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Navigating New Waters: The Impact 
on Tax Planning of the CRA’s Latest 
Interpretation of Subsection 55(2) 
and Safe Income
The CRA’s recent paper and presentation at the Canadian Tax 
Foundation’s 2023 annual conference provided the tax com-
munity with the agency’s updated views on safe income and 
its application to subsection 55(2). (See “CRA Update on Sub-
section 55(2) and Safe Income: Where Are We Now?” in the 
forthcoming 2023 Conference Report. In the meantime, down-
load the open access paper from the CTF website.)

Calculating Safe Income
The tax community had historically relied on a two-stage in-
quiry, set out by the FCA in Canada v. Kruco Inc. (2003 FCA 
284), to assess whether income earned or realized could rea-
sonably be considered to contribute to the accrued gain on the 
share—a concept known as “safe income on hand.” The first 
stage of the inquiry calculates income under section 3, and 
then subsection 55(5) modifies it. The second stage evaluates 
whether this modified income remains “on hand” following 
the calculation. The CRA now regards the concept of “safe in-
come on hand” as a vestige of the pre-2015 amendment to the 
subsection 55(2) regime. In the new safe-income landscape, 
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taxpayers need ask only one question: To what extent can a 
corporation’s income, as computed and modified by subsec-
tion 55(5), reasonably be viewed as contributing to the gain on 
its shares? While “safe income on hand” may no longer form 
part of a tax practitioner’s lexicon, this new approach remains 
conceptually similar to the Kruco inquiry insofar as it still re-
quires a calculation of safe income followed by a determination 
of the portion of income that reasonably contributes to the 
gain on shares. In terms of what can “reasonably be viewed,” 
the CRA appears to have shifted its focus to what is “real” 
or tangible. The CRA paper also includes positions on how 
and whether specific items can reasonably be considered to 
contribute to the gain. These positions include the following:

• Phantom income, or income recognized for tax pur-
poses without a corresponding increase in tangible 
assets or cash flow, is excluded from the calculation of 
safe income that contributes to a gain.

• Accrued losses on capital property affect safe-income 
calculations only when such losses are realized.

• Where property with an accrued gain is transferred to 
a corporation on a tax-deferred basis in consideration 
for preferred shares issued by the corporation to the 
transferor, (1) the actual gain on this property, when 
realized, contributes solely to the accrued gain on the 
preferred shares; and (2) it would be unreasonable to 
allocate the safe income realized on the disposition of 
the property to any other shares.

• Income taxes paid or accrued will reduce safe income. 
Moreover, when the income tax liability of a corpor-
ation has decreased because of the payment of a 
dividend before the end of a taxation year that resulted 
in a dividend refund, the corporation’s safe income 
that contributes to a gain will be reduced only by its 
net accrued tax liability. Conversely, if a dividend that 
would trigger a refund is paid after the end of a taxation 
year, the amount of refundable tax is factored into the 
safe income that contributes to a gain only upon receipt 
of the tax refund.

From Theory to Practice: Safe Income in 
Today’s Tax Planning
In the context of corporate reorganizations, it is necessary to 
distinguish between direct safe income (DSI), which reflects 
the particular corporation’s safe income, and indirect safe in-
come (ISI), which includes the safe income from subsidiaries 
of the particular corporation. Various examples in the CRA’s 
paper emphasize the alignment of DSI and ISI with ACB in 
corporate reorganizations, centring on real, tangible after-tax 
income.
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The Stackhouse Case: Interpreting 
Stewart in View of Paletta and Brown
This article will discuss the recent case of Stackhouse v. The 
King (2023 TCC 156), with a focus on Owen J’s comments on 
the “source of income” concept in view of the FCA’s decisions 
in Brown v. Canada (2022 FCA 200) and Canada v. Paletta (2022 
FCA 86). We wrote about the source-of-income topic in an 
earlier issue of this newsletter: see “Brown v. Canada: REOP 
Redux?” in the April 2023 issue of Tax for the Owner-Manager 
(“the April 2023 article”).

