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Brown v. Canada: REOP Redux?
The recent decision in Brown v. Canada (2022 FCA 200) ad-
dressed a question concerning whether a source of income 
relating to management services had been provided by a tax-
payer. At first blush, this decision does not appear very sig-
nificant except as a restatement of the source-of-income test 
articulated in Stewart v. Canada (2002 SCC 46). But this first 
impression is somewhat misleading. Carefully reviewed, the 
Brown decision appears to confirm a significant change in 
the way the source-of-income test in Stewart is to be applied.

The Facts in Brown
The facts in the case are relatively simple. The taxpayer 
(Mr. Brown) was a lawyer, and his spouse was a visual artist 
and art historian. The taxpayer and his spouse decided to open 
an art gallery. A numbered company was formed to operate the 
gallery, with the taxpayer owning 51 percent of the common 
shares and his spouse owning the remaining common shares. 
The taxpayer and his spouse had extensively researched this 
venture. Their research had led them to conclude that, al-
though a financially successful art gallery would be possible 
in Toronto, it would take five years and considerable invest-
ment just to break even.

External financing for the art gallery was secured from a 
firm of which the taxpayer’s brother-in-law was a principal. The 
gallery opened in April 2010 and received a positive reception 
from the art community and media. At that time, the taxpayer 
was not heavily involved in the operations of the gallery. How-
ever, when the taxpayer’s spouse became ill in September 2010 
and then, later the same year, pregnant, the taxpayer became 
more involved in the gallery’s business. In 2011, the external 
financing dried up.

In early January 2011, the taxpayer contracted with the gal-
lery to provide it with a number of management services. The 
taxpayer was to be paid a management fee equal to 20 percent 
of the amount by which the gallery’s annual revenue exceeded 
$100,000. This arrangement was followed up with a signed 
five-year agreement, dated October 5, 2012.

The taxpayer provided management services to the gallery 
for several years, and each year the gallery’s revenues were 
insufficient to trigger a payment to him. Because of the non-
payment of these management fees, the taxpayer incurred 
significant losses in 2011, 2012, and 2013. The taxpayer was re-
assessed to deny the non-capital losses on the basis that (1) his 
management services activity did not constitute a source of 
income, because he could not reasonably expect to make a 
profit from the activity; (2) the expenses were not business 
expenses, because they were not claimed for the purpose of 
gaining or producing income from the activity; and (3) the 
amounts claimed as expenses were not reasonable.

a third-party facilitator, such as the EMC group, in extracting 
W4N’s funds or property for its shareholders made the Geransky 
decision inapplicable to Foix and therefore unhelpful.

Finally, on the third question, the FCA rejected the argu-
ment that no change had been made to W4N’s commercial 
activities, given that the EMC group as a whole had continued 
to conduct these activities. According to the FCA, W4N’s busi-
ness was split in two and exploited by distinct entities.

This decision has highlighted the uncertainty in the ap-
plication of subsection 84(2), particularly when the surplus of 
a corporation is extracted with the help of third-party facilita-
tors. Hybrid sales have been a popular tool for vendors who 
prefer to utilize their capital gains exemption by selling shares 
while, at the same time, accommodating the buyer’s prefer-
ence for buying the assets. For that reason, the type of hybrid 
sales seen in the Geransky case should not trigger subsection 
84(2), assuming that no third-party facilitators are involved in 
the process. Foix provides us with a couple of useful lessons 
regarding how to differentiate this kind of case from a non-
offensive hybrid sale:

• The FCA took the position that W4N was impoverished 
because the balance note was never paid; it was used 
to fund the purchase of the shares. It is not clear why 
the balance note remained outstanding after the sale 
was completed. In a typical hybrid sale transaction, 
any note would be repaid with cash or offset by another 
note. It should not involve a payment to shareholders 
that would otherwise be a taxable distribution from 
corporate surplus. It shows that a hybrid sale should be 
carefully planned to ensure that any payables from the 
transactions are paid off before the deal is closed. This 
will help thwart the argument that a target corporation 
is impoverished.

• If possible, subject to the application of GAAR, pre-
sale tax planning (even before a buyer has surfaced) 
to crystallize the capital gains exemption should be 
implemented in order to prepare the ground. Such 
planning, with no other parties in the picture or on the 
horizon, will strengthen the argument that no third-
party facilitator (who would usually be the buyer) was 
involved in the crystallization transaction. Without a 
potential buyer, it will be more difficult to argue that 
the target corporation’s assets are indirectly distributed 
to the shareholder with the consent and assistance of 
the buyer.

Jin Wen
Grant Thornton LLP, Toronto
Jin.Wen@ca.gt.com
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The Decision in Stewart
Before reviewing the FCA’s decision in Brown, let us consid-
er the SCC’s decision in Stewart. Stewart is generally under-
stood to be the case that rejected the “reasonable expectation 
of profit” (REOP) test, which had previously formed part of 
the source-of-income jurisprudence. The SCC found that the 
earlier REOP test “has been applied independently of provi-
sions of the Act to second-guess bona fide commercial decisions 
of the taxpayer” and “runs afoul of the principle that the courts 
should avoid judicial rule-making in tax law.” As a result, the 
court also stated that “the REOP test is problematic owing to 
its vagueness and uncertainty of application.” The court held, 
accordingly, that the REOP test “should not be accepted as the 
test to determine whether a taxpayer’s activities constitute a 
source of income.”

The FCA in Brown reviewed the ITA’s basic rules (in sec-
tions 3 and 9) for computing income, and set out the two-
pronged test in Stewart for determining whether a source of 
income exists. This test is as follows:

 1) Is the activity of the taxpayer undertaken in pursuit 
of profit, or is it a personal endeavour?

 2) If it is not a personal endeavour, is the source of the 
income a business or property?

The FCA proceeded to explain these tests in greater detail. A 
review of the SCC’s holdings in Stewart is required in order to 
understand the subtle shift that has occurred in the present 
case.

