Barry Segal of Ogilvy Renault in the preparation of this paper.
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purposes proposed by the Supreme Court of Canada in Canderel.? In the second
part of the paper, I will look at the Friesen® decision with respect to recognition
of inventory losses. The third part will survey a number of selected timing and
recognition issues that have arisen through legislative amendment and case law
since the publication of Arnold’s monograph. Throughout, I will attempt to steer the
same course as Arnold—discussing the principles rather than the detailed rules.

The Computation of Business Profit
Introduction

Arnold began his paper with a basic outline of the concept of profit in Canadian
income tax law:

Section 9 of the Canadian Income Tax Act provides quite simply that “a
taxpayer’s income for a taxation year from a business or property is his
profit therefrom for the year.” Two important aspects of the measurement of
business income emerge from this simple provision. First, income is defined
as “profit”; and second, such profit is computed for each taxation year.’

In defining income as “profit,” section 9 invites inquiry into the substantive
issues surrounding the recognition of revenues and expenditures. As the profit
must be “for the year,” section 9 invites further inquiry into the relevant factors
that determine when revenues and expenditures arise and enter into the com-
putation of profit for a given taxation period.

These two problems of inquiry have occupied revenue authorities, taxpayers,
professionals, and the courts from the earliest days of income taxation, and remain,
for compliance reasons, of yearly concern to taxpayers. A substantial body of
Jurisprudence and literature has built up over the years concerning recognition
and timing. Running through the commentary, including Arnold’s work, is a desire
for definition, predictability, and consistency in the principles governing the com-
putation of profit, and an apparent concern that the jurisprudence does not always
satisfy in these respects. In particular, questions repeatedly arise concerning the
role and relevance of generally accepted accounting principles (GAAP), and the
linkages between accounting and judicial concepts for determining profit.

The Supreme Court of Canada attempted to address these issues in the 1990s,
In Svmes v. The Queeit et al., lacobucci J explained what he considered to be the
general principles governing the computation of profit for income tax purposes.
Subsequently, in Canderel, he reviewed and attempted to clarify these principles
further, out of an apparent concern that some of what he said in Svmes may have
been misinterpreted by the Federal Court of Appeal.” He did this by analyzing
what he considered to be the principles of profit computation, and their rationale,

. in the context of the jurisprudence. He then summarized these into six principles,
which he intended as an “analytical framework™ to guide lower courts, revenue
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authorities, and taxpayers in resolving profit measurement issues, particularly
where the case involves competing accounting solutions to the problem. These
principles are as follows:

(1) The determination of profit is a question of law.

(2) The profit of a business for a taxation year is to be determined by
setting against the revenues from the business for that year the expenses
incurred in earning said income: M.N.R. v. Irwin, supra, Associated Inves-
tors, supra.

(3) In seeking to ascertain profit, the goal is to obtain an accurate pic-
ture of the taxpayer’s profit for the given year.

(4) In ascertaining profit, the taxpayer is free to adopt any method which
is not inconsistent with

(a) the provisions of the Income Tax Act;
(b) established case law principles or rules of law; and
(¢) well-accepted business principles. -

(5) Well-accepted business principles, which include but are not lim-
ited to the formal codification found in G.A.A.P., are not rules of law but
interpretive aids. To the extent that they may influence the calculation of »
income, they will do so only on a case-by-case basis, depending on the facts
of the taxpayer’s financial situation. .

(6) On reassessment, once the taxpayer has shown that he has provided
an accurate picture of income for the year, which is consistent with the
Act, the case law, and well-accepted business principles, the onus shifts to
the Minister to show either that the figure provided does ot represent an
accurate picture, or that another method of computation would provide a
nore accurate picture.®

Tacobucci J also applied these principles to dispose of the appeals in Toronto
College Park Limited v. The Queen® and Ikea Limited v. The Queen,'® both of
which were heard on the same day as Canderel. The court’s summary of prin-
ciples is already being referred to and applied in subsequent cases.'!

Parallels Between Arnold’s and Iacobueci J’s Analyses .

Curiously, lacobucci I’s analysis of the issues and the solutions or approaches he
preferred appear largely to parallel Arnold’s 1983 analysis. One is easﬂy left
wondering if this is evidence of the influence of Arnold’s work.

Both Iacobucci J and Arnold observed that the determination of profit is a
question of Jaw for tax purposes and referred to similar policy reasons for
preferring a legal test over one based solely on GAAP. Arnold was one of the
earliest commentators to observe that the determination of profit was subject not
just to overriding statutory provisions, but to overriding judicial principles as
well. While courts traditionally said that profit was to be determined according
to ordinary commercial principles, subject to the statute, lacobucci J specifically
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confirmed that determination of profit based on ordinary commercial and busi-
ness principles is subject to established case law prmmples—-perhaps the first
time the Supreme Court has dorie so in such terms.

Both Arnold and Iacobucci J examined the interplay between the judicial and
accounting concepts of profit. Both were of the view that “ordinary commercial
principles,” the judicial determinant of profit, include GAAP. lacobucci I distilled
the determinant of profit for tax purposes into a concept that he called “well
accepted principles of business or accounting practice.”

Each acknowledged, though, that this determinant is not necessarily one and
the same with GAAP. While business or commercial principles often have their
roots in the methodology of financial accounting, and while GAAP can often be
determinative of profit for tax purposes, there are instances where the determi-
nation of GAAP according to accounting principles would be inappropriate for
tax purposes. The problem, as Arnold saw it in 1983, was that the courts had not
adequately articulated the nature of the relationship between accounting princi-
ples and income tax law or the criteria to be used to decide when it is inap-
propriate to apply an accounting principle or to choose between two competing
accounting methods. Iacobucci J's analytical framework in Canderel attempts to
address these specific concerns,

Arnold was particularly concerned about the test used by the courts to choose
between competing methods of accounting—the “more accurate” or “truer pic-
ture” test. He was critical of this approach because, in his view, there is no one
true picture of profit in modern enterprises. Business income is the result of
many judgments, characterizations, and allocations, such that any determination
of profit under a system of accounting is only a reasonable approximation of the
actual profit. This view is supported in accounting theory and by the frequent
availability of more than one methodology of accounting to express or measure
the profit of the same business, depending upon the accountant’s (or manage-
ment’s) view of the business, and the factors to which they give most weight
in trying to arrive at an appropriate or accurate picture of profit for financial
reporting purposes.

In these circumstances, Arnold suggested that courts should not assume the
responsibility for deciding which accounting method is the best or more accurate
without setting out clear criteria governing the choice. He suggested that tax-
payers should be free to choose among the various accepted accounting methods
available (where more than one is available) to describe the results of the tax-
payer’s business and that the minister should not be permitted to adopt a method
he prefers and then impose on the taxpayer the onus of showing that the tax-
payer’s method is superior. Accordingly, Arnold concluded that if the method
the taxpayer uses is based on ordinary commercial principles and accounting
practice and is in accord with the statute and with judicial principles, it should
be accepted, even though there may be other, equally acceptable accountmg
approaches that produce a different result.
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Arnold’s criticism of the “more accurate” or “truer picture” approach is some-
what surprising. The criteria the courts used for determining whether an account-
ing method is appropriate for tax purposes recognized implicitly that, in most
situations, there is no one true way of expressing profit. They simply approached
the matter, though, on the basis of a factual norm against which accounting
methods could be tested for acceptability for tax purposes. More on this later.

The approach lacobucci J adopted in the Canderel analytical framework was
effectively that suggested by Arnold in 1983. The parties in Canderel appear to
have viewed the issue of the timing of deductibility of lease inducement payments
as, in part, a contest between competing accounting methods. The Supreme Court
appears to have developed the analytical framework for the purpose of clarifying
the role of accounting principles in determining profit and how the choice between

- competing accounting methods is to be made in determining profit for tax purposes.

While Iacobucci J reaffirmed the “more accurate picture” principle, he did
not explain its application or emphasize the criteria the courts traditionally used
to apply it. According to lacobucci I’s framework, a taxpayer is free to choose a
method of accounting that (1) is in accordance with well-accepted business and
accounting principles so as to produce an accurate picture of income under these
principles, (2) is consistent with the express provisions of the statute, and (3) is
also consistent with case law principles. Once the taxpayer establishes these things,
the burden then shifts to the minister to show that another accounting method
shows a more accurate picture. If the minister is unable to discharge this burden,
the taxpayer’s chosen method of accounting will prevail with the court, This was,
in essence, Arnold’s 1983 prescription.

Arnold also identified two subsidiary issues that he considered unclear in
1983, The first was whether there is a legal requirement for conformity between
financial statement profit and profit for income tax purposes, and the second
was whether profit for income tax purposes must be computed on a consistent
basis from year to year. Iacobucci ¥ addressed both in Canderel. He clarified that
there is no legal requirement of consistency in either respect. Profit is a question
of law, not of financial reporting, and must be determined discretely for each
year, recognizing any material changes in the facts of the business carried on.

The Canderel Framework: Does It Work?

Does the Canderel analytical framework provide clear guidance to resolve timing
and recognition problems? On close analysis, the framework has some deficien-
cies that, if not resolved, may cause problems in future cases. These deficiencies
relate principally to the role of case law principles in determining profit for tax
purposes. The determination of profit can often depend more on a proper under-
standing and application of the judicial principles, whereas the main foc s of the
Caiiderel framework is on the role of GAAP and the freedom of a taxpayer to
choose among available accounting solutions.



29:6 ) GEOFFREY WALKER

Before examining the deficiencies, it is useful to look at the first two prin-
ciples in lacobucci J’s analytical framework, which underlie all issues of profit
measurement.

Question of Law

Tacobucci I's first principle defines the nature of the inquiry:

The starting proposition, of course, must be that the determination of profit
under s. 9(1) is a question of law, not of fact. Its legal determinants are two
in number: first, any express provision of the ncome Tax Act which dic-
tates some specific treatment to be given to particular types of expendi-
tures or receipts, including the general limitation expressed in's. 18(1)(a),
and second, established rules of law resulting from judicial interpretation
over the years of these various provisions.'?

In Canadian income tax law. all questions of profit determination are informed
by the principle that profit is a question of law and not fact, to be ascertained
based on the statute and judicial decisions interpreting them. This was a specific
policy decision.

Subsection 9(1) has its antecedent in subsection 4(1) of the 1948 Income Tax
Act," the language of which was carried through into the 1952 and 1985 Acts
substantively unchanged. The 1948 Act was enacted to replace the Income War-
Tax Act"™ and modernize Canadian taxation law. As Arnold noted,'s the first
draft of the 1948 revision proposed determining income for a taxation year from
a business or property “in accordance with generally accepted accounting princi-
ples.” Following much comment against this proposal, it was decided to substi-
tute the wording “income for a taxation year from a business or property is the
profit therefrom for the year.” A significant factor in this decision was the view
of the accounting profession at that time that GAAP were not sufficiently certain
to be susceptible of precise definition.!® The 1966 Carter report revisited the issue,
but decided against adopting GAAP on the recommendation of the accounting
profession.!” . ‘

There are a number of reasons that have been given over the years for not
adopting GAAP as the determinant of profit for tax purposes. For example:

* GAAP are fluid and evolutionary by their very nature, changing over time
to reflect the changing business environment and the needs of both busi-
ness and users of financial statements, which may not be sufficiently cer-
tain for tax purposes.

* GAAP, while having the benefits of general acceptance, permit significant
‘elements of judgment in their application, as well as discretion in the use
of appropriate principles or practices. _

* Taxation based on GAAP might negativély influence the development of
GAAP, contrary to the best interests of users of financial statements and
conservatism in accounting.'$ '
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There is also a view that the objectives of income determination for tax pur-
poses and for financial reporting purposes are different and not always compati-
ble.'® Taxation concerns the raising of public revenues in discrete annual periods
on a basis that is reasonably fair and equitable as between the government and
taxpayers and as between differently situated taxpayers. Taxation demands greater
factual precision than GAAP in measuring income, in view of their different objec-
tives. Tax needs to be computed whether or not the enterprise will continue or
fail. The wherewithal to pay is relevant to tax policy. GAAP, on the other hand,
aim to give the users of financial statements timely information on the financial
position of the business. They strive for annual consistency and conservatism. In
many cases they allow for the evening out of profit over time, and permit the
allocation of profits and losses to various reporting periods based on professional
judgment to ensure that the financial position is not overstated. As a tax policy
matter, therefore, accounting policy may not achieve appropriate results.

Parliament’s decisions to use the term “profit” and to leave its definition to
the courts have made for a fundamentally different judicial approach to income
determination than would have prevailed if the original 1948 proposal had been
enacted. The decision not to employ GAAP as the income determinant established
the primacy of the tax policy objections to its use for income tax purposes. The
selection of the word “profit” as a substitute for GAAP allowed the content and
meaning of business income to be decided by judges.

Not defining the word “profit” in the statute was a deliberate legislative
choice, reflecting the practical impossibility of finding a definition suitable for
all possible circumstances.”® All of this means that Parliament intended in 1948

- that “profit” is to be defined through judicial interpretation and experience, not
by the accounting profession.

‘Therefore, in controversies, it is the job of the judge to receive, evaluate, and
make findings as to the relevant facts concerning the income-earning process of
the business in question and the results of that process. The judge has to decide,
from the evidence, what relevant principles of business and accounting practice
might assist the court to understand the income-earning process and its results.
The judge determines the applicable legal principles and decides what the profit
should be. Expert accounting evidence can be relevant and provide helpful guid-
ance to the court, but ultimately the judge has to understand the facts concerning
the accounting method or principle, the rationale for its use, and the conse-
quences for accounting purposes in the particular circumstances of the case. The
judge then has to assess whether the accounting practice conforms with the tax
law principles that are applicable in light of the facts and decide- whether to
accept or reject the accounting approach: '

As the trial judge rightly noted, the determination of profit under s. 9(1) is
a question of law. Neonex International Ltd. v. The Queen. . . . Perhaps for
this reason, and as Neonex itself impliedly suggests, courts have been reluc-
tant to posit a s. 9(1) test based upon “generally accepted accounting princi-
ples” (G.A.AP.). . .. Any reference to G.A.A.P. connotes a degree of control
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by professional accountants which is inconsistent with a legal test for “pro-
fit” under s. 9(1). Further, whereas an accountant questioning the propriety
of a deduction may be motivated by a desire to present an appropriately
conservative picture of current profitability, the Act is motivated by a dif-
ferent purpose: the raising of public revenues. For these reasons, it is more
appropriate in considering the s. 9(1) business test to speak of “well accepted
principles of business (or accounting) practice” or “well accepted princi-
ples of commercial trading.”! '

Put another way, the court, not the accounting expert, decides the correct
accounting for income tax purposes based on the actual facts of the taxpayer’s
income-earning process, rather than on the basis of accounting theory or prac-
tices that do not need to track the actual facts to achieve an appropriate result for
financial reporting purposes. However imperfect this is, it is the necessary con-
sequence of the policy decision to make income determination a question of law.

The Definition of Profit

The second of Iacobucci J's. principles sets out the basic definition of the term
“profit” for Canadian income tax purposes as articulated by the courts:

What, then, is the true nature of “profit” for tax purposes? While the con-
cept has been variously expressed, perhaps the clearest and most concise
articulation of the term is to be found in the oft-quoted decision of this
Court in M.N.R. v. Irwin . . . where profit in a year was taken to consist of
“the difference between the receipts from the trade or business during such

vear . . . and the expenditure laid out to earn those receipt[s]”. . . . This
definition was echoed by Jackett, P. in Associated Investors . . . where he
stated . ..