The specific issue in Stackhouse was the deductibility of 
certain farm losses incurred by the appellant, Dr.  Dianne 
Stackhouse, in respect of her 2014 and 2015 taxation years. 
Specifically, the appellant was reassessed to restrict her deduc-
tion of farming losses that she incurred to $17,500 in each of 
those taxation years on the basis that subsection 31(1) of the 
ITA applied to each year. The appellant had claimed losses in 
respect of her farming activities in the amount of $530,363 
and $595,904, respectively, in her 2014 and 2015 taxation years.

Subsection 31(1) of the ITA limits a taxpayer’s losses in 
respect of a farming business to a restricted amount if “a 
taxpayer’s chief source of income for a taxation year is nei-
ther farming nor a combination of farming and some other 
source of income that is a subordinate source of income for 
the taxpayer.”

In the decision, after an extensive review of all relevant facts 
and applying subsection 31(1) to those facts, Owen J held that 
the appellant’s chief source of income was her medical practice 
and that her farming business was a subordinate source of 
income. On that basis, the appeal was dismissed.

Background to the Source-of-Income Test
The general test for whether a source of income is present 
was set out by the SCC in Stewart v. Canada (2002 SCC 46). In 
paragraph 50, the court adopted the following two-part test to 
determine whether a source of income exists:

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

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

Critically, in Stewart, the SCC stated in paragraph 53 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 companion 
case of Walls v. Canada (2002 SCC 47), the SCC reconfirmed, 
with respect to the first stage of the test, that “[w]here an activ-
ity is clearly commercial, the taxpayer is necessarily engaged in 
the pursuit of profit, and therefore a source of income exists.”

As we noted in our April 2023 article, Stewart is gener-
ally understood to be the case that rejected the “reasonable 

in proposed subsection 245(0.1) does not reveal a clear and 
unambiguous intent to reverse binding precedent; it seems 
to assign equal importance to (1) taxpayers’ need for certainty 
in planning their affairs (that is, a need for predictability that 
is best satisfied by jurisprudential consistency); and (2) the 
government’s need to collect revenue and promote the appear-
ance of fairness.

An uncritical reader may interpret proposed subsection 
245(5.2) as evidence that the legislator intended to invalidate 
otherwise binding precedent, but close scrutiny of the provi-
sion suggests otherwise. Proposed subsection 245(5.2) pro-
vides that the proposed GAAR penalty will not be assessed if a 
taxpayer—by relying on published administrative guidance, on 
statements made by the minister or another relevant govern-
mental authority, or on one or more court decisions—might 
reasonably have expected GAAR not to apply. The proposed 
provision’s reference to “one or more court decisions” could 
be taken as implying that judicially sanctioned transactions 
may now be subject to GAAR (albeit without the penalty), but 
one can easily reconcile the wording of this provision with a 
legislative intent to preserve binding precedent. For example, 
“one or more court decisions” might refer to non-binding 
decisions rendered under the TCC’s informal procedure, or 
it might refer to cases that would be reversed under other 
amendments to GAAR that are clearly intended to reverse 
binding precedent (for example, the expanded definition of 
“avoidance transaction”).

Nor does the inclusion of the example series in the De-
partment of Finance’s technical notes reveal a legislative in-
tent to target pipelines and similar transactions under GAAR, 
notwithstanding that such an intent is implied in CRA docu-
ment  no. 2023-0987941I7. The impugned technical notes 
do not explicitly say that the lack of economic substance in 
the example series tends to indicate a misuse or abuse; they 
merely say that the series may be viewed as lacking economic 
substance. More importantly, only the intent of the legislator 
(that is, Parliament) is relevant to the interpretation of statutes, 
not the intent of the unelected officials who assist in the execu-
tion of government policy.

Conclusion
It is evident that the proposed amendments to GAAR con-
stitute a watershed in the development of the Act’s broadest 
anti-avoidance rule. Nevertheless, it is my hope that, in spite 
of what has been suggested in administrative guidelines, tax-
payers have reason to believe that pipelines have not yet been 
prohibited.