The SCC in Stewart had stated in paragraph 53 of the deci-
sion that “[w]e emphasize that this ‘pursuit of profit’ source 
test will only require analysis in situations where there is some 
personal or hobby element to the activity in question.” In the 
same paragraph, the court stated that “[w]here the nature of 
an activity is clearly commercial, there is no need to analyze 
the taxpayer’s business decisions. Such endeavours necessar-
ily involve the pursuit of profit. As such, a source of income by 
definition exists, and there is no need to take the inquiry any 
further.” In paragraph 54, however, the SCC also stated that, “in 
order for an activity to be classified as commercial in nature, 
the taxpayer must have the subjective intention to profit,” and 
that “this determination should be made by looking at a variety 
of objective factors.”

In the companion case of Walls v. Canada (2002 SCC 47), the 
SCC had restated the two-pronged test in Stewart to determine 
whether a taxpayer’s activities constituted a source of business 
or property income, and the court reconfirmed its views on the 
first prong of the test as follows:

In addition, at para.  53 of that case, we emphasized that 
the first stage of this test will only be relevant when there is 
some personal or hobby element to the activity in question. 

Where  an activity is clearly commercial, the taxpayer is 
necessarily engaged in the pursuit of profit, and therefore a 
source of income exists.

The TCC Decision
At the TCC, the taxpayer in Brown lost because the court found 
that he had begun providing management services only be-
cause of his spouse’s health issues; owing to that factor, the 
court found that there had been a personal element to the tax-
payer’s activities during the relevant years. Accordingly, the 
court held, in dismissing the appeal, that the taxpayer’s activ-
ities included elements suggesting that his provision of services 
was a personal activity. The court concluded, furthermore, that 
the activity was not carried on in a sufficiently commercial 
manner to constitute a source of business.

The FCA decision rejected this reasoning and held that the 
TCC had erred by focusing on the taxpayer’s personal reasons 
for providing the management services. In the view of the 
FCA, the required analysis was a determination of whether 
the activity itself was a personal endeavour, not whether the 
activity was motivated by personal reasons.

A Revised Test for a Source of Income?
The FCA in Brown, in its review of the SCC’s decision in Stewart 
and of the two-pronged test, cited its own recent decision in 
Canada v. Paletta (2022 FCA 86), and stated that Paletta stood 
for the proposition that even where there is no personal or 
hobby element to the activity in question, “the activity still had 
to be carried out in pursuit of profit in order to be a source 
of income.”

The SCC’s comments about profit relate to the category of 
borderline cases in which there is a personal or hobby element 
and “pursuit of profit” is one of the factors used to determine 
whether an activity with personal or hobby aspects is “carried 
out in accordance with objective standards of businesslike be-
haviour.” As noted above, the SCC’s test in Stewart states that a 
purely commercial activity would necessarily have an intention 
to profit and, therefore, would be a source of income.

Importantly, the FCA in Paletta apparently took the view 
that the decision in Stewart did not seem to contemplate an 
activity that has no personal or hobby elements but does not 
have an intention to profit economically without the consider-
ation of tax effects. In Paletta, the FCA stated that a person 
undertaking an activity that does not have a hobby or personal 
element will not have a source of income unless that person is 
pursuing profit in carrying out that activity.

The decision of the FCA in Paletta is predicated on the TCC’s 
conclusion that Mr. Paletta had no intention of making a profit 
and that the sole purpose of each year’s trading was the cre-
ation of tax losses. This trading was found to have no personal 
or hobby element. It is worth noting that the argument of the 
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Capital Dividends and the Requirement 
for “Absolute Payment”
In a 2007 technical interpretation (CRA document no. 2007-
0229311I7, June 14, 2007), the CRA discussed whether an 
accounting journal entry recording a dividend as an amount 
payable to a shareholder is sufficient grounds for considering 
the dividend to be received by the shareholder. This earlier 
discussion appears to be the basis for renewed interest and 
concern about what might be called the “doctrine of absolute 
payment” in the context of the documentation of capital divi-
dend declarations.

The TI discussed the issue in the context of the declaration 
of a capital dividend. The situation being discussed involved 
the following fact pattern:

• Mr. A is the sole shareholder of a corporation (Parentco). 
Parentco is the sole shareholder of another corporation 
(Subco). Parentco and Subco are private corporations, 
and Mr. A is resident in Canada.

• Subco declared a dividend to Parentco equal to the 
amount of its capital dividend account (CDA) balance 
immediately prior to the time the dividend became pay-
able, and it elected, pursuant to subsection 83(2) of the 
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Act, that the full amount of the dividend be deemed a 
capital dividend (“Subco capital dividend”).

• Parentco declared a dividend to Mr. A equal to the 
amount that it determined was its CDA balance immedi-
ately prior to the time the dividend became payable. 
Parentco also elected, pursuant to subsection 83(2) of 
the Act, that the full amount of the dividend be deemed 
a capital dividend (“Parentco capital dividend”).

• The respective dividends were not recorded in the 
books of account of either Subco or Parentco, and there 
was no cash outflow from either Subco or Parentco in 
payment of the dividends.

• Following an initial audit, Subco and Parentco both 
amended their respective financial statements to reflect 
the following entries:

 Subco:
– Dividend $xx
– Due to parent company $xx

 Parentco:
– Due from related party $xx
– Due to shareholder $xx

The CRA expressed the view that Parentco could not add the 
amount of the Subco capital dividend to its CDA because the re-
quirements of paragraph (b) of the CDA definition in subsection 
89(1) of the Act were not met. Paragraph (b) sets out one of 
the components that can be added to a corporation’s CDA; it 
refers to

all amounts each of which is an amount in respect of a dividend 
received by the corporation on a share of the capital stock of an-
other corporation in the period, which amount was, by virtue 
of subsection 83(2), not included in computing the income of 
the corporation [emphasis added].

In support of its position, the CRA quoted from Hickman 
Motors Ltd. v. Canada ([1997] 2 SCR 336) as follows:

The law is well established that accounting documents or ac-
counting entries serve only to reflect transactions and that it 
is the reality of the facts that determines the true nature and 
substance of transactions.

Therefore, the requirement that the amount be received by 
Parentco for the purposes of paragraph (b) of the definition 
was not met. Parentco could not add the amount of the Subco 
capital dividend to its CDA. And by subsequently declaring the 
Parentco capital dividend, Parentco paid an amount in excess 
of its CDA balance, which rendered it liable for part III tax.

