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$1,294,623 of inventory from its suppliers immediately before 
March  1, 2009 (the date of transition to the new inventory 
system). Because the purchases occurred before the transi-
tion date, they were not included in the database of the new 
perpetual system, and invoices for the goods could not be paid 
out of the new system. This technical problem was resolved by 
the creation of an independent “orphan account,” which used 
an accounts payable number from the old system, but which 
was not integrated into the new system.

The new perpetual inventory system thus was operating 
only with partial information: it was tracking revenue associ-
ated with the sales of the purchased inventory in the orphan 
account, but it was not accounting for the corresponding cost. 
Most of the inventory in the orphan account was sold in the 
appellant’s 2010 taxation year, although some was sold in its 
2011 taxation year. By the time the appellant’s 2012 taxation 
year had begun, most of the inventory in the orphan account 
had been sold.

Because the appellant’s management was preoccupied 
with other matters, the orphan account was neglected until 
the summer of 2012. As a result, the appellant’s income was 
overstated for its 2010 and 2011 taxation years.

The appellant considered restating its income for the 2010 
and 2011 fiscal years, but it decided against this approach in 
view of the technical demands and time commitment. After 
the orphan account was discovered in the summer of 2012, 
there was still time for the appellant to file an amended return 
for its 2010 taxation year, but the management decided not to 
do so. To address the overstatement of income, the appellant 
made a “compensatory adjustment” in respect of its 2012 
taxation year. The adjustment had two aspects: (1)  writing 
down the value of an asset (the inventory) by $1,294,623, and 
(2) adding the same amount to the cost of purchases made 
in the 2012 taxation year. Thus, in respect of its 2012 fiscal 
year, the appellant understated its income by $1,294,623. The 
overstatement was discovered by the minister during an audit. 
On April 1, 2015, the minister reassessed the appellant’s net 
income for its 2012 taxation year by $1,294,623 (reflecting a 
reversal of the compensatory adjustment). The question before 
the TCC was whether the appellant was entitled to make this 
compensatory adjustment.

The appellant had retained an accounting expert who 
opined that when a material error is discovered that affects 
prior periods, GAAP requires a retrospective adjustment of the 
periods affected by the error. However, she further said that 
GAAP makes an exception when a retrospective adjustment 
would be impracticable. Therefore, in the expert’s view, the 
adjustment was consistent with GAAP.

The TCC considered whether the appellant was entitled to 
write down the value of its inventory in a taxation year after the 
goods were sold or to deduct the cost of its inventory in a year 
after the goods were sold. The court began by reviewing the 
relevant statutory provisions—in this case, subsections 9(1) 

of the work determines the true nature of the expenditure, 
and it noted that the taxpayer did not demonstrate that the 
work was for the tenant’s specific needs, was of no use to 
other tenants, and did not add value the building. Moreover, 
on the basis of references to the work in the invoices—“stair 
and metal works,” “modifications of sprinklers,” “engineering 
of bathrooms,” and “structural support for stairs including 
engineers” (my translations)—the work appeared to be cap-
ital in nature. Finally, the court noted that the taxpayer had 
provided no support for the proposition that the TIP was made 
to induce the tenant to enter into the lease and to accept the 
obligations under the lease. On this basis, the QCCA held that 
the trial court did not err in its decision to deny the taxpayer 
a deduction for the TIP.

Motter is a cautionary tale for tax practitioners who advise 
commercial landlords. It is not enough to support a tenant 
allowance’s current deduction on a building’s construction 
solely on the basis of industry practice, Canderel, and Toronto 
College Park. TIPs paid in the form of construction allowances 
must continue to be supported with factual evidence that the 
construction work relates to items that are current in nature. 
That said, Motter does not preclude a current deduction for 
TIPs that are paid as an inducement. Competitive real estate 
conditions (such as those in a pandemic or post-pandemic 
recovery market) may compel a landlord to pay an inducement 
to protect its market position and reputation and may sup-
port a current deduction. Nonetheless, prudence continues to 
dictate the compilation, documentation, and maintenance of 
supporting evidence to withstand the scrutiny of tax author-
ities and courts when it relates to TIPs.

Manjit Singh
Miller Thomson LLP, Toronto
msingh@millerthomson.com

Valuing Inventory: Legal Analysis 
Overrules GAAP
Yorkwest Plumbing Supply Inc. v. The Queen (2020 TCC 122) 
addressed the narrow technical question of whether the Act 
permits a taxpayer to write down and/or deduct the value of 
inventory in a taxation year after the goods are sold. The un-
fortunate facts that gave rise to this case are relatively simple. 
The appellant was a CCPC that supplied plumbing equipment 
to contractors in the greater Toronto area. Until March  1, 
2009, the appellant used a periodic system for tracking inven-
tory; it transitioned to a modern “perpetual” system effective 
after that date. A periodic system requires that inventory be 
counted manually at regular intervals—typically, at the end of 
every year. In contrast, a perpetual system takes into account 
the cost of the goods sold as they are sold.