Ordinary commercial principles dictate, according to the decisions,
that the annual profit from a business must be ascertained by setting
against the revenues from the business for the year, the expenses
incurred in earning such revenues.22

The Supreme Court of Canada in Irwin® considered this definition a “long-

settled” concept, It drew on the Privy Council’s decision in Anaconda American

. Brass,* which traced this principle to the 1888 English case, Russell v. Aberdeen
Town and County Bank® and the 1925 Scottish case Whimster & Co. v. the
Commissioners of Inland Revenue . Jackett P’s remarks in Associared Investors
of Canada Ltd. v. MNR*" are based on this same authority. Thus, from 1888 to
1998, the classic definition of profit has been repeatedly accepted and applied. It
counts among the most enduring principles Canadian tax law knows.

The principle that profit consists of the surplus.of revenue for a year over the
expenditure to earn that revenue has two aspects: first, the netting of revenues
and expenses, and, second, the matching of revenues to the expenses incurred to
earn them for a taxation year. The first aspect rarely requires comment—the courts
defined the concept of “profit” as they perceived business people understood it,
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and that clearly m :ans a netting of expenses against revenues. To determine the
revenues and expenses, the facts of the business must be looked at to identify the
income-earning process and its results. Judicial experience has produced more
precise principles to resolve revenue and expense identification issues in specific
cases. ' / .

The timing aspect of the definition of profit is no less important. The expen-
diture is to be set against the revenues it was incurred to eam. Accordingly, the
time at which the expenditure is incurred is not determinative; it is the timing of
the revenues that dictates the timing of the expense deduction. Thus, the cases
recognized early on that the profit or loss from the sale of goods or the per-
formance of financial services consists of the gross profit or loss determined by
netting against revenues in the year in which the sale occurs or the service is
rendered the costs incurred to make the sale or render the service, even if those
costs were incurred in a prior year.”® The cases also recognized that some
expenses were incurred in the running of the business as a whole and could not
be said to be productive of or to relate to one specific or identifiable stream of
revenue (running expenses). The courts held that the taxation year to which such
expenses best relate is the year in which they are incurred.?

This timing aspect of the definition of profit has not always been well under-
stood. In one early case decided by the Exchequer Court under the Income War
Tax Act, Consolidated Textiles Limited v. Minister of National Revenue * Thorson P
held that expenses were deductible only in the year they were incurred, based on
paragraph 6(a), the predecessor to paragraph 18(1)(a) of the present statute. The
same issue subsequently came before him in Rossmor Auto Supply,** decided under
the 1948 Act. That Act had not carried forward the more restrictive language of
the Income War Tax Act that the Consolidated Textiles decision had been based
on, but adopted in paragraph 12(1)(a) the language now found in paragraph 18(1)(a).
As aresult, there was a strong school of thought that expenses were only deductible
in the year they were incurred, or not at all, as an overriding statutory requirement.

The Crown atternpted to make this argument in two later cases, Associated
Investors and Tower Investiment.* In the former, the taxpayer had made short-
term advances to a salesperson on account of commissions to be earned, and set
up a short-term receivable in its accounts. Approximately two years later, the
taxpayer concluded that the salesman was not going to be able to earn sufficient
commissions to offset the receivable and that it was uncollectible. The taxpayer
successfully established the expense to be a current one, but the Crown attempted
to argue that the advances were only deductible in the year they were advanced.
Jackett P, in his now-famous footnote, rejected Thorson P’s interpretation of
former paragraph 12(1)(a) (now paragraph 18(1)(a)) in Rossmor. He noted that
there were many examples under general principles of expenses that are deduc-
tible in a period subsequent to the year they are incurred (such as the cost of
inventory sales).® ] :

In Tower Investment, the taxpayer developed an apartment complex as its sole
business asset. It spent considerable sums over the first three years of its own-
ership on an advertising campaign to promote the complex and increase réntals.
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Most of the advertising expenses were deducted in its financial statements in a
year after they were incurred, and the taxpayer adopted the same method of report-
ing the expenses for income tax purposes. The minister reassessed on the basis
that the expenses were deductible in the year they were incurred or not at all. The
minister’s submissions were that, under general principles of profit computation,
the “matching principle” was not authorized, and that the statute required expen-
ditures to be deducted only in the year incurred under former paragraph 12(1)(a).
The Exchequer Court disagreed and held that the taxpayer was entitled, under
general principles, to amortize the expenses as it had. The advertising expenses
were clearly productive of rental revenues in the periods in which the deductions
were claimed, and paragraph 12(1)(a) did not limit this, based on Jackett P’s
footnote in Associated Investors.

Subsequent cases such as Canadian Glassine?® Oxford Shopping Centres,
and Tobias* collectively reaffirmed that the Rossmor approach of requiring all
expenses to be deducted in the year incurred or not at all was not the law of
Canada. :

Since those cases, the timing issue that has principally plagued the court is
whether the concept of matching expenses and revenues under tax law is the
same as it is under accounting principles. On this point, the Crown has attempted
in recent years to advance an argument diametrically opposed to its argument in
Associated Investors and Tower Investments. In cases such as Oxford Shopping

“Centres, Cumimings,’ Metropolitan Properties,’® Canderel, and Toronto College
Park, the Crown has argued that specific expenses may not be deducted for
income tax purposes in the year they are incurred if they must be amortized over
a period of years under GAAP. The taxpayers have argued that, based on the Naval
Colliery,® Vallambrosa Rubber,® and Associated Investors cases, an expense that
is not productive of, attributable to, or related to a specific item of revenue is an
expense of the running of the business as a whole and is therefore deductible in
the year in which it is incurred. By reason of Tower Investments and the dissent
of Desjardins J in Canadian Glassine, taxpayers have also taken the view that
the option is open to them to amortize a running expense, if to do so is appro-
priate under accounting principles and on the facts.

Generally, the matching concept under GAAP is broader than that inherent in
the definition of profit for tax purposes. In the case of expenditures, accounting
principles will often require the amortization of an expense over a period of
years if, on the accountant’s view of the business, there are a number of financial
periods that will derive economic benefits from the expenditure. This matching
of the expense to the various periods that benefit ensures that profits will be
flattened out over time, rather than understated in the year of the expense and
overstated in subsequent periods. Judgment must be exercised in determining
the periods that benefit; considerations of consistency and conservatism play a
role in these judgments. .

For tax law purposes, though, income must be determined on an annual basis.
even if to do so would distort profit, viewed from an accounting perspective.



TIMING AND RECOGNITION OF INCOME : 29:11

There is no general tax law requirement of consistency from period to period. In
fact, the annual accounting requirement is against consistency, where the facts
change. The minister’s argument that the matching of the expense to a number
of years if so required by GAAP has been at odds with this fundamental tax
policy. Courts have also been reluctant to adopt the broader accounting approach
to matching where it conflicts with the tax policy that favours precision and
factual objectivity over estimates and subjective judgment. The courts will not
accept any judgment that an expense economically benefits a number of years.
The judgment must be based on the actual facts of the taxpayer’s income-
earning process, and the expense must relate factually to the earning of specific
revenues in identifiable periods to be required to be carried forward and deducted
in a year following the year it is incurred. Otherwise, based on case law princi-
ples, the expense can be deducted in the year it is incurred, even if, for account-
ing purposes, it is amortized.

Much of the difficulty in this area has arisen over the years because of attempts
to reconcile two basically incompatible views: that the determination of profit is
a question of law for the courts, to be determined on the basis of the statute and
case law principles, and that the determination of profit is essentially an account-
ing exercise that judges are ill suited to undertake except with the guidance of
accountants, Commentators such as Arnold have criticized the jurisprudence as
not having adequately defined the proper relationship between accounting prin-
ciples and tax law and not having articulated clear criteria for determining when
a court should reject an accounting method or choose between two competing
accounting methods. They have questioned whether courts should exercise that
role, advocating for freedom for taxpayers to choose between accounting methods
that are acceptable under GAAP rather than having the court make the choice.
The underlying critique is that courts are not the proper forum to decide ques-
tions that are essentially matters of accounting.

Yet the very policy choice Parliament made—that profit be a question of law,
not of GAAP—places courts in the role of making value choices concerning
different approaches to profit measurement. In response, the courts developed
principles through judicial experience to assist them in this task, and the early
judges do not seem to have been hesitant to assume their role. In recent years,
though, the courts—and the Supreme Court in Canderel is a case in point—
appear to have accepted the criticism and attempted fo enhance the role of GAAP
in determining profit and to be less open to getting involved in deciding between
two competing accounting approaches to profit measurement.

This has practical consequences. It has created an unresolved conflict in the
jurisprudence between the traditional judicial approach to profit determination
and that of more recent years. This conflict materializes very clearly in the Canderel
analytical framework, What is more, the modern approach does not seem to recog-
nize that the conflict exists. Yet, without resolution, this conflict will continue to
create problems, and therefore litigation, in profit-measurement cases and make
the framework deficient as a practical tool for resolving problems. This conflict
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and the specific deficiencies in the framework it gives rise to are discussed in
detail in the next section. :

Deficiencies in the Canderel Framework

The Canderel framework is informed, as a whole, by the first two principles that
we have just discussed—namely, that the determination of profit is a question of
law and that profit is defined as the surplus of revenues over the expenditures
incurred to earn them. That any exercise of profit measurement must be informed
by these two principles is incontrovertible based on judicial precedents long:
predating Canderel.

Neglecting the Hierarchy of Principles

The first difficulty the framework poses, though, is that the six principles, and in
particular the first two, are not a complete and properly weighted synthesis of
the law. One of the challenges in ascertaining the criteria used by courts to
resolve profit-measurement problems involves understanding the case.law in its
proper and complete context. Thus, for example, as will be seen later in this
paper, the first principle of the Canderel framework can be considered a *“foun-
dation” principle—that is, a root principle that is a direct judicial interpretation
of the words of the statute. The second is a secondary, or derivative, principle—
that is, a principle that was derived from applying the more fundamental root or
foundation principle that profit for tax purposes is to have its ordinary com-
mercial meaning as understood in business.® ’

This natural hierarchy of foundation and derivative principles of profit meas-
urement is evident from a proper analysis of the jurisprudence, and yet does not
appear to have been considered in the formulation of the Canderel analytical
framework. The framewark appears to be a confused jumble of foundation and
derivative principles. There are many foundation principles (we have identified
nine, which are discussed later in the paper) that are not mentioned in the Canderel
framework. Yet the derivative principles are difficult to understand and apply in
their proper context without a clear appreciation of the foundation principles
from which they derive. For example, the “accurate picture” principle, to which
Iacobucci J assigns great weight as the goal of the profit-determination process,
is a derivative, not a foundation, principle. It has limited practical utility for resolv-
ing specific problems unless it is applied in the context of the root principles
from which it arose because, outside of that context, it simply begs the question
of what an “accurate picture” of profit is intended to mean. Stated in the Candere!
framework, the “accurate picture” principle does not tell taxpayers how to get to
an accurate picture, although it intimates that they ought to know when they
have arrived.
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Meglecting the Proper Role of Case Law Principles

The next and equally important difficulty the Canderel framework poses relates
to the role of case law principles in the determination of profit. According to the
framework, the taxpayer is “free” to adopt any method of profit computation
that is not inconsistent with

‘e the express provisions of the statute,
« established case law principles or rules of law, and
* well-accepted business principles.

For these purposes, the framework asserts that well-accepted business prin-
ciples include but are not limited to GAAP, and that they are not rules of law, but
“interpretive aids.” As such, they may influence the calculation of income, but
only on a case-by-case basis, depending on the facts of the taxpayer’s financial
situation. ,

There are two agpects to this problem. First, the framework creates confusion
as to the line to be drawn between business principles and case law principles
and the precedential weight of each. Many case law principles arose from busi-
ness and commercial principles, and hardened into rules of law through judicial
experience. Yet lacobucci J says that business principles are “interpretive aids”
and not binding. This leaves open the question as to which case law will be
thought to establish a principle with which a particular accounting method must
be consistent if it is to be acceptable for tax purposes, and which case law will
simply be viewed as non-binding examples of the use of interpretive aids. Second,
framing the principles as a freedom of choice for taxpayers is profoundly mis-
leading and apt to give rise to unnecessary uncertainty and controversies, Many
of the decided case law principles dictate a particular measurement solution for
a given type of transaction. Others establish clear criteria by which the choice
of acceptable accounting methods is to be made. Only in very rare cases is the
taxpayer actually free to choose an accounting method if the taxpayer is faithful
1o the existing case law principles, properly understood.

These are important difficulties that show the inherent conflict in Canderel
between the traditional judicial approach to profit determination (where case law
principles override accounting principles from time to time) and the Canderel
approach, which tends to suggest a lesser role for the court in choosing between
competing accounting methods. Each will be discussed in more detail.

Rules of Law or Interpretive Aids?

Tacobucci J wrote that business principles (such as the concepts of “running
expenses” and “matching”) are not binding rules of law but “interpretive aids.”
Yet most of the case law principles governing profit measurement arose from the
application of ordinary commercial, business, or accounting practices in parti-
cular cases. How is the distinction between case law principles and business law
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principles to be.drawn? The Supreme Court’s reasoning is open to two different
interpretations, with somewhat confusing results.

First, the internal logic of the Canderel framework says that methods of profit
computation must be consistent with established case law principles or rules of
law. They must also be consistent with well-accepted business principles, which
influence the calculation on a case-by-case basis depending on the facts. These
latter principles aid in interpreting.the meaning of “profit” in the circumstances
of the case and in getting to the “accurate picture” of profit. But they are not
rules of law——that is, they are not determinative of profit.

If it is true that the business and accounting principles remain interpretive
aids and do not “harden” with experience into rules of law, then, logically, the
only “rules of law” referred to in Canderel to which a given accounting method
- must conform to be acceptable for tax purposes are the foundation or “root”
principles—those arising directly out of the interpretation of the word “profit”
{such as: “profit” is to have its ordinary commercial meaning, and revenues cannot
be included in profit unless they have achieved the “quality of income”). Other
case law decisions in which an ordinary commercial, business, or accounting
principle has been applied (that is, “derivative principles,” such as the rules
concerning the deduction of running expenses or matching) will not have the
force of law—they aid only in interpretation in new cases that come before the
court. On this view-of the matter, the court would have to assess the facts in each
case and determine profit on a case-by-case basis. Evidence would have to be
adduced in each case of the well-accepted business principles sought to be invoked
‘and why they produce an accurate picture of income, regardless of how similar
the facts may be to earlier cases or earlier decisions on point. Decisions to accept
and apply a given business or accounting principle in a particular case would, on
this view, have no precedential value for future cases, however similar the facts.*

The alternative logic is that case law principles include the body of judicial
decisions accepting and adopting a particular business principle in particular
cases. While each case would turn on its particular facts, profit measurement in
- other cases involving similar or analogous facts would apply earlier precedents,
As new cases with different facts arise, well-accepted business and accounting
principles would assist the court to ascertain the true profit on the facts of the
case. Through judicial experience and the principle of stare decisis, well-accepted
business principles held to be applicable in common fact patterns would “harden
into” rules of taw and becomeé binding on future courts in similar cases.* Case
law principles of this nature (derivative principles) would still be subordinate to
principles arising from the direct interpretation of the word “profit” in the Act
(foundation principles), including the admonition that case law principles based
on well-accepted business principles would not have universal application.

