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The federal budget’s passive investment income rules pro-
pose to reduce the small business limit for ccpcs (and 
associated corporations) that have a certain threshold of income 
from passive investments. The limit applies on a straightline 
basis for ccpcs that have between $50,000 and $150,000 of 
investment income. The budget also reduces the small busi-
ness deduction by $5 for every $1 of investment income above 
the $50,000 threshold, so that the business limit would be 
eliminated for investment income of more than $150,000. As 
a result, a corporation’s access to the small business deduction 
could now be restricted or eliminated entirely if the corpora-
tion (or a corporation within the associated group) earns 
passive investment income in excess of $50,000.

The new business limit reduction will operate in tandem 
with the existing business limit reduction for taxable capital. 
currently, the existing rules reduce the business limit for tax-
able capital between $10 million and $15 million employed in 
canada of the corporation and associated corporations. The 
reduction in a corporation’s business limit will be the greater 
of the reduction under the new measures and the reduction 
under the existing taxable reduction provisions.

To determine a corporation’s investment income, the bud-
get proposes a new concept, “adjusted aggregate investment 
income” (AAii). Generally, AAii will include dividends from 
non-connected corporations and income from savings in a life 
insurance policy that is not an exempt policy, but will exclude 
taxable capital gains (and allowable capital losses) from the sale 
of active investments and investment income that is incidental 
to the business. it appears that these exclusions are intended to 
continue to encourage venture capitalists and angel investors 
to foster canadian innovation.

The budget also proposes to limit certain tax advantages 
that ccpcs can use to access refundable taxes on the distribu-
tion of certain dividends. Specifically, the proposals allow a 
refund of rdToh only when a private corporation pays non-
eligible dividends; currently, a corporation can receive the 
refund upon the payment of an eligible dividend. The budget 
also proposes an exception for rdToh that arises when a cor-
poration receives eligible portfolio dividends. The corporation 
will still be able to obtain a refund of that rdToh upon the 
payment of eligible dividends.

To address the refund of taxes associated with portfolio 
dividends, the budget proposes to introduce a two-rdToh 
pool system under which a new “eligible rdToh” account will 
track refundable taxes paid under part iv of the Act, while the 
current rdToh account, now redefined as “non-eligible 
rdToh,” will track refundable taxes paid under part  i and 
part iv (on non-eligible portfolio dividends). A taxpayer will 
be able to obtain refunds from its non-eligible rdToh account 
only upon the payment of non-eligible dividends. When a 

2018 Budget Simplifies Passive 
Investment Rules
The 2018 federal budget introduced measures to simplify the 
new taxation regime for passive investments held inside a 
private corporation. These changes bring some long-anticipated 
clarity to a significant aspect of Finance’s recent private cor-
poration tax proposals. The new rules provide that the amount 
of income eligible for the small business tax rate will be 
reduced depending on the amount of investment income 
held. in addition, the budget proposes new rules for ccpcs 
to access refundable taxes on the distribution of certain divi-
dends. The rules, which also include certain anti-avoidance 
measures, will apply for taxation years beginning after 2018.

in July 2017, Finance released a consultation paper and 
proposed rules to address certain tax planning involving pri-
vate corporations, including income sprinkling using private 
corporations, the conversion of a private corporation’s income 
into capital gains, and the accumulation of surplus savings 
and other passive investments in a private corporation. in 
october 2017, Finance announced that it was abandoning its 
capital gains measures and that there would be no tax increase 
on passive investment income below a $50,000 annual thresh-
old. At that time, Finance indicated that it would provide 
additional details on the passive investment regime in its 2018 
federal budget.