The TI went on to discuss whether the requirement for a 
receipt could be satisfied if the dividend payer issued a demand 
promissory note to the dividend recipient in the full amount 
of the dividend proceeds. Referring to an earlier interpretation 
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ence for buying the assets. For that reason, the type of hybrid 
sales seen in the Geransky case should not trigger subsection 
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to crystallize the capital gains exemption should be 
implemented in order to prepare the ground. Such 
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themselves as Corpco’s directors effective May 18, 2001, pur-
suant to signed documents. The appointments were reflected 
in the public registry maintained by the Ontario Ministry of 
Consumer and Commercial Relations (“the ministry”) (now 
the Ministry of Government and Consumer Services).

The appellant, who had been adamant from the beginning 
that she was willing to be a director of the corporation only on a 
temporary basis, now informed her spouse that she wanted to be 
removed as a director. Accordingly, the appellant’s spouse con-
tacted his accountant and the accountant’s secretary prepared 
a “Form 1—Initial Return/Notice of Change” (“form 1”). The 
form 1 stated that the appellant’s directorship began on Sep-
tember 4, 2003 and ended on December 12, 2003. At trial, no 
reason for the discrepancy between the May 18, 2001 appoint-
ment and the dates employed on the form 1 was provided. 
The form 1 was placed in Corpco’s minute book. However, 
there was no evidence as to when the form was sent to the 
ministry, other than the accountant’s testimony that his office 
had submitted the form to the ministry. Furthermore, the 
records of the ministry did not reflect the changes reflected 
in the form 1.

Corpco was dissolved in 2013. At the time of the dissolu-
tion, Corpco had outstanding tax liabilities under both the ITA 
and the ETA. The appellant and her spouse were both assessed 
by the minister of national revenue for unremitted tax under 
the ETA and unremitted source deductions under the ITA.

In the earlier TCC decision, it was held, on the basis of 
the decision in Canada v. Chriss (2016 FCA 236), that a valid 
resignation required, for the purposes of the OBCA, a direc-
tor’s personal signature in order to be effective. Therefore, in 
the TCC’s view, since the form 1 did not have a signature, the 
appellant remained a director of Corpco.

The FCA reviewed the Chriss decision and noted that the 
facts in that case involved a resignation letter, prepared by 
the corporation’s solicitor, that was neither dated nor signed 
and remained in a file at the solicitor’s office awaiting sig-
nature. The FCA concluded that the TCC in Chriss had held 
that “where the decision to resign is to be communicated by 
means of a letter, signed by the director, it must be signed to 
be effective.” However, the FCA also held that the decision 
in Chriss “does not require that all resignations must have 
a personal, physical signature to be effective.” In fact, the 
court held that a director may validly resign by e-mail or text. 
The court analogized the scenario in Chriss to an e-mail that 
contains a resignation but remains in the draft folder unsent. 
The FCA also concluded that (1) regardless of the facts, a valid 
resignation must involve no ambiguity about whether a writ-
ten resignation was received by the corporation, and (2) there 
must be certainty about the resignation’s effective date. In this 
case, the FCA found that the TCC had erred in its understand-
ing of the decision in Chriss by imposing a requirement that 
a legally effective resignation must have a physical signature.

The FCA went on to hold that a form 1 is not a resignation 
but a communication by the corporation to the ministry (not, 
importantly, to the corporation itself ). Furthermore, the FCA 
noted that there is no place on a form 1 for a director’s signa-
ture—physical or digital. Finally, examining the form 1 at issue 
in this case, the FCA noted that although the document showed 
that the appellant ceased to be a director on December 12, 2003, 
there was no evidence as to when the form 1 was completed. 
The FCA held that for a resignation to be effective, there must 
be evidence that the corporation received a written resignation 
confirming that the appellant had resigned. The FCA concluded 
by noting that although a form 1 may reflect something that 
may have happened, it is not a substitute for a written resigna-
tion. Accordingly, the appeal was dismissed.

This case serves as a reminder that for a director’s resigna-
tion to be effective, it must be done in compliance with cor-
porate law, and therefore be in writing (whether physical or 
digital). Finally, it should be noted that Ontario has enacted 
the Electronic Commerce Act, 2000, which deals with, among 
other things, the legal recognition of electronic information 
and documents and the use of electronic signatures.

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

Challenges with Electronic Commerce 
GST/HST Rules
With the rise of e-commerce, the GST/HST regime in Can-
ada’s ETA needed a significant update. In 2020, the Canadian 
government proposed amendments to the ETA, addressing 
three general areas of e-commerce transactions:

• specified supplies of intangible personal property and 
services as defined in subsection 211.1(1) of the ETA, 
which generally include digital products and services 
that are usable in Canada or relate to real property or 
tangible personal property situated in Canada;

• supplies of qualifying tangible personal property as 
it is defined in subsection 211.1(1) of the ETA, which 
generally includes most tangible personal property 
delivered in Canada, unless it is sent by mail or  courier 
to an address in Canada from an address outside 
 Canada; and

• supplies of short-term accommodation through an 
accommodation platform.

These new rules came into effect on July  21, 2021 with 
the addition of subdivision E, “Electronic Commerce,” to div-
ision II of part  IX of the ETA (“the e-commerce rules”). The 
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The Decision in Stewart
Before reviewing the FCA’s decision in Brown, let us consid-
er the SCC’s decision in Stewart. Stewart is generally under-
stood to be the case that rejected the “reasonable expectation 
of profit” (REOP) test, which had previously formed part of 
the source-of-income jurisprudence. The SCC found that the 
earlier REOP test “has been applied independently of provi-
sions of the Act to second-guess bona fide commercial decisions 
of the taxpayer” and “runs afoul of the principle that the courts 
should avoid judicial rule-making in tax law.” As a result, the 
court also stated that “the REOP test is problematic owing to 
its vagueness and uncertainty of application.” The court held, 
accordingly, that the REOP test “should not be accepted as the 
test to determine whether a taxpayer’s activities constitute a 
source of income.”

The FCA in Brown reviewed the ITA’s basic rules (in sec-
tions 3 and 9) for computing income, and set out the two-
pronged test in Stewart for determining whether a source of 
income exists. This test is as follows:

 1) Is the activity of the taxpayer undertaken in pursuit 
of profit, or is it a personal endeavour?

 2) If it is not a personal endeavour, is the source of the 
income a business or property?

The FCA proceeded to explain these tests in greater detail. A 
review of the SCC’s holdings in Stewart is required in order to 
understand the subtle shift that has occurred in the present 
case.