Either of these two views of the distinction between case law principles and
business principles has logical consistency. It is not evident from lacobucci Ts
reasons for judgment which approach he had in mind in designing the analytical
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framework. For example, he insists that the concepts of “matching” and “running
expenses” are merely interpretive aids:

[Tthe competing concepts of running expenses and matching which appear
1o be at play in this appeal fall into the category of well-accepted business
principles, no more, no less. They are simply important interpretive aids
which may assist, but are not determinative, in the illumination of an accur-
ate picture of the taxpayer’s income. 45

Yet a review of Naval Colliery, Vallambrosa, Associated Investors, Oxford
Shopping Centres, and other cases reveals two clear case law principles that
inform each of these decisions—namely, that it is implicit in the concept of
profit (being the surplus of revenue over the expenditures incurred to earn them)
that expenses are to be deducted against the revenues to which, on the facts, they
causally relate. If, on the facts, they are not referable to the earning of specific
revenues in any given period, they should be brought into the calculation of the
profit of the year in which they are incurred. The labels “matching” and “running
expense” are simply short-form labels for these case law principles.

Moreover, lacobucci J includes the case law definition of “profit” as his
second principle and calls it a “rule of law” arising from the interpretation of
. statutory rules:

Of course, this is distinct from the interpretation of such rules, such as, for
example, the elucidation of the otherwise undefined concept of “profit”
which is well within the jurisdiction of the courts. Such interpretive juris-
prudence will fall within the category of “rules of law™ which, as a matter
of course, will predominate over well-accepted business principles. . . .
The simple application by a court of one or another well-accepted business
principle to a particular case or cases, moreover, will not ordinarily amount
to the elevation of that principle to the status of a “rule of law.”4¢

Yet this definition is itself derived from an ordinary commercial or business
principle.*” It was adopted for tax purposes based on the foundation principle
that the term “profit” carries its ordinary commercial sense as businessmen under-
stand it.*8 Judicial precedent has clearly “hardened” it into a rule of law.*® The
concept of determining to which period an item of expense relates by reference
to the revenues derived from it (running expenses versus matching principle) is
simply a more detailed elaboration of this rule of law, based on ordinary com-
mercial or business principles. On what principled basis can the Supreme Court
consider one to be a riile of law and the other a mere “interpretive aid” without
determinative authority?

In the end, it appears that Jacobucci J is not certain which view he takes of the
delineation between the role of case law and business law principles. The man-
ner in which he applied his analytical framework is a study in contrasts. On the
one hand, he followed the analysis laboriously and faithfully, not wanting to
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treat as determinative ordinary commercial principles on which other cases (such
as Cummings) were decided, and reviewing the parties’ detailed positions based
on GAAP. He concluded that the taxpayer had freedom to choose his method and
that the minister had not discharged his onus to show a more accurate method.
Then, in a volte-face, he proceeded to hold that the expenses in question were
running expenses on the authority of Oxford Shopping Centres, and so were
deductible in the year incurred:

Indeed, in my view, the fact that in the instant case, Brulé, J. found that the
- TIPs were properly attributable to a number of different expenses makes °
inevitable the conclusion that they constituted running expenses. As I have
already noted, I do not see how. under these circumstances, it is possible
with any accuracy to amortize the payments over the term of the lease, in-
the absence of an established formula acceptable for tax purposes, which
was not advanced by the Minister. It follows, then, that the TIPs were not
referable to any particular items of income, i.e., they cannot be correlated
directly, or at least not principally, with the rents generated by the leases
which they induced. They therefore qualify as running expenses to which the
matching principle does not apply: see Oxford Shopping Centres, supra.™

This last passage contradicts the view that the “running expense” concept

- is merely an interpretive aid rather than a case law principle. It is probably the

true ratio of the case. This unsatisfactory approach leaves significant doubt as

to the real practical utility of the analytical framework as it relates to the appli-

cation of the appropriate case law principles that have been derived from busi-
ness principles.

The simplicity of the ultimate resolution of Canderel contrasts with the com-
plexity of the route taken to get there. In the final analysis, it is questionable
whether the analytical framework was necessary to the result. An analytical frame-
work should solve practical problems. Canderel’s framework probably will make
cases more difficult to resolve where the interplay between case law and business
principles needs to be properly understood and applied. ’

Freedom of Choice of Accounting Method

As mentioned above, the Canderel framework is clear that a method of deter-
mining profit must be consistent with the statute, with case law principles, and
with business principles to be acceptable. If there is more than one method that
meets those tests, the taxpayer is free to choose among them, and the burden
shifts to the minister to show that a more accurate method exists. This appears to
give a greater role to accounting principles in determining profit, and a more
neutral role to the court with regard to the choice of accounting methods,

Many case law principles, particularly foundation principles, dictate a parti-
cular profit result for a given type of transaction. The case law also establishes
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criteria for determining when an accounting method is or is not acceptable for
tax purposes. These cases and the tax policies they are based on leave little
actual freedom of choice. Even the controversy in Canderel was resolvable on
the basis of past case law principles, without the need to resort to a “freedom of
choice” approach. The Canderel framework raises very practical questions as to
which case law principles should be considered relevant in a given case, whether
those principles dictate a particular result in the circumstances, and, if so, in
what circumstances a taxpayer’s freedom to choose between accounting methods
is actually available.

To understand the scope of the problem with the Canderel framework and
its “freedom of choice,” it is necessary to go back to the foundation cases that
established the “accurate picture” principle as it is understood for tax purposes.
These cases not only show that principle in its proper context, but also establish
a clear set of criteria for determining whether an accounting method is acceptable
for tax purposes. Curiously, these criteria seem to have been overlooked by Arnold
in 1983.

The leading case is MNR v. Anaconda American Brass Lrd.>" Most think of
Anaconda as the case that held that the last in, first out (LIFO) method of valuing
inventory is unacceptable for fax purposes in Canada.’? There, the taxpayer changed
from reporting profit for tax purposes based on the first in, first out (FIFO)
method to the LIFO method at a time of high inflation, thus reducing its taxes.
The minister argued that the taxpayer had to continue to use the FIFO method.
The Crown persuaded the Privy Council that, on the facts, the FIFO' method
produced a truer picture of profit than the LIFO method. The reason was that, on
the facts, the profit resulting from the use of the FIFO method was closer to the
actual profit of the business based on the factual turnover of materials in and out
of inventory. The LIFO method resulted in historic inventory costs being carried
forward indefinitely, even though the materials created through those costs had
long since gone into inventory and been sold.

This case has been criticized as applying an unsophisticated approach to the
determination of inventory cost of sales.”* From the perspective of accounting
theory, this may well be a valid criticism. But it overlooks the different analysis
that judges bring to bear for tax law purposes in responding to a question of
law as opposed to a question of accounting. The tax policy that motivated the
Anaconda decision differed from the policy objectives of the accounting methods
considered in that case.

The Privy Council arrived at its decision by applying the same defmmon of
profit that has been applied for over 100 years in UK and Canadlan courts and
that [acobucci J reaffirmed in Canderel—that is, that the profit of a business is
the surplus by which the revenues from the business exceed the expenditure to
earn them. Implicit in this definition, the Privy Council said in Anaconda, is that
no assumptions of fact need be made for determining profit uniess the facts cannot
be ascertained, and then only to the extent that they cannot be ascertained. In
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other words, where it is not possible to base the computation of profit on precise
facts because the precise facts cannot be known, it is permissible to make rea-
sonable estimates, assumptions, and other judgments to complete the facts that
are known. In such a case, though, the only rule of law is that the true gains are
to be ascertained as nearly as can be. This was the rule set out by the House of
Lords in the Sun Insurance Office™ case more than 40 years before Anaconda.

The Anaconda decision reflects the fundamental policy that the determination
of profit is a question of law. Questions of law are decided on the basis of the
facts. In the case of taxation, the only fair way to make sure that the same legal
rules apply to everybody, where businesses are so different from one another, is
to determine profit on the basis of the actual facts of the businesses themselves.
It also reflects the policy that taxation should be based as much as possible on
objective facts and less on professional judgments and estimates that are based
on theories the purposes and goals of which relate not to raising tax revenue, but
to portraying adequately an enterprise’s financial position for the users of its
financial statements. : )

To understand this in its proper context, one needs to reflect on what the old
judges meant when they said that profit is to be determined in accordancé with
“ordinary commercial principles.” This expression is really just another way of
referring to the income-earning process of the business. Profit was to be deter-
mined by ascertaining the income-earning process of the business and identifying
properly through the facts the results of that income-earning process. These
results would be the profit for the year.

In fairly simple and straightforward businesses, all of the facts can usually be
known. Take, for example, the case of a trader with relatively few transactions
and with readily available and precise information concerning the revenues and
costs incurred in the course of the income-earning process. Friedbergss is a case
in point. There, the taxpayer engaged in commodity futures spread trading in the
futures markets. Long and short futures positions were entered into as a hedge
against each other in the course of the taxpayer’s trading to control risk. Trades
were entered into on open markets and settled daily through the exchange clear-
ing house. The price for the commodity when a futures contract was entered into
was well known and reflected in the brokerage account statements. The price for
the commodity when the position was closed out (by entering into a contra con-
tract for the same quantity of the same commodity deliverable in the same month)
was also precisely known and reflected in the statements. Obviously, in these
circumstances, there was no need for any estimate or assumption to determine
profit or loss. Profit or loss was simply the difference between the aggregate
price for the commodity stipulated in a futures contract when it was entered
into, and the aggregate price for the commodity stipulated in a contra contract
when it was entered into, to set off and close out the first contract, recognized on
‘a realization basis.

A different approach is needed for more complex businesses. There, all of the
facts typically will not be known and reasonable estimates, assumptions, or other
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judgments need to be applied to ascertain profit. These are typically provided by
accounting principles, practices, and methods. However, it would not be appro-
. priate for tax purposes to disregard the known facts about the business. Account-
ing methods that do so provide too much room for subjective judgment and
taxpayer discretion in determining profit and the amount of tax to be attributable
- to a particular taxation year. This would be contrary to the tax law policy that the
public revenues not be based on too much individual taxpayer discretion without
Parliament expressly allowing it.

Accordingly, in those cases where a system of accounting is needed to des-
cribe the results of the income-earning process in a way that involves assump-
tions or judgments to complete the facts that are known, and there is a dispute
whether one or more methods, each of which is acceptable for accounting pur-
poses, is acceptable for tax purposes, the method to be used for tax purposes is
the one that most closely reflects the known facts and uses assumptions, judg-
ments, or other rules of thumb that come closest to.describing what the facts
concerning the results of the income-earning process would be for the year if all
of the facts were known. ’

Cases in point are Publishers Guild> and West Kootenay. In each of these
cases, the taxpayers’ businesses were complex. They could not know all of the
facts concerning the results of their income-earning process, so they applied a
reasonable accounting system acceptable under GAAP. However, in each case,
GAAP allowed for more than one acceptable method in the circumstances. In
Publishers Guild, the minister argued in favour of the accrual method while the
taxpayer argued in favour of the instalment method as the method that best
ascertained profit on the known facts of the business. In West Kootenay, the
minister argued in favour of the earned method of accrual while the taxpayer
argued in favour of the billed method of accrual. In each case, the facts of the
businesses were explored in detail by the courts. The instalment method in Pub-
lishers Guild and the earned method in Wesr Kootenay were found on the facts
to better describe the taxpayers’ respective profits. In other words, given that
estimates or judgments were necessary in the circumstances, these two methods
each came as close as possible in their respective circumstances to describing
the actual results of the taxpayers’ income-earning processes. They were there-
fore the “more accurate” or “truer picture” of profit, and therefore the acceptable
method for tax purposes. _

If the Anaconda criteria for choosing whether an accounting method is
acceptable for tax purposes are still applicable, the method presenting the truest
description of the factual results of the income-earning process must be selected
for tax purposes. In principle, then, applying the Canderel framework according
to its terms, the only case in which a taxpayer would be free as a practical matter
to choose between different accounting methods is where it is impossible to tell
on the basis of the known facts which of two accounting methods (each involving
the exercise of equally reasonable judgments or assumptions) gets closer to reflect-
ing the actuoal profit that would be determined if all the facts were known. This
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would be a rafe case indeed, and does not appear to have come before the courts
to date. Even in Canderel, where the court purported to apply the freedom-of-
choice approach to resolve the case, the court actually accepted the method that,
based on the facts, most closely reflected the known facts and involved no ele-
ment of judgment or estimate. : ‘

This raises an important question. If the freedom-of-choice of method is not
real for taxpayers except in rare cases, why was it given such prominence in the
Canderel framework? Why were the Anaconda criteria and their importance not
expressed or explained by Iacobucci J even though the framework purports to
invoke the “more accurate picture” principle, and requires any method of account-
ing to be consistent with case law principles and rules of law to be acceptable?

Is it a case of the law evolving away from the older jurisprudence? It is
difficult to say at this stage. There is no evidence in Canderel of a policy reason
for doing so. Canderel cites Anaconda, Publishers Guild, West Kootenay, and
other cases and relies upon them—particularly as authority for the basic defi-
nition of profit. Anaconda has never been overruled, but rather has been followed
by the Supreme Court in other recent cases, such as Symes> and Friesen.®

All that has been missing has been an articulation and appreciation of the
underlying ratio of Anaconda—that no assumptions or estimates of fact need be
made in determining profit unless the facts cannot be ascertained, and then only
to the extent that they cannot be ascertained. Had this been articulated, the
“accurate picture” principle could have been understood in its proper context.
Canderel would be more clearly understood as a case of the court preferring the
deduction of lease inducements in the year incurred because they best related to
that year on the facts, in contrast to a method of amortization that admittedly
assigned the deductions to particular taxation years somewhat arbitrarily (that is,
involving subjective judgments) for reasons of accounting conservatism.

In summary, the Canderel framework as a whole has important deficiencies,
and an internal, unresolved conflict. It fails to recognize the hierarchy of foun-
dation and derivative case law principles. It does not explain and apply the
accurate-picture principle in its proper case law context. It lacks logical con--
sistency with regard to the distinction between case law principles and business
principles, and it declares a freedom of choice in choosing a method of deter-
mining profit that is expressly subject to case law principles which, when prop-
erly applied, mandate the choice in all but rare cases. The intellectual approach
that underlies the framework seems disconnected from the case law precedents
it purports to derive from. It is reasonable to predict in the circumstances that
future profit-measurement controversies will arise as a consequence of the
Canderel framework.

Case Law Principles

As we have seen, an understanding of the case law principles relating to profit
measurement is integral to resolving practical problems using the Canderel frame-
work. Amold’s 1983 paper identified some of these principles, but did not identify



TIMING AND RECOGNITION OF INCOME 29:21

many or try to organize them in a coherent hierarchy. While it would be an enor-
mous and controversial task to try to identify and evaluate them all, some dis-
cussion would be useful to better understand how the Canderel framework will
apply in practice.

From an analysis of the decided cases, it is evident that the courts have
applied two distinct types of rules to the task of profit measurement. The first
can be described as the foundation principles. These are the basic principles for
interpreting section 9 and the word “profit,” which inform and govern the devel-
opment and application of all other rules. The second type may be described as
derivative principles that consist essentially in more detailed elaborations of the
foundation principles, derived from judicial experience in evaluating the income-
earning process and business principles in particular cases. -

Foundation Pringiples

While the following list does not purport to be exhaustive, some foundation
principles can be discerned from the decided cases:

1) The determination of profit for tax purposes is a question of law for the
court.5! :

2) Profit for tax purposes is to be determined in accordance with well-accepted
principles of business (or accounting) practice, subject to the provisions of
the statute and overriding case law principles.5?

3) “Profit” for tax purposes has its ordinary commercial meaning as under-
stood in business.&

4) Profit for tax purposes is to be determined in discrete periods consisting of
each taxation year.®

5) “Profit” is to be determined from the facts.