Finance also indicated that it intends to proceed with its 
tax measures, released on december  13, 2017, to address 
income sprinkling. These rules will likely be included in one 
of the budget implementation bills.
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of employment to pay the expenses in question in order to 
claim the deduction. The crown was not permitted to allege 
that the taxpayer had not filed form T2200, apparently because 
form T2200 was not part of the evidence before the court. 
Form T2200 requires the employer to, among other things, 
certify that the employee is required to pay his or her own 
expenses while carrying out the duties of employment. The 
judgment in Adler does not make it clear whether or not the 
taxpayer’s employment contract specifically required him to 
pay the disputed expenses.

in Adler, the Tcc, relying on The Queen v. Cival (83 dTc 
5168 (FcA)) and Hoedel v. The Queen (86 dTc 6535 (FcA)), 
held that the taxpayer would have to show that “there would 
be some consequences that would be detrimental to the 
Appellant if he failed to fulfill the [contractual] obligation.” 
The taxpayer was unable to show that he would suffer any 
detrimental effects if he failed to abide by the contractual 
requirements, and consequently the deductions were denied.

With respect, Webb J in Adler appears to have read Cival 
and Hoedel too broadly: the effect was to read in an additional 
condition not present in the statutory requirements set out in 
paragraphs 8(1)(h.1) and (i).

Cival dealt with the taxpayer’s 1977 taxation year, in which 
the taxpayer, who was reimbursed for his mileage, had claimed 
as a deduction the balance of his expenses above and beyond 
the mileage allowance. No formal contract specifically required 
him to pay the expense. consequently, the FcA constructed a 
test to determine whether, in the absence of a specific contract 
governing the payment of expenses, such a condition existed. 
The court found that the arrangement between mr. cival and 
his employer was not contractually binding and therefore did 
not meet the requirements of subparagraph 8(1)(h)(ii).

Hoedel involved a taxpayer who was employed by the 
regina police department and who was responsible for 
the care of a dog. in computing his income for his 1980 tax-
ation year, the taxpayer deducted certain expenses with respect 
to the use of his own motor vehicle. his governing collective 
agreement was silent on the point of whether the work relat-
ing to the transport and care of the dog was a condition of his 
employment. in a passage from Hoedel (cited by the Tcc in 
Adler), the FcA found that the employee’s failure to socialize 
and care for the dog properly could result in highly undesir-
able consequences for the employee. This finding, and the 
finding that it was mandatory that the employee keep the dog 
with him when he was off duty, led the FcA to hold that the 
employee in Hoedel was required under his contract of em-
ployment to pay the expenses relating to the transport of the 
dog and therefore was entitled to a deduction.

it is worth noting that subsection 8(10) is applicable for 
1988 and subsequent taxation years, and that the decisions in 
Cival and Hoedel were in respect of taxation years prior to 1988.

The test articulated by the Tcc in Adler, which requires 
a taxpayer to show that he or she would suffer detrimental 

with the United States has diminished, more canadian com-
panies may decide to consider the potential tax advantages of 
expanding their businesses into the United States.

Kam Lee
mccay duff LLp, ottawa

CRA Audit of “Other Employment 
Expenses”: The Adler Case
in the fall of 2017, the crA began an audit project targeting 
“other employment expenses” claimed on line 229 of the T1 
tax returns of employee-shareholders. The expenses attacked 
were vehicle expenses and home-office expenses that are 
deductible under paragraph 8(1)(h.1) and subparagraphs 
8(1)(i)(ii) and (iii), respectively. Under those provisions, the 
employee must be required, under a contract of employment, 
to pay the expenses. No written contract is necessary to evi-
dence the agreement. in addition, under subsection 8(10), the 
expenses are deductible only if a completed form T2200 (“dec-
laration of conditions of Employment”) signed by the 
taxpayer’s employer is filed with the taxpayer’s tax return for 
the year that the expenses are claimed. however, the crA’s 
administrative practice (set out at the top of the form) does not 
require that the form be filed with the return, although the tax-
payer must keep it and have it available for review by the crA.