The SCC in Stewart had stated in paragraph 53 of the deci-
sion that “[w]e emphasize that this ‘pursuit of profit’ source 
test will only require analysis in situations where there is some 
personal or hobby element to the activity in question.” In the 
same paragraph, the court stated that “[w]here the nature of 
an activity is clearly commercial, there is no need to analyze 
the taxpayer’s business decisions. Such endeavours necessar-
ily involve the pursuit of profit. As such, a source of income by 
definition exists, and there is no need to take the inquiry any 
further.” In paragraph 54, however, the SCC also stated that, “in 
order for an activity to be classified as commercial in nature, 
the taxpayer must have the subjective intention to profit,” and 
that “this determination should be made by looking at a variety 
of objective factors.”

In the companion case of Walls v. Canada (2002 SCC 47), the 
SCC had restated the two-pronged test in Stewart to determine 
whether a taxpayer’s activities constituted a source of business 
or property income, and the court reconfirmed its views on the 
first prong of the test as follows:

In addition, at para.  53 of that case, we emphasized that 
the first stage of this test will only be relevant when there is 
some personal or hobby element to the activity in question. 

Where  an activity is clearly commercial, the taxpayer is 
necessarily engaged in the pursuit of profit, and therefore a 
source of income exists.

The TCC Decision
At the TCC, the taxpayer in Brown lost because the court found 
that he had begun providing management services only be-
cause of his spouse’s health issues; owing to that factor, the 
court found that there had been a personal element to the tax-
payer’s activities during the relevant years. Accordingly, the 
court held, in dismissing the appeal, that the taxpayer’s activ-
ities included elements suggesting that his provision of services 
was a personal activity. The court concluded, furthermore, that 
the activity was not carried on in a sufficiently commercial 
manner to constitute a source of business.

The FCA decision rejected this reasoning and held that the 
TCC had erred by focusing on the taxpayer’s personal reasons 
for providing the management services. In the view of the 
FCA, the required analysis was a determination of whether 
the activity itself was a personal endeavour, not whether the 
activity was motivated by personal reasons.

A Revised Test for a Source of Income?
The FCA in Brown, in its review of the SCC’s decision in Stewart 
and of the two-pronged test, cited its own recent decision in 
Canada v. Paletta (2022 FCA 86), and stated that Paletta stood 
for the proposition that even where there is no personal or 
hobby element to the activity in question, “the activity still had 
to be carried out in pursuit of profit in order to be a source 
of income.”

The SCC’s comments about profit relate to the category of 
borderline cases in which there is a personal or hobby element 
and “pursuit of profit” is one of the factors used to determine 
whether an activity with personal or hobby aspects is “carried 
out in accordance with objective standards of businesslike be-
haviour.” As noted above, the SCC’s test in Stewart states that a 
purely commercial activity would necessarily have an intention 
to profit and, therefore, would be a source of income.

Importantly, the FCA in Paletta apparently took the view 
that the decision in Stewart did not seem to contemplate an 
activity that has no personal or hobby elements but does not 
have an intention to profit economically without the consider-
ation of tax effects. In Paletta, the FCA stated that a person 
undertaking an activity that does not have a hobby or personal 
element will not have a source of income unless that person is 
pursuing profit in carrying out that activity.

The decision of the FCA in Paletta is predicated on the TCC’s 
conclusion that Mr. Paletta had no intention of making a profit 
and that the sole purpose of each year’s trading was the cre-
ation of tax losses. This trading was found to have no personal 
or hobby element. It is worth noting that the argument of the 

5
Volume 23, Number 2 April 2023

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

The Decision in Stewart
Before reviewing the FCA’s decision in Brown, let us consid-
er the SCC’s decision in Stewart. Stewart is generally under-
stood to be the case that rejected the “reasonable expectation 
of profit” (REOP) test, which had previously formed part of 
the source-of-income jurisprudence. The SCC found that the 
earlier REOP test “has been applied independently of provi-
sions of the Act to second-guess bona fide commercial decisions 
of the taxpayer” and “runs afoul of the principle that the courts 
should avoid judicial rule-making in tax law.” As a result, the 
court also stated that “the REOP test is problematic owing to 
its vagueness and uncertainty of application.” The court held, 
accordingly, that the REOP test “should not be accepted as the 
test to determine whether a taxpayer’s activities constitute a 
source of income.”

The FCA in Brown reviewed the ITA’s basic rules (in sec-
tions 3 and 9) for computing income, and set out the two-
pronged test in Stewart for determining whether a source of 
income exists. This test is as follows:

 1) Is the activity of the taxpayer undertaken in pursuit 
of profit, or is it a personal endeavour?

 2) If it is not a personal endeavour, is the source of the 
income a business or property?

The FCA proceeded to explain these tests in greater detail. A 
review of the SCC’s holdings in Stewart is required in order to 
understand the subtle shift that has occurred in the present 
case.

The SCC in Stewart had stated in paragraph 53 of the deci-
sion that “[w]e emphasize that this ‘pursuit of profit’ source 
test will only require analysis in situations where there is some 
personal or hobby element to the activity in question.” In the 
same paragraph, the court stated that “[w]here the nature of 
an activity is clearly commercial, there is no need to analyze 
the taxpayer’s business decisions. Such endeavours necessar-
ily involve the pursuit of profit. As such, a source of income by 
definition exists, and there is no need to take the inquiry any 
further.” In paragraph 54, however, the SCC also stated that, “in 
order for an activity to be classified as commercial in nature, 
the taxpayer must have the subjective intention to profit,” and 
that “this determination should be made by looking at a variety 
of objective factors.”

In the companion case of Walls v. Canada (2002 SCC 47), the 
SCC had restated the two-pronged test in Stewart to determine 
whether a taxpayer’s activities constituted a source of business 
or property income, and the court reconfirmed its views on the 
first prong of the test as follows:

In addition, at para.  53 of that case, we emphasized that 
the first stage of this test will only be relevant when there is 
some personal or hobby element to the activity in question. 

Where  an activity is clearly commercial, the taxpayer is 
necessarily engaged in the pursuit of profit, and therefore a 
source of income exists.

