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The 2017 federal budget eliminated this election for taxa-
tion years beginning after March 21, 2017. Now, professionals 
must include their end-of-year WIP in their business income 
for that year. Finance also introduced transitional relief under 
subsection 10(14.1). This relief phases in the WIP inclusion 
over five years, starting with the first taxation year beginning 
on or after March 22, 2017, by gradually increasing the inclu-
sion (of the lesser of the WIP’s cost and FMV) as follows:

• 20 percent in the first taxation year,
• 40 percent in the second taxation year,
• 60 percent in the third taxation year,
• 80 percent in the fourth taxation year, and
• 100 percent in the fifth taxation year.

Generally, when a profession is carried on by a partnership, 
a section 34 election must be made by an authorized partner 
on behalf of all the partners, under subsection 96(3). If such 
an election is made by the authorized partner, then the author-
ized partner and all other persons who were members of the 
partnership during the relevant fiscal period are deemed to 
have made a valid election.

In the TI, the CRA considered a Canadian partnership that 
carries on a business as a legal professional practice. The 
partnership has 10 individual partners, and its current fiscal 
period began on January 1, 2017 (that is, before March 22, 
2017) and ends on December 31, 2017.

In 2017, an authorized partner elected to use billed-based 
accounting on behalf of all the other partners so that they do 
not have to include WIP in their income for 2017. One of the 
partners wants to hold their partnership interest in a pro-
fessional corporation (Partnerco). Under the partnership 
agreement, a partner may incorporate (that is, transfer his 
or her interest to a corporation) on either December 31, 2017 or 
January 1, 2018.

At issue in the TI was whether the election can apply to 
Partnerco, so that it can use billed-based accounting in 2017 
and subsequent years (subject to the transitional rules intro-
duced in 2017) if it becomes a partner on the last day of the 
partnership’s 2017 fiscal year.

The CRA was also asked to consider whether the election 
to use billed-basis accounting will apply to Partnerco in 2018 
and subsequent years if it becomes a member of the partner-
ship on January 1, 2018 instead of December 31, 2017.

In its response, the CRA noted that the partnership must 
make the section 34 election to exclude WIP for the taxation 
year that straddles March 22, 2017. The CRA confirmed that 
because the partnership made the election in 2017, all persons 
who are members of the partnership during that year will be 
deemed to have made the election under subsection  96(3). 

WIP Election Applies to New Partners
In a recent technical interpretation (TI 2017-0734381E5, 
March 26, 2018), the CRA clarified that a professional partner-
ship’s valid election to use billed-based accounting will apply 
to a new partner, even if he or she becomes a new partner 
during or after the partnership’s fiscal period that straddles 
the elimination date for the election. As a result, a new partner 
can still elect to use billed-based accounting (that is, to exclude 
the value of work in progress [WIP] from income) over the 
five-year transitional relief period that starts with the first tax-
ation year that begins after March 22, 2017. In the TI, the CRA 
clarified that for the WIP election to apply to the new partner, 
the partnership must have elected to exclude WIP for the tax-
ation year that straddles March 22, 2017 (or an earlier year).

Generally, a professional or a professional corporation must 
include the value of WIP at the end of the year in its income 
for tax purposes to account for partly finished services that 
clients have not yet been billed for. A professional business’s 
WIP is generally considered to be inventory and must be valued 
at the end of the year at the lower of its cost and FMV.

Previously, designated professionals (lawyers, accountants, 
dentists, doctors, veterinarians, and chiropractors) could effect-
ively defer tax by electing, under paragraph 34(a), to exclude 
the value of their year-end WIP in their income for the year 
(that is, they could elect to use “billed-basis accounting”). After 
a professional makes an election, it remains effective for all 
subsequent taxation years unless the professional revokes the 
election with the concurrence of the CRA (paragraph 34(b)).
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a signing bonus. The appellant’s corporation reported the 
money received in respect of the insurance, disturbance dam-
ages, and temporary workspace as income; the appellant 
reported money received in respect of an easement and the 
signing bonus as a capital receipt.

