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that these professionals can no longer elect to exclude wip 
from income, the tax community has been asking the cra to 
clarify whether they can rely on the previous guidance. To help 
professionals make this transition, the cra was also encour-
aged to address certain issues that remained unclear in this 
previous guidance, including how overhead should be calcu-
lated and allocated, and which overhead is variable and which 
is fixed. although not all of the concerns were addressed, the 
cra did say that designated professionals have some flexibil-
ity in developing a costing method.

Generally, under the current tax rules, 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 for which a client has not yet been 
billed. Under subsection 10(1) and paragraph 10(5)(a), wip of 
a professional business is generally considered to be inventory 
and must be valued at the end of the year at the lower of its 
cost to the taxpayer and its fmv. The fmv of wip at a profes-
sional business’s year-end is the amount that can reasonably 
be expected to become receivable after the end of the year in 
respect of the wip, under paragraph 10(4)(a).

prior to the changes in the 2017 federal budget, designated 
professionals could effectively defer tax by electing under sec-
tion 34 not to include the value of their year-end wip in their 
income for the year (that is, they could elect to use billed-basis 
accounting). Expenses associated with their wip could be 
expensed without the matching inclusion of the revenue. The 
2017 federal budget eliminated this election for taxation years 
beginning after march  21, 2017: designated professionals 
must now include wip at the end of the year in their business 
income for that year.

The budget also allowed transitional relief under subsec-
tion 10(4.1) to phase in the wip inclusion over five years. for 
the first taxation year that begins on or after march 22, 2017, 
only 20 percent of the lesser of the cost and the fmv of the wip 
must be taken into account when one is determining the value 
of a designated professional’s inventory. The amount of wip 
to be included in income increases to 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.

Because the cost of wip is not defined in the act, the cra 
provided guidance in archived iT-473r. in paragraph 12, the 
cra said that “cost” means “the laid-down cost of materials 
plus the cost of direct labour applied to the product and the 
applicable share of overhead expense properly chargeable to 
production.” The cra noted that it would accept either direct 
costing (which allocates variable overhead to inventory) or 
absorption costing (which allocates both variable and fixed 
overheads to inventory), but the method used should give the 
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De Facto Control at the FCA: 
The End of the McGillivray Saga
in aeronautic Development corporation v. canada (2018 fca 
67), the fca dismissed the taxpayer’s appeal of the Tcc’s 
decision (2017 Tcc 39) in which it found de facto control 
under subsection  256(5.1) after the decision in McGillivray 
restaurant Ltd. v. canada (2016 fca 99).

The issue in dispute was whether the appellant (aDc) was 
entitled to refundable r & D credits at the rate of 35 percent 
for its expenditures in respect of its 2009, 2010, and 2011 tax-
ation years. The minister had argued that aDc was not a ccpc 
in the relevant taxation years because it was “controlled, dir-
ectly or indirectly in any manner whatever” by a non-resident 
of canada within the meaning of subsection 256(5.1).

The facts were relatively straightforward. aDc was incor-
porated in Nova Scotia in april 2009. its sole shareholder was 
Seawind corp. (Sc), a US corporation controlled by mr. Silva, 
an american engineer who was involved in the development 
of an amphibious aircraft known as the Seawind. Subsequent-
ly, aDc entered into a development agreement with Sc to 
provide Sc with the services necessary to complete the proto-
typing and certification of Seawind. after the execution of the 
development agreement on august 17, 2009, aDc issued addi-
tional common shares, and from that date forward a majority 
of its common shares were held directly or indirectly by resi-
dents of canada.

The Tcc upheld the minister’s contention that aDc was 
not a ccpc in the relevant taxation years because it was con-
trolled in fact by non-residents. The Tcc considered the fca’s 
holding in McGillivray, which had limited a finding of de facto 
control to situations where a person or group of persons has 
“the clear right and ability either to effect a significant change 
in the board of directors or the powers of the board of directors 
or to influence in a very direct way the shareholders who would 
otherwise have the ability to elect the board of directors.”

The fca also stated in McGillivray that in determining 
whether there was de facto control, only factors that “include 
a legally enforceable right and ability to effect a change to the 
board of directors or its powers, or to exercise influence over 
the . . . shareholders who have that right and ability” should 
be considered. However, the Tcc in aeronautic Development, 
relying on the proposition that parliament does not speak in 
vain, held that for a court to find control in fact, “the evidence 
must show that the controller has the ability to affect the eco-
nomic interest of the voting shareholders in a manner that 
allows the controller to impose his or her will on them.” The 
Tcc then went on to perform what seems to be the sort of 
operational analysis specifically prohibited by the holding in 
McGillivray.

