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Callaghan v. The Queen: Distinguishing 
a Source of Income from a Hobby
Callaghan v. The Queen (2020 TCC 28; informal procedure) was 
concerned primarily with the question whether the activities 
of the appellants (Michael Callaghan and his spouse, Barbara 
Van Rassel) were a source of income—namely, a business.

The facts were relatively straightforward. Mr.  Callaghan 
had a longstanding interest in food and had a hobby relating 
to cured meats and charcuterie. In 2007, his spouse entered 
Mr. Callaghan into a national chili recipe contest, which Mr. 
Callaghan won. This success inspired the appellants to trans-
form Mr. Callaghan’s victory into a business venture. Mr. Cal-
laghan testified that he saw a great deal of opportunity relating 
to the growing popular interest in food culture. The appellants 
hoped to build up a brand directly linked either to the food 
activities of the appellants or to Mr. Callaghan in his personal 
capacity as a food celebrity. Once that brand or reputation was 
established, the appellants planned to monetize it in various 
ways. It was expected that this process would take time and 
that the business would grow gradually. At trial, the appellants 
provided documentation of this plan in the form of “an ever-
green document that was updated every year. The version in 
evidence was . . . produced no later than 2015.”

The business, which was unincorporated (and reported as 
a partnership for tax purposes), was owned equally by each of 
the appellants. The business developed slowly from 2007 on-
ward and was run from the appellants’ home. Mr. Callaghan 
was the visible face of the business, doing the cooking and 
photography and producing the videos. Ms. Van Rassel handled 
the logistics, setup, organization, administration, and book-
keeping. In the years at issue, the principal business activities 
were attending courses relating to food, participating in food 
competitions, developing recipes, and catering. The appel-
lants held full-time jobs while they were operating the food 
venture.

From 2008 to 2014, there was very little gross revenue 
(in particular, there was no revenue at all in 2008 and only 
trivial revenue in 2010). Despite the modest revenue, signifi-
cant expenses resulted in large tax losses accumulated over the 
relevant taxation years and in-home expenses that could not be 
used to create current-year losses but were carried forward and 
could be deducted against future income. In 2013, the appel-
lants may have made a small gross profit. The sum of the losses 
claimed by the appellants from 2008 to 2014 inclusive was 
approximately $345,000 without the home expenses.

The minister denied the business losses claimed for the 
2008 to 2014 taxation years on the basis that there was no source 
of income. The minister relied on subparagraph 152(4)(a)(i) 
to claim that a misrepresentation was made in respect of 
2008 through 2011, since those years would otherwise have 
been statute-barred. In addition, the minister applied gross 

the shareholder to utilize any unabsorbed capital losses avail-
able while possibly also allowing the shareholder to realize on 
any accrued gain on the shares in the corporation.

A simple succession plan would start with an individual 
(John) selling his shares to his wife (Mary) for current FMV 
consideration. Subparagraph 40(2)(g)(i) prevents John from 
recognizing the capital loss, but Mary may increase the ACB 
of the shares acquired by an equivalent amount (paragraph 
53(1)(f )). If the couple’s ultimate objective is to pass ownership 
of the shares to their children, Mary can implement an estate 
freeze and a trust plan at a later date and pass the stepped-up 
ACB of the shares to the trust at that time. In the meantime, 
she can receive income from the trust without concern for the 
attribution rules that would otherwise attribute that income 
to John, provided that the conditions in sections 74.1 through 
74.5 are met.