The crA was apparently relying on Adler v. The Queen 
(2009 Tcc 613) to support its audit project. (The case was liti-
gated under the informal procedure and therefore has no 
precedential value.) The crA relied on Adler for the propos-
ition that if the employee is also an owner-manager or the 
spouse of an owner-manager, certain employment expenses 
cannot be deducted unless the owner-manager or his or her 
spouse can show that serious negative consequences would 
have resulted if the employee had failed to pay the relevant 
expenses.

on or about February 15, 2018, the crA sent out a message 
stating that the audit program would be suspended, that the 
employment expenses disallowed during the review period 
from September  10, 2017 to February  10, 2018 would be 
reversed, and that a consultation process would be undertaken 
to “clarify the requirement of employer certification under 
subsection 8(10) of the Income Tax Act as it relates to 
shareholder-employees.”

it may be instructive to set out the reasoning behind the 
crA’s former assessment position and to highlight how 
owner-managers might protect themselves if the assessment 
position is subsequently restored.

in Adler, the taxpayer was the sole shareholder and officer 
of island ink-Jet manitoba Ltd. (“island”). The taxpayer was 
employed by island and claimed employment expenses under 
paragraphs 8(1)(h.1) and (i), both of which provided, among 
other things, that the taxpayer be required under his contract 
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able consequences for the employee. This finding, and the 
finding that it was mandatory that the employee keep the dog 
with him when he was off duty, led the FcA to hold that the 
employee in Hoedel was required under his contract of em-
ployment to pay the expenses relating to the transport of the 
dog and therefore was entitled to a deduction.

it is worth noting that subsection 8(10) is applicable for 
1988 and subsequent taxation years, and that the decisions in 
Cival and Hoedel were in respect of taxation years prior to 1988.

The test articulated by the Tcc in Adler, which requires 
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crA’s former assessment position and to highlight how 
owner-managers might protect themselves if the assessment 
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of island ink-Jet manitoba Ltd. (“island”). The taxpayer was 
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shares in vulcain valued at $2,087,778, but their AcB amounted 
to only $1,087,778, equal to their average cost according to the 
identical-properties rules in subsection 47(1). one week later, 
the arm’s-length corporation acquired the shares from 
ms. Gendron, who realized a taxable capital gain of $500,000 
but included only $250,000 in her personal income tax return, 
for which she claimed her LcGE. The other $250,000 in taxable 
capital gains was attributed to mr. Gervais under section 74.2, 
since it applied to shares gifted under the subsection 73(1) 
rollover.

The simultaneous application of

1) subsection 74.5(1) (which prevents the attribution of 
capital gains generated by shares transferred between 
spouses when the transferor disposes of them at their 
Fmv),

2) subsection 73(1) (which allows the shares to be trans-
ferred at their AcB), and

3) subsection 47(1) (which proportionally splits the AcB 
of identical shares)

allowed ms. Gendron to use her $250,000 LcGE as a result of 
the sale of shares in vulcain acquired for an AcB correspond-
ing to their Fmv a few days earlier. had it not been for the 
transactions described above, mr. Gervais would have been 
required to declare a taxable capital gain of $1 million rather 
than $750,000.

The FcA had to determine whether the minister could 
validly invoke GAAr to attribute to mr. Gervais the $250,000 
taxable capital gain for which his wife used her LcGE. despite 
his argument that it was ms. Gendron who benefited from 
claiming her LcGE, mr. Gervais was found to have “avoided 
paying taxes on the portion of the capital gain that would 
otherwise have been his, had he disposed of his shares with-
out the interposition of his spouse.” Thus, the court established 
the existence of a tax benefit—the first GAAr condition.

Noël cJ then said that the gifting of shares to ms. Gendron 
was intended to recognize her contribution to the company 
over the years. however, he referred to Copthorne (2011 Scc 
63), which held that if one of the transactions in a series is 
carried out primarily to obtain a tax benefit, that is sufficient 
to establish the existence of an avoidance transaction—the 
second GAAr condition. The sale of the shares to ms. Gendron 
for proceeds of disposition corresponding to their Fmv con-
stituted such an avoidance transaction for mr. Gervais, since 
it was motivated by his seeking to obtain a tax benefit.