The TCC Decision
At the TCC, the taxpayer in Brown lost because the court found 
that he had begun providing management services only be-
cause of his spouse’s health issues; owing to that factor, the 
court found that there had been a personal element to the tax-
payer’s activities during the relevant years. Accordingly, the 
court held, in dismissing the appeal, that the taxpayer’s activ-
ities included elements suggesting that his provision of services 
was a personal activity. The court concluded, furthermore, that 
the activity was not carried on in a sufficiently commercial 
manner to constitute a source of business.

The FCA decision rejected this reasoning and held that the 
TCC had erred by focusing on the taxpayer’s personal reasons 
for providing the management services. In the view of the 
FCA, the required analysis was a determination of whether 
the activity itself was a personal endeavour, not whether the 
activity was motivated by personal reasons.

A Revised Test for a Source of Income?
The FCA in Brown, in its review of the SCC’s decision in Stewart 
and of the two-pronged test, cited its own recent decision in 
Canada v. Paletta (2022 FCA 86), and stated that Paletta stood 
for the proposition that even where there is no personal or 
hobby element to the activity in question, “the activity still had 
to be carried out in pursuit of profit in order to be a source 
of income.”

The SCC’s comments about profit relate to the category of 
borderline cases in which there is a personal or hobby element 
and “pursuit of profit” is one of the factors used to determine 
whether an activity with personal or hobby aspects is “carried 
out in accordance with objective standards of businesslike be-
haviour.” As noted above, the SCC’s test in Stewart states that a 
purely commercial activity would necessarily have an intention 
to profit and, therefore, would be a source of income.

Importantly, the FCA in Paletta apparently took the view 
that the decision in Stewart did not seem to contemplate an 
activity that has no personal or hobby elements but does not 
have an intention to profit economically without the consider-
ation of tax effects. In Paletta, the FCA stated that a person 
undertaking an activity that does not have a hobby or personal 
element will not have a source of income unless that person is 
pursuing profit in carrying out that activity.

The decision of the FCA in Paletta is predicated on the TCC’s 
conclusion that Mr. Paletta had no intention of making a profit 
and that the sole purpose of each year’s trading was the cre-
ation of tax losses. This trading was found to have no personal 
or hobby element. It is worth noting that the argument of the 

5
Volume 23, Number 2 April 2023

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

The Decision in Stewart
Before reviewing the FCA’s decision in Brown, let us consid-
er the SCC’s decision in Stewart. Stewart is generally under-
stood to be the case that rejected the “reasonable expectation 
of profit” (REOP) test, which had previously formed part of 
the source-of-income jurisprudence. The SCC found that the 
earlier REOP test “has been applied independently of provi-
sions of the Act to second-guess bona fide commercial decisions 
of the taxpayer” and “runs afoul of the principle that the courts 
should avoid judicial rule-making in tax law.” As a result, the 
court also stated that “the REOP test is problematic owing to 
its vagueness and uncertainty of application.” The court held, 
accordingly, that the REOP test “should not be accepted as the 
test to determine whether a taxpayer’s activities constitute a 
source of income.”

The FCA in Brown reviewed the ITA’s basic rules (in sec-
tions 3 and 9) for computing income, and set out the two-
pronged test in Stewart for determining whether a source of 
income exists. This test is as follows:

 1) Is the activity of the taxpayer undertaken in pursuit 
of profit, or is it a personal endeavour?

 2) If it is not a personal endeavour, is the source of the 
income a business or property?

The FCA proceeded to explain these tests in greater detail. A 
review of the SCC’s holdings in Stewart is required in order to 
understand the subtle shift that has occurred in the present 
case.

The SCC in Stewart had stated in paragraph 53 of the deci-
sion that “[w]e emphasize that this ‘pursuit of profit’ source 
test will only require analysis in situations where there is some 
personal or hobby element to the activity in question.” In the 
same paragraph, the court stated that “[w]here the nature of 
an activity is clearly commercial, there is no need to analyze 
the taxpayer’s business decisions. Such endeavours necessar-
ily involve the pursuit of profit. As such, a source of income by 
definition exists, and there is no need to take the inquiry any 
further.” In paragraph 54, however, the SCC also stated that, “in 
order for an activity to be classified as commercial in nature, 
the taxpayer must have the subjective intention to profit,” and 
that “this determination should be made by looking at a variety 
of objective factors.”

In the companion case of Walls v. Canada (2002 SCC 47), the 
SCC had restated the two-pronged test in Stewart to determine 
whether a taxpayer’s activities constituted a source of business 
or property income, and the court reconfirmed its views on the 
first prong of the test as follows:

In addition, at para.  53 of that case, we emphasized that 
the first stage of this test will only be relevant when there is 
some personal or hobby element to the activity in question. 

Where  an activity is clearly commercial, the taxpayer is 
necessarily engaged in the pursuit of profit, and therefore a 
source of income exists.

The TCC Decision
At the TCC, the taxpayer in Brown lost because the court found 
that he had begun providing management services only be-
cause of his spouse’s health issues; owing to that factor, the 
court found that there had been a personal element to the tax-
payer’s activities during the relevant years. Accordingly, the 
court held, in dismissing the appeal, that the taxpayer’s activ-
ities included elements suggesting that his provision of services 
was a personal activity. The court concluded, furthermore, that 
the activity was not carried on in a sufficiently commercial 
manner to constitute a source of business.

The FCA decision rejected this reasoning and held that the 
TCC had erred by focusing on the taxpayer’s personal reasons 
for providing the management services. In the view of the 
FCA, the required analysis was a determination of whether 
the activity itself was a personal endeavour, not whether the 
activity was motivated by personal reasons.

A Revised Test for a Source of Income?
The FCA in Brown, in its review of the SCC’s decision in Stewart 
and of the two-pronged test, cited its own recent decision in 
Canada v. Paletta (2022 FCA 86), and stated that Paletta stood 
for the proposition that even where there is no personal or 
hobby element to the activity in question, “the activity still had 
to be carried out in pursuit of profit in order to be a source 
of income.”

The SCC’s comments about profit relate to the category of 
borderline cases in which there is a personal or hobby element 
and “pursuit of profit” is one of the factors used to determine 
whether an activity with personal or hobby aspects is “carried 
out in accordance with objective standards of businesslike be-
haviour.” As noted above, the SCC’s test in Stewart states that a 
purely commercial activity would necessarily have an intention 
to profit and, therefore, would be a source of income.