On appeal in aeronautic Development, the fca agreed with 
aDc that the Tcc had erred in applying the concept of de facto 
control as set out in subsection 256(5.1) because it had examined 

for the purposes of section 256, all of the shares held by the 
trust.

although the decision in Moules Industriels is consistent 
with the letter of the act, in my view it produces a result that 
defies logic. How does one explain to a beneficiary that he or 
she will have to suffer the tax consequences associated with 
owning 100 percent of the shares held by the trust when the 
trust deed attributes a potential interest in only 24.99 percent? 
it is understandable that broadening the scope of certain tax 
provisions makes it possible to counter situations that parlia-
ment deems inappropriate. in this case, however, the fairness 
of such a measure must be questioned. a legislative amend-
ment is required.

On the other hand, the reasons for the decision, sound in 
the circumstances, confirm that taxpayers can interpret the 
act according to its clear terms and that despite the disparities 
between common law and civil law among canadian prov-
inces, the act should apply in the same manner across 
canada.

This judgment illustrates once more the importance of 
careful trust planning. The transparency rules in subsection 
256(1.2) must be thoroughly considered. Setting the portion 
of shares of the beneficiaries of a trust at less than 25 percent 
and not making the portion subject to the trustees’ discretion-
ary power is a potential solution to such a problem, albeit at 
the cost of having less flexibility and of creating an annual 
income inclusion for the beneficiary. conversely, the taxpayer 
who wants more flexibility could cause the trust to hold a 
maximum of 24.99  percent of the shares of a corporation 
while conferring total discretionary power on the trustees. 
Even if the presumption in subparagraph 256(1.2)(f )(ii) applies 
in this case, the 25 percent threshold will never be crossed. 
an alternative solution will have to be found for the remaining 
75.01 percent of shares, making planning more complex.

finally, element  (e) of the “specified shareholder” defin-
ition in subsection 248(1) is worded almost identically to 
subparagraph 256(1.2)(f )(ii), which was analyzed in this case. 
The beneficiary of a trust may qualify as a “specified share-
holder” of a corporation because of, among other things, the 
discretionary power of the trustees that results in the potential 
application of the attribution rule in subsection 74.4(2) (if the 
other conditions of that subsection are met). This specific 
attribution rule applies in particular to trusts created in the 
context of an estate freeze. The drafting of such trust deeds 
should obviously take into account the decision in Moules 
Industriels.

Éric Hamelin
Université de Sherbrooke
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august 16, 2017), such transactions may even include lump-
sum payments for exclusive distribution rights. in this article, 
i review the cra’s ruling on withholding tax on payments 
made for exclusive distribution rights that do not concern 
computer software. (computer software distribution rights 
may have different tax implications.)

in the ruling, canco, a canadian-resident corporation, paid 
Nrco, an arm’s-length non-resident corporation, an upfront 
lump-sum payment for the exclusive right to distribute Nrco’s 
product in canada under a trademark owned by Nrco. The 
cra opined that the lump-sum payment was not a royalty 
because it did not depend on canco’s profit or on the degree 
to which canco exercised its exclusive distributorship rights. 
The cra also confirmed that the lump-sum payment would 
not likely be caught by subparagraph 212(1)(d)(i): canco was 
granted only the right to distribute, promote, and advertise 
the products, not the right to use the trademark for manufac-
turing purposes, which indicates that there was no extensive 
use of the intellectual property. The cra reached this conclu-
sion on the basis of Farmparts Distributing (80 DTc 6157 
(fca)) and Grand Toys (90 DTc 1059 (Tcc)); in those cases, 
the courts ruled that it was open to the minister to allocate a 
portion of the payments to the use of the trademark.

interestingly, the cra also pointed out that to the extent 
that neither subparagraph 212(1)(d)(i) nor (iv) applies to the 
upfront payment, paragraph 212(1)(i) is broad enough to apply 
to the payment on the basis that the payment is an amount 
that, if Nrco had been a resident in canada throughout the 
taxation year in which the amount was received, would be 
required by subsection 56.4(2) to be included in computing 
Nrco’s income for the taxation year. Subsection 56.4(2) requires 
a taxpayer to include in its income an amount received in 
respect of a restrictive covenant. The cra took the position 
that the broad definition of “restrictive covenant” would apply 
to Nrco’s undertaking under the distribution agreement. in 
the end, the cra stated that the upfront payment would be 
exempt from canadian withholding tax under article vii of a 
typical OEcD-style treaty because it was business profits of 
Nrco that was not earned through a permanent establishment 
in canada.