Robert Santia
Robins Appleby, Toronto
rsantia@robapp.com
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expectation of profit” (REOP) test, which had previously 
formed part of the source-of-income jurisprudence. The SCC 
in Stewart had rejected this approach because of, in part, “its 
vagueness and uncertainty of application,” and because it could 
result in second-guessing bona fide commercial decisions of 
taxpayers.

In Brown, the FCA had held that Paletta stood for the prop-
osition 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.”

Because of this conclusion, the FCA in Brown restated 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.

In our April 2023 article, we stated that this restatement by 
the FCA was inconsistent with the decision in Stewart because 
it effectively required consideration of whether the taxpayer is 
“pursuing profit” regardless of whether a personal or hobby 
element was present (or, in other words, in “clearly commer-
cial” situations). We noted that this restatement by the FCA 
reopened the door to what in substance amounted to REOP 
cases—a result that the SCC in Stewart aimed to stop.

Owen J’s Appraisal of the Brown Decision
In Stackhouse, Owen J was tasked with applying subsection 
31(1) of the ITA to the facts at hand. He stated that the current 
version of subsection 31(1) reflected a legislative attempt to 
restore the meaning given to the provision to what it had been 
before the SCC’s decision in Canada v. Craig (2012 SCC 43). 
That decision had changed the way that the test had been pre-
viously applied by the SCC in Moldowan v. The Queen ([1978] 
1 SCR 480).

Accordingly, Owen J started his analysis by reviewing the 
decision in Moldowan. He noted that Dickson J had observed 
that in the case of farming, the phrase “source of income” 
must contemplate the existence of a business. Owen J then 
reviewed the two-part test in Stewart (along with the accom-
panying commentary by the SCC) and the “rephrasing” of 
the test in Stewart by the FCA in Brown, and he concluded 
that “[w]ith respect, this rephrasing [did] not reflect the test 
stated in Stewart, nor is it justified by the approach taken by 
Noël, C.J. in [Paletta ].”

In Paletta, according to Owen J, Noël J had questioned the 
proposition that “where an activity appears to be inherently 
commercial, it is a source of income even where the activity is 
not in fact carried on for commercial reasons or with a view 

to profit.” Owen J found that the assumption underlying the 
two-part test in Stewart is that a commercial activity is under-
taken for profit. Accordingly, he held that “unless there is some 
reason to question this assumption in the circumstances of a 
particular case, an activity that is on its face clearly a commer-
cial activity as opposed to a personal undertaking is considered 
a source of income.”

In support of this conclusion, Owen J stated that, in Pal-
etta, Noël J had “found that because the evidence revealed that 
there was no pursuit of profit notwithstanding the apparently 
commercial nature of the transactions there could not be a 
business source of income.” In Owen J’s view, however, Noël J 
was not proposing an additional layer of inquiry into whether a 
commercial activity was in pursuit of profit. Owen J concluded 
that Noël J had “recognized that the peculiar facts of the Paletta 
case called into question the validity of the assumption under-
lying the test in Stewart” and had found that the transactions in 
Paletta, although having the appearance of being commercial, 
were in fact not “clearly commercial” when all the relevant 
facts were accounted for.

Accordingly, Owen J stated that the second step in the FCA’s 
rephrasing, in Brown, of the test in Stewart adds “a separate 
inquiry into whether a taxpayer pursues a commercial activity 
for profit.” He concluded that such an approach “would return 
the test to its state prior to the decision in Stewart, where the 
‘pursuit of profit’ aspect of a business was the focus even for 
clearly commercial activities.”

Owen J then requoted part of paragraph 60 of Stewart for 
emphasis: “Where the activity contains no personal element 
and is clearly commercial, no further inquiry is necessary” (em-
phasis and double emphasis added by Owen J). In order to 
apply subsection 31(1) of the ITA to the facts at hand, the TCC 
needed to determine whether the appellant’s farm was a source 
of income. Therefore, Owen J applied his analysis to the ap-
pellant’s farm. The court found that there was no evidence 
that called into question the assumption underlying the test 
in Stewart that the appellant pursued her clearly commercial 
farming activity for profit. Accordingly, the court concluded 
that the appellant’s farm was clearly a commercial activity and 
was, therefore, a source of business income under Stewart.

