
Editor: Thomas E. McDonnell, QC Volume 16, Number 2, April 2016

1
©2016, Canadian Tax Foundation  Pages 1 – 7

T a x O w n e r - M a n a g e rf o r  T h e

In This Issue

When Does the Operation of a Rental Property  
Become a Business? 1

Crystallization Planning: Less May Be More 2

The Danger of Relying on a CRA Auditor’s Advice 3

Trust’s Payment of Insurance Premiums Disqualif ies  
Spousal Trust Status 4

Tiered Partnership Losses 4

Canadian Professional Practice: PFIC Exposure for  
US Citizens 5

Cash Dividends and Amended Subsection 55(2) 6

When Does the Operation of a Rental 
Property Become a Business?
In McInnes v. The Queen (2014 TCC 247, informal procedure), 
the issue in dispute was whether certain income from a cottage 
was business income or rental property income, and con-
sequently whether losses incurred from earning such income 
were subject to the restriction in the Income Tax Regulations 
that prevents capital cost allowance (CCA) on a rental property 
from creating or increasing a rental loss.

On May 14, 2004, the appellant purchased a cottage in 
Quebec that she intended to operate as a tourist accommoda-
tion business. Among other things, the appellant registered 
the property with the local regional tourist association; created 
a website for the property; and offered a number of services, 
including cable-connected televisions, DVD and CD players, 
wi-fi service, long-distance telephone service, heating, electric-
ity, a fully furnished kitchen, laundry facilities, all bedding, 
and bath amenities. Housekeeping services were made avail-
able to customers on request; however, such services usually 
were not requested. The appellant did not provide any meal 
preparation services because the property was not a bed and 
breakfast. The appellant was responsible for property main-
tenance, including landscaping and snow removal. She 
employed one person who prepared the cottage for occupancy, 
welcomed the guests when they arrived, and ensured that the 
cottage was secure when the guests departed.

The cottage was rented out for short stays, but the main 
tenant was the Domaine Forget, an international classical 
music academy. The Domaine had rented the property from 
mid-June to the end of August for the previous nine years, 

but it did not use most of the services available from the 
appellant.

Unfortunately, the appellant never made a profit and ran 
significant recurrent losses from year to year. When filing her 
income tax returns, she reported business losses in respect of 
her 2008 to 2010 taxation years. The minister reassessed those 
years, disallowing CCA on the basis that there was no net 
rental income from the property.

Subsection 20(1) of the Act provides a deduction for CCA. 
However, regulation 1100(11) limits the CCA claim so that a 
loss cannot be created in respect of the renting of a rental 
property.

Under regulation 1100(14), “rental property” is defined to 
mean “a building owned by the taxpayer . . . if, in the [relevant] 
taxation year . . . , the property was used by the taxpayer . . . for 
the purpose of gaining or producing gross revenue that is 
rent.” Under regulation 1100(14.1), for the purposes of regu-
lation 1100(14), “gross revenue derived in a taxation year 
from . . . the right of a person or partnership, other than the 
owner of a property, to use or occupy the property or a part 
thereof, and  .  .  . services offered to a person or partnership 
that are ancillary to the use or occupation by the person or 
partnership of the property or the part thereof shall be con-
sidered to be rent derived in that year from the property.”

Regulation 1100(14.2) further provides that regulation 
1100(14.1) does not apply in any particular taxation year to 
“property owned by . . . an individual, where the property is 
used in a business carried on in the year by the individual in 
which he is personally active on a continuous basis through-
out that portion of the year during which the business is 
ordinarily carried on.”

These definitions interact in a complex way. Simply put, 
however, the regulations restrict losses derived from a “rental 
property,” which is defined to mean a “property [that] was used 
principally for the purpose of gaining or producing gross rev-
enue that is rent,” and the definition of “rent” is modified so 
as to not be deemed to include gross revenue from a property 
owned by a taxpayer “used in a business carried on in the year 
by the individual in which he is personally active.”

In order to determine whether the restriction relating to 
rental losses was applicable, the TCC had to determine whether 
the income in question was income from a business. It con-
ducted a detailed review of the relevant case law going back 
to 1965 and scholarly writings on the topic. The cases included 
Wertman v. MNR (64 DTC 5158 (Ex. Ct.)); Canadian Marconi v. 
R (1986 CanLII 42 (SCC)); Jong v. The Queen (1998 CanLII 294 
(TCC)); Orcheson v. The Queen (2004 TCC 427); and Venditti v. 
The Queen (2008 TCC 553).
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Crystallization Planning: 
Less May Be More
The lifetime capital gains exemption on the sale of qualified 
small business corporation shares is now $800,000 (indexed 
annually). Conventional wisdom dictates that it is often good 
planning to crystallize the exemption for the future. Provided 
that the shares and the taxpayer meet all the necessary require-
ments, a crystallization typically involves a share exchange or 
transfer to a holding company; the provisions of subsection 
85(1) are used to elect proceeds such that the desired gain is 
triggered. It is usually recommended that the maximum avail-
able amount be crystallized, subject to the application of, and 
the taxpayer’s tolerance for, alternative minimum tax. How-
ever, a crystallization of the maximum amount may not 
ultimately yield the optimal result in the context of an estate 
plan. Consider the following examples.