Importantly, the FCA in Paletta apparently took the view 
that the decision in Stewart did not seem to contemplate an 
activity that has no personal or hobby elements but does not 
have an intention to profit economically without the consider-
ation of tax effects. In Paletta, the FCA stated that a person 
undertaking an activity that does not have a hobby or personal 
element will not have a source of income unless that person is 
pursuing profit in carrying out that activity.

The decision of the FCA in Paletta is predicated on the TCC’s 
conclusion that Mr. Paletta had no intention of making a profit 
and that the sole purpose of each year’s trading was the cre-
ation of tax losses. This trading was found to have no personal 
or hobby element. It is worth noting that the argument of the 

5
Volume 23, Number 2 April 2023

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

The Decision in Stewart
Before reviewing the FCA’s decision in Brown, let us consid-
er the SCC’s decision in Stewart. Stewart is generally under-
stood to be the case that rejected the “reasonable expectation 
of profit” (REOP) test, which had previously formed part of 
the source-of-income jurisprudence. The SCC found that the 
earlier REOP test “has been applied independently of provi-
sions of the Act to second-guess bona fide commercial decisions 
of the taxpayer” and “runs afoul of the principle that the courts 
should avoid judicial rule-making in tax law.” As a result, the 
court also stated that “the REOP test is problematic owing to 
its vagueness and uncertainty of application.” The court held, 
accordingly, that the REOP test “should not be accepted as the 
test to determine whether a taxpayer’s activities constitute a 
source of income.”

The FCA in Brown reviewed the ITA’s basic rules (in sec-
tions 3 and 9) for computing income, and set out the two-
pronged test in Stewart for determining whether a source of 
income exists. This test is as follows:

 1) Is the activity of the taxpayer undertaken in pursuit 
of profit, or is it a personal endeavour?

 2) If it is not a personal endeavour, is the source of the 
income a business or property?

The FCA proceeded to explain these tests in greater detail. A 
review of the SCC’s holdings in Stewart is required in order to 
understand the subtle shift that has occurred in the present 
case.

The SCC in Stewart had stated in paragraph 53 of the deci-
sion that “[w]e emphasize that this ‘pursuit of profit’ source 
test will only require analysis in situations where there is some 
personal or hobby element to the activity in question.” In the 
same paragraph, the court stated that “[w]here the nature of 
an activity is clearly commercial, there is no need to analyze 
the taxpayer’s business decisions. Such endeavours necessar-
ily involve the pursuit of profit. As such, a source of income by 
definition exists, and there is no need to take the inquiry any 
further.” In paragraph 54, however, the SCC also stated that, “in 
order for an activity to be classified as commercial in nature, 
the taxpayer must have the subjective intention to profit,” and 
that “this determination should be made by looking at a variety 
of objective factors.”

In the companion case of Walls v. Canada (2002 SCC 47), the 
SCC had restated the two-pronged test in Stewart to determine 
whether a taxpayer’s activities constituted a source of business 
or property income, and the court reconfirmed its views on the 
first prong of the test as follows:

In addition, at para.  53 of that case, we emphasized that 
the first stage of this test will only be relevant when there is 
some personal or hobby element to the activity in question. 

Where  an activity is clearly commercial, the taxpayer is 
necessarily engaged in the pursuit of profit, and therefore a 
source of income exists.

The TCC Decision
At the TCC, the taxpayer in Brown lost because the court found 
that he had begun providing management services only be-
cause of his spouse’s health issues; owing to that factor, the 
court found that there had been a personal element to the tax-
payer’s activities during the relevant years. Accordingly, the 
court held, in dismissing the appeal, that the taxpayer’s activ-
ities included elements suggesting that his provision of services 
was a personal activity. The court concluded, furthermore, that 
the activity was not carried on in a sufficiently commercial 
manner to constitute a source of business.

The FCA decision rejected this reasoning and held that the 
TCC had erred by focusing on the taxpayer’s personal reasons 
for providing the management services. In the view of the 
FCA, the required analysis was a determination of whether 
the activity itself was a personal endeavour, not whether the 
activity was motivated by personal reasons.

A Revised Test for a Source of Income?
The FCA in Brown, in its review of the SCC’s decision in Stewart 
and of the two-pronged test, cited its own recent decision in 
Canada v. Paletta (2022 FCA 86), and stated that Paletta stood 
for the proposition that even where there is no personal or 
hobby element to the activity in question, “the activity still had 
to be carried out in pursuit of profit in order to be a source 
of income.”

The SCC’s comments about profit relate to the category of 
borderline cases in which there is a personal or hobby element 
and “pursuit of profit” is one of the factors used to determine 
whether an activity with personal or hobby aspects is “carried 
out in accordance with objective standards of businesslike be-
haviour.” As noted above, the SCC’s test in Stewart states that a 
purely commercial activity would necessarily have an intention 
to profit and, therefore, would be a source of income.

Importantly, the FCA in Paletta apparently took the view 
that the decision in Stewart did not seem to contemplate an 
activity that has no personal or hobby elements but does not 
have an intention to profit economically without the consider-
ation of tax effects. In Paletta, the FCA stated that a person 
undertaking an activity that does not have a hobby or personal 
element will not have a source of income unless that person is 
pursuing profit in carrying out that activity.

The decision of the FCA in Paletta is predicated on the TCC’s 
conclusion that Mr. Paletta had no intention of making a profit 
and that the sole purpose of each year’s trading was the cre-
ation of tax losses. This trading was found to have no personal 
or hobby element. It is worth noting that the argument of the 

6
Volume 23, Number 2 April 2023

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

are left with case law that appears to reopen the door to what 
in substance amount to REOP cases, a result that the SCC in 
Stewart aimed to stop.

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

Related-Party Transfers and the 
Flipped-Property Rules
The new “flipped property” rules in subsections 12(12) to (14), 
introduced by Bill C-32 on December 15, 2022 for dispositions 
occurring after 2022, have been the subject of great scrutiny, 
including in this newsletter (see David M. Sherman and Balaji 
(Bal) Katlai, “What Do the ‘Residential Property Flipping’ Rules 
Accomplish?” (2023) 23:1 Tax for the Owner-Manager 1-3). This 
article will explore situations (in particular, situations involv-
ing related-party transfers) where these rules may apply even 
though the circumstances appear unrelated to the provisions’ 
stated purpose.