The minister reassessed the appellant on the basis that the 
signing bonus was income to the appellant and not a capital 
receipt. The minister argued (1) that the signing bonus was 
paid in the course of the appellant’s farming business and did 
not relate to the disposition of capital property; and (2)  that 
even if the signing bonus was not received as part of the farm-
ing business, it was includible under paragraph 12(1)(x) as an 
incentive or inducement for the early signing of the settlement 
agreement and that the exclusion in subparagraph 12(1)(x)(viii) 
did not apply because the payment was an inducement grant-
ed in consideration of a contractual obligation. The appellant 
argued that the signing bonus was a non-taxable windfall or, 
in the alternative, a capital receipt.

The TCC first turned to the minister’s argument that the 
signing bonus was received as part of the appellant’s farming 
business. It rejected this argument, holding that the appel-
lant’s corporation and not the appellant carried on the farming 
business; thus, the signing bonus was not received as income 
from the appellant’s business because the appellant did not 
carry on a farming business.

The court then turned to the application of paragraph 
12(1)(x), which in general terms includes in income amounts 
received as inducements. D’Arcy J rejected the application of 
paragraph 12(1)(x) because of the exclusion in subparagraph 
12(1)(x)(viii), which applies when the inducement—in this 
case, the signing bonus—may reasonably be considered “to be 
a payment made in respect of the acquisition by the payer . . . 
of an interest in the taxpayer  .  .  . or an interest in  .  .  . the 
taxpayer’s property.” The TCC then turned to the question 
whether the signing bonus was in respect of Enbridge’s acqui-
sition of an interest in the appellant’s land (the easement).

D’Arcy  J cited Nowegijick v. The Queen (1983 CanLII 18 
(SCC)), in which the SCC held that the words “in respect of”

are, in my opinion, words of the widest possible scope. They 
import such meanings as “in relation to,” “with reference to” 
or “in connection with.” The phrase “in respect of” is probably 
the widest of any expression intended to convey some connec-
tion between two related subject matters.

The TCC noted that Enbridge had paid the signing bonus 
as an incentive for the early granting of the easement. Thus, 
it was paid in connection with the appellant’s granting of the 
easement, and therefore in respect of the acquisition of an 
interest in the appellant’s property. Consequently, because of 
the exclusion in subparagraph 12(1)(x)(viii), the signing bonus 
was not taxable under paragraph 12(1)(x).

The TCC also held that because the signing bonus was in 
respect of a disposition by the appellant of a capital asset—

royalty (GORR) as compensation from property owners. GORR 
usually is computed as a percentage of the production from 
particular oil and gas properties that the consultant works on. 
These taxpayers use their specialized skills and spend con-
siderable time and resources to increase production from 
those properties, resulting in greater GORR income. Taxpayers 
may include GORR as income from an active business in 
computing the SBD. In my experience, however, the CRA re-
assesses on the basis that because a GORR payment is a 
royalty, the taxpayer is carrying on a SIB.

In light of Rocco Gagliese Productions, the CRA’s position 
likely is not correct because the incorporated consultant is not 
carrying on a SIB. The purpose of the taxpayer’s business is 
to earn income from its oil and gas consulting activities, not to 
earn income from property, even though the business receives 
royalty income. The taxpayer’s activities will lead to greater 
production, which in turn will lead to greater royalty income 
in the future.

The TCC arrived at a similar conclusion in R.W. Switzer v. 
Canada ([1995] 1 CTC 2928), in which a consultant received 
GORR income and treated that amount as business income in 
computing his earned income for RRSP purposes. The TCC 
agreed that such income is income from business, not prop-
erty income; it distinguished Mr. Switzer from a taxpayer who 
buys a passive investment and receives interest income.

Conclusion
Rocco Gagliese Productions is a welcome clarification of the SIB 
definition, and it is consistent with previous income tax case 
law. The decision reinforces the principle that a SIB is based 
on what the taxpayer actually does, not just on the form of the 
income received by the taxpayer.

Daniel J. Morrison
KPMG Law LLP, Calgary

Paragraph 12(1)(x) and the Taxation of 
Incentive and Inducement Payments
In Ritchie v. The Queen (2018 TCC 113), the issue in dispute 
was the tax treatment of certain signing bonuses reported on 
the appellant’s personal tax return. The facts of the case were 
relatively straightforward. The appellant rented land that he 
owned to his corporation, which farmed the land on his behalf. 
In 2007, Enbridge Pipelines Inc. was engaged in a project to 
install pipelines across Alberta, Saskatchewan, and Manitoba. 
The appellant’s land was situated on the pipeline route that 
Enbridge was building.