This otherwise helpful development for the appellant gave 
rise to a tax dispute by virtue of the appellant’s purchasing of 
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and 10(1). Subsection 9(1) deals with the general computation 
of a taxpayer’s income from a business, and subsection 10(1) 
mandates the valuing of inventory at the lesser of cost and 
FMV at the end of the year, allowing a writedown of inventory 
in certain circumstances.

With respect to the question of whether inventory can be 
written down in a year after the goods were sold, the court 
noted that subsection 248(1) provides that “inventory” consti-
tutes goods available for sale in the year, not goods sold in an 
earlier year (an interpretation supported by Friesen v. Canada, 
1995 CanLII 62 (SCC)).

Relying on CDSL Canada Limited v. Canada (2008 FCA 400), 
the TCC held that a writedown of inventory must occur pursu-
ant to subsection 10(1) and not pursuant to section 9. In CDSL, 
the FCA held that subsection 10(1) is “a mandatory provision 
that rules out the general application of section 9 regarding the 
valuation of inventory.” Thus, the fact that GAAP may have 
permitted the writedown was irrelevant because section 9 had 
no application to the case at bar. The TCC further held that 
subsection 10(1) only allows a writedown of “inventory,” which 
is defined to mean goods that are held for future sale. Because 
the appellant had written down goods that had already been 
sold and not goods that were held for sale, it was not entitled 
to write down its inventory pursuant to subsection 10(1).

The TCC then turned to the question of whether the ap-
pellant was entitled to deduct the cost of inventory in a year 
after the year in which the goods were sold. The court held that 
the appellant could not do so. It cited subsection 9(1), which 
requires the determination of the gross profit (revenue less 
cost of goods sold in the year) from the business for the taxa-
tion year. The court cited Minister of National Revenue v. Shofar 
Investment Corporation (1979 CanLII 177 (SCC)), in which the 
SCC held that the cost of goods sold was computed by adding 
“the value placed on inventory at the beginning of the year to 
the cost of acquisitions of inventory during the year, less the value 
of inventory at the end of the year” (emphasis added by TCC).

Thus, the TCC confirmed the case-law principle requiring 
that the cost of inventory be recognized only in the year in 
which the inventory is sold: the appellant was not entitled to 
deduct the inventory that formed part of its orphan account 
in its 2012 taxation year because the inventory had not been 
sold in that year.

Finally, the appellant argued that on the basis of Canderel 
Ltd. v. Canada (1998 CanLII 846 (SCC)), the compensatory ad-
justment generated an accurate picture of the appellant’s profit 
for the year. The court held that the appellant was relying on a 
false premise—that the goods purchased immediately before 
March 1, 2009 were actually purchased in 2012—and that “[a] 
false premise cannot possibly form the basis of an accurate 
picture of income for the year for purposes of subsection 9(1) 
of the Act.” The court concluded by noting that the appellant 
had “run headlong” into the relevant statutory provisions and 

case law; although the court was not unsympathetic to the 
appellant’s predicament, it observed rather wryly that “[i]n tax 
law, timing matters.”

This case serves as an important reminder that tax rules 
can often be harsh and that reasonable commonsense adjust-
ments to address good-faith errors by taxpayers will often not 
survive a rigorous application of the law. While the TCC’s de-
cision and the minister’s assessment are technically correct, 
the result is a windfall for the Crown and is arguably unfair. 
It raises an interesting question: how should our tax system 
address situations in which there is a clear tension between 
an equitable outcome and a technically correct outcome? An 
answer to that question is outside the scope of this article; 
however, some form of discretionary fairness rule that allows 
a deviation from the technical rules when justice demands it 
may be worthy of consideration.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Section 160 Not Applicable to Butterfly 
Reorganizations
In Eyeball Networks (2021 FCA 17), the FCA overturned the 
TCC’s decision (2019 TCC 150), which has raised a concern that 
section 160 could apply to the setoff of identical debts in the 
context of a paragraph 55(3)(a) related-party butterfly reorgan-
ization. Practitioners should take comfort in the fact that as a 
consequence of the FCA’s decision, such setoff transactions 
will normally involve an exchange of property with identical 
values and therefore should not cause section 160 to apply.