6) In determining profit for tax purposes, no assumption or estimate is per-
mitted unless the facts cannot be ascertained, and then only to the extent
that they cannot be ascertained.5¢

7) To be recognized for tax purposes, an item of income must have attained
the “quality of income.”®’

8) The true profit for the taxation year is to be ascertained as nearly as it can
be on the facts of the income-earning process—that is, the zoal is to obtain
an accurate picture of profit for the business in question.é

9) There can be no general determinant of profit for tax purposes that applies
to every type of activity. Each case must be determined on the basis of its
own facts.%° '

Derivative Principles

Attempting to identify and synthesize derivative principles of profit measurement
-is an even more hazardous undertaking than identifying foundation principles.
The list below is subject to debate and makes no claim to be exhaustive.
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From an analysis of the case law, derivative principles of profit measurement
appear to fall into two broad categories: first, the basic definition of profit;
second, the various, more detailed rules that help determine profit in specific
circumstances. It is important to note that derivative principles are subordinate
to and limited by express statutory provisions and foundation principles. Accord-
ingly, none is universal in application and their appropriateness, scope, and
application will depend on the particular facts.

First Category

1) Definition: profit for a taxation year consists of the surplus of the revenues
in respect of that year over the expenditures incurred to earn the revenues,”

Second Category

2) Profits and losses are recognized when realized, subject to certain excep-
tions recognized in the cases.”

3) The use of the cash method is generally inappropriate for determining
profit from a business except where permitted by the statute.”

4) Revenues are generally realized when they are earned, (that is, when they
become receivable, whether or not they are received immediately or in the
future,)” and they are ascertained or ascertainable.™

5) Revenues that are received are included in income in the year in respect of
which the right of the taxpayer to the amount is absolate and under no
restriction as to its disposition, use, or enjoyment.”

6) It is appropriate in trading and service businesses to determine gross profit
by deducting from revenues from sales made or services rendered the cost
of those sales, recognized in the taxation year in which the goods are
delivered or the services are rendered.”

7) The inventory method of accounting for cost of sales is permissible in
respect of businesses engaged in trading and manufacturing, including
valuing closing inventory at the lower of cost and market, as an exception
to the realization principle.”

8) Taxpayers may not deduct anticipated losses or expenditures.”

9) Taxpayers may, but cannot be required to, recognize anticipated gains.”™

10) Expenses are recognized when incurred—that is, when the taxpayer has an
immediate and not contingent obligation to pay an amount, even if pay-
ment is not immediate.%0

11) Expenses are deductible in computing the profits of the taxation year to
which they properly relate. This involves an inquiry into the specific facts
to determine whether there is a causal link between a cost and specific
revenues or benefits. If there is a direct link between costs and revenues,

- the costs are deductible in the taxation year in which the revenues are
earned. If the expenditure is not referable to specific revenues or benefits
arising in respect of a taxation year, and is part of the expenditure more
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generally incurred in running the business on an ongoing basis, it is deduct-
ible in the year in which it is incurred. If it is inconclusive on the facts as
to which period the expense relates, the taxpayer is free to adopt an accepted
accounting method of recognizing the expense unless the minister can demon-
strate that another method provides a more accurate picture of income.3!

12) Where there is a dispute between two methods of accounting, the method
to be preferred is the one that is most appropriate to the facts of the business,
is consistent with well-accepted business and accounting principles, is not
inconsistent with the statute or case law principles, and provides the most
accurate picture of income by best describing, based on the known facts,
the results of the income-earning process.? '

13) Courts should not readily accept for tax purposes methods of accounting
that depart too far from or ignore the actual facts, use assumptions or
estimates that are insufficiently precise in light of the known facts, or
admit too much subjective judgment in the determination of profit.$

14) The foundation and derivative case law principles relevant to the measure-
ment of profit override the application of accounting principles where the
two are in conflict.® '

15) The deductibility of expenses incurred in a year is not dependent on the
production of profit in that year or at all.®

16) Where the value of an asset or liability affects the annual profit or loss
from a business, it is appropriate to take into account the amount of gain
or loss in that valuet® and to do so in the year in which the businessman
recognizes the gain or loss to arise, or, if the asset or liability cannot be
valued, when the gain or loss is realized.®’

There are many more derivative principles that can be discerned from a
careful reading of the cases. Many are of less broad application than the fore-
going, being primarily relevant to particular types of businesses or categories of
revenue or expense. Many have been overridden by specific statutory amend-
ments. The decisions are not always consistent, and a close appreciation of the -
ditferent facts of the cases is often needed to reconcile them or to synthesize a
principle. It is even useful to reflect on the underlying financial interests of the
taxpayer and the minister in the various cases to understand the apparent differ-
ences in approach the courts have used to resolve computation issues.

Inventory Accounting and Its Role in the
Computation of Income

The most significant development in the area of inventory accounting since the
publication of Arnold’s paper is the Supreme Court of Canada’s decision in Friesen
v The Queen.® To properly analyze Friesen and its relevance to the compu-
tation of income under section 9, it is important to understand the legislative
framework and the existing body of jurisprudence at the time of the decision.
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Subsection 248(1) currently defines “inventory” to mean “a description of
property the cost or value of which is relevant in computing a taxpayer’s income
from a business for a taxation year or would have been so relevant if the income
from the business had not been computed in accordance with the cash method
and, with respect to a farming business, includes all of the livestock held in the
course of carrying on the business.”

At the time of the Supreme Court’s decision in Friesen, subsection 10(1)
provided that “for the purpose of computing income from a business, inventory
shall be valued at its cost to the taxpayer or its fair market value, whichever is
lower, or in such other manner as may be permitted by regulation.” Regulations
in effect at that time, read in conjunction with subsection 10(1), provided three
alternative methods of inventory valuation for the purpose of computing a tax-
payer’s income from a business: (1) all inventbry may be valued at fair market
value; (2) all inventory may be valued at cost; or (3) all inventory may be valued
at the lower of cost and fair market value.

This statutory scheme for inventory allowed a modified lower of cost and
market method to be used in computing income for businesses engaged in the
sale of inventory. It was a statutory recognition of principles already recognized
in case law prior to the 1948 Act.% Prior to the enactment of section 10 and the
relevant regulations, the courts had held that in determining profit from a trading
or manufacturing business, the gross profit or loss was to be determined by
deducting the cost of sales from revenues in the year of sale. The courts also
permitted the use of the lower of cost and market method in valuing closing
inventory for the purpose of determining cost of sales.! It was an exception to
the general rule that anticipated losses were not to be recognized for tax
purposes. There was no apparent policy or legislative rationale for permitting
the writedown of inventory for tax purposes; it may have been a practical conse-
quence of the fact that early businesses operating under manual accounting sys-
tems would not have maintained records of closing inventory except in accordance
with the lower of cost and market method.

The accounting rationale behind the use of inventory accounting was the
inability or impracticality of tracking precisely the cost of each item of inventory.
Because the cost of sales could not be precisely determined in a business with
many transactions, estimates, assumptions, ,and deductive reasoning would be
used to determine the cost of goods sold in the year.

Thus, the cost of sales was ascertained by aggregating opening inventory
with the costs of additions and subtracting closing inventory valued at the lower
of cost and market. In trading businesses with relatively few items of inventory
(where there is certainty with respect to. the aggregate cost of goods sold) no
estimate was considered necessary, and gross profit was determined by deducting
the precise cost of a good sold from the revenue generated by its sale,% This was
consistent with the Privy Council’s reasoning in Anaconda American Brass, where
it held that *‘no assumption need be made unless the facts cannot be ascertained and
then only to the extent to which they cannot be ascertained.”* For such businesses.
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there was no need to use the inventory method to get at the cost of a sale, and
consequently that method was not relevant to the computation of profit.

This did not change with the enactment of section 10 of the Act. This was
addressed, in obiter, by the Supreme Court of Canada in Irwin:

The law is clear therefore that for income tax purposes gross profit, in the
case of a business which consists of acquiring property and reselling it, is
the excess of sale price over cost, subject only to any modification effected
by the “cost or market whichever is lower” rule. . . .

This appeal has raised the question whether the inventory provisions of
the Act and the Regulations have effected a change in that settled concept
of profit. I doubt whether the combined effect of s. 14 of the Act [now
section 10] and Regulation 1800 of the Income Tax Regulations, to which I
shall refer in a moment, has made any such change, and I am also doubiful
whether, in any event, the inventory provisions referred to, are applicable
in the circumstances of a case such as this where the actual cost and sale
price of each particular piece of property are well established.%*

Therefore, the jurisprudence based primarily on [rwin and Anaconda can be
summarized as follows:

1y

2)

3)

4)

3)

profit (or loss) from a stock-in-trade business for a taxation year is the
excess (or deficit) of revenues from the sale of the goods less the cost of
goods sold;

where revenues and cost of goods sold can be determined with certainty
(as in the case of a business with relatively few items in inventory, such as
an adventure in the nature of trade), profit can be determined without resort
to assumptions or estimates;

where the aggregate cost of goods sold cannot be determined with cer-
tainty—for example, due to the volume of items in trade—an estimate or
assumption is required;

where an estimate or assumption is required, cost of goods sold is deter-
mined by using the inventory method—namely, by adding items purchased
in the year at an estimated cost to opening inventory and deducting from the
sum the closing inventory valued at cos* or market, whichever is lower; and
the lower of cost and market method is not relevant to businesses where
no estimate of cost of goods sold is necessary because the precise cost of
each item sold is known.

Until the late 1980s, both the courts and Revenue Canada considered that
subsection 10(1) inventory writedowns did not apply to property held as an adven-
ture in the nature of trade.® Then the Tax Court of Canada started a contrary
trend in Bailey v. MNR.% The question before the court was whether a particular
property found to be the subject of an adventure or concern in the nature of trade
could be considered inventory. In coming to its decision, the court held that the
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definition of inventory in subsection 248(1) was not helpful. The court relied on
the Exchequer Court’s decision in Associated Investors, which held that one may
look to relevant commercial principles in computing income under section 9 of
the Act. The court then reviewed various accounting texts to determine whether
property held in an adventure in the nature of trade could be inventory. On the
basis of the accounting definitions, the court concluded that such property could
be inventory, and the taxpayer was therefore entitled to value the property at the
lower of cost and fair market value. ,

With respect, the comments of Jackett P in Associated Investors were of a
general nature and did not assist the resolution of the problem before the court in
Bailey.9” The court erred in failing to consider the definition of inventory in -
subsection 248(1), the Anaconda case, the obiter of the Supreme Court in /rwin,
and Jackett P’s reasons in the Oryx Realty case,” as adopted by the Supreme
Court in the Shofar case.”

The taxpayer in Bailey was dealing with a single property held as an adventure
in the nature of trade. For the taxation years in question, the property had not
been disposed of. The taxpayer had no need to make an estimate of cost of sales,
which would have brought into play the lower of cost and market method. There-
fore, according to cases such as Anaconda, Whimster,'® and Edward Collins, 't
a deduction in respect of a decline in the value of the property in the years in
question did not give a true picture of profit and represented an unwarranted
anticipation of unrealized losses. The cost of the property should, on the authori-
ties, only have been deducted against sales in the year of disposition.

In Weatherhead v. MNR,'? the Tax Court of Canada considered the same
issue. The court held that the particular properties were being held as adventures
in the nature of trade, and, relying on Bailey, determined that the taxpayer was
entitled to value the properties at the lower of cost and fair market value and to
create a deductible expense, notwithstanding that the properties had not been
disposed of. Similar decisions were reached in Van Dongen and Skerrett.'?

The Federal Court Trial Division’s decision in Friesen'™ was the next case on
this issue. The taxpayer, along with a group of other people, acquired a parcel of
raw land for the purposes of resale at a profit. For his 1983 and 1984 taxation
years, the taxpayer sought to deduct, as business losses, reductions in the value
of the land. In determining whether or not the raw land was inventory within the
meaning of the Act, the court rejected the reasoning in Bailey, Van Dongen, and
Weatherhead. The court held that subsection 10(1) should not be interpreted as
suggested by these cases becanse “[i]t is a well-established principle that any
provision in the lincome Tax Acr must be read in light of the Act as a whole,”%
and that when applying ordinary commercial and accounting principles to deter-
mine tax profits, “[t}he applicable method of accounting should be one which
best reflects the taxpayer’s true income position.”!% After reviewing the formula
generally used by trading businesses to determine the aggregate amount of cost of
goods sold. the court concluded that “[t]he valuation of inventory can therefore
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affect the business’s gross profit. It is only to this extent that the inventory value
becomes relevant. It is not by itself deductible from the taxpayer’s income.”!%7
The court concluded:

The computation of profit in the case of a business with relatively few trans-
actions is somewhat different than that of the continuous trading business.
The *‘cost of sales” formula is not generally applied-in these circumstances
since it does not reflect the true picture of this business’ income position.
For example, when there is but one item in inventory, profit or loss
cannot be ascertained until the disposition of that particular item since,
before disposition. there would be no revenues upon which to set off costs.
Subsection 10(1) clearly states that only property described as “inven-
tory” can be written down. According to subsection 248(1), “inventory”
includes property whose cost or value is relevant in computing a tax;iay-
er’s income. In a business of few transactions, the value of its inventory is
not relevant in computing income until disposition. As a result, in a year
when the property is not sold, it would not be included in the computation of
income for tax purposes and, therefore, subsection 10(1) would not apply.'®®

The Trial Division held that applying subsection 10(1) to an adventure in the
nature of trade would lead to an absurdity, because the Act does not tax unre-
alized profits and it follows that it should not recognize unrealized losses.'” The
Federal Court of Appeal upheld the Trial Division judgment.!0

The Supreme Court of Canada'!! was split as to whether .he property was
inventory in 1983 and 1984, and whether the taxpayer could use the lower of
cost and market rules in subsection 10(1) to create a deduction in the absence of
a disposition. .

Writing in dissent, Iacobucci J (Gonthier J concurring) emphasized that inven-
tory accounting was necessary when all the facts could not be known, specifi-
cally the aggregate amount of the cost of goods sold. Subsection 10(1) should
therefore apply only to “dealers in stock-in-trade,” not to “adventurers” such as
the taxpayer, for whom “the actnal cost and sale price of each particular piece of
property are well established.”''? Jacobucci J held that the property may have
been inventory to the taxpayer in the year in which it was sold, because its cost
was relevant in determining his business income for that year, but that it could
not be inventory for any previous year.''3 ‘

The majority decision, written by Major J (Sopinka and L’Heureux-Dubé JJ
concurring) concluded that subsection 10(1) “is a mandatory provision requiring
a taxpayer who computes income from a business to value the inventory at the
lower of cost or market value.”!™ Once the majority decided that the taxpayer’s
activity constituted a business because it was an adventure in the nature of trade,
they turned to whether the property would also constitute inventory.!!*

The majority held that the property would be inventory, since its cost or value
would be relevant in computing the taxpayer’s business income in a faxation
year—namely. the year of disposition. If the property was inventory for the year
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of disposition, they concluded, it necessarily had to be inventory throughout the
time that it was held by the taxpayer.!!¢ '

lacobucci J argued that the object and purpose of séction 10(1) was to provide
a limited exception to the realization principle for stock-in-traders. Major J dis-
agreed, invoking a rule of statutory interpretation:

Therefore, the object and purpose of a provision need only be resorted to
when the statutory language admits of some doubt or ambiguity. In this
case, there is no doubt or ambiguity in the statutory language of s. 10(1)
which clearly applies to the inventory of a business including an adventure
in the nature of trade.!"?

With respect, this is a novel construction of subsection 10(1). The provisions
of subsection 10(1) have always had a special or technical purpose. The defini-
tion of inventory has a special or technical and not an ordinary meaning. These
provisions were drafted with the jurisprudence in existence in 1948 in mind and
were not intended to supplant it. They were intended to supplement and not 1o
override the provisions of section 9.