In 2008, pursuant to a settlement agreement between the 
appellant and Enbridge, the appellant received funds totalling 
$441,595 from Enbridge. The funds represented payments in 
respect of the granting of easements, disturbance damages, 
insurance, temporary workspace rights, and most importantly 
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a signing bonus. The appellant’s corporation reported the 
money received in respect of the insurance, disturbance dam-
ages, and temporary workspace as income; the appellant 
reported money received in respect of an easement and the 
signing bonus as a capital receipt.

The minister reassessed the appellant on the basis that the 
signing bonus was income to the appellant and not a capital 
receipt. The minister argued (1) that the signing bonus was 
paid in the course of the appellant’s farming business and did 
not relate to the disposition of capital property; and (2)  that 
even if the signing bonus was not received as part of the farm-
ing business, it was includible under paragraph 12(1)(x) as an 
incentive or inducement for the early signing of the settlement 
agreement and that the exclusion in subparagraph 12(1)(x)(viii) 
did not apply because the payment was an inducement grant-
ed in consideration of a contractual obligation. The appellant 
argued that the signing bonus was a non-taxable windfall or, 
in the alternative, a capital receipt.

The TCC first turned to the minister’s argument that the 
signing bonus was received as part of the appellant’s farming 
business. It rejected this argument, holding that the appel-
lant’s corporation and not the appellant carried on the farming 
business; thus, the signing bonus was not received as income 
from the appellant’s business because the appellant did not 
carry on a farming business.

The court then turned to the application of paragraph 
12(1)(x), which in general terms includes in income amounts 
received as inducements. D’Arcy J rejected the application of 
paragraph 12(1)(x) because of the exclusion in subparagraph 
12(1)(x)(viii), which applies when the inducement—in this 
case, the signing bonus—may reasonably be considered “to be 
a payment made in respect of the acquisition by the payer . . . 
of an interest in the taxpayer  .  .  . or an interest in  .  .  . the 
taxpayer’s property.” The TCC then turned to the question 
whether the signing bonus was in respect of Enbridge’s acqui-
sition of an interest in the appellant’s land (the easement).

D’Arcy  J cited Nowegijick v. The Queen (1983 CanLII 18 
(SCC)), in which the SCC held that the words “in respect of”

are, in my opinion, words of the widest possible scope. They 
import such meanings as “in relation to,” “with reference to” 
or “in connection with.” The phrase “in respect of” is probably 
the widest of any expression intended to convey some connec-
tion between two related subject matters.

The TCC noted that Enbridge had paid the signing bonus 
as an incentive for the early granting of the easement. Thus, 
it was paid in connection with the appellant’s granting of the 
easement, and therefore in respect of the acquisition of an 
interest in the appellant’s property. Consequently, because of 
the exclusion in subparagraph 12(1)(x)(viii), the signing bonus 
was not taxable under paragraph 12(1)(x).

The TCC also held that because the signing bonus was in 
respect of a disposition by the appellant of a capital asset—

royalty (GORR) as compensation from property owners. GORR 
usually is computed as a percentage of the production from 
particular oil and gas properties that the consultant works on. 
These taxpayers use their specialized skills and spend con-
siderable time and resources to increase production from 
those properties, resulting in greater GORR income. Taxpayers 
may include GORR as income from an active business in 
computing the SBD. In my experience, however, the CRA re-
assesses on the basis that because a GORR payment is a 
royalty, the taxpayer is carrying on a SIB.

In light of Rocco Gagliese Productions, the CRA’s position 
likely is not correct because the incorporated consultant is not 
carrying on a SIB. The purpose of the taxpayer’s business is 
to earn income from its oil and gas consulting activities, not to 
earn income from property, even though the business receives 
royalty income. The taxpayer’s activities will lead to greater 
production, which in turn will lead to greater royalty income 
in the future.