If John has realized a capital gain in any of the three prior 
taxation years and wants to realize a capital loss now to offset 
it, a different sort of planning might enable him to recognize 
the current loss for carryback purposes. In order to recognize a 
capital loss now, John must dispose of his shares to a non-
affiliated person (see paragraph (a) of the definition of “super-
ficial loss” in section 54 and the definition of “affiliated group” 
in subsection 251(1)). Depending on John and Mary’s long-
term objectives for ownership of shares of the corporation, it 
may be possible for John to recognize the accrued loss on the 
shares and put in place a succession plan that contemplates 
a transfer of ownership to the children over time. The key is 
to establish a trust as the buyer of the shares; the trust’s bene-
ficiaries will be persons who are not affiliated with John. John 
is not affiliated with his children, and as long as the trust is 
managed by trustees who are not affiliated with him, John can 
sell his shares to the trust at today’s value and recognize his 
accrued loss. A carefully worded trust deed can include provi-
sions to restrict a child’s right to receive distributions from 
the trust unless predetermined conditions are met, thus offer-
ing some protection of the underlying trust assets against 
unforeseen developments as the children mature. Neither John 
nor Mary should be a majority-interest beneficiary if the trust 
is to avoid affiliated status with John.

Practitioners should consider whether any anti-avoidance 
provision could apply to the trust option. For example, might 
subsection 256.1(1) apply to disallow John’s loss on the trans-
fer of his shares to the trust on the basis that it can reasonably 
be concluded that one of the main reasons for constituting 
the trust was to avoid the application of the stop-loss rules? 
And finally, as in all planning these days that involves any as-
pect of income splitting, practitioners should consider whether 
the TOSI (tax on split income) rules could apply in the specific 
circumstances of the plan decided upon.

Balaji (Bal) Katlai
Toronto
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negligence penalties pursuant to subsection 163(2) with re-
spect to all years.

The TCC applied the decision in Stewart v. Canada (2002 
SCC 46) and stated that in order to determine whether an activ-
ity is a source of income, one must first decide whether there 
is a personal or hobby element to the activity or whether the 
activity is purely commercial in nature. If a personal element 
is present, then one must determine whether the activity is 
undertaken in “pursuit of profit.” The TCC noted that

[t]here is no exhaustive list of factors to consider and the fac-
tors that are relevant may differ depending on the nature of 
the activity in question. Among the factors that are normally to 
be considered are the profit and loss experience of past years, 
the taxpayer’s training, the taxpayer’s intended course of action 
and the capability of the venture to show a profit.

The TCC also noted that the SCC in Stewart had empha-
sized that this analysis should not function as an exercise in 
second-guessing the business judgment of the taxpayer.

The court held that in the present case there was clearly 
an element that was personal in nature and thus not com-
mercial. The court cited, among other things, Mr. Callaghan’s 
pre- existing hobby and the operation of the activity out of the 
family home as evidence of this non-commerciality.

Having made this initial determination, the TCC proceeded 
to conduct the more extensive analysis demanded by Stewart. 
The court held that “[r]eceiving training, attending courses 
and, up to a certain point, participation in competitions which 
also enhance the skill and know-how of the Appellants are 
clearly capital activities of the personal nature, much like edu-
cation, that are not deductible.” In addition, the court held that 
building a reputation and developing recipes can, at least 
initially, constitute activities of a capital nature.

Examining the evidentiary record, the TCC concluded that 
although the activities may initially have been of a personal 
nature and/or in the nature of capital expenditures, at some 
point they developed into a business and therefore a source 
of income.

The court noted that in 2017 (a taxation year not in dispute), 
the appellants’ activities involved quite a lot of catering and sales 
to the public, and that they generated gross revenue of $153,324, 
a gross profit of $98,304, and a net profit of over $10,000 (taking 
into account the business use of home expenses in the year but 
before applying suspended home expenses from prior years). 
In 2018, the business activities involved a TV appearance, endorse-
ments, and paid personal appearances. The 2018 activities gen-
erated gross revenue of $83,554, which, while significantly lower 
than the 2017 revenue, was much higher than the revenue in 
all years prior to 2017.

On the basis of the foregoing, the TCC concluded that in 
2017 there was a business—that is, a source of income. The 
remaining issue to be decided was when the business began. 
Because the court later concluded that the years before 2012 

were statute-barred, it limited its analysis to the 2012 through 
2014 taxation years. It held that nothing in Stewart precludes 
a slow, gradual buildup to a business; however, such a gradual 
buildup cannot include any period that was “essentially per-
sonal training and skills development of a capital nature.”