The meaning of “inventory” as property, the cost or value of which is relevant
in computing income, clearly extends only to property included in a closing
inventory required to be valued for the purpose of computing cost of sales. If the
cost of sales is precisely known, estimates based on valuing inventory at the
lower of cost and market are not needed to compute profit. Accordingly, no
“cost” or “value” is relevant in computing income in such cases.

The Privy Council in Anaconda disapproved inventory accounting methods
that ignore the actual facts of the business. In Friesen, th majority ignored the
facts. The taxpayer knew, what he had paid for his property. When it sold, he
knew what revenue he realized. The difference was his profit or loss in the year
of sale. Any writedown in value in a year prior to the sale was an inappropriate
anticipation of loss contrary to the realization principle and authorities dating
back to the Naval Colliery, Edward Collins, and Whimster cases. The Supreme
Court seems to have lost sight of first principles of tax law in Friesen.

Within three months of the Supreme Court’s decision in Friesen, the Depart-
ment of Finance introduced legislation that purported to overturn Friesen and
reinstate Revenue Canada’s administrative position. Subsection 10(1) was amended
to apply only to valuations of inventory for the “purpose of computing a tax-
payer’s income for a taxation year from a business that is not an adventure or
concern in the nature of trade.” For property that is used in an adventure in the
nature of trade, new subsection 10(1.01) requires that “an inventory shall be
valued at the cost at which the taxpayer acquired the property.” :

The amended legislation sidesteps the fundamental error in the Friesen deci-
sion. Assumptions or estimates, such as the accounting assumptions and esti-
mates resulting from an application of subsection 10(1), are not required and will

" not result in the truest picture of income where all of the facts can be accurately
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determined. The amended legislation determines the method of inventory account-
ing to be used based on whether a taxpayer is carrying on a business or engaging
in an adventure in the nature of trade. Where a taxpayer’s activity involves only
infrequent transactions (or transactions where all of the information regarding
cost of goods sold is known) but is organized in such way that the taxpayer, in
fact, does carry on a business,'’® on the basis of the analysis in Friesen, sub-
section 10(1) still appears to allow inventory writedowns in the absence of
dispositions.'?

Selected Timing and Recognition Issues

This section reviews developments since 1983 for a number of selected timing
and recognition issues connected with specific statutory provisions.

Tenant Inducement Payments

Paragraph 12(1)(x) was introduced by the 1985 federal budget as a legislative
response to the decisions in several cases which held that certain payments or
reimbursements were received as non-taxable capital receipts rather than as income
payments and were not income to the taxpayer.'** Paragraph 12(1)(x) requires a
taxpayer to include in income any amount received by the taxpayer in the year
in the course of earning income from a business or property as, inter alia, an .
inducement, refund, reimbursement, or contribution in respect of the cost of
property or as an outlay or expense.

In Ikea Limited v. The Queen,”' the Supreme Court of Canada dealt with a
tenant inducement payment received by lkea prior to the enactment of paragraph
12(1)(x).'2 The taxpayer had sought to characterize the payment as a capital
receipt for tax purposes and had not included any amount in respect of the pay-
ment in its income in the year of receipt. In its financial statements, the taxpayer
treated the payment as a capital asset to be amortized over the period of the
lease. The minister disagreed and included the entire amount of the payment in
the taxpayer’s income for the year. !

The court was first required to decide whether the payment was on account
of income or capital. Although at trial the uncontested evidence was that the
taxpayer’s method of accounting for the payment was entirely consistent with
GAAP, the trial judge found that GAAP, although potentially useful in indicating
the underlying commercial and economic reality of the transaction, was of “mar-
ginal assistance” in tax cases.

On this issue, the Supreme Court held that the payment was either a reduction
of rent or consideration paid to the taxpayer for moving onto the leased premises,
paying rent, and carrying on business thereon. The payment, therefore, was income
and not a capital receipt. The court approved of the trial judge’s finding that the
payment, while it did not arise out of the sale of the taxpayer’s goods, was
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“inextricably bound up with the economics of the operation” and an “integral
element of the day-to-day costs of running the business.”

The next issue concerned the timing of the recognition of the income—should
the taxpayer have been required to include the entire payment amount in the
year it was received, or should the “matching principle” be applied to effectively
amortize the recognition over the course of the lease? Here the Supreme Court
relied on the principles for determination of income discussed in the first part of
this paper and found that the income should be iricluded in the year in which it
was received. In so doing, the Supreme Court made the following comments on
the realization principle: '

The combined effect of these passages is to confirm what in the law of
income tax has become known as the “realization principle,” given that an
amount may have the quality of income even though it is not actually
received by the taxpayer, but only realized in accordance with the accrual
method of accounting. The ultimate effect of this principle is clear: amounts
received or realized by a taxpayer, free of conditions or restrictions upon
" their use, are taxable in the year received, subject to any contrary provision
of the Act or other rule of law. The T.1.P. received by Tkea in the present
case fits this description perfectly. The tenant inducement agreement made
it clear that the sole condition precedent to receipt of the payment was the
assumption of lkea’s obligations under the lease agreement, and further
stipulated that the payment was to be made within seven days of Ikea's
commencing business in the premises, pursuant to the lease. Thus, Ikea's
right to the payment became absolute at that time. There were no further
strings attached such as to postpone actual realization or receipt into a sub-
sequent taxation year, and the payment was received in full by Ikea in 1986.
Therefore, I conclude that the entire amount was taxable in that year.!?*

The court also noted that the correct approach to the determination of profit
for tax purposes was to find a method of computation that is consistent with the
casé law and business principles and that gives an accurate picture of the tax-
payer’s income for the year. Since the payment had been received by the taxpayer
with no strings attached, the court noted that “it would constitute a serious dis-
tortion of the taxpayer’s taxation picture to ignore the fact that this entire amount
was freely available to it as of the 1986 taxation year.”!?® As a final observation,
the court held that the “accurate picture” principle must apply even if this could
“lead to asymmetry in some future case, where a T.I.P. might be amortizable by
the payer over the term of the lease but should be properly included in income
immediately by the payee,”!%

Timing of Inclusion of Unbilled Amounts

Chépter 4 of Arnold’s book, particularly in connection with the interpretation of
paragraph 12(1)(b),’* may now be supplemented by the decisions of the Federal
Court of Appeal in West Kootenay'® and Maritime Telegraph.'®
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The taxpayer in West Kootenay was a distributor of hydroelectric power. As
of the end of its last two fiscal periods, the taxpayer had delivered electricity to
certain customers but was neither permitted by law nor physically able to bill |
those customers. It was able, however, to estimate reasonably accurately the sale
price for the delivered but unbilled electricity. Although the taxpayer had in
prior years used the accrual method for recognizing its income for tax purposes,
it switched to a “billed” basis for the years in question and therefore did not
recognize the estimated revenue that was unbilled at the end of the fiscal year. It
was the taxpayer’s contention that the unbilled revenues were not includible in
its income under paragraph 12(1)(b) as an “amount receivable.” :

The Federal Court of Appeal, relying on the interpretation of the meaning of
“receivable” set out in MNR v. Colford Contracting Co. Ltd.,"™ concluded that
the taxpayer had a “clearly legal, though not necessarily irnmediate, right to
receive” the unbilled but earned revenues. In finding that paragraph 12(1)(b)
applied, the court stated: .

1 can have no doubt that the appellant was absolutely entitled to payment
for any electricity delivered, and in an amount reasonably estimated. Sup-
pose, for example, that a customer’s residence was destroyed by fire at
midnight on December 31. The appellant would surely have a legal right
as of the due date to reimbursement for the electricity supplied since the
previous billing, viz, through December 31, and a Court would be pre-
pared to fix the amount of entitlement, probably nsing something like the
appellant’s prorated method.!*!

West Kootenay reconfirms that an amount is includible in income under para-
graph 12(1)(b) when the taxpayer has a legal right to enforce payment and the
taxpayer would be entitled to enforce payment of the amount shortly thereafter.'3?

In Maritime Telegraph, the taxpayer provided telephone and telecommuni-
cation services (as opposed to the taxpayer in West Kootenay, who provided
electricity, a “good”). Like the taxpayer in West Koofenay, it switched to-the
- “billed” method to report its income for tax purposes and used the accrual or
“earned” method for financial statement reporting.'*® It was able to produce
highly accurate estimates of its unbilled earnings based on records of telephone
calls made up to the end of the fiscal period. The trial judge in Maritime Telegraph
found that the earned method presented a truer picture of the taxpayer’s income
and should have been used by it for tax purposes as well.

In contrast to West Kootendy, where paragraph 12(1)(b) was applied, and
section 9 was not needed, in Maritime Telegraph the Federal Court of Appeal
found it unnecessary to resort to the recently amended paragraph 12(1)(b) and
found that the taxpayer’s estimated revenues were income under the general pro-
visions of subsection 9(1). Consequently, Maritime Telegraph holds that earned
but unbilled services at the end of a fiscal year may be includible in income in
that year, provided that they are sufficiently ascertainable and notwithstanding
that they were billed without undue delay in the following year.!* The case also
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clarified that amounts includible in income by the téxpayer did not escape inclusion
by reason of the amendment to paragraph 12(1)(b) relating to the billed method,

Dispositions

Subsumed under the heading “Shares” in chapter 4 of Arnold’s book, the concept
of a disposition of property is obviously fundamental to determining the proper
timing of an income inclusion. Although there have been few significant court
decisions or changes to the Act since 1983 in the area of dispositions,'* the
CCRA has been actively issuing rulings on topics ranging from the revision of
land boundary lines to conversions of gold certificates into gold bullion.'?.

i

Deemed Disposition on Emigration

Under former subsection 48(1) (in force at the time of Arnold’s book and later
renumbered as subsection 128.4(4)), a taxpayer who ceased to be resident in
Canada was deemed to have disposed of his capital property, other than taxable
Canadian property and certain other property, immediately before ceasing to be
resident, for proceeds of disposition equal to the fair market value of the property
at the time of emigration. Gains on taxable Canadian property were calculated
as of the date of actual disposition and subject to the collection mechanism
under section 116. : .

In his discussion of Canada’s departure tax regime, Arnold identified several
problems that undermined the propriety of the emigration rules then in force: the
taxpayer may not have the necessary funds to pay the tax; his interest in the
property may not have terminated; he may never actually realize a gain on the
property; determinations of fair market value are often a matter of dispute between
the taxpayer and Revenue Canada; and there is a substantiaf risk of double tax-
ation since the taxpayer’s new country of residence may tax the entire gain arising
on the ultimate disposition of the property.

A significant statutory overhaul of the taxpayer emigration rules came into
force in 2001.'¥7 The impetus for the new rules was an apparent concern for loss
of revenues.!*® For instance, if before emigration a taxpayer reorganized his
affairs in a transaction that was tax-deferred for Canadian purposes but fully
taxable in the new country of residence, Canada’s network of tax treaties would
generally prevent Canada from taxing gains arising after the taxpayer had been
non-resident for a certain period of time (5 or 10 years). If the taxpayer were to
emigrate from Canada and reside in the new country of residence for the requisite
amount of time before disposing of the property, tax would be payable in the
new country of residence and Canada would receive no tax. ,

The definition of “taxable Canadian property” is no longer relevant for the
purposes of the emigration rules.'” The categories of property exempt from tax-
ation on emigration have been narrowed to include only those which Canada
would in any event retain the right to tax through its treaty network. Specifically,
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the list of excluded properties includes real property situated in Canada; Canadian
resource property; timber resousce property; property (capital property, eligible
capital property, and inventory) used in a business carried on through a permanent
establishment in Canada; excluded rights (pensions, RRSPs, RRIFs, etc.); where
the taxpayer has been resident in Canada for five years or less, any property
owned at the time of arrival or any inherited property; a trust interest acquired
for no consideration; life insurance policies (other than segregated fund policies);
and employee stock options. The removal of taxable Canadian property from
paragraph 128.1(4)(b) means that shares of private corporations, shares of public
corporations held in significant blocks, mutual funds, and foreign real property
will be subject to the emigration rules. Virtually all types of property are now
deemed to be disposed of at fair market value immediately prior to emigration.

To reduce the impact of this accelerated tax liability, an individual may elect
to defer payment of tax on the deemed disposition of any property until the
property is actually disposed of, provided that adequate security is given to the
minister. However, no security is required from individual taxpayers (other than
trusts) for the first $25,000 of tax. If security is given, interest on the amount
owing does not start to accrue until the amount becomes unsecured. The CCRA
has indicated that it will not initiate any collection action in respect of amounts
that are secured, or, if they have become unsecured, before notifying the taxpayer
and allowing 90 days in which to improve the security.'*® The CCRA has also
indicated that it is prepared to accept private company shares as security where
the gain in question arose on the shares themselves and the value of the shares
can be ensured.'* :

The ability of a taxpayer to defer payment of tax by granting security goes
some way toward alleviating the Arnold’s concern that taxpayers have an ability to
pay their departure tax. As well, a measure of fairness is provided by new subsec-
tion 128.1(7), which enables individual taxpayers to carry back post-departure
losses against deemed gains from the date of emigration (subject to new stop-
loss rules in subsection 40(3.7)), and by new subsection 128.1(6), which allows
individuals who return to Canada within five years to unwind the deemed dis-
position on emigration. However, potential economic double taxation remains a
concern. The minister has stated that Canada will be pursuing changes to its
bilateral tax treaties to ensure that other countries will not tax emigrants’ pre-
departure gains a second time. As an interim measure pending treaty changes,
new subsection 126(2.21) provides a limited tax credit for post-departure foreign
tax arising in the year of departure from Canada.