The TCC arrived at a similar conclusion in R.W. Switzer v. 
Canada ([1995] 1 CTC 2928), in which a consultant received 
GORR income and treated that amount as business income in 
computing his earned income for RRSP purposes. The TCC 
agreed that such income is income from business, not prop-
erty income; it distinguished Mr. Switzer from a taxpayer who 
buys a passive investment and receives interest income.

Conclusion
Rocco Gagliese Productions is a welcome clarification of the SIB 
definition, and it is consistent with previous income tax case 
law. The decision reinforces the principle that a SIB is based 
on what the taxpayer actually does, not just on the form of the 
income received by the taxpayer.

Daniel J. Morrison
KPMG Law LLP, Calgary

Paragraph 12(1)(x) and the Taxation of 
Incentive and Inducement Payments
In Ritchie v. The Queen (2018 TCC 113), the issue in dispute 
was the tax treatment of certain signing bonuses reported on 
the appellant’s personal tax return. The facts of the case were 
relatively straightforward. The appellant rented land that he 
owned to his corporation, which farmed the land on his behalf. 
In 2007, Enbridge Pipelines Inc. was engaged in a project to 
install pipelines across Alberta, Saskatchewan, and Manitoba. 
The appellant’s land was situated on the pipeline route that 
Enbridge was building.

In 2008, pursuant to a settlement agreement between the 
appellant and Enbridge, the appellant received funds totalling 
$441,595 from Enbridge. The funds represented payments in 
respect of the granting of easements, disturbance damages, 
insurance, temporary workspace rights, and most importantly 
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a signing bonus. The appellant’s corporation reported the 
money received in respect of the insurance, disturbance dam-
ages, and temporary workspace as income; the appellant 
reported money received in respect of an easement and the 
signing bonus as a capital receipt.

The minister reassessed the appellant on the basis that the 
signing bonus was income to the appellant and not a capital 
receipt. The minister argued (1) that the signing bonus was 
paid in the course of the appellant’s farming business and did 
not relate to the disposition of capital property; and (2)  that 
even if the signing bonus was not received as part of the farm-
ing business, it was includible under paragraph 12(1)(x) as an 
incentive or inducement for the early signing of the settlement 
agreement and that the exclusion in subparagraph 12(1)(x)(viii) 
did not apply because the payment was an inducement grant-
ed in consideration of a contractual obligation. The appellant 
argued that the signing bonus was a non-taxable windfall or, 
in the alternative, a capital receipt.

The TCC first turned to the minister’s argument that the 
signing bonus was received as part of the appellant’s farming 
business. It rejected this argument, holding that the appel-
lant’s corporation and not the appellant carried on the farming 
business; thus, the signing bonus was not received as income 
from the appellant’s business because the appellant did not 
carry on a farming business.

The court then turned to the application of paragraph 
12(1)(x), which in general terms includes in income amounts 
received as inducements. D’Arcy J rejected the application of 
paragraph 12(1)(x) because of the exclusion in subparagraph 
12(1)(x)(viii), which applies when the inducement—in this 
case, the signing bonus—may reasonably be considered “to be 
a payment made in respect of the acquisition by the payer . . . 
of an interest in the taxpayer  .  .  . or an interest in  .  .  . the 
taxpayer’s property.” The TCC then turned to the question 
whether the signing bonus was in respect of Enbridge’s acqui-
sition of an interest in the appellant’s land (the easement).

D’Arcy  J cited Nowegijick v. The Queen (1983 CanLII 18 
(SCC)), in which the SCC held that the words “in respect of”

are, in my opinion, words of the widest possible scope. They 
import such meanings as “in relation to,” “with reference to” 
or “in connection with.” The phrase “in respect of” is probably 
the widest of any expression intended to convey some connec-
tion between two related subject matters.

The TCC noted that Enbridge had paid the signing bonus 
as an incentive for the early granting of the easement. Thus, 
it was paid in connection with the appellant’s granting of the 
easement, and therefore in respect of the acquisition of an 
interest in the appellant’s property. Consequently, because of 
the exclusion in subparagraph 12(1)(x)(viii), the signing bonus 
was not taxable under paragraph 12(1)(x).