These rules, according to Finance, have been implemented 
because

[t]he Government is concerned that certain individuals en-
gaged in flipping residential real estate are not properly report-
ing their profits as business income. Instead, these individuals 
may be improperly reporting their profits as capital gains and, 
in some cases, claiming the Principal Residence Exemption. 
(2022 Federal Budget Supplementary Information)

The government views property flipping as “purchasing 
real estate with the intention of reselling the property in a short 
period of time to realize a profit.”

To address this practice, new subsection 12(12) imple-
ments a bright-line test that deems gains from dispositions 
of flipped property to be business income. Subsection 12(13) 
defines “flipped property” as a housing unit of a taxpayer lo-
cated in Canada that was owned by the taxpayer for less than 
365 consecutive days prior to the disposition of the property. 
However, properties that are disposed of owing to, or in an-
ticipation of, one or more of certain kinds of “life events” (for 
example, death, marital breakdown, and insolvency) are not 
considered flipped property.

The carve-outs to the “flipped property” definition are quite 
broad and provide relief in many circumstances. However, little 
or no thought seems to have been given to the many typical 
transactions that may result in a taxpayer owning property for 
less than 365 consecutive days but that fall, in principle, out-
side the activities that the government intended to target. The 
problematic aspect of these situations arises from a lack of any 
ownership-continuity provision in the flipped-property rules.

taxpayer—that there was always a possibility of profit and risk 
of loss from a straddle trade—was rejected.

The FCA in Brown appears to have taken its decision in 
Paletta and filled in this gap in a way that has arguably modi-
fied the SCC’s original test. In Brown, the FCA summarized the 
test in Stewart as follows:

Is there a personal or hobby element to the activity in question?

• If there is a personal or hobby element to the activity 
in question, the next enquiry is whether “the activity is 
being carried out in a commercially sufficient manner 
to constitute a source of income.”

• If there is no personal or hobby element to the activity 
in question, the next enquiry is whether the activity is 
being undertaken in pursuit of profit.

The Test in Brown
In the Brown case, the SCC’s distinction did not prove ma-
terial. As noted above, the FCA rejected the TCC’s decision 
because it had focused on the taxpayer’s personal reasons for 
providing the services rather than on whether the activity was a 
personal endeavour. The FCA also rejected the Crown’s conten-
tion that the taxpayer’s incurring of the gallery’s expenses and 
not being reimbursed for them by arrangement with the gal-
lery were evidence that he was not pursuing a profit. The FCA 
held that, in fact, the taxpayer’s management services activity 
was inextricably linked to the gallery business, allowing it to 
operate until it could generate sufficient revenue to cover all 
of its expenses. Accordingly, the FCA held that the taxpayer’s 
intent was to allow the gallery to generate revenue that, in turn, 
would generate the management fees payable to him and, as a 
result, profit for his management services activity. Therefore, 
the FCA held that the taxpayer was providing his services in 
pursuit of profit.

The FCA declined to rule on whether the expenses incurred 
by the taxpayer were deductible; it returned the matter to the 
TCC to determine the amount, if any, of the non-capital losses, 
for the purposes of the ITA, from the taxpayer’s management 
services business for his 2011, 2012, and 2013 taxation years.

Conclusion
This decision, in conjunction with the decision in Paletta, 
should be of general concern to tax advisers. Although the 
change introduced to the source-of-income test is subtle, it 
is nonetheless significant. It now appears that the SCC’s two-
pronged test in Stewart—which had been understood (sim-
plistically) as restricting intention-to-profit questions to cases 
with a personal or hobby element—has been replaced with a 
test that requires a consideration of whether the taxpayer is 
“pursuing profit” regardless of a personal or hobby element. 
In our view, this new test is not consistent with the decision in 
Stewart. Leave was sought from the SCC to review the decision 
of the FCA in Paletta, but it was denied. As a result, advisers 
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themselves as Corpco’s directors effective May 18, 2001, pur-
suant to signed documents. The appointments were reflected 
in the public registry maintained by the Ontario Ministry of 
Consumer and Commercial Relations (“the ministry”) (now 
the Ministry of Government and Consumer Services).

The appellant, who had been adamant from the beginning 
that she was willing to be a director of the corporation only on a 
temporary basis, now informed her spouse that she wanted to be 
removed as a director. Accordingly, the appellant’s spouse con-
tacted his accountant and the accountant’s secretary prepared 
a “Form 1—Initial Return/Notice of Change” (“form 1”). The 
form 1 stated that the appellant’s directorship began on Sep-
tember 4, 2003 and ended on December 12, 2003. At trial, no 
reason for the discrepancy between the May 18, 2001 appoint-
ment and the dates employed on the form 1 was provided. 
The form 1 was placed in Corpco’s minute book. However, 
there was no evidence as to when the form was sent to the 
ministry, other than the accountant’s testimony that his office 
had submitted the form to the ministry. Furthermore, the 
records of the ministry did not reflect the changes reflected 
in the form 1.

Corpco was dissolved in 2013. At the time of the dissolu-
tion, Corpco had outstanding tax liabilities under both the ITA 
and the ETA. The appellant and her spouse were both assessed 
by the minister of national revenue for unremitted tax under 
the ETA and unremitted source deductions under the ITA.

In the earlier TCC decision, it was held, on the basis of 
the decision in Canada v. Chriss (2016 FCA 236), that a valid 
resignation required, for the purposes of the OBCA, a direc-
tor’s personal signature in order to be effective. Therefore, in 
the TCC’s view, since the form 1 did not have a signature, the 
appellant remained a director of Corpco.

The FCA reviewed the Chriss decision and noted that the 
facts in that case involved a resignation letter, prepared by 
the corporation’s solicitor, that was neither dated nor signed 
and remained in a file at the solicitor’s office awaiting sig-
nature. The FCA concluded that the TCC in Chriss had held 
that “where the decision to resign is to be communicated by 
means of a letter, signed by the director, it must be signed to 
be effective.” However, the FCA also held that the decision 
in Chriss “does not require that all resignations must have 
a personal, physical signature to be effective.” In fact, the 
court held that a director may validly resign by e-mail or text. 
The court analogized the scenario in Chriss to an e-mail that 
contains a resignation but remains in the draft folder unsent. 
The FCA also concluded that (1) regardless of the facts, a valid 
resignation must involve no ambiguity about whether a writ-
ten resignation was received by the corporation, and (2) there 
must be certainty about the resignation’s effective date. In this 
case, the FCA found that the TCC had erred in its understand-
ing of the decision in Chriss by imposing a requirement that 
a legally effective resignation must have a physical signature.