Matchable Expenditures

The “matchable expenditure” rules in section 18.1 were enacted to counter trans-
actions whereby taxpayers achieved tax-shelter benefits by providing upfront
financing of the business expenses of another taxpayer in exchange for a right to
receive future income from that taxpayer’s business. 2 The Department of Finance
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criticized such transactions on the basis that they provided businesses with finan.
ing that was partially subsidized by the government, that they were off-balanc
sheet in nature, and that they provided investors valuable tax-deferral benefit
without which they would not have assumed the immediate expenditures.™ It we
thought that matching the expenditure to the revenues was the more appropriai
approach; thus, this section reflects the accounting concept of matching in
modified form. ,

The key to section 18.1 is the concept of a “matchable expenditure,” which i
defined as an expenditure made by a taxpayer (including a partnership) that woul
otherwise be deductible in computing the taxpayer’s income'* to (1) acquire .
“right to receive production”; (2) to fulfill a covenant or obligation arising i1
circumstances in which it is reasonable to conclude that a relationship exist
between the covenant or obligation and a right to receive production; or (3) tc
preserve or protect a right to receive production. A “right to receive production’
generally means a right under which a taxpayer is entitled to receive an amoun
all or a portion of which is computed by reference to use of property, production,
revenue, profit, cash flow, commodity price, cost or value of property, or any
other similar criterion, or by reference to dividends paid or payable to share-
holders of any class of shares where the amount is in respect of another tax-
payer’s activity, property, or business, except income interests in trusts, Canadian
resource property, and foreign resource property.'#

Where a taxpayer has made a matchable expenditure, the rules in section 18.1
generally restrict its deductibility by prorating it over the greater of 5 years and
the economic life of the related right to receive future income, to a maximum of
20 years. However, to ensure that expenditures are properly matched to revenues,
the deduction in any given year may not be greater than the revenues earned in
respect of the right in that year. If the right to receive income has a term of less
. than 5 years, the deduction is prorated as if it had a 5-year term, and the balance
of the expenditure is generally deductible when the term expires. If the rate of
return on the taxpayer’s right to receive production is “reasonably certain,” no
amount of the matchable expenditure is deductible; instead, the right is deemed
to be a prescribed debt obligation for the purposes of subsection 12(9) and regu-
lation 7000.146

The rules in section 18.1 will not apply to a matchable expenditure if the
expenditure can reasonably be considered to have been paid to another taxpayer,
or to a person with whom that taxpayer does not deal at arm’s length, to acquire
the 1'igh,t to receive production from the other taxpayer, and either (1) the expen-
diture cannot reasonably be considered to relate to a tax shelter or tax-shelter
investment (as defined in subsection 143.2(1)) and none of the main purposes
for making the expenditure is that the taxpayer or non-arm’s-length person obtain
a “tax benefit”;'"7 or (2) the amount included in the taxpayer’s income in respect
of the right to receive production to which the matchable expenditure relates
exceeds 80 percent of the expenditure.'
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The Mark-to-Market Rules

The “mark-to-market rules” in sections 142.2 to 142.6 of the Act were introduced
in 1995 to provide certainty with respect to the tax freatment of securities held
by financial institutions. The Department of Finance sought by these rules to
rectify what it perceived as uncertainty as to whether particular profits and losses
of financial institutions were on account of income or capital, the extent to which
a financial institution’s profits and losses on securities were to be recognized
while a security is held, and the possibility for financial institutions to reduce
taxable income by disposing of securities that have decreased in value while
retaining those that have appreciated.'* This is accomplished by requiring finan-
cial institutions (which is defined to include, inter alia, banks, trust companies,
credit unions, insurance corporations, investment dealers, and trusts .or partner-
ships if more than 50 percent of their fair market value is held by one or more
financial institutions) to mark to market certain property'* on an annual basis in
order to realize unrealized gains and losses.'! Such deemed gains and losses
must be included in computing the taxpayer’s income for the year, as must gains
and losses from actual dispositions.'? Subject to limited exceptions, there is no
capital gain or capital loss treatment on the disposition of mark-to-market prop-
erty by a financial institution, )

Additionally, where a financial institution holds a specified debt obligation
that is not a mark-to-market property (as is the case where the specified debt
obligation is held by a financial institution other than an investment dealer), the
income recognition rules in section 142.3 and regulation 9101 will require the
economic return of the debt obligation to be included in computing the income
of the financial institution on an accrual basis. As well, on a disposition of a
specified debt obligation that is not a mark-to-market property, any gain or loss
is treated as being on account of income under section 142.4. Only a portion of
the income or loss is required to be recognized immediately; the amount not
then included may be amortized over the remaining period to the maturity date
of the debt obligation.

Appendix:
Development of the “Accurate Picture” Principle

Four cases demonstrate the development of the “accurate picture™ principle in
Canadian tax law, They are Sun Insurance Office v. Clark,'* MNR v. Anaconda
American Brass Lid.,'>* MNR v. Publishers Guild of Canada Lrd.,">* and West
Kootenay Power and Light Company Limited v. The Queen.'% Each involved the
question whether one system. of accounting or another better described the
results of the taxpayer’s income-earning process at an aggregate level. None
dealt with a specific item of expense, such as in Canderel.

Sun Insurance is one of the earliest “accurate picture” cases. In that case, the
taxpayer was a fire insurance company. In calculating its profits from its insurance
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_ business, it included annual premium income and deducted an estimated reserve

relating to future periods in respect of which the premiums had been prepaid.
" The court looked at the facts of the business and found that gain or loss from
insurance contracts could not be ascertained as a fact until after the taxation
period because many of the premiums covered periods extending into the future,
Because tax had to be determined on an annual basis, it would be necessary to
resort to estimates. No one way of estimating was imposed by law—whether
one way of estimating or another was to be preferred was a question of fact,
with fairness between the government and the taxpayer to guide. Earl Loreburn
LC said: :

Thus it appears that you cannot base the assessment of income tax upon
the actual facts of the business done and the actual pecuniary results of it
in the case of fire insurance companies who take single premiums to cover
risks for a year or for more years. This is such a company, and I believe
nearly all companies are in the same position.

If that be so, it follows that in assessing such fire insurance companies
you must proceed wholly or part by estimate.

An estimate being necessary and the arriving at it by in some way using
averages being a natural and probably inevitable expedient, the law, as it
seems to me, cannot lay down any one way of doing this. It is a question
of fact and of figures whether what is proposed in each case is fair both to
the Crown and to the subject.!57 :

The court noted that it would be very difficult to analyze each insurance con-
tract separately to determine which ones had expired and which ones remained
in part unexpired and subject to a degree of risk. In light of the thousands or
even hundreds of thousands of contracts entered into annually, it was considered
that there was no evidence that such an exercise would be a reasonable way of
ascertaining profit.

The court then reviewed three possible methods of estimating the proper
premium reserve. It held that each method was not a rule of law, but a good
working rule generally. Only one was held on the evidence to be the fair way by
which “the truth can be approximately attained.” !5

Earl Loreburn L.C said: “A rule of thumb may be very desirable, but cannot be
substituted for the only rule of law that I know of, namely, that the true gains
are to be ascertained as nearly as it can be dorne.”'>®

Explicit in the court’s reasoning was the ordinary requirement that the profit
be ascertained precisely from an examination of the facts pertaining to the busi-
ness and its relevant transactions, based on evidence. Where, however, the evi-
dence is that the assessment of tax cannot be based on the actual facts and the
actual profit, it is permissible to resort to reasonable estimates. Where there is a
competition between methods for estimating the profit, there is no one method
that is necessarily right. However, the method to apply is the one that gets the
closest to the true gains based on the facts and is fair as between the government
and the taxpayer.
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In the Anaconda American Brass case, the taxpayer carried on a business of
purchasing metals and manufacturing them into intermediate products for sale.
The company always maintained a stock of metals on hand, which it used in a
constant flow of production. It had relatively stable outflows of products, to which
it tried to match its raw materials purchases. Materials turned over approximately
four times per year.

It was common ground in the case that to ascertain its profits for income tax
purposes the taxpayer had to use the inventory method for computing gross
profit from sales. Due to the volume of transactions and the absorption of metals
in manufacturing, it was impossible and undesirable for the taxpayer to try to
determine cost of sales by specific identification of material costs. Rather, the
taxpayer used an accounting method to estimate the opening inventory for each
year, the cost of additions in each year, and the cost or value of closing inventory
to enable it to ascribe a cost of sales, so estimated, to revenues in each period.

Prior to 1936, the taxpayer used the FIFO assumption to calculate costs for
both financial statement and income tax purposes. In 1936, it changed its assump-
tion for financial reporting only to the LIFO assumption. It was the view of the
taxpayer’s accounting experts that LIFO, which ascribed the most recent costs to
additions of inventory and the oldest costs to closing inventory, was the most
appropriate method for the taxpayer’s business and presented the truer picture of
its profit in the circumstances of its business. The accounting evidence was that
neither method related to the actual physical flow of inventory in the manufac-
turing process. Both LIFO and FIFO attempt to estimate the flow of costs into .
inventory so as to achieve a proper matching of costs and revenues according to
the business. The evidence further showed that the taxpayer turned over most of
its inventory annually so that there clearly was no link between the LIFO method
of accounting and actual inventory use. : ‘

The taxpayer continued to use the FIFO method in determining its gross profit .
for income tax purposes. While metals were subject to price controls during the
war, there was little practical ditference between the results produced using either
the LIFOQ or the FIFO assumption. Following the war, prices for metals rose
rapidly. For its 1946 and 1947 taxation years, the taxpayer changed to the LIFO
assumption in determining its gross profit for tax purposes. By ascribing the
higher current material costs to the cost of sales and the lower prior-year costs to
inventory on hand, the LIFO method produced a substantially lower profit for
those years than the FIFO method.

The minister reassessed, applying the FIFO assumption. On appeal, the Exchequer
Court held that the LIFO method was in accordance with accepted accountancy -
practice and most nearly accurately reflected the taxpayer’s income position for
financial reporting purposes. That being the case, it was to be accepted, since the
statute did not otherwise prohibit it, A majority of the Supreme Court of Canada
agreed with the Exchequer Court. The minority disagreed:

Even though the Lifo assumption is recognized as a proper accounting
method for corporate purposes, the authorities noted above show that that
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is not sufficient and, therefore, the view of the learned President of the
Exchequer Court that the question to be determined was whether Lifo was
an acceptable accounting method for the company is, in my opinion, incor-
rect. The Lifo method does not determine the company’s profits for 1947
more accurately than the Fifo method which latter, for the reasons given,
is more in accordance with the known facts. The following statement by
Lord Loreburn in Sun Insurance Office v. Clark . . . may, I think, be repeated
with advantage:—

A rule of thumb may be very desirable, but cannot be substituted for

the only rule of law that I know of, viz.: that the true gains are to be

ascertained as nearly as it can be done.'®

On further appeal, the Privy Council approved the opinion of the minority
decision of the Supreme Court. The court cited two principles from Whimster:
first, that profits are the difference between the receipts of the business and the
expenditure laid out to earn them, and, second, that the account of profit and
loss to be made up for ascertaining that difference must be framed consistently
with ordinary commercial principles of commercial accounting “so far as appli-
cable and in conformity with the rules of the Jncome Tax Act.”'!

Lord Simonds drew from these principles that commercial accounting will
not be in conformity with tax Jaw if it disregards physical facts even where they
can be wholly or partly ascertained. The actual inventory is to be valued for tax
purposes, so far as it can be ascertained, this being the only acceptable way to
account for the expenditure referred to and the revenues realized for each par-
ticular taxation year. The Privy Council held that assumptions are inappropriate
for tax purposes unless the facts cannot be ascertained, and then only to the
extent that the facts cannot be ascertained:

Seventy years ago Lord Herschell said in Russell v. Town & County Bank
(13 A.C. 418 at p. 424): ’

the profit of a trade or business is the surplus by which the receipts

_ from the trade or business exceed the expenditure necessary for the

purpose of earning those receipts. :
This is only one of many judicial observations in which it is implicit that
no assumption need be made unless the facts cannot be ascertained and then
only to the extent to which they cannot be ascertained. There is no room
for theories as to flow of costs: nor is it legitimate to regard the closing
inventory as an unabsorbed residue of cost rather than as a concrete stock
of metals awaiting the day of process. It is in their Lordships’ opinion the
failure to observe, or, perhaps it should be said, the deliberate disregard of,
facts which can be ascertained and must have their proper weight ascribed
to them, which vitiates the application of the L.L.LF.O. method to the present
case. It is the same consideration which makes it clear that the evidence of
expert witnesses, that the L.I.F.O. method is a generally acceptable, and in
this case the most appropriate, method of accountancy, is not conclusive of
the question that the Court has to decide, That may be found as a fact by the
Exchequer Court and atfirmed by the Supreme Court. The question remains
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whether it conforms to the prescription of the Income Tax Act. As already
indicated, in their Lordships’ opinion it does not.!¢2

The decision in this case drew the link between the principle in Sun Insurance
(that the true gains are to be ascertained as nearly as can be) to the fundamental
principle in Russell v. Aberdeen Town and County Bank'* (that profit is the
surplus of revenue over expenditures incurred to earn the revenue). The profit is
to be ascertained on the basis of the actual facts. No method of accounting meets .
the necessary test if it is not based upon actual facts, or on assumed facts that
reflect as nearly as can be the true facts. Accordingly, the more “accurate pic-
ture” . of profit under one accounting practice, if derived from assumptions or
estimates that depart more from physical, ascertainable facts than another, will
be less acceptable than another method that comes closer to those facts. The
result is that the “more accurate picture” of profit for income tax purposes is not
necessarily the same as the “more accurate picture” of profit under GAAP.

A year following the Privy Council decision in Anaconda, the Exchequer
Court rendered its decision in Publishers Guild. There, the taxpayer sold book
and magazine subscriptions door-to-door on an instalment plan basis. The
taxpayer would obtain orders and an initial payment from customers. It would
purchase the books and magazines from its parent and deliver them to customers,
‘who would pay the balance of the subscription-price due, typically over a defined
period. The accounts receivable and the security for a customer’s promise to pay
were of dubious value. Defaults were high, and the taxpayer had to maintain a
very active collection activity to collect instalments.

Due to the high level of uncertainty surrounding receipt of payments, the
taxpayer chase, for the years under appeal, to account for profit on the instalment
basis, in which the gross profit component of instalments was not treated as
realized unti! payment was received. The minister reassessed, applying the nor-
mal accrual method of accounting for-sales of goods, in which all of the sales
profit is recognized in the year of sale, with potential allowance for doubtful or
bad debts in accordance with the Act.

Each of the two systems required the application of assumptions and profes-
sional judgments. The taxpayer tendered expert accounting evidence concerning
the two methods. The minister adduced no accounting evidence, The taxpayer’s
accounting experts were of the opinion that the instalment method was an accepted
method, was appropriate to the taxpayer’s business, and resulted in an accurate
computation of profit. In their opinion, it was a more accurate method than.the
accrual method. o

Faced with a dispute between two accounting methods and no express statutory
rule, Thorson P had this to say about the role of accounting evidence, the legal test
of profit, the role of the court. and the approach to be taken to resolve the dispute:

At this stage it would. I think, be appropriate to make some remarks of a
general nature regarding the role of accountancy experts in income tax cases.
The accountancy profession is not a static one and the system of accounting
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which accountants should apply to the accounts of the businesses in which
they are called upon to act are not immutable. A system of accounting that
would be appropriate to one kind of business is not necessarily appropriate
to a different kind. Only an arbitrary minded person would contend that
there is only one system of accounting of universal applicability. No rea~
sonable person would do so. But while accountants devise changes in sys-
tems of accounting to meet the changing conditions in the business world
and new ways of conducting business their guiding principle must always
be the same. Accounting is really the recording in figures, instead of words,
of the financial implications of the transactions of the business to which it
is applied. The accountant is thus the narrator of the transactions, his nar-
rative being in the form of figures instead of words. His narrative should
be such as to disclose to persons understanding his language of figures the
true position of his client’s business at any given time or for any given
period. The accountant cannot fulfil the duty thus required of him unless
he has carefully considered the manner in which his client carries on his
business and has applied to it the system of accounting that is appropriate
to it and most nearly accurately reflects its financial position, mcludmg its
income position, at the time or for the period required.

But the Court must not abdicate to accountants the function of deter-
mining the income tax liability of a taxpayer. That must be decided by the
Court in conformity with the governing income tax law. It is an established
principle of such law in this Court that there is a statutory presumption of
validity in favour of an income tax assessment until it is shown to be erron-
eous and that the onus of doing so lies on the taxpayer attacking it. But
while the Court must be mindful of this principle it must in its effort to
apply the law objectively keep a watchful eye on arbitrary assumptions on
the part of the tax authority such as, for example, that it is within its com-
petence to permit or refuse any particular system of accounting and that its
decision in the matter is conclusive. I cannot express too strongly the opin-
ion of this Court that, in the absence of statutory provision to the contrary,
the validity of any particular system of accounting does not depend on
.whether the Departrment of National Revenue permits or refuses its use.
What the Court is concerned with is the ascertainment of the taxpayer’s
income tax liability. Thus the prime consideration, where there is a dispute
about a systemn of accounting, is, in the first place whether it is appro-
priate to the business to which it is applied and tells the truth about the
taxpayer’s income position and, if that condition is satisfied, whether there
is any prohibition in the governing income tax law against its use. If the
law does not prohibit the use of a particular system of accounting then the
opinion of accountancy experts that it is an accepted system and is appro-
priate to the taxpayer’s business and most nearly accurately reflects his
income position should prevail with the Court if the reasons for the opin-
ion commend themselves to it.!6*

In the absence of evidence in chief from the minister, the court proceeded to
review the evidence concerning the business of the taxpayer and the instalment
and accrual methods in light of “a realistic view of the facts.”%5 The court
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examined each of the reasons given for preferring the instalment method over
the accrual method and, relating them to the facts, found that it was in agreement
with those reasons. Accordingly, the court was satisfied that, based on the actual
facts of the business, the instalment method did provide a more accurate picture
of profit than the accrual method in the circumstances. It can be concluded that
without any express statutory prohibition against the instalment method, and the
method having passed the judicial test of ascertaining the true profit as near as
possible in light of the actual facts, the taxpayer had attained the most accurate
picture of profit.