The TCC’s Decision
The appellant (Newco) acquired $30 million in assets from a 
corporation (Oldco) controlled by its shareholder, Mr. Piche. 
Consideration for the assets included the assumption of Old-
co’s commercial liabilities and preferred shares of Newco. 
Mr. Piche subsequently transferred preferred shares of Oldco 
to Newco in exchange for Newco preferred shares with a re-
demption amount equivalent to the difference between the 
redemption amount of the preferred shares issued on the ac-
quisition and the value of Oldco’s commercial liabilities. The 
transfers occurred pursuant to section 85 and were subject 
to price adjustment clauses. Oldco redeemed its preferred 
shares owned by Newco and paid by issuing a $30  million 
note; Newco did the same. Finally, mutual debt cancellation 
and setoff agreements were executed.

After the reorganization was complete, the minister as-
sessed Oldco for taxation years preceding the reorganization. 
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Estate Plans, Trusts, and Dividends: 
More Anomalies
In an earlier article, we noted that “[i]t is fairly common to struc-
ture an estate plan in which the shares of Opco are held by a 
trust for the benefit of family members. If the beneficiaries of 
the trust include a corporation, this type of structure provides 
a significant opportunity for deferring taxes when Opco pays 
dividends” (see “Estate Plans, Trusts, and Dividends: Is There a 
Gap Here?” Tax for the Owner-Manager, January 2021). In this 
article, we focus on the questions raised when Opco pays a 
dividend to a trust of which an individual is a beneficiary and 
the trust then distributes an amount equal to the dividend to 
that individual.

Consider a situation in which Opco’s common shares are 
owned by a family trust. The trust has a December 31 year-
end. Opco pays a dividend during the year to the trust. The 
trust then pays out the dividend to an individual beneficiary on 
the same day. The beneficiary dies during the year. Is the divi-
dend taxed in the estate or in the deceased’s terminal return?

Pursuant to subsection 104(19), a trust must be resident in 
Canada throughout the year in order to allocate dividends to a 
beneficiary. The CRA interprets this provision to mean that be-
cause a trust can determine its residence throughout the year 
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only on the last day of its fiscal year, it can allocate taxable divi-
dends only on that day (CRA document no. 2016-0647621E 5, 
June  3, 2016). On the basis of this CRA interpretation, the 
trust would allocate the dividend for tax purposes on Decem-
ber 31, and the dividend would be reportable by the recipient 
in the fiscal year that covers December  31. This approach 
suggests that the dividend recipient would be the estate, not 
the individual.

However, the CRA’s position is that the dividend recipient 
is the individual, not the estate, because of subsection 249(1), 
which defines an individual’s taxation year as the calendar year 
unless the Act expressly provides to the contrary. There is no 
provision that ends a taxpayer’s taxation year at the date of 
death. Therefore, a deceased taxpayer’s taxation year extends 
to December 31 of the year of death, and the taxable dividend 
should be reported on the individual’s terminal income tax 
return (CRA document no. 2020-0839891C 6, November  26, 
2020). While the CRA may be correct that there is no express 
provision in the Act that ends the deceased’s taxation year on 
the date of death, the suggestion that a deceased taxpayer’s 
taxation year continues until December 31 seems to us to be 
contrary to the scheme of the “death tax” regime in the Act.

Consider the following examples of the death tax regime, 
which imply that a deceased taxpayer’s taxation year ends im-
mediately following death:

• A taxpayer is deemed to have disposed of all capital 
property immediately before death for proceeds equal 
to FMV at the date of death, pursuant to subsection 
70(5). This implies some type of cutoff at the date of 
death.

• The CRA’s administrative policy on preparing a termin al 
form T 1 (“General Income Tax Return”) states that the 
deceased’s income is to be reported from January 1 
up to and including the date of death, and that any 
income earned after the date of death is to be reported 
on form T 3 (“Trust Income Tax and Information”). 
These points are clearly stated in CRA guide T 4011 
(“Preparing Returns for Deceased Persons”).

• The taxation year of a graduated-rate estate (GRE) is the 
period for which the accounts of the estate are made 
up for the purposes of assessment under the Act, pur-
suant to paragraph 249(1)(b). This provision suggests 
that the taxation year of an estate will commence with 
the date of an individual’s death.

The discussion in CRA document no. 2020-0839891C 6 did 
not include the situation in our example, which raises issues 
about the timing of the Opco dividend and the trust distribu-
tion when an individual dies in the calendar year in which the 
dividend is paid. Therefore, the question remains: when the 
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the summer of 2012. As a result, the appellant’s income was 
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The appellant considered restating its income for the 2010 
and 2011 fiscal years, but it decided against this approach in 
view of the technical demands and time commitment. After 
the orphan account was discovered in the summer of 2012, 
there was still time for the appellant to file an amended return 
for its 2010 taxation year, but the management decided not to 
do so. To address the overstatement of income, the appellant 
made a “compensatory adjustment” in respect of its 2012 
taxation year. The adjustment had two aspects: (1)  writing 
down the value of an asset (the inventory) by $1,294,623, and 
(2) adding the same amount to the cost of purchases made 
in the 2012 taxation year. Thus, in respect of its 2012 fiscal 
year, the appellant understated its income by $1,294,623. The 
overstatement was discovered by the minister during an audit. 
On April 1, 2015, the minister reassessed the appellant’s net 
income for its 2012 taxation year by $1,294,623 (reflecting a 
reversal of the compensatory adjustment). The question before 
the TCC was whether the appellant was entitled to make this 
compensatory adjustment.