in determining whether there had been an abuse of the 
Act—the third GAAr condition—the court cited an excerpt 
from the Tcc’s judgment that referred, inter alia, to Lipson 
(2009 Scc 1): “[T]he object and spirit of the attribution rules 
specifically seek to prevent spouses from benefiting from their 
non-arm’s length relationship to reduce the tax payable.” in 
this case, the gain deferred under subsection 73(1) at the time 
of the gifting of the shares by mr. Gervais was reduced by half 

effects if he or she failed to abide by the contractual require-
ments, should be relevant only if it is unclear whether the 
employee is required to pay the employment expenses under 
the relevant contract of employment. A properly completed 
form T2200 for the relevant year is evidence of this require-
ment and in most cases should be sufficient to satisfy the 
statutory requirement.

however, given the crA’s approach in its audit project, 
owner-managers should ensure that they have a written em-
ployment contract stipulating which expenses must be paid 
by the shareholder-employee (or a related person). A specific 
written contract is preferable to an informal oral agreement.

often, many owner-managers have no written contracts of 
employment with their key shareholder-employees. in our 
view, the crA’s audit position was overly aggressive and relied 
unreasonably on case law that involved situations that were 
distinguishable from the situations that were being audited. 
happily, the crA has withdrawn this flawed assessment pos-
ition—for the moment—and one can hope that the crA will 
shy away from similar assessment positions in the future.

Philip Friedlan and Adam Friedlan
Friedlan Law
richmond hill, oN

GAAR and Capital Gains Splits 
Between Spouses
in Gervais v. Canada (2018 FcA 3), the FcA upheld the Tcc’s 
decision in Gervais v. The Queen (2016 Tcc 180) and invoked 
GAAr to prevent a taxpayer from splitting capital gains with 
his wife to enable her to benefit from her lifetime capital gains 
exemption (LcGE). (This is not the first time that the FcA has 
intervened in this dispute. in Canada v. Lysanne Gendron (2016 
FcA 1), the FcA quashed the Tcc’s decision (Gervais v. The 
Queen, 2014 Tcc 119) for other reasons, returning the case to 
the Tcc for it to examine the application of GAAr (see “FcA 
Sends Spouses’ plan To Split capital Gain Back to Tcc for 
GAAr Analysis,” Tax for the Owner-Manager, July 2016).

here is a very brief summary of the facts. in September 
2002, mr. Gervais and his brother accepted an offer to pur-
chase their shares in vulcain from an arm’s-length corporation. 
A few days later, mr. Gervais converted his common shares in 
vulcain into preferred shares in the same company, valued at 
$2,087,778. he then completed two separate transactions in 
favour of his wife, ms. Gendron. he sold her half of the pre-
ferred shares for proceeds of disposition totalling $1,043,889, 
corresponding to their Fmv, thus giving rise to a capital gain 
of $1 million by virtue of mr. Gervais’s election to waive the 
application of the rollover provided for in subsection 73(1). 
Four days later, he transferred the other half of the preferred 
shares to ms. Gendron as a gift, but did not elect out of the 
subsection 73(1) rollover. ms. Gendron thus held preferred 
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Act—the third GAAr condition—the court cited an excerpt 
from the Tcc’s judgment that referred, inter alia, to Lipson 
(2009 Scc 1): “[T]he object and spirit of the attribution rules 
specifically seek to prevent spouses from benefiting from their 
non-arm’s length relationship to reduce the tax payable.” in 
this case, the gain deferred under subsection 73(1) at the time 
of the gifting of the shares by mr. Gervais was reduced by half 

effects if he or she failed to abide by the contractual require-
ments, should be relevant only if it is unclear whether the 
employee is required to pay the employment expenses under 
the relevant contract of employment. A properly completed 
form T2200 for the relevant year is evidence of this require-
ment and in most cases should be sufficient to satisfy the 
statutory requirement.

however, given the crA’s approach in its audit project, 
owner-managers should ensure that they have a written em-
ployment contract stipulating which expenses must be paid 
by the shareholder-employee (or a related person). A specific 
written contract is preferable to an informal oral agreement.

often, many owner-managers have no written contracts of 
employment with their key shareholder-employees. in our 
view, the crA’s audit position was overly aggressive and relied 
unreasonably on case law that involved situations that were 
distinguishable from the situations that were being audited. 
happily, the crA has withdrawn this flawed assessment pos-
ition—for the moment—and one can hope that the crA will 
shy away from similar assessment positions in the future.