The court held that by 2012, a business was operating on 
a small scale and constituted a source of income. In support 
of this conclusion, the court cited a number of activities that 
contributed to the buildup to the 2017 taxation year, including 
the winning of a number of prizes; cash endorsements; the 
catering of two large events in 2014; and in particular a paid 
appearance in 2014, which the court viewed as playing an 
instrumental role in the appellants’ ability to secure the cater-
ing work done in 2017.

The court held that the appellants genuinely believed that 
they were carrying on a business throughout 2008 to 2014 and, 
relying on Salloum v. The Queen (2014 TCC 366; appeal to FCA 
dismissed, 2016 FCA 85), held that a misrepresentation was 
not present. Accordingly, the years outside the normal re-
assessment period could not be reopened. With respect to the 
gross negligence penalties, the TCC held that because those 
penalties can be applied only in circumstances that require a 
higher degree of intentionality than that required to prove 
a misrepresentation, that standard clearly could not have been 
met.

Therefore, the appeal was allowed on the basis that the 
2008 to 2011 taxation years were statute-barred; there was a 
source of income for 2012 to 2014; and gross negligence pen-
alties were to be deleted for all impugned years.

Because Callaghan was decided under the informal proced-
ure, it carries no precedential value. Furthermore, although the 
case does not create new law, it summarizes the law concerning 
when a business constitutes a source of income capable of 
generating deductible business losses. Importantly for prac-
titioners, Callaghan reminds us that a business often builds 
up gradually and that large recurring losses, which at first 
glance might look like evidence of non-commerciality, can in 
fact be the legitimate base on which later profits are built. 
When faced with a dispute of this type, the taxpayer may bene-
fit from providing context for any losses claimed. This context 
may assist the taxpayer in grounding a claim that a source of 
income exists in the kind of gradual business development 
model articulated by the TCC in this case.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com
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Estate Plans, Trusts, and Dividends: 
Is There a Gap Here?
It is fairly common to structure an estate plan in which the 
shares of Opco are held by a trust for the benefit of family 
members. If the beneficiaries of the trust include a corpora-
tion, this type of structure provides a significant opportunity 
for deferring taxes when Opco pays dividends.

One benefit of the structure is that excess cash in Opco 
can be distributed to the corporate beneficiary rather than to 
individual family members. This is especially important if 
the shares in Opco are to qualify as small business corporation 
shares (QSBCs) under subsection 110.6(1). The dividends paid 
by Opco to the trust for this purpose can be distributed to the 
corporate beneficiary, thereby deferring the tax otherwise pay-
able by the family members if dividends were payable to them. 
Unfortunately, this structure can be problematic if dividends 
are paid in order to purify Opco to meet the QSBC definition 
in the course of a sale of its shares.

For dividends to flow tax-free from Opco to the corporate 
beneficiary, the recipient corporation must be “connected” with 
Opco for part IV purposes (subsection 186(1)). Subsection 186(4) 
provides that a corporation is connected with another corpor-
ation if it controls it, or if it meets a votes-and-value share 
ownership test. In the structure described above, the extended 
definition of connected corporations in subsection 186(4) 
usually will be met. However, that is not always the case.
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Consider a situation in which Opco’s common shares are 
owned by a family trust. The trust has a December 31 year-
end. Opco pays a cash dividend to the trust on November 15, 
and the trust distributes the cash to the corporate beneficiary 
(Bankco) on the same day. On November 30, 100 percent of 
the shares of Opco are sold to an arm’s-length party. Pursu-
ant to subsection 104(19), trusts must be resident in Canada 
throughout the year in order to allocate dividends to a bene-
ficiary. The CRA interprets this provision to mean that because 
a trust can determine its residence throughout the year only 
on the last day of its fiscal year, it can allocate taxable dividends 
only on that day (CRA document no. 2016-0647621E 5, June 3, 
2016). In this situation, therefore, the trust does not allocate 
the dividend until December 31, even though the cash was 
distributed to Bankco on November 15. Because the trust is 
considered to have allocated the dividend on December 31, 
Bankco does not receive the dividend until December 31. Thus, 
on the date of receipt of the dividend, Bankco is not connected 
to Opco because Opco is owned by an arm’s-length party on 
December 31. Bankco is therefore subject to part IV tax on the 
dividend.