The appellant had retained an accounting expert who 
opined that when a material error is discovered that affects 
prior periods, GAAP requires a retrospective adjustment of the 
periods affected by the error. However, she further said that 
GAAP makes an exception when a retrospective adjustment 
would be impracticable. Therefore, in the expert’s view, the 
adjustment was consistent with GAAP.

The TCC considered whether the appellant was entitled to 
write down the value of its inventory in a taxation year after the 
goods were sold or to deduct the cost of its inventory in a year 
after the goods were sold. The court began by reviewing the 
relevant statutory provisions—in this case, subsections 9(1) 
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obligations under the lease. On this basis, the QCCA held that 
the trial court did not err in its decision to deny the taxpayer 
a deduction for the TIP.

Motter is a cautionary tale for tax practitioners who advise 
commercial landlords. It is not enough to support a tenant 
allowance’s current deduction on a building’s construction 
solely on the basis of industry practice, Canderel, and Toronto 
College Park. TIPs paid in the form of construction allowances 
must continue to be supported with factual evidence that the 
construction work relates to items that are current in nature. 
That said, Motter does not preclude a current deduction for 
TIPs that are paid as an inducement. Competitive real estate 
conditions (such as those in a pandemic or post-pandemic 
recovery market) may compel a landlord to pay an inducement 
to protect its market position and reputation and may sup-
port a current deduction. Nonetheless, prudence continues to 
dictate the compilation, documentation, and maintenance of 
supporting evidence to withstand the scrutiny of tax author-
ities and courts when it relates to TIPs.

Manjit Singh
Miller Thomson LLP, Toronto
msingh@millerthomson.com

Valuing Inventory: Legal Analysis 
Overrules GAAP
Yorkwest Plumbing Supply Inc. v. The Queen (2020 TCC 122) 
addressed the narrow technical question of whether the Act 
permits a taxpayer to write down and/or deduct the value of 
inventory in a taxation year after the goods are sold. The un-
fortunate facts that gave rise to this case are relatively simple. 
The appellant was a CCPC that supplied plumbing equipment 
to contractors in the greater Toronto area. Until March  1, 
2009, the appellant used a periodic system for tracking inven-
tory; it transitioned to a modern “perpetual” system effective 
after that date. A periodic system requires that inventory be 
counted manually at regular intervals—typically, at the end of 
every year. In contrast, a perpetual system takes into account 
the cost of the goods sold as they are sold.

This otherwise helpful development for the appellant gave 
rise to a tax dispute by virtue of the appellant’s purchasing of 



10
Volume 21, Number 2 April 2021

T a x O w n e r - M a n a g e rfor The

and 10(1). Subsection 9(1) deals with the general computation 
of a taxpayer’s income from a business, and subsection 10(1) 
mandates the valuing of inventory at the lesser of cost and 
FMV at the end of the year, allowing a writedown of inventory 
in certain circumstances.

With respect to the question of whether inventory can be 
written down in a year after the goods were sold, the court 
noted that subsection 248(1) provides that “inventory” consti-
tutes goods available for sale in the year, not goods sold in an 
earlier year (an interpretation supported by Friesen v. Canada, 
1995 CanLII 62 (SCC)).

Relying on CDSL Canada Limited v. Canada (2008 FCA 400), 
the TCC held that a writedown of inventory must occur pursu-
ant to subsection 10(1) and not pursuant to section 9. In CDSL, 
the FCA held that subsection 10(1) is “a mandatory provision 
that rules out the general application of section 9 regarding the 
valuation of inventory.” Thus, the fact that GAAP may have 
permitted the writedown was irrelevant because section 9 had 
no application to the case at bar. The TCC further held that 
subsection 10(1) only allows a writedown of “inventory,” which 
is defined to mean goods that are held for future sale. Because 
the appellant had written down goods that had already been 
sold and not goods that were held for sale, it was not entitled 
to write down its inventory pursuant to subsection 10(1).