Philip Friedlan and Adam Friedlan
Friedlan Law
richmond hill, oN

GAAR and Capital Gains Splits 
Between Spouses
in Gervais v. Canada (2018 FcA 3), the FcA upheld the Tcc’s 
decision in Gervais v. The Queen (2016 Tcc 180) and invoked 
GAAr to prevent a taxpayer from splitting capital gains with 
his wife to enable her to benefit from her lifetime capital gains 
exemption (LcGE). (This is not the first time that the FcA has 
intervened in this dispute. in Canada v. Lysanne Gendron (2016 
FcA 1), the FcA quashed the Tcc’s decision (Gervais v. The 
Queen, 2014 Tcc 119) for other reasons, returning the case to 
the Tcc for it to examine the application of GAAr (see “FcA 
Sends Spouses’ plan To Split capital Gain Back to Tcc for 
GAAr Analysis,” Tax for the Owner-Manager, July 2016).

here is a very brief summary of the facts. in September 
2002, mr. Gervais and his brother accepted an offer to pur-
chase their shares in vulcain from an arm’s-length corporation. 
A few days later, mr. Gervais converted his common shares in 
vulcain into preferred shares in the same company, valued at 
$2,087,778. he then completed two separate transactions in 
favour of his wife, ms. Gendron. he sold her half of the pre-
ferred shares for proceeds of disposition totalling $1,043,889, 
corresponding to their Fmv, thus giving rise to a capital gain 
of $1 million by virtue of mr. Gervais’s election to waive the 
application of the rollover provided for in subsection 73(1). 
Four days later, he transferred the other half of the preferred 
shares to ms. Gendron as a gift, but did not elect out of the 
subsection 73(1) rollover. ms. Gendron thus held preferred 
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shares in vulcain valued at $2,087,778, but their AcB amounted 
to only $1,087,778, equal to their average cost according to the 
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since it applied to shares gifted under the subsection 73(1) 
rollover.
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1) subsection 74.5(1) (which prevents the attribution of 
capital gains generated by shares transferred between 
spouses when the transferor disposes of them at their 
Fmv),

2) subsection 73(1) (which allows the shares to be trans-
ferred at their AcB), and

3) subsection 47(1) (which proportionally splits the AcB 
of identical shares)

allowed ms. Gendron to use her $250,000 LcGE as a result of 
the sale of shares in vulcain acquired for an AcB correspond-
ing to their Fmv a few days earlier. had it not been for the 
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required to declare a taxable capital gain of $1 million rather 
than $750,000.
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validly invoke GAAr to attribute to mr. Gervais the $250,000 
taxable capital gain for which his wife used her LcGE. despite 
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it was motivated by his seeking to obtain a tax benefit.

in determining whether there had been an abuse of the 
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of employment to pay the expenses in question in order to 
claim the deduction. The crown was not permitted to allege 
that the taxpayer had not filed form T2200, apparently because 
form T2200 was not part of the evidence before the court. 
Form T2200 requires the employer to, among other things, 
certify that the employee is required to pay his or her own 
expenses while carrying out the duties of employment. The 
judgment in Adler does not make it clear whether or not the 
taxpayer’s employment contract specifically required him to 
pay the disputed expenses.

in Adler, the Tcc, relying on The Queen v. Cival (83 dTc 
5168 (FcA)) and Hoedel v. The Queen (86 dTc 6535 (FcA)), 
held that the taxpayer would have to show that “there would 
be some consequences that would be detrimental to the 
Appellant if he failed to fulfill the [contractual] obligation.” 
The taxpayer was unable to show that he would suffer any 
detrimental effects if he failed to abide by the contractual 
requirements, and consequently the deductions were denied.

With respect, Webb J in Adler appears to have read Cival 
and Hoedel too broadly: the effect was to read in an additional 
condition not present in the statutory requirements set out in 
paragraphs 8(1)(h.1) and (i).