The cra’s position on the applicability of the restrictive 
covenant provisions may come as a surprise to some practi-
tioners. Granted, the definition of “restrictive covenant” under 
section 56.4 is very broad; unfortunately, the cra’s ruling did 
not say exactly why section 56.4 would apply to the transaction 
in question. perhaps the cra believes that the lump-sum pay-
ment would fall under the definition of a “restrictive covenant” 
because the exclusive distribution agreement would function 
as a waiver of an advantage or a right by Nrco within the 
“restrictive covenant” definition in subsection 56.4(1). Specif-
ically, Nrco would essentially be waiving the advantage or the 
right to use a different distributor that might offer a better deal. 
That is, Nrco would have received the lump-sum payment 

a broad range of operational control factors rather than asking 
only whether there was some legally enforceable arrangement 
that gave rise to de facto control. Notwithstanding this error, 
however, the fca found no reason to interfere with the Tcc’s 
decision: the development agreement was held to be a legally 
enforceable agreement capable of establishing de facto control 
in and of itself. (The fca stated that aDc had conceded on 
this issue.)

The fca then turned to the question whether the exception 
in subsection  256(5.1), which concerns certain commercial 
agreements entered into between arm’s-length parties, could 
save aDc from the finding that it was not a ccpc in the relevant 
taxation years. The exception, in general terms, provides that if 
an agreement is of the sort that falls within the ambit of sub-
section 256(5.1) and the agreement is arm’s-length, then its 
existence cannot be the basis of a finding of de facto control.

The fca reviewed the Tcc’s finding that in the relevant 
period aDc and Sc were not dealing at arm’s length. The fca 
found that the Tcc had made no reviewable error for the period 
after 2009 with respect to the question whether the develop-
ment agreement was arm’s-length. Specifically, the fca held 
that the Tcc had correctly relied on, among other things, the 
fact that aDc was nearly totally economically dependent on 
Sc and that mr. Silva had the ability to force the two companies 
to disregard the agreement’s terms (as he had done when 
certain markup payments were not made to aDc) to conclude 
that the parties were not dealing at arm’s length.

Therefore, because the development agreement was capable 
in and of itself of establishing de facto control and it was not 
one that fit within the exceptions applicable to arm’s-length 
commercial agreements, the fca found that the Tcc had 
properly held that aDc was not a ccpc in the relevant taxation 
years. accordingly, the appeal was dismissed.

This case probably represents the final decision under sub-
section 256(5.1) prior to the introduction of subsection 256(5.11). 
Subsection 256(5.11) was intended to overturn the decision in 
McGillivray and restore an earlier understanding of the de 
facto control test that includes a consideration of operational 
control and economic influence.

Thus, the indeterminate operational test applied by the Tcc 
in aeronautical Development will be much closer to the analysis 
performed from now on than the fca’s relatively more 
straightforward analysis in McGillivray.

Philip Friedlan and adam Friedlan
friedlan Law
richmond Hill, ON

Restrictive Covenants and 
Withholding Tax
a wide range of transactions may fall under the umbrella of 
restrictive covenants. according to a cra ruling (2017-0701291i7, 
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right to use a different distributor that might offer a better deal. 
That is, Nrco would have received the lump-sum payment 

a broad range of operational control factors rather than asking 
only whether there was some legally enforceable arrangement 
that gave rise to de facto control. Notwithstanding this error, 
however, the fca found no reason to interfere with the Tcc’s 
decision: the development agreement was held to be a legally 
enforceable agreement capable of establishing de facto control 
in and of itself. (The fca stated that aDc had conceded on 
this issue.)

The fca then turned to the question whether the exception 
in subsection  256(5.1), which concerns certain commercial 
agreements entered into between arm’s-length parties, could 
save aDc from the finding that it was not a ccpc in the relevant 
taxation years. The exception, in general terms, provides that if 
an agreement is of the sort that falls within the ambit of sub-
section 256(5.1) and the agreement is arm’s-length, then its 
existence cannot be the basis of a finding of de facto control.