The TCC also held that because the signing bonus was in 
respect of a disposition by the appellant of a capital asset—

royalty (GORR) as compensation from property owners. GORR 
usually is computed as a percentage of the production from 
particular oil and gas properties that the consultant works on. 
These taxpayers use their specialized skills and spend con-
siderable time and resources to increase production from 
those properties, resulting in greater GORR income. Taxpayers 
may include GORR as income from an active business in 
computing the SBD. In my experience, however, the CRA re-
assesses on the basis that because a GORR payment is a 
royalty, the taxpayer is carrying on a SIB.

In light of Rocco Gagliese Productions, the CRA’s position 
likely is not correct because the incorporated consultant is not 
carrying on a SIB. The purpose of the taxpayer’s business is 
to earn income from its oil and gas consulting activities, not to 
earn income from property, even though the business receives 
royalty income. The taxpayer’s activities will lead to greater 
production, which in turn will lead to greater royalty income 
in the future.

The TCC arrived at a similar conclusion in R.W. Switzer v. 
Canada ([1995] 1 CTC 2928), in which a consultant received 
GORR income and treated that amount as business income in 
computing his earned income for RRSP purposes. The TCC 
agreed that such income is income from business, not prop-
erty income; it distinguished Mr. Switzer from a taxpayer who 
buys a passive investment and receives interest income.

Conclusion
Rocco Gagliese Productions is a welcome clarification of the SIB 
definition, and it is consistent with previous income tax case 
law. The decision reinforces the principle that a SIB is based 
on what the taxpayer actually does, not just on the form of the 
income received by the taxpayer.

Daniel J. Morrison
KPMG Law LLP, Calgary

Paragraph 12(1)(x) and the Taxation of 
Incentive and Inducement Payments
In Ritchie v. The Queen (2018 TCC 113), the issue in dispute 
was the tax treatment of certain signing bonuses reported on 
the appellant’s personal tax return. The facts of the case were 
relatively straightforward. The appellant rented land that he 
owned to his corporation, which farmed the land on his behalf. 
In 2007, Enbridge Pipelines Inc. was engaged in a project to 
install pipelines across Alberta, Saskatchewan, and Manitoba. 
The appellant’s land was situated on the pipeline route that 
Enbridge was building.

In 2008, pursuant to a settlement agreement between the 
appellant and Enbridge, the appellant received funds totalling 
$441,595 from Enbridge. The funds represented payments in 
respect of the granting of easements, disturbance damages, 
insurance, temporary workspace rights, and most importantly 
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a signing bonus. The appellant’s corporation reported the 
money received in respect of the insurance, disturbance dam-
ages, and temporary workspace as income; the appellant 
reported money received in respect of an easement and the 
signing bonus as a capital receipt.

The minister reassessed the appellant on the basis that the 
signing bonus was income to the appellant and not a capital 
receipt. The minister argued (1) that the signing bonus was 
paid in the course of the appellant’s farming business and did 
not relate to the disposition of capital property; and (2)  that 
even if the signing bonus was not received as part of the farm-
ing business, it was includible under paragraph 12(1)(x) as an 
incentive or inducement for the early signing of the settlement 
agreement and that the exclusion in subparagraph 12(1)(x)(viii) 
did not apply because the payment was an inducement grant-
ed in consideration of a contractual obligation. The appellant 
argued that the signing bonus was a non-taxable windfall or, 
in the alternative, a capital receipt.

The TCC first turned to the minister’s argument that the 
signing bonus was received as part of the appellant’s farming 
business. It rejected this argument, holding that the appel-
lant’s corporation and not the appellant carried on the farming 
business; thus, the signing bonus was not received as income 
from the appellant’s business because the appellant did not 
carry on a farming business.

The court then turned to the application of paragraph 
12(1)(x), which in general terms includes in income amounts 
received as inducements. D’Arcy J rejected the application of 
paragraph 12(1)(x) because of the exclusion in subparagraph 
12(1)(x)(viii), which applies when the inducement—in this 
case, the signing bonus—may reasonably be considered “to be 
a payment made in respect of the acquisition by the payer . . . 
of an interest in the taxpayer  .  .  . or an interest in  .  .  . the 
taxpayer’s property.” The TCC then turned to the question 
whether the signing bonus was in respect of Enbridge’s acqui-
sition of an interest in the appellant’s land (the easement).