Cival dealt with the taxpayer’s 1977 taxation year, in which 
the taxpayer, who was reimbursed for his mileage, had claimed 
as a deduction the balance of his expenses above and beyond 
the mileage allowance. No formal contract specifically required 
him to pay the expense. consequently, the FcA constructed a 
test to determine whether, in the absence of a specific contract 
governing the payment of expenses, such a condition existed. 
The court found that the arrangement between mr. cival and 
his employer was not contractually binding and therefore did 
not meet the requirements of subparagraph 8(1)(h)(ii).

Hoedel involved a taxpayer who was employed by the 
regina police department and who was responsible for 
the care of a dog. in computing his income for his 1980 tax-
ation year, the taxpayer deducted certain expenses with respect 
to the use of his own motor vehicle. his governing collective 
agreement was silent on the point of whether the work relat-
ing to the transport and care of the dog was a condition of his 
employment. in a passage from Hoedel (cited by the Tcc in 
Adler), the FcA found that the employee’s failure to socialize 
and care for the dog properly could result in highly undesir-
able consequences for the employee. This finding, and the 
finding that it was mandatory that the employee keep the dog 
with him when he was off duty, led the FcA to hold that the 
employee in Hoedel was required under his contract of em-
ployment to pay the expenses relating to the transport of the 
dog and therefore was entitled to a deduction.

it is worth noting that subsection 8(10) is applicable for 
1988 and subsequent taxation years, and that the decisions in 
Cival and Hoedel were in respect of taxation years prior to 1988.

The test articulated by the Tcc in Adler, which requires 
a taxpayer to show that he or she would suffer detrimental 

with the United States has diminished, more canadian com-
panies may decide to consider the potential tax advantages of 
expanding their businesses into the United States.

Kam Lee
mccay duff LLp, ottawa

CRA Audit of “Other Employment 
Expenses”: The Adler Case
in the fall of 2017, the crA began an audit project targeting 
“other employment expenses” claimed on line 229 of the T1 
tax returns of employee-shareholders. The expenses attacked 
were vehicle expenses and home-office expenses that are 
deductible under paragraph 8(1)(h.1) and subparagraphs 
8(1)(i)(ii) and (iii), respectively. Under those provisions, the 
employee must be required, under a contract of employment, 
to pay the expenses. No written contract is necessary to evi-
dence the agreement. in addition, under subsection 8(10), the 
expenses are deductible only if a completed form T2200 (“dec-
laration of conditions of Employment”) signed by the 
taxpayer’s employer is filed with the taxpayer’s tax return for 
the year that the expenses are claimed. however, the crA’s 
administrative practice (set out at the top of the form) does not 
require that the form be filed with the return, although the tax-
payer must keep it and have it available for review by the crA.

The crA was apparently relying on Adler v. The Queen 
(2009 Tcc 613) to support its audit project. (The case was liti-
gated under the informal procedure and therefore has no 
precedential value.) The crA relied on Adler for the propos-
ition that if the employee is also an owner-manager or the 
spouse of an owner-manager, certain employment expenses 
cannot be deducted unless the owner-manager or his or her 
spouse can show that serious negative consequences would 
have resulted if the employee had failed to pay the relevant 
expenses.

on or about February 15, 2018, the crA sent out a message 
stating that the audit program would be suspended, that the 
employment expenses disallowed during the review period 
from September  10, 2017 to February  10, 2018 would be 
reversed, and that a consultation process would be undertaken 
to “clarify the requirement of employer certification under 
subsection 8(10) of the Income Tax Act as it relates to 
shareholder-employees.”

it may be instructive to set out the reasoning behind the 
crA’s former assessment position and to highlight how 
owner-managers might protect themselves if the assessment 
position is subsequently restored.

in Adler, the taxpayer was the sole shareholder and officer 
of island ink-Jet manitoba Ltd. (“island”). The taxpayer was 
employed by island and claimed employment expenses under 
paragraphs 8(1)(h.1) and (i), both of which provided, among 
other things, that the taxpayer be required under his contract 