If one applies the CRA’s position in a situation in which 
Opco pays dividends but there is no contemplated sale of 
shares, an interesting planning opportunity arises. Opco has 
a January 31 year-end, and Bankco has a November 30 year-
end. Opco’s common shares are owned by a trust that has a 
December 31 year-end. Opco pays a $1 million dividend to the 
trust on January  15, 2020 and claims a dividend refund of 
$383,300 for its taxation year ended January 31, 2020. On the 
basis of the CRA’s position as discussed above, the dividend 
is not allocated by the trust to Bankco until the trust’s year-end 
of December 31, 2020. Thus, the dividend is received by Bankco 
on December 31, 2020 and is not reportable by Bankco until 
its year ending November 30, 2021, even though the dividend 
was paid by Opco during its 2020 year. Bankco’s part  IV tax 
liability of $383,300 will not be due until January 31, 2022. 
This interpretation was confirmed by the CRA in CRA docu-
ment no. 2013-0495801C 6, October 11, 2013. If Opco files its 
2020 form T 2, “Corporation Income Tax Return,” in a timely 
manner after its January 31, 2020 year-end, and if we assume 
that the refund is received by June  30, 2020, an interval of 
19 months arises between the time when Opco receives the 
dividend refund of $383,300 and the time when Bankco is 
required to pay its corresponding part  IV tax liability of 
$383,300. This interval could result in a significant deferral 
of income tax.

A further example of the ambiguity described above could 
arise in a situation where Opco pays a dividend to the trust 
on March 31, and the trust pays the dividend to Bankco on 
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2017 there was a business—that is, a source of income. The 
remaining issue to be decided was when the business began. 
Because the court later concluded that the years before 2012 

were statute-barred, it limited its analysis to the 2012 through 
2014 taxation years. It held that nothing in Stewart precludes 
a slow, gradual buildup to a business; however, such a gradual 
buildup cannot include any period that was “essentially per-
sonal training and skills development of a capital nature.”

The court held that by 2012, a business was operating on 
a small scale and constituted a source of income. In support 
of this conclusion, the court cited a number of activities that 
contributed to the buildup to the 2017 taxation year, including 
the winning of a number of prizes; cash endorsements; the 
catering of two large events in 2014; and in particular a paid 
appearance in 2014, which the court viewed as playing an 
instrumental role in the appellants’ ability to secure the cater-
ing work done in 2017.

The court held that the appellants genuinely believed that 
they were carrying on a business throughout 2008 to 2014 and, 
relying on Salloum v. The Queen (2014 TCC 366; appeal to FCA 
dismissed, 2016 FCA 85), held that a misrepresentation was 
not present. Accordingly, the years outside the normal re-
assessment period could not be reopened. With respect to the 
gross negligence penalties, the TCC held that because those 
penalties can be applied only in circumstances that require a 
higher degree of intentionality than that required to prove 
a misrepresentation, that standard clearly could not have been 
met.

Therefore, the appeal was allowed on the basis that the 
2008 to 2011 taxation years were statute-barred; there was a 
source of income for 2012 to 2014; and gross negligence pen-
alties were to be deleted for all impugned years.

Because Callaghan was decided under the informal proced-
ure, it carries no precedential value. Furthermore, although the 
case does not create new law, it summarizes the law concerning 
when a business constitutes a source of income capable of 
generating deductible business losses. Importantly for prac-
titioners, Callaghan reminds us that a business often builds 
up gradually and that large recurring losses, which at first 
glance might look like evidence of non-commerciality, can in 
fact be the legitimate base on which later profits are built. 
When faced with a dispute of this type, the taxpayer may bene-
fit from providing context for any losses claimed. This context 
may assist the taxpayer in grounding a claim that a source of 
income exists in the kind of gradual business development 
model articulated by the TCC in this case.
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