The TCC then turned to the question of whether the ap-
pellant was entitled to deduct the cost of inventory in a year 
after the year in which the goods were sold. The court held that 
the appellant could not do so. It cited subsection 9(1), which 
requires the determination of the gross profit (revenue less 
cost of goods sold in the year) from the business for the taxa-
tion year. The court cited Minister of National Revenue v. Shofar 
Investment Corporation (1979 CanLII 177 (SCC)), in which the 
SCC held that the cost of goods sold was computed by adding 
“the value placed on inventory at the beginning of the year to 
the cost of acquisitions of inventory during the year, less the value 
of inventory at the end of the year” (emphasis added by TCC).

Thus, the TCC confirmed the case-law principle requiring 
that the cost of inventory be recognized only in the year in 
which the inventory is sold: the appellant was not entitled to 
deduct the inventory that formed part of its orphan account 
in its 2012 taxation year because the inventory had not been 
sold in that year.

Finally, the appellant argued that on the basis of Canderel 
Ltd. v. Canada (1998 CanLII 846 (SCC)), the compensatory ad-
justment generated an accurate picture of the appellant’s profit 
for the year. The court held that the appellant was relying on a 
false premise—that the goods purchased immediately before 
March 1, 2009 were actually purchased in 2012—and that “[a] 
false premise cannot possibly form the basis of an accurate 
picture of income for the year for purposes of subsection 9(1) 
of the Act.” The court concluded by noting that the appellant 
had “run headlong” into the relevant statutory provisions and 

case law; although the court was not unsympathetic to the 
appellant’s predicament, it observed rather wryly that “[i]n tax 
law, timing matters.”

This case serves as an important reminder that tax rules 
can often be harsh and that reasonable commonsense adjust-
ments to address good-faith errors by taxpayers will often not 
survive a rigorous application of the law. While the TCC’s de-
cision and the minister’s assessment are technically correct, 
the result is a windfall for the Crown and is arguably unfair. 
It raises an interesting question: how should our tax system 
address situations in which there is a clear tension between 
an equitable outcome and a technically correct outcome? An 
answer to that question is outside the scope of this article; 
however, some form of discretionary fairness rule that allows 
a deviation from the technical rules when justice demands it 
may be worthy of consideration.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Section 160 Not Applicable to Butterfly 
Reorganizations
In Eyeball Networks (2021 FCA 17), the FCA overturned the 
TCC’s decision (2019 TCC 150), which has raised a concern that 
section 160 could apply to the setoff of identical debts in the 
context of a paragraph 55(3)(a) related-party butterfly reorgan-
ization. Practitioners should take comfort in the fact that as a 
consequence of the FCA’s decision, such setoff transactions 
will normally involve an exchange of property with identical 
values and therefore should not cause section 160 to apply.

The TCC’s Decision
The appellant (Newco) acquired $30 million in assets from a 
corporation (Oldco) controlled by its shareholder, Mr. Piche. 
Consideration for the assets included the assumption of Old-
co’s commercial liabilities and preferred shares of Newco. 
Mr. Piche subsequently transferred preferred shares of Oldco 
to Newco in exchange for Newco preferred shares with a re-
demption amount equivalent to the difference between the 
redemption amount of the preferred shares issued on the ac-
quisition and the value of Oldco’s commercial liabilities. The 
transfers occurred pursuant to section 85 and were subject 
to price adjustment clauses. Oldco redeemed its preferred 
shares owned by Newco and paid by issuing a $30  million 
note; Newco did the same. Finally, mutual debt cancellation 
and setoff agreements were executed.

After the reorganization was complete, the minister as-
sessed Oldco for taxation years preceding the reorganization. 

10
Volume 21, Number 2 April 2021

T a x O w n e r - M a n a g e rfor The

and 10(1). Subsection 9(1) deals with the general computation 
of a taxpayer’s income from a business, and subsection 10(1) 
mandates the valuing of inventory at the lesser of cost and 
FMV at the end of the year, allowing a writedown of inventory 
in certain circumstances.

With respect to the question of whether inventory can be 
written down in a year after the goods were sold, the court 
noted that subsection 248(1) provides that “inventory” consti-
tutes goods available for sale in the year, not goods sold in an 
earlier year (an interpretation supported by Friesen v. Canada, 
1995 CanLII 62 (SCC)).

Relying on CDSL Canada Limited v. Canada (2008 FCA 400), 
the TCC held that a writedown of inventory must occur pursu-
ant to subsection 10(1) and not pursuant to section 9. In CDSL, 
the FCA held that subsection 10(1) is “a mandatory provision 
that rules out the general application of section 9 regarding the 
valuation of inventory.” Thus, the fact that GAAP may have 
permitted the writedown was irrelevant because section 9 had 
no application to the case at bar. The TCC further held that 
subsection 10(1) only allows a writedown of “inventory,” which 
is defined to mean goods that are held for future sale. Because 
the appellant had written down goods that had already been 
sold and not goods that were held for sale, it was not entitled 
to write down its inventory pursuant to subsection 10(1).