D’Arcy  J cited Nowegijick v. The Queen (1983 CanLII 18 
(SCC)), in which the SCC held that the words “in respect of”

are, in my opinion, words of the widest possible scope. They 
import such meanings as “in relation to,” “with reference to” 
or “in connection with.” The phrase “in respect of” is probably 
the widest of any expression intended to convey some connec-
tion between two related subject matters.

The TCC noted that Enbridge had paid the signing bonus 
as an incentive for the early granting of the easement. Thus, 
it was paid in connection with the appellant’s granting of the 
easement, and therefore in respect of the acquisition of an 
interest in the appellant’s property. Consequently, because of 
the exclusion in subparagraph 12(1)(x)(viii), the signing bonus 
was not taxable under paragraph 12(1)(x).

The TCC also held that because the signing bonus was in 
respect of a disposition by the appellant of a capital asset—

royalty (GORR) as compensation from property owners. GORR 
usually is computed as a percentage of the production from 
particular oil and gas properties that the consultant works on. 
These taxpayers use their specialized skills and spend con-
siderable time and resources to increase production from 
those properties, resulting in greater GORR income. Taxpayers 
may include GORR as income from an active business in 
computing the SBD. In my experience, however, the CRA re-
assesses on the basis that because a GORR payment is a 
royalty, the taxpayer is carrying on a SIB.

In light of Rocco Gagliese Productions, the CRA’s position 
likely is not correct because the incorporated consultant is not 
carrying on a SIB. The purpose of the taxpayer’s business is 
to earn income from its oil and gas consulting activities, not to 
earn income from property, even though the business receives 
royalty income. The taxpayer’s activities will lead to greater 
production, which in turn will lead to greater royalty income 
in the future.

The TCC arrived at a similar conclusion in R.W. Switzer v. 
Canada ([1995] 1 CTC 2928), in which a consultant received 
GORR income and treated that amount as business income in 
computing his earned income for RRSP purposes. The TCC 
agreed that such income is income from business, not prop-
erty income; it distinguished Mr. Switzer from a taxpayer who 
buys a passive investment and receives interest income.

Conclusion
Rocco Gagliese Productions is a welcome clarification of the SIB 
definition, and it is consistent with previous income tax case 
law. The decision reinforces the principle that a SIB is based 
on what the taxpayer actually does, not just on the form of the 
income received by the taxpayer.

Daniel J. Morrison
KPMG Law LLP, Calgary

Paragraph 12(1)(x) and the Taxation of 
Incentive and Inducement Payments
In Ritchie v. The Queen (2018 TCC 113), the issue in dispute 
was the tax treatment of certain signing bonuses reported on 
the appellant’s personal tax return. The facts of the case were 
relatively straightforward. The appellant rented land that he 
owned to his corporation, which farmed the land on his behalf. 
In 2007, Enbridge Pipelines Inc. was engaged in a project to 
install pipelines across Alberta, Saskatchewan, and Manitoba. 
The appellant’s land was situated on the pipeline route that 
Enbridge was building.

In 2008, pursuant to a settlement agreement between the 
appellant and Enbridge, the appellant received funds totalling 
$441,595 from Enbridge. The funds represented payments in 
respect of the granting of easements, disturbance damages, 
insurance, temporary workspace rights, and most importantly 
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the ACB of his common shares in the same company. The 
resulting increase in the ACB is the key point: the ACB of the 
crystallized preferred shares, initially deemed “soft” for the pur-
poses of section 84.1 due to their CGD origin, became “hard” 
when transferred to the common shares by reason of subsec-
tion 40(3.6).

With the ACB of his management company’s common 
shares hardened, Pomerleau transferred those shares to a 
second company that he controlled. He received as consider-
ation preferred shares whose redemption value, ACB, and PUC 
all corresponded to the amount of the hard ACB of the com-
mon shares without triggering the application of section 84.1. 
All that was left to do was to redeem the new preferred shares 
for cash of almost $1 million, which he did without paying 
any personal income tax.

Noël CJ upheld the TCC’s decision by confirming the abuse 
of section 84.1 and the application of GAAR. The decision is 
particularly interesting because of its analysis of the object and 
purpose of section 84.1, which is likely to influence the courts’ 
and tax authorities’ future approach to surplus stripping.