On a deemed disposition on the death of a taxpayer, any 
crystallized shares will be sheltered from capital gains tax. 
However, assume that the taxpayer dies owning crystallized 
shares with a nominal PUC and no other assets with accrued 
capital gains. At the time of death, the taxpayer has long been 
retired, and the business has been wound down to the point 
where the corporation is now an investment holding company. 
Assume that the value of the company, both at the time of the 
crystallization and at the time of the taxpayer’s death, was no 
greater than $800,000, the amount crystallized.

At this point, although the deceased pays no tax on the 
crystallized shares at death, the estate will pay tax on the sub-
sequent redemption of the shares at dividend rates (say, 
40 percent). A full redemption will cost the estate $320,000. 
(Note that a post mortem pipeline reorganization is precluded 
by the rule in subparagraph 84.1(2)(a.1)(ii), which disqualifies 
crystallized shares from such a plan.) In addition, a capital 
loss of $800,000 will be triggered; however, with no other cap-
ital gains in the estate, this loss is essentially useless. In this 
situation, the best advice is to keep the holding company in 
place and to extract funds gradually, over time, as they are 
needed. The crystallization of the capital gains exemption in 
this situation has thus provided only a tax deferral. Further-
more, the taxes to be paid upon the share redemption will be 
imposed at the higher dividend rates.

Alternatively, consider the result if no crystallization had 
taken place. The deceased would have a capital gain on death 
and pay tax at capital gains rates (say, 25 percent). Assuming 
that a successful pipeline plan is put in place to limit the tax 
to this deemed capital gain, the total tax bill would be reduced 
to $200,000.

Now consider a third example—the crystallization of only 
one-half of the value of the shares. In this situation, the ACB of 
the partially crystallized shares is $400,000. Upon death, a cap-
ital gain of $400,000 is triggered. Subsequently, a hybrid post 
mortem plan is put in place whereby the shares are transferred 

Masse J noted the comment of Margeson J in Jong:

[A] prima facie case is made out that the amount received 
from the property was from rental and not from a business 
unless the Appellant can show that the range of services pro-
vided by the landlord was such that the payment received can 
be regarded as substantial payment for the services.

Of particular relevance were the cases of Orcheson and Ven-
ditti, which the court considered very similar to the case at bar. 
Orcheson dealt with the rental of three cottages in Ontario. The 
tenants of the cottages were provided with a small number of 
amenities (firewood, a boat, a canoe, fresh linen, and certain 
other amenities) and with certain services, including snow re-
moval, a cleaned yard, and boat launching and docking. Venditti 
dealt with the rental of a Florida condo. The owner provided 
certain amenities including toiletries, furnishings, linen, and 
a heated pool. In both Venditti and Orcheson, the TCC found 
that the income in question was income in the nature of rent.

In Masse J’s view, the question was essentially one of clas-
sification. He stated that the “higher the level of services 
supplied by the taxpayer, the likelier it is that the taxpayer oper-
ates a business; the lower the level of services, the likelier it 
is that the income is from the use of a property.” However, he 
noted that, in general, individuals who own buildings have 
been found by the courts to be earning income from property. 
He acknowledged that there is no bright-line test, and he 
concluded that the question is one of degree. Unless the ap-
pellant was able to show that the range of services that she 
provided was such that the payment she received could be 
considered to be paid largely in respect of those services, the 
court would have to conclude that the income in question was 
income from a property.

The court reviewed the services provided by the appellant 
and noted that she did not provide personal hygiene products 
or a restaurant or bar service; that the tenants rarely used the 
housekeeping services; and that the main tenant, the Domaine, 
did not want many of the additional services that were offered. 
On the basis of the foregoing, the court concluded that it had 
not been established that a substantial part of the rent received 
by the appellant constituted payment for services rendered by 
her; consequently, the income in question was income from 
a property. The court further concluded that the property was 
used by the appellant for the purpose of gaining or producing 
gross revenue—that is, rent. The court therefore dismissed 
the appeal.

McInnes, which was decided under the informal procedure 
rules and has no precedential value, does not break new ground. 
Nevertheless, it provides a good review of the law on the issue 
and serves as a helpful reminder of the factors that influence 
when income from a rental property ceases to be regarded as 
rent and is instead viewed as income from services.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
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