The TCC then turned to the question of whether the ap-
pellant was entitled to deduct the cost of inventory in a year 
after the year in which the goods were sold. The court held that 
the appellant could not do so. It cited subsection 9(1), which 
requires the determination of the gross profit (revenue less 
cost of goods sold in the year) from the business for the taxa-
tion year. The court cited Minister of National Revenue v. Shofar 
Investment Corporation (1979 CanLII 177 (SCC)), in which the 
SCC held that the cost of goods sold was computed by adding 
“the value placed on inventory at the beginning of the year to 
the cost of acquisitions of inventory during the year, less the value 
of inventory at the end of the year” (emphasis added by TCC).

Thus, the TCC confirmed the case-law principle requiring 
that the cost of inventory be recognized only in the year in 
which the inventory is sold: the appellant was not entitled to 
deduct the inventory that formed part of its orphan account 
in its 2012 taxation year because the inventory had not been 
sold in that year.

Finally, the appellant argued that on the basis of Canderel 
Ltd. v. Canada (1998 CanLII 846 (SCC)), the compensatory ad-
justment generated an accurate picture of the appellant’s profit 
for the year. The court held that the appellant was relying on a 
false premise—that the goods purchased immediately before 
March 1, 2009 were actually purchased in 2012—and that “[a] 
false premise cannot possibly form the basis of an accurate 
picture of income for the year for purposes of subsection 9(1) 
of the Act.” The court concluded by noting that the appellant 
had “run headlong” into the relevant statutory provisions and 

case law; although the court was not unsympathetic to the 
appellant’s predicament, it observed rather wryly that “[i]n tax 
law, timing matters.”

This case serves as an important reminder that tax rules 
can often be harsh and that reasonable commonsense adjust-
ments to address good-faith errors by taxpayers will often not 
survive a rigorous application of the law. While the TCC’s de-
cision and the minister’s assessment are technically correct, 
the result is a windfall for the Crown and is arguably unfair. 
It raises an interesting question: how should our tax system 
address situations in which there is a clear tension between 
an equitable outcome and a technically correct outcome? An 
answer to that question is outside the scope of this article; 
however, some form of discretionary fairness rule that allows 
a deviation from the technical rules when justice demands it 
may be worthy of consideration.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Section 160 Not Applicable to Butterfly 
Reorganizations
In Eyeball Networks (2021 FCA 17), the FCA overturned the 
TCC’s decision (2019 TCC 150), which has raised a concern that 
section 160 could apply to the setoff of identical debts in the 
context of a paragraph 55(3)(a) related-party butterfly reorgan-
ization. Practitioners should take comfort in the fact that as a 
consequence of the FCA’s decision, such setoff transactions 
will normally involve an exchange of property with identical 
values and therefore should not cause section 160 to apply.

The TCC’s Decision
The appellant (Newco) acquired $30 million in assets from a 
corporation (Oldco) controlled by its shareholder, Mr. Piche. 
Consideration for the assets included the assumption of Old-
co’s commercial liabilities and preferred shares of Newco. 
Mr. Piche subsequently transferred preferred shares of Oldco 
to Newco in exchange for Newco preferred shares with a re-
demption amount equivalent to the difference between the 
redemption amount of the preferred shares issued on the ac-
quisition and the value of Oldco’s commercial liabilities. The 
transfers occurred pursuant to section 85 and were subject 
to price adjustment clauses. Oldco redeemed its preferred 
shares owned by Newco and paid by issuing a $30  million 
note; Newco did the same. Finally, mutual debt cancellation 
and setoff agreements were executed.

After the reorganization was complete, the minister as-
sessed Oldco for taxation years preceding the reorganization. 
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and 10(1). Subsection 9(1) deals with the general computation 
of a taxpayer’s income from a business, and subsection 10(1) 
mandates the valuing of inventory at the lesser of cost and 
FMV at the end of the year, allowing a writedown of inventory 
in certain circumstances.

With respect to the question of whether inventory can be 
written down in a year after the goods were sold, the court 
noted that subsection 248(1) provides that “inventory” consti-
tutes goods available for sale in the year, not goods sold in an 
earlier year (an interpretation supported by Friesen v. Canada, 
1995 CanLII 62 (SCC)).

Relying on CDSL Canada Limited v. Canada (2008 FCA 400), 
the TCC held that a writedown of inventory must occur pursu-
ant to subsection 10(1) and not pursuant to section 9. In CDSL, 
the FCA held that subsection 10(1) is “a mandatory provision 
that rules out the general application of section 9 regarding the 
valuation of inventory.” Thus, the fact that GAAP may have 
permitted the writedown was irrelevant because section 9 had 
no application to the case at bar. The TCC further held that 
subsection 10(1) only allows a writedown of “inventory,” which 
is defined to mean goods that are held for future sale. Because 
the appellant had written down goods that had already been 
sold and not goods that were held for sale, it was not entitled 
to write down its inventory pursuant to subsection 10(1).