The FCA’s decision is based on the fact that the concepts 
of PUC and ACB fundamentally reflect “amounts that have 
been subject to tax” and that the provisions of the Act that 
relate to the calculation of those amounts are essentially 
intended to subtract non-taxable amounts when PUC and ACB 
are being calculated.

Citing the SCC’s decision in Copthorne, Noël CJ said that 
the PUC “essentially represents a shareholder’s investment in 
a corporation, calculated in monetary terms,” and that the Act, 
including section 84.1, modifies its calculation to exclude “any 
amount that has not been subject to tax.” He also said that the 
ACB “is composed of amounts that have been subject to tax” 
and that the changes to its calculation under section 53 are 
directly related to taxable transactions or events. In two excep-
tional instances, the ACB of shares includes amounts that are 
not subject to tax—namely, amounts attributable to the 
valuation-day value of the shares and amounts attributable to 
the CGD. Paragraph 84.1(2)(a.1) specifically reduces the calcu-
lation of the ACB of those shares by the amount by which the 
FMV on valuation day exceeds the actual cost of the shares, or 
the amount by which a non-arm’s-length party from whom the 
shares were acquired enjoyed the benefit of the CGD, as 
the case may be. In either case, the amounts so described were 
not “amounts that have been subject to tax.”

According to the FCA, it is in this context that section 84.1 
applies: its purpose is “to prevent amounts which have not 
been subject to tax from being used in order to allow share-
holders to withdraw corporate surpluses on a tax-free basis.” 
The court cited as an example a sale of shares of a corporation 
by an individual to another corporation with which the indi-
vidual does not deal at arm’s length that would be covered by 
section 84.1. In such a case, it prevents the amount of the 
capital gain realized on the transaction from being added to 

namely, an interest in land—it was a capital receipt to the 
appellant. Further, the signing bonus was part of the proceeds 
of disposition of an interest in land, and Enbridge had agreed 
to pay a higher sale price for the easement if it was granted 
before a certain date. As a result, the TCC allowed the appeal 
and held that the signing bonus must be included for the 
purpose of determining the appellant’s capital gain under 
subsection 39(1) from the disposition of an interest in land. 
The TCC rejected the appellant’s contention that the signing 
bonus was a non-taxable windfall because that argument was 
based on facts that were not before the court.

This case does not break new law. However, it is a helpful 
reminder to practitioners that when one is dealing with a 
payment whose character is arguably ambiguous, it may be 
advantageous to document the underlying transaction that 
gives rise to the payment in a way that clearly reflects the 
character that results in the desired tax treatment.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON

Surplus Stripping: A New Approach?
Although the FCA’s decision in Pomerleau v. Canada (2018 FCA 
129) confirms that the use of the capital gains deduction 
(CGD) for the sole purpose of stripping one’s own manage-
ment company of its surplus constitutes an abuse of 
section 84.1, it also suggests that the indirect use of the CGD 
in the context of a non-arm’s-length business transfer might 
be acceptable. More broadly, the decision directly addresses 
the issue of surplus stripping on the basis of Copthorne Hold-
ings (2011 SCC 63). By concluding that the purpose of 
section  84.1 “is to prevent amounts which have not been 
subject to tax” from being returned tax-free to shareholders, 
Noël CJ appears to go further than the TCC’s interpretation of 
the purpose of this provision (2016 TCC 228), as I discuss 
below.

The tax planning undertaken by Pomerleau was essentially 
aimed at withdrawing money tax-free from his management 
company through the indirect use of the CGD. (For a more 
detailed summary of the facts and the TCC’s decision, see 
“GAAR: Abuse of Section 84.1,” Tax for the Owner-Manager, 
January 2017.) He held crystallized preferred shares in his 
management company, the ACB of which had been calculated 
by reference to his, his sister’s, and his mother’s CGD. The 
shares had been acquired in a series of complex transactions.

First, Pomerleau caused his management company to 
redeem its preferred shares, resulting in a deemed dividend 
of $994,628 that was subject to tax. At the same time, the 
redemption resulted in an equivalent capital loss, deemed to 
be nil under subsection  40(3.6). That subsection and para-
graph 53(1)(f.2) then added the amount of the capital loss to 