The FCA went on to hold that a form 1 is not a resignation 
but a communication by the corporation to the ministry (not, 
importantly, to the corporation itself ). Furthermore, the FCA 
noted that there is no place on a form 1 for a director’s signa-
ture—physical or digital. Finally, examining the form 1 at issue 
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Challenges with Electronic Commerce 
GST/HST Rules
With the rise of e-commerce, the GST/HST regime in Can-
ada’s ETA needed a significant update. In 2020, the Canadian 
government proposed amendments to the ETA, addressing 
three general areas of e-commerce transactions:

• specified supplies of intangible personal property and 
services as defined in subsection 211.1(1) of the ETA, 
which generally include digital products and services 
that are usable in Canada or relate to real property or 
tangible personal property situated in Canada;

• supplies of qualifying tangible personal property as 
it is defined in subsection 211.1(1) of the ETA, which 
generally includes most tangible personal property 
delivered in Canada, unless it is sent by mail or  courier 
to an address in Canada from an address outside 
 Canada; and

• supplies of short-term accommodation through an 
accommodation platform.

These new rules came into effect on July  21, 2021 with 
the addition of subdivision E, “Electronic Commerce,” to div-
ision II of part  IX of the ETA (“the e-commerce rules”). The 
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are left with case law that appears to reopen the door to what 
in substance amount to REOP cases, a result that the SCC in 
Stewart aimed to stop.
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Related-Party Transfers and the 
Flipped-Property Rules
The new “flipped property” rules in subsections 12(12) to (14), 
introduced by Bill C-32 on December 15, 2022 for dispositions 
occurring after 2022, have been the subject of great scrutiny, 
including in this newsletter (see David M. Sherman and Balaji 
(Bal) Katlai, “What Do the ‘Residential Property Flipping’ Rules 
Accomplish?” (2023) 23:1 Tax for the Owner-Manager 1-3). This 
article will explore situations (in particular, situations involv-
ing related-party transfers) where these rules may apply even 
though the circumstances appear unrelated to the provisions’ 
stated purpose.

These rules, according to Finance, have been implemented 
because

[t]he Government is concerned that certain individuals en-
gaged in flipping residential real estate are not properly report-
ing their profits as business income. Instead, these individuals 
may be improperly reporting their profits as capital gains and, 
in some cases, claiming the Principal Residence Exemption. 
(2022 Federal Budget Supplementary Information)

The government views property flipping as “purchasing 
real estate with the intention of reselling the property in a short 
period of time to realize a profit.”

To address this practice, new subsection 12(12) imple-
ments a bright-line test that deems gains from dispositions 
of flipped property to be business income. Subsection 12(13) 
defines “flipped property” as a housing unit of a taxpayer lo-
cated in Canada that was owned by the taxpayer for less than 
365 consecutive days prior to the disposition of the property. 
However, properties that are disposed of owing to, or in an-
ticipation of, one or more of certain kinds of “life events” (for 
example, death, marital breakdown, and insolvency) are not 
considered flipped property.

The carve-outs to the “flipped property” definition are quite 
broad and provide relief in many circumstances. However, little 
or no thought seems to have been given to the many typical 
transactions that may result in a taxpayer owning property for 
less than 365 consecutive days but that fall, in principle, out-
side the activities that the government intended to target. The 
problematic aspect of these situations arises from a lack of any 
ownership-continuity provision in the flipped-property rules.

taxpayer—that there was always a possibility of profit and risk 
of loss from a straddle trade—was rejected.

The FCA in Brown appears to have taken its decision in 
Paletta and filled in this gap in a way that has arguably modi-
fied the SCC’s original test. In Brown, the FCA summarized the 
test in Stewart as follows:

Is there a personal or hobby element to the activity in question?

• If there is a personal or hobby element to the activity 
in question, the next enquiry is whether “the activity is 
being carried out in a commercially sufficient manner 
to constitute a source of income.”

• If there is no personal or hobby element to the activity 
in question, the next enquiry is whether the activity is 
being undertaken in pursuit of profit.

The Test in Brown
In the Brown case, the SCC’s distinction did not prove ma-
terial. As noted above, the FCA rejected the TCC’s decision 
because it had focused on the taxpayer’s personal reasons for 
providing the services rather than on whether the activity was a 
personal endeavour. The FCA also rejected the Crown’s conten-
tion that the taxpayer’s incurring of the gallery’s expenses and 
not being reimbursed for them by arrangement with the gal-
lery were evidence that he was not pursuing a profit. The FCA 
held that, in fact, the taxpayer’s management services activity 
was inextricably linked to the gallery business, allowing it to 
operate until it could generate sufficient revenue to cover all 
of its expenses. Accordingly, the FCA held that the taxpayer’s 
intent was to allow the gallery to generate revenue that, in turn, 
would generate the management fees payable to him and, as a 
result, profit for his management services activity. Therefore, 
the FCA held that the taxpayer was providing his services in 
pursuit of profit.

The FCA declined to rule on whether the expenses incurred 
by the taxpayer were deductible; it returned the matter to the 
TCC to determine the amount, if any, of the non-capital losses, 
for the purposes of the ITA, from the taxpayer’s management 
services business for his 2011, 2012, and 2013 taxation years.

Conclusion
This decision, in conjunction with the decision in Paletta, 
should be of general concern to tax advisers. Although the 
change introduced to the source-of-income test is subtle, it 
is nonetheless significant. It now appears that the SCC’s two-
pronged test in Stewart—which had been understood (sim-
plistically) as restricting intention-to-profit questions to cases 
with a personal or hobby element—has been replaced with a 
test that requires a consideration of whether the taxpayer is 
“pursuing profit” regardless of a personal or hobby element. 
In our view, this new test is not consistent with the decision in 
Stewart. Leave was sought from the SCC to review the decision 
of the FCA in Paletta, but it was denied. As a result, advisers 
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