The TCC then turned to the question of whether the ap-
pellant was entitled to deduct the cost of inventory in a year 
after the year in which the goods were sold. The court held that 
the appellant could not do so. It cited subsection 9(1), which 
requires the determination of the gross profit (revenue less 
cost of goods sold in the year) from the business for the taxa-
tion year. The court cited Minister of National Revenue v. Shofar 
Investment Corporation (1979 CanLII 177 (SCC)), in which the 
SCC held that the cost of goods sold was computed by adding 
“the value placed on inventory at the beginning of the year to 
the cost of acquisitions of inventory during the year, less the value 
of inventory at the end of the year” (emphasis added by TCC).

Thus, the TCC confirmed the case-law principle requiring 
that the cost of inventory be recognized only in the year in 
which the inventory is sold: the appellant was not entitled to 
deduct the inventory that formed part of its orphan account 
in its 2012 taxation year because the inventory had not been 
sold in that year.

Finally, the appellant argued that on the basis of Canderel 
Ltd. v. Canada (1998 CanLII 846 (SCC)), the compensatory ad-
justment generated an accurate picture of the appellant’s profit 
for the year. The court held that the appellant was relying on a 
false premise—that the goods purchased immediately before 
March 1, 2009 were actually purchased in 2012—and that “[a] 
false premise cannot possibly form the basis of an accurate 
picture of income for the year for purposes of subsection 9(1) 
of the Act.” The court concluded by noting that the appellant 
had “run headlong” into the relevant statutory provisions and 

case law; although the court was not unsympathetic to the 
appellant’s predicament, it observed rather wryly that “[i]n tax 
law, timing matters.”

This case serves as an important reminder that tax rules 
can often be harsh and that reasonable commonsense adjust-
ments to address good-faith errors by taxpayers will often not 
survive a rigorous application of the law. While the TCC’s de-
cision and the minister’s assessment are technically correct, 
the result is a windfall for the Crown and is arguably unfair. 
It raises an interesting question: how should our tax system 
address situations in which there is a clear tension between 
an equitable outcome and a technically correct outcome? An 
answer to that question is outside the scope of this article; 
however, some form of discretionary fairness rule that allows 
a deviation from the technical rules when justice demands it 
may be worthy of consideration.

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Section 160 Not Applicable to Butterfly 
Reorganizations
In Eyeball Networks (2021 FCA 17), the FCA overturned the 
TCC’s decision (2019 TCC 150), which has raised a concern that 
section 160 could apply to the setoff of identical debts in the 
context of a paragraph 55(3)(a) related-party butterfly reorgan-
ization. Practitioners should take comfort in the fact that as a 
consequence of the FCA’s decision, such setoff transactions 
will normally involve an exchange of property with identical 
values and therefore should not cause section 160 to apply.

The TCC’s Decision
The appellant (Newco) acquired $30 million in assets from a 
corporation (Oldco) controlled by its shareholder, Mr. Piche. 
Consideration for the assets included the assumption of Old-
co’s commercial liabilities and preferred shares of Newco. 
Mr. Piche subsequently transferred preferred shares of Oldco 
to Newco in exchange for Newco preferred shares with a re-
demption amount equivalent to the difference between the 
redemption amount of the preferred shares issued on the ac-
quisition and the value of Oldco’s commercial liabilities. The 
transfers occurred pursuant to section 85 and were subject 
to price adjustment clauses. Oldco redeemed its preferred 
shares owned by Newco and paid by issuing a $30  million 
note; Newco did the same. Finally, mutual debt cancellation 
and setoff agreements were executed.

After the reorganization was complete, the minister as-
sessed Oldco for taxation years preceding the reorganization. 
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its position in document no. 2020-0839891C 6, at least in cir-
cumstances such as those that we are considering here. It 
bears repeating that there appears to be a gap, if not a contra-
diction, in the legislative scheme for the taxation of dividends 
flowing through a trust. It is perhaps not surprising that the 
CRA has difficulty in developing consistent administrative 
positions to deal with situations such as the ones described 
in our articles. It certainly does not help that the taxation of 
dividends paid by private corporations and CCPCs has become 
so complicated. It is past time for an in-depth review of the ap-
plicable legislative provisions. In fact, a comprehensive review 
of the entire income tax regime, of which this area is only a 
relatively small part, is long overdue.