Publishers Guild provides perhaps the best description of the relationship
between tax law and accounting. The main difference between Thorson P’s
approach to the issue and the Canderel framework is that Thorson P considered
it the proper role of the court to review the reasons given by accounting experts
for their opinion that an accounting system is appropriate and shows a true picture.
The system would be acceptable if the court finds the reasons persuasive; that is
to say, that the accounting system most closely reveals, on the known facts, the
profits that would be revealed if all the facts concerning the income-earning
process could be known. In Canderel, the framework emphasizes the taxpayer’s
freedom of choice and de-emphasizes the role of the court in assessing the reasons
motivating an accounting opinion that a particular method produces a true pic-
ture of income for financial reporting issues.

The three foregoing cases trace the origins of the “accurate picture” principle
in Canadian tax law. The Federal Court of Appeal decision in West Kootenay
placed it in a more modern context and is cited in Canderel by Iacobucci J as
authority for the principle. 't ’

In West Kootenay, the taxpayer generated and distributed hydroelectric power. -
Under applicable regulations, it billed customers on a two-month billing cycle.
At the year-end, the taxpayer had delivered some electricity to consumers that,
for practical reasons, could not be billed. As a result, estimates of unbilled rev-
enue were made. : .

For financial statement purposes, the taxpayer applied GAAP and accrued -
unbilled revenues as of the year-end in its computation of income. The evidence
was that GAAP would also permit the accrual in income of only those revenues
for which bills were issued in the fiscal period, and this was the method the
taxpayer used for tax purposes in the years in issue. Until then, the taxpayer had
included estimates of unbilled revenues in income for tax purposes, but changed
its treatment in 1983 and 1984 on advice that its prior practice was incorrect.
Billings included revenues accrued for electricity delivered during the billing
cycle, based on meter readings in most cases and on estimates in cases where
meters could not be read. Billing all customers at December 31 would have
interrupted a normal billing cycle, the applicable rates for which could not be
established under regulation until the end of the billing cycle,

The minister assessed the taxpayer to include in income the estimates of
unbilled revenues that the taxpayer had accrued for financial reporting purposes.
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The Federal Court of Appeal rejected the trial judge’s view that income for tax
purposes had to conform to the taxpayer’s financial reporting in the circumstances;

In my view, it would be undesirable to establish an absolute requirement
that there must always be conformity between financial statements and tax
returns, and I am satisfied that the cases do not do so. The approved prin-
ciple is that whichever method presents the “truer picture” of a taxpayer’s
revenue, which more fairly and accurately portrays income, and which
“matches” revenue’ and expenditure, if one method does, is the one that
must be followed. '

The result often will not be-different from what it would be using a
consistency principle, but the “truer picture” or *matching approach” is not
absolute in its effect, and requires a close look at the facts of a taxpayer’s
situation.'67

The court found that the accrual method presented the truer picture because
it more accurately and fairly matched revenue and expenditure, even though an
estimate was used. The court then concluded that the unbilled revenue was “receiv-
able” within the meaning of paragraph 12(1)(b), and that it was unnecessary to
consider the application of subsection 9(1) apart from paragraph 12(1)(b) or of
subsection 12(2).168

In the result, the Federal Court of Appeal decided that there was no rule
requiring conformity between income for financial reporting purposes and
income for tax purposes. Rather, the approved principle was the “truer picture”
principle, which, depending on the facts, might or might not require “matching.”
On the evidence, the court found that the accrual method presented the truer.
picture for accounting purposes, but did not actually decide whether it was the
truer picture for tax purposes because, as noted above, it found the unbilled
revenues receivable under paragraph 12(1)(b). For this reason, the case gives
little direct guidance as to how to ascertain the “true” or “truer” picture for tax
purposes, having been decided under an express statutory provision. However,
the same analysis was expressly adopted in applying section 9 in the subsequent
similar case of Maritime Telegraph.'®
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setting expenses on the one side and a figure for remuneration on the other
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Vallambrosa Rubber Co., Ltd. v. Farmer (1910), 5 TC 529 (Ct, Sess.).
The dissent in Canadian Glassine, supra note 34, appears to be the only direct authority for
the proposition that a running expense can be amortized over a period of years if to do so is
appropriate under GAAP. This authority is not that strong, as the majority in that case found
the expense non-deductible as a capital outlay, and there was no detailed argumentation by
the minister concerning amortization of the expense. The CCRA's administrative policy now
favours amortization of expenses if this is in conformity with financial statement reporting, so
there is little prospect for dispute on the issue. As a matter of principle, though, the require-
ment that tax liability be determined discretely for each year suggests that an expenditure or
portion of an expenditure that cannot be factually related to revenue earned in a given year
ought not be deductible as an expense in that year for tax purposes, under the general defi-
nition of “profit” for the purposes of section 9. '
Foundation and derivative principles are discussed in greater detail below under the heading
“Case Law Principles.” :
This view of the distinction between case law principles and business principles as interpretive
aids only would be consistent with the inductive approach to jurisprudence prevalent in
systems of civil law.
This view would be consistent with the deductive approach to jurisprudence prevalent in
common law systems. [s Tacobucci ] trying to steer an area of federal statute law on a careful
course between civil and common Jaw approaches?

Supra note 3. at 6108.
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Ibid., at 6107 (emphasis in original).
As affirmed by Jackett P in Associated Investors, supra note 27, and relied upon by lacobucci J
in Canderel. supra note 3. See the extract from Canderel cited in the text at note 22.

See Gresham Life Assurance Sociery v. Stvles (1892), 3.TC 185, at 188 (HL), per Halsbury
LC: The Bank of Nova Scotia v. The Queen, 80 DTC 6009, at 6011 (FCTD): and Jackett,
supra note 19, at 286. Even though this rule has persisted for over 100 years, it is not a rule of
universal applicatipn. It means different things to cash basis taxpayers than 1o accrual basis
taxpayers. If business people were to develop a new concept of profit and apply it generally
(such as, "profit is the change in net assets over a time period™). the existing definition might
cease to have currency.

The courts have recognized the elevation of ordinary commercial principles into rules of law:
see Orvx Realty Corporution v. MNR, 74 DTC 6352. at 6354 (FCA):

In the ordinary trading business. however, the practice, which has hardened
into a rule of law. is that profit for a year must be computed by deducting from
the aggregate “proceeds™ of all sales the “cost of sales” computed by adding a
value placed on inventory at the beginning of the year to the cost of acquisitions
in the year and deducting a value placed on inventory at the end of the year
[footnotes omitted]. ’

This passage was expressly adopted by the Supreme Court of Canada in MNR v. Shofar
Investment Corporation, 79 DTC 5347, at 5349, and relied on by lacobucci J, in his dissenting
reasons in Friesen, supra note 4.

Supra note 3, at 6112,
Supra note 24.

Anaconda only held that the LIFO method is inappropriate if it fails to portray the actual
results of the business’s income-earning process more accurately than an alternative method.
It did not hold that LIFQ is never appropriate, as has been sometimes suggested: Vern Krishna,
The Fundamenrals of Canadian Income Tax, 5th ed. (Scarborough, ON: Carswell, 1995), 283
and 303. See Jackett, supra note 19, at 294:

1t should be understood, however, that the Anaconda case does not rule out the

use of "Lifo.” or any other rule of thumb, where it results in an amount of

profit on the facts of the particular case that is nearer to the true profit, as that

word is understood by the Courts, than the amount that any alternative method

would produce [emphasis in original].
Peter W. Hogg, Joanne E. Magee. and Ted Cook, Principles of Canadian Income Tax Law, 3d
ed. {Scarborough. ON: Carswell, 1999), 213, The debate over the correctness of the Anacondu
decision is really a debate over the nature of the relationship between the concept of profit for
tax purposes and that concept for accounting purposes. Commentators have thought that judges,
in the formative cases. approved the measurement of profit following accounting principles.
and consequently use accounting concepts as the starting point for profit computation. Thus.
for example, there is a view that the “truer picture™ or “more accurate picture” principle is an
accounting concept. to be applied in the case of tax law to the correct measurement of revenues
and expenses (that is, the income statement) in contrast, for example. to a truer or more accurate
picture of closing balances in the balance sheet (See Krishna, supra note 52, at 282-307). This
also means that the judgments to be brought to bear in deciding between two accounting
methods are to be made by competent accountants, based on considerations important in
accounting (see Hogg et al.. supra).

This is not a correct view of the formative cases. The early judges took a legal. not an

accounting, approach to the determination of profit. Their concern, in assessing profit, was to
make findings of relevant facts to permit them to respond to a question of law. The judges
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considered the relevant facts to be the facts concerning the actual income-earning process of
the taxpayer and the results of that process. Accounting methods often provided an appropriate
description of the results of the income-earning process and so gave judges useful guidance.
But the courts, being charged with the ultimate decision, could not abdicate their responsibility
to the expert witnesses on accountancy. They had to assess the profit on the facts, where the
facts were known, Where all the facts could not be known, they had to assess whether a method
of describing the income-earning process came as close as possible in the circumstances and
on the known facts to what actually happened.

This was the basis of the Anaconda decision. and it flows from the cases that preceded it.
The court was not concerned whether to favour a truer picture of the income statement over a
truer picture of the balance sheet. In fact, the expert accounting evidence in the case pointed
to the LIFO method as providing the truer picture of the income statement for the taxpayer’s
purposes. The court was concerned with answering the legal question, based on the facts, which
of the LIFO and FIFO methods was a closer estimation of the actual profit from the business
in the taxation year. '

Former Chief Justice Jackett was one of the principal framers of the 1948 Act, including
what is now section 9. He also acted as counsel to the Crown in the appeal to the Privy Council
in Anaconda. It was the Crown’s arguments that ultimately persuaded the minority of the
Supreme Court of Canada and the entire panel of the Privy Council. Chief Justice Jackett later
explained the Anaconda case this way (supra note 19, at 193-94):

As a preliminary comment, it should be said that the Courts have recognized
that there are cases where it is not possible to base the computation of profits
on precise facts because the precise facts are not known and that, in such cases,
it may be necessary to make an “estimate” by application of a “rule of thumb”
to the facts that are known. In such a case, the only rule of law is that the true
gains are to be ascertained as nearly as can be.

As [ understand it, it was this rule of law that the taxpayer ran foul of in the
“Fifo™ and “Lifo” case. What the taxpayer was seeking was to value inventories
consumed in the manufacturing process on the basis of what was being paid
currently to replace them; and, to achieve this result, it sought to value inven-
tories at the beginning and end of a year on the assumption that the “last in”
had always been the ““first out.” The old fashioned way of valuing inventories—
and the one for which the Revenue contended in the “Lifo™ and “Fifo” case—
was based on the assumption that the “first in” had always been the “first out,”
which resulted in that case in the prices of earlier years, which were lower,
being used to value the inventories consumed during the year, What the ultimate
court said, as I-understood it. was that an examination of the facts showed that
an esfimate based on Revenue's assumption was obviously closer to the true
profit (if it had been possible to calculate the profit of each sale by reference to
the actual facts) than the estimate based on the taxpayer's assumption.

While one can criticize the use of a legal approach to undertake what is essentially an account-
ing exercise, such an approach is a direct and necessary consequence of the policy decision that
the determination of profit be a question of law. and not a question of fact, based on GAAP. A
legislative amendment (such as first proposed in 1948) would probabl‘y be required to man-
date a different approach.

Supra note 28.
The Queen v. Friedberg. 93 DTC 5507 (SCC).
MNR v. Publishers Guild of Canada Lid.. 57 DTC 1017 (Ex. Ct.).

West Kootenay Power and Light Company Limited v. The Queen, 92 DTC 6023 (FCA): see also
Muaritime Telegraph and Telephone Company, Limited v. The Queen. 92 DTC 6191 (FCA).
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The appendix to this paper provides a more detailed analysis of the development and rationale
of the “more accurate” or “truer” picture principle, including a more detailed factual analysis
of the Anaconda, Publishers Guild, and West Kootenay cases.

Supra note 6.

Supra note 4.

Publishers Guild, supra note 56; Neonex International Lid. v. The Queen, 18 DTC 6339 (FCA);
and Canderel, supra note 3.

Dominion Taxicab Assn. v. MNR, 54 DTC 1020 (SCC): Associated Investors, supra note 27,
Symes, supra note 6; Canderel. supra note 3; and Friesen, supra note 4.

Gresham Life Assurance, supra note 48.

Naval Colliery. supra note 39; Gardner Mountain, supra note 28: Anaconda, supra note 24;
and Canderel, supra note 3. :
Sun Insurance Office, supra note 28; Anaconda, supra note 24; and Canderel, supra note 3.
Anaconda, supra note 24; and J.L. Guay Lide v. MNR. 71 DTC 5423 (FCTD), aff’d. 73 DTC
5373 (FCA). :

Robertson v. Minister of National Revenue (1944), 2 DTC 655 (Ex. Ct.). While this principle,
as stated, appears to be a principle of computation, it is believed to be a foundation ptinciple
because it reflects the interpretation given the undefined term “income” that underlies the
entire Act.

Sun Insurance Office, supra note 28; Publishers Guild, supra note 56; and Canderel, supra
note 3.

Associated Investors, supra note 27; and Canderel, supra niote 3,

Aberdeen Town and County Bank, supra note 25; Whimster, supra note 26; Anaconda, supra
note 24; Irwin, supra note 23; Gordon Kenneth Daley v. Minister of National Revenue, 50
DTC 877 (Ex. Ct.); and Canderel, supra note 3.

Ostime v. Duple Motor Bodies Lid,, [1961) 2 All ER 167 (HL); Canadian General Electric
Co. Ltd. v. MNR, 59 DTC 1217 (Ex. Ct.), rev’d. on other grounds, 61 DTC 1300 (SCC); and
Friedberg, supra note 55.

2 Ken Steeves Sales Lid. v. MNR, 55 DTC 1044 (Ex. Ct.).

MNR v. Colford Contracting Co. Lid., 60 DTC 1131 (Ex. Ct.); Jkea, supra note 10; Gardner
Mountain, supra note 28; and Ken Steeves Sales, supra note 72.

MNR v. Benaby Realties Limited, 67 DTC 5275 (SCC).
Robertson, supra note 67: and Dominion Taxicab, supra note 62.

Oryx Realty, supra note 49; Associared Investors, supra note 27; Sun lnsurance Office, supra
note 28: and Ken Steeves Sales, supra note 72,

Oryx Realty, supra note 49,

Naval Colliery, supra note 39: Whimster, supra note 26; The Queen v..Burnco Industries Lid.
et al., 84 DTC 6348 (FCA); Northwood Pulp and Timber Lintited v. The Queen, 98 DTC 6640
(FCA): and The Queen v. Nomad Sand and Gravel Limited, 91 DTC 5032 (FCA).

Wilchar Construction Linited v. The Queen, 81 DTC 5318 (FCA); and Friedberg, supra note 55,
Fédération des Caisses Populaires. supra note 11.

Naval Colliery, supra note 39: Associated Investors, supra note 27: and Canderel, supra note 3.
Publishers Guild, supra note 56; and Canderel, supra note 3.