The fca reviewed the Tcc’s finding that in the relevant 
period aDc and Sc were not dealing at arm’s length. The fca 
found that the Tcc had made no reviewable error for the period 
after 2009 with respect to the question whether the develop-
ment agreement was arm’s-length. Specifically, the fca held 
that the Tcc had correctly relied on, among other things, the 
fact that aDc was nearly totally economically dependent on 
Sc and that mr. Silva had the ability to force the two companies 
to disregard the agreement’s terms (as he had done when 
certain markup payments were not made to aDc) to conclude 
that the parties were not dealing at arm’s length.

Therefore, because the development agreement was capable 
in and of itself of establishing de facto control and it was not 
one that fit within the exceptions applicable to arm’s-length 
commercial agreements, the fca found that the Tcc had 
properly held that aDc was not a ccpc in the relevant taxation 
years. accordingly, the appeal was dismissed.

This case probably represents the final decision under sub-
section 256(5.1) prior to the introduction of subsection 256(5.11). 
Subsection 256(5.11) was intended to overturn the decision in 
McGillivray and restore an earlier understanding of the de 
facto control test that includes a consideration of operational 
control and economic influence.

Thus, the indeterminate operational test applied by the Tcc 
in aeronautical Development will be much closer to the analysis 
performed from now on than the fca’s relatively more 
straightforward analysis in McGillivray.
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august 16, 2017), such transactions may even include lump-
sum payments for exclusive distribution rights. in this article, 
i review the cra’s ruling on withholding tax on payments 
made for exclusive distribution rights that do not concern 
computer software. (computer software distribution rights 
may have different tax implications.)

in the ruling, canco, a canadian-resident corporation, paid 
Nrco, an arm’s-length non-resident corporation, an upfront 
lump-sum payment for the exclusive right to distribute Nrco’s 
product in canada under a trademark owned by Nrco. The 
cra opined that the lump-sum payment was not a royalty 
because it did not depend on canco’s profit or on the degree 
to which canco exercised its exclusive distributorship rights. 
The cra also confirmed that the lump-sum payment would 
not likely be caught by subparagraph 212(1)(d)(i): canco was 
granted only the right to distribute, promote, and advertise 
the products, not the right to use the trademark for manufac-
turing purposes, which indicates that there was no extensive 
use of the intellectual property. The cra reached this conclu-
sion on the basis of Farmparts Distributing (80 DTc 6157 
(fca)) and Grand Toys (90 DTc 1059 (Tcc)); in those cases, 
the courts ruled that it was open to the minister to allocate a 
portion of the payments to the use of the trademark.

interestingly, the cra also pointed out that to the extent 
that neither subparagraph 212(1)(d)(i) nor (iv) applies to the 
upfront payment, paragraph 212(1)(i) is broad enough to apply 
to the payment on the basis that the payment is an amount 
that, if Nrco had been a resident in canada throughout the 
taxation year in which the amount was received, would be 
required by subsection 56.4(2) to be included in computing 
Nrco’s income for the taxation year. Subsection 56.4(2) requires 
a taxpayer to include in its income an amount received in 
respect of a restrictive covenant. The cra took the position 
that the broad definition of “restrictive covenant” would apply 
to Nrco’s undertaking under the distribution agreement. in 
the end, the cra stated that the upfront payment would be 
exempt from canadian withholding tax under article vii of a 
typical OEcD-style treaty because it was business profits of 
Nrco that was not earned through a permanent establishment 
in canada.

The cra’s position on the applicability of the restrictive 
covenant provisions may come as a surprise to some practi-
tioners. Granted, the definition of “restrictive covenant” under 
section 56.4 is very broad; unfortunately, the cra’s ruling did 
not say exactly why section 56.4 would apply to the transaction 
in question. perhaps the cra believes that the lump-sum pay-
ment would fall under the definition of a “restrictive covenant” 
because the exclusive distribution agreement would function 
as a waiver of an advantage or a right by Nrco within the 
“restrictive covenant” definition in subsection 56.4(1). Specif-
ically, Nrco would essentially be waiving the advantage or the 
right to use a different distributor that might offer a better deal. 
That is, Nrco would have received the lump-sum payment 
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