David Carolin
Kakkar CPA Professional Corporation, Toronto
davidc@kakkar.com

Manu Kakkar
Kakkar CPA Professional Corporation, Montreal
manu@kakkar.com

Lack of Integration a Win for Some 
Ontario and New Brunswick Taxpayers
In 2018 and 2019, Ontario and New Brunswick, respectively, 
announced that they would not adopt the federal govern-
ment’s clawback (subsection 125(5.1)) of the small business 
deduction (SBD) when a CCPC’s adjusted aggregate invest-
ment income (AAII) was more than $50,000. The federal SBD 
clawback is effective for a CCPC for a taxation year beginning 
after 2018, at a rate of $5 for every $1 of AAII when the AAII 
was more than $50,000 in the previous taxation year. The 
full $500,000 SBD is therefore eliminated when AAII exceeds 
$150,000 ($500,000 − $5 × [$150,000 − $50,000]). The Ontario 
and New Brunswick rules cause some unexpected integration 
results when corporate income is subject to the provincial 
(not the federal) SBD and the after-tax amount is ultimately 
paid out as dividends. (See “Ontario Announcement Throws 
a Wrench into Integration,” Canadian Tax Highlights, Janu-
ary 2019.) Now, as we enter the third year of overintegration, 
it is useful to take an updated look at how some taxpayers in 
Ontario and New Brunswick are benefiting.

Ontario
In 2021, a CCPC in Ontario earning active business income 
(ABI) with access to the SBD is taxable at  12.2 percent (9% 
federal + 3.2% Ontario). At general rates (without the SBD), a 
CCPC is taxable at 26.5 percent (15% federal + 11.5% Ontario), 
and when the federal (but not the Ontario) SBD is clawed back, 
the tax rate is 18.2 percent (15% federal + 3.2% Ontario). As a 
result, an Ontario CCPC that is subject to the federal SBD claw-
back (because its AAII is more than $50,000) regains access to 

CRA issued that document, did it intend that its comments 
were to apply only to dividends paid by a corporation to a trust 
prior to the individual’s death, and that dividends paid by a 
corporation to a trust after the individual’s death were to be 
included on the estate’s return? Or did the CRA intend that 
all dividends paid in the year of death were to be included on 
the terminal return?

Consider an example in which a corporation pays a divi-
dend to a trust on June 3, the trust distributes the dividend 
to the individual on the same day, and the individual dies on 
July 31. According to the CRA’s earlier position set out in docu-
ment no. 2016-0647621E 5, the trust will allocate the dividend 
on December 31, and therefore it follows that the estate will 
report the dividend on its T 3 return. However, on the basis 
of the CRA’s newer position in document no. 2020-0839891C 6, 
the dividend should be reported on the individual’s terminal 
T 1 return. While the CRA’s recent position is logical, it seems 
to us to contradict its earlier position.

Now consider a second example in which an individual dies 
on August 31, the corporation pays a dividend to a trust on 
September 30, and the trust pays the dividend to the estate 
on the same day. According to the CRA’s earlier position in 
document no. 2016-0647621E 5, the trust will allocate the divi-
dend on December 31, and therefore it follows that the estate 
will report the dividend on its T 3 return. This outcome makes 
sense in this example, since the dividend was paid after the in-
dividual’s death. However, as noted above, the CRA has stated 
in document no. 2020-0839891C 6 that the dividend should be 
reported on the terminal return, not on the estate’s return. This 
position makes little sense, given that (1) the underlying divi-
dend was not legally paid until after death, and (2) the CRA’s 
guidance on income received after death in guide T 4011 says 
that any income paid after death is to be taxed in the estate. 
Further, this interpretation would contradict the CRA’s own 
position in document no. 2016-0647621E 5 in that the dividend 
is reportable by the recipient in the recipient’s fiscal year that 
includes December 31.

Now consider how the CRA’s position might affect the 
taxation of dividends paid to a GRE. A planning tool that is 
often used is the payment of dividends to a GRE. Because the 
income of a GRE is taxed at the graduated rates for individ-
uals, an extra set of graduated rates is applicable in computing 
the tax payable on the dividends. However, if the CRA takes the 
position that any dividend paid through a trust in the calendar 
year of an individual’s death is taxable to the individual and not 
to the estate, then it may be prudent for a corporation to wait 
until the calendar year immediately following the individual’s 
death to pay dividends if the intention is that the dividends 
are to be taxed in the estate’s hands.

How will the CRA’s administrative positions affect a divi-
dend that was paid directly by a corporation to an estate? As 
noted above, we think there is a conflict between the CRA’s 
published guidance on the income of deceased taxpayers and 
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negligence penalties pursuant to subsection 163(2) with re-
spect to all years.

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

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

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

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

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

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

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

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

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

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

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

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

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

Philip Friedlan and Adam Friedlan
Friedlan Law
Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com