Naval Colliery. supra note 39: Gresham Life Assurance, supra note 48: Anaconda, supra note 24;
and Consolidated Textiles. supramote 30,
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Candevel, supra note 3.

Vallambrosa. supra note 40: Consolidated Textiles, supra note 30; and The Royal Trust Co. v.
MNR, 57 DTC 1055 (Ex. Ct.). .

Canadian General Electric, supra note 71.

Associated Investors, supra note 27.

Supra note 4.

The definition of “inventory” was amended by a 1991 technical bill, effective for fiscal periods
beginning in 1989 or later, to add all the words following “or would have been.” The technical’
notes accompanying the amendment provide that the addition is intended to clarify that a
farmer’s livestock is included in inventory regardless of whether the farmer uses cash account-

ing or accrual accounting (see Canada, Department of Finance, Explanatory Notes to Legisla-

tion Relating to Income Tax (Ottawa: Department of Finance, May 1991}, clause 192). Therefore,
other than with respect to the business of livestock farming, a property will be inventory if its
cost or value is relevant in computing a taxpayer’s income from a business for a taxation year.

See, inter alia, /rwin, supra note 23, and Symes, supra note 6.

See Oryx, supra note 49, and Skofar Investment Corporation, ibid.
See Oryx, supra note 49, and Shofar Investment Corporation, ibid.
Supra note 24, at 1225.

Supra note 23, at 5228-29.

See, for example, Jellaczyc v. MNR, 85 DTC 184 (TCC). See also “Revenue Canada Panel,”
in Creative Tax Planning for Real Estate Transactions—Beyond Tax Reform and into the 1990s,
1989 Corporate Management Tax Conference (Toronto: Canadian Tax Foundation, 1989), 8:1-
59, question 20, at 8:28, and “Revenue Canada Round Table,” in Report of Proceedings of the
Fortieth Tax Conference, 1988 Conference Report (Toronto: Canadian Tax Foundation, 1989),
53:1-188, question 50, at 53:57. See also “Revenue Canada Round Table,” in Report of Pro-
ceedings of the Forty-Third Tux Conference, 1991 Conference Report (Toronto: Canadian Tax
Foundation, 1992), 50:1-83, question 38, at 50:22-23. Here, Revenue Canada maintained that
subsection 10(1) inventory writedowns did not apply to property held as an adventure in the
nature of trade, notwithstanding the Federal Court Trial Division’s decision in Weatherhead v.
MNR, 90 DTC 1398 (TCC).
90 DTC 1321 (TCC). While Bailey was the first case to hold it to be appropriate to write
down the value of undisposed property held in an adventure in the nature of trade, the stage
was set by an earlier decision of the Tax Court. Gilmour v. MNR, 89 DTC 658 (TCC) was
decided on the basis that the taxpayer held the subject property as capital property and not in
an adventure in the nature of trade. The court went on to state, however (ibid., at 659-60):

Before finishing, I should like to note that the dismissal of this appeal does not

signal necessarily an acceptance on my part of the explanation of Revenue

Canada, or of the assertions of the Respondent, supra, on any of the following:

—that an inventory write down under subsection 10(1) of the Act is not
available for Jand held as an adventure or concern in the nature of trade,
—that any gain or loss will be reported in the year of disposition.

See the discussion of inventory by then-retired Chief Justice Jackett. supra note 19, at 292-93.
Supra note 49.
Ibid.
Supra note 26.

Edward Collins & Sons, Ltd. v. The Conunissioners of Inland Revenue (1924), 12 TC 773 (Ct.
Sess.).
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Supra note 95.

Vian Dongen v. The Queen, 90 DTC 6633 (FCTD). and Skerrett v. The Queen, 91 DTC 1330

(TCC). In Van Dongen, the court reviewed the decisions in Bailey and Wearherhead. Although

the court held, in this particular case, that the taxpayer held the properties in question as

capital properties and not as adventures in the nature of trade. the court still took issue with

the minister’s position that an inventory writedown under subsection 10(1) was not available

for tand held as an adventure in the nature of trade. The court stated that in its view, Bailey
had settled the issue that land held as an adventure in the nature of trade was eligible for

inventory breakdown. In Skerrett, the court focused on whether property held in an adventure

in the nature of trade could be classified as inventory. Relying on Bailey and Van Dongen,

the court held that such property could be inventory and that it was not necessary to have ~
disposed of the inventory to be able to write down its value and create a deductible expense. It
is interesting to note that despite these cases, the CCRA did not alter its administrative position
that property held in an adventure in the nature of trade could not be written down to
recognize a loss in the absence of a disposition.

92 DTC 6248 (FCTD).
Ibid.. at 6250, citing Stubart Invesimenss Limited v. The Queen, 84 DTC 6305 (SCC).

Supra note 104, at 6251, citing the Federal Court Trial Division"s decision in Maritime Telegraph
and Telephone Company Limited v. The Queen, 91 DTC 5038 (FCTD).

Supra note 104, at 6251.
Ibid.

Ibid.. at 6251-52,

93 DTC 5313 (FCA).
Supra note 4.

Ibid.. at 5570.

Ibid.

Ibid., at 5553.

Ibid., at 5561.

Ibid., at 5559-60.
Ibid., at 5561,

As to whether a business is “carried on,” see Tara Exploration and Development Co. Ltd, v.
MNR, 70 DTC 6370, at 6376 (Ex. Ct.), where Jackett P states that “[t}o carry on something
involves a continuity of time or operations.”

See. for exdmple Ruland Realry Limited v. The Queen. 98 DTC 2172 (TCC).

Maison de Choix Inc. v. MNR, 83 DTC 204 (TRB), and The Queen v. The Consumers' Gas
Company Ltd., 87 DTC 5008 (FCA).

Supra note 10.

Whereas Tkea dealt with the timing of inclusions of tenant inducement payments. the com-
panion cases, Canderel and College Park (both discussed in the first part of this paper), raised
the opposite issue—namely. whether a taxpayer may deduct such payments from income in
the year they are made. The CCRA’s position prior to the Supreme Court’s decisions in these
cases was that tenant inducement payments for non-anchor tenants should be amortized over
the life of the lease (see CCRA document no. 9504407, March 22, 1995). The Supreme Court
found that the payments made in those cases were “running expenses™ not “causally linked to
any single or specific siream of revenue™ and were therefore wholly deductible in the year
they were incurred. For the CCRA's remarks on these cases: see the comments of Roy Shultis
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in Robert Couzin and Stephen S. Ruby, “The Impact of Recent Cases,” in Report of Proceed-
ings of the Fiftieth Tax Conference, 1998 Conference Report (Toronto: Canadian Tax Founda-
tion, 1999), 52:1-32, at 52:8-9.

Interestingly, the CCRA has not yet amended paragraph 9 of Interpretation Bulletin IT-359R2.,
“Premiums and Other Amounts with Respect to Leases,” December 20, 1983, which states that
a tenant inducement payment would be income in the hands of a tenant “where the negotiation
of leases is a regular part of the tenant’s business operations (e.g. a chain store)” and a non-
taxable receipt otherwise. The CCRA altered its policy on this bulletin following the intro-
duction of paragraph 12(1)(x), and has been promising revisions since 1985. The expectation
of its revision in light of the Canderel and Ikea decisions was mentioned in CCRA document
2000-0056045, December 6, 2000. N

ltkea. supra note 10, at 6099.

Ibid., at 6100. This reasoning has been criticized on the basis that failure to amortize the
amount of the payment over the life of the lease could distort Ikea's income in subsequent
years, since profit would be understated by the amount of the lease operating expenses for

- those years. See Robert Jarman, “Has the Supreme Court of Canada Clarified the Subsection

126
127

128
129
130
131

132
133

9(1) Problem, or Merely Muddied the Water?” Case Comment, Dominion Tax Cases, March 9,
1998, 6-8. However, it is implicit in this criticism that GAAP are inherently superior to legal
principles, contrary to the policy underlying section 9.

Ikea. supra note 10, at 6100.°

Until 1983, paragraph 12(1)(b) read as follows:

12.(1) There shall be included in computing the income of a taxpayer for a
taxation year as income from a business or property such of the following
amounts as-are applicable . . .

{b) any amount receivable by the taxpayer in respect of property sold

or services rendered in the course of a business in the year, notwithstanding

that the amount or any part thereof is not due until a subsequent year, unless

the method adopted by the taxpayer for computing income from the busi-

ness and accepted for the purpose of this Part does not require him to include

any amount receivable in computing his income for a taxation year unless

it has been received in the year.

The paragraph has since been amended to provide that an amount shall be deemed to have
become receivable in respect of services rendered on the earlier of the day on which an account
is rendered and the day on which the account would have been rendered had thére been no
undue delay in rendering the account. '

Supra note 57.
Ibid.
Supra note 73.

West Kootenay, supra note 57, at 6030-31. Commentators have expressed the view that the
court could have reached the same decision under the general principles of subsection 9(1). This
is probably correct, as the Maritime Telegraph decision attests. See also Donald K. Biberdorf,
“Recent Case Law,” in /992 Prairie Provinces Tax C onference (Toronto: Canadian Tax Founda-
tion, 1992), tab 2.

See also The Queen v. Huang and Danczkay Lid., 2000 DTC 6549 (FCA).

The change was premised on what the taxpayer perceived as its ability to take advantage of
the amendments to paragraph 12(1)(b). noted above.

Note CCRA document no. 9413085. August 25, 1994, where. in response Lo the question of
whether revenue from the performance of services should be recognized when the services
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are completed or when it is possible to render the account, the CCRA wrote that income can
be recognized at a date later than the date of completion of the services, on the basis that it
may not yet be receivable at law.

These include new section 43.1, subsections 248(20) and (21), the new alter ego and joim
partaer trust rules subsumed into section 73, and the proposed new definition of “disposition™
to be found in subsection 248(1). ‘

For a thorough summary of the many CCRA administrative pronouncements and judicial
decisions on dispositions, see Edwin G. Kroft, “An Update on Select Legal Issues Relating to
Dispositions and Exchanges of Property,” in Rea! Estate Transactions: Tax Planning for the
Second Half of the 1990s, 1995 Corporate Management Tax Conference (Toronto: Canadian
Tax Foundation, 1996), 10:1-45.

SC 2001, c. 17. These amendments were added by the 2001 technical bill, effective for changes
in residence that occur after October 1, 1996. For a complete overview of the new rules, se¢
L. Alan Rautenberg, “The New Emigration Rules—The Story So Far,” in /999 Prairie Prov-
inces Tax Conference {Toronto: Canadian Tax Foundation, 1999), tab 2.

The need for an overhaul of the emigration tules gained notoriety as a result of the auditor
general's 1996 report, which was critical of certain advance tax rulings issued by the CCRA
in 1985 and 1991. At the crux of these rulings was the issue of whether a resident of Canada
could hold taxable Canadian property. /ncome Tax Ruling ATR-70, “Distribution of Taxable
Canadian Property by a Trust to a Non-Resident,” March 21, 1996, permitted a trust resident
in Canada to distribute shares of a public corporation (which shares the trust had acquired in
exchange for shares of a private corporation under the provisions of subsection 85(1) and were
therefore, in the CCRA's view, deemed to be taxable Canadian property of the trust under
paragraph 85(1)(i)) to a non-resident beneficiary free of Canadian tax. The non-resident benefi-
ciary was also a trust and had become non-resident for the sole purpose of recejving the public
company shares free of tax. The CCRA ruled that the interest in the first trust held by the
beneficiary trust was taxable Canadian property, and therefore no deemed disposition occurred
upon the beneficiary trust becoming non-resident. The legality of ATR-70 is currently being
challenged by George Harris, a member of a public interest group called “Choices.” See The
Queen v. Harris et al., 2001 DTC 5247 (FCA).

It remains relevant, however, for the purposes of the immigration rules in subsection 128.1(1).
See Canada, Department of Finance, News Release, na, 98-134, December 23, 1998.
Ibid. )

One popular arrangement affected by these rules was an investment by a limited partnership
in mutual fund commissions. The limited partnership would raise capital, which was used to
pay the mutual fund’s sales commissions in exchange for the right to future distribution and
redemption fees. The partnership would deduct the entire “investment™ in the current year and
report the portion of the income stream earned for each following year. The CCRA had origi-
nally allowed the full deduction in the first year, but later éhanged its administrative position
to allow a deduction of one-third of the expenditure each year.

See the “Backgrounder” accompanying Canada, Department of Finance, News Release, no. 96-
082, November 18, 1996. The department also stated that these rules were necessary because
“the accounting principle of conservatism™ might have “operated to shorten the period over
which an expenditure related to a right to receive income would otherwise be amortized under
the maiching principle.” Note that this statement was made prior to the Supreme Court's deci-
sions in Ikea, supra note 10, Canderel supra note 3, and College Park, supra note 9.

The matchable expenditure must be deductible under general principles (that is, it must satisfy
section 9 and paragraph 18(1)(a)) but it cannot be an amount for which a deduction is provided
under section 20 (such as a capital expenditure). As noted above, the section applies only to
expenditures made to obtain a right to receive a stream of income in future perjods.
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There has been some discussion in the literature that tenant inducement payments, discussed
above, could be “matchable expenditures,” notwithstanding that they have been held in Canderel
and Toronto College Park to be deductible in the year they were made. See, for example, Jean
Potvin, “Inducement Payments,” in Report of Proceedings of Forty-Eighth Tax Conference,
1996 Conference Report, vol. 2 (Toronto: Canadian Tax Foundation, 1997), 65:1-24. A con-
trary argument is that rent, even if computed by reference to revenues, profits, etc., is not a
“right” belonging to a tenant, and is thus not capable of being “acquired” from the tenant. The
exception in subsection 18.1(15) should therefore ordinarily apply (see below).

Subsection 18.1(14).

A “tax benefit” is defined in subsection 18.1(1) to mean a reduction, avoidance, or deferral of
1ax or other amount payable under the Act or an increase in a refund of tax or other amount
under the Act.

Subsection 18.1(15). That subsection also excludes expenditures of a reinsurer in respect of
commissions or other expenses related to the issuance of an insurance policy for which all or
a portion of a risk has been ceded to the reinsurer,

See Canada, Department of Finance, 1994 Budget, Tax Measures: Supplementary Information,
February 22, 1994, 20-23. Presumably, the mark-to-market rules also prevenied financial insti-
tutions from relying on the decision in Friedberg, supra note 55, to change their tax reporting
10 a realized basis from the mark-to-market reporting required of them under GAAP.

The rules apply to “mark-to-market property,” which includes shares (other than a share of a
corporation in which the financial institution holds a “significant interest”—generally 10 per-

- cent of more of the votes and value of the corporation) and in certain circumstances, “specified
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debt obligations™ (which includes Joans, mortgages, bonds, notes, debentures, agreements of
sale, and most other types of debt, other than those expressly excluded).

To “mark to market” a property means that the unrealized appreciation or depreciation in the
value of the property in a year must be recognized for taxation purposes in that year. Subsec-
tion 142.5(2) implements this requirement by deeming a financial institution to have disposed
of its mark-to-market property immediately before the end of thie year for proceeds equal to
its fair market value at the time of disposition and to have reacquired the property immediately
thereafter at an equivalent cost. This effectively conforms profit measurement of financial
institutions for tax purposes to only one method (which is recognized by GAAP) in respect of

. transactions in the defined types of property.

Where a share held by a financial institution is redeemed, the CCRA has indicated that the
mark-to-market rules take precedence over the deemed dividend provisions in subsection 84(3),
so as to avoid doubje taxation. See CCRA document no. 9631867, June 6, 1997.

Supra note 28.

Supra note 24.

Supra note 56.

Supra note 57.

Supra note 28. at 451.

Ibid.. at 453.

Ibid., at 454 (emphasis added).
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