Conclusion
In our view, Owen J has correctly analyzed the effect of Brown 
on the decision in Stewart. In Paletta, the FCA was dealing with 
very peculiar facts. Those facts dealt with transactions that had 
been determined to have no personal or hobby elements and 
yet were nonetheless held to be not commercial in nature. This 
conclusion in Brown was the result of a factual determination 
by the TCC that the taxpayer had no intention to profit. As we 
noted in our April 2023 article, it was open to the TCC to reach 
an alternative conclusion on that point.

For practitioners dealing with disputes that hinge on the de-
termination of whether a source of income exists and in which 
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Robert Santia
Robins Appleby, Toronto
rsantia@robapp.com
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Contingency Fees for Professional Assistance 
Provided in Respect of Audit Work
The previous version of the guidance stated that “a contingent 
litigation fee arrangement in relation to an appeal of a tax assess-
ment by a lawyer in respect of a tax benefit from a completed 
transaction or series would not on its own, generally constitute 
the provision of a contractual protection.” This position has now 
been extended to professional assistance provided to a taxpayer 
in relation to (1) an audit and (2) the issuance of assessments 
(including proposed reassessments).

Confidentiality Hallmark
The guidance now provides some commentary as to what type 
of confidentiality agreements would trigger the “confidenti-
ality” hallmark under the reportable transaction rules. The 
definition of “confidential protection” in subsection 237.3(1) 
provides that

confidential protection, in respect of a transaction or series of 
transactions, means anything that prohibits the disclosure to 
any person or to the Minister of the details or structure of the 
transaction or series under which a tax benefit results, or would 
result but for section 245, but for greater certainty, the disclaim-
ing or restricting of an advisor’s liability shall not be considered 
confidential protection if it does not prohibit the disclosure of 
the details or structure of the transaction or series.

The guidance arguably narrows this definition by providing 
that “[s]tandard confidentiality agreements that do not require 
tax advice to be confidential, such as a letter of intent that 
includes a confidentiality requirement, do not give rise to a 
reporting requirement,” and that “[s]tandard commercial con-
fidentiality provisions in standard client agreements or docu-
mentation, which do not contemplate a specific identified tax 
benefit or tax treatment would not, in and of themselves, result 
in a reporting obligation.”

Contractual Protection Hallmark
Liability Limitation Clauses
The guidance now states that

[a] limitation of liability clause in a professional engagement 
letter would normally not, in and of itself, trigger a contractual 
protection reporting hallmark, provided that the purpose of 
the limitation clause is to generally limit the accountant’s lia-
bility for negligence (i.e., it is related to professional indemnity 
insurance).

The actual carve-out in the definition of “contractual protec-
tion” in subsection 237.3(1) only provides a carve-out specific-
ally for standard professional liability insurance. It is unclear 
whether the CRA is indicating that the liability limitation 
clause fits within this carve-out or whether such clauses do 
not fall within the ambit of the definition generally (an inter-
pretation that is not obvious on its face).

rules (in section 237.3 of the ITA) and the notifiable trans-
action rules (in section 237.4). Our previous article set out a 
high-level summary of how the MDRs worked, and it high-
lighted commentary provided in the CRA’s guidance (“the 
guidance”), which was released online and recently updated. 
This article will comment on several critical changes to the 
guidance and  will highlight certain legal issues raised by 
the  interaction between the MDRs and the guidance. Our 
coverage of changes to the guidance is not comprehensive, 
and we survey only a selection of the many changes made.

When Do Notifiable Transactions Become 
Reportable? What About Transactions 
Designated After Their Completion?
Footnote 2 of the guidance makes clear that the CRA’s position 
is that a reporting obligation will apply in respect of a series of 
transactions that “straddle” the effective date of designation. 
The guidance states that

[i]f a person enters into a series of transactions that straddle the 
effective date of designation, the reporting requirement will 
be triggered with the first transaction entered into after the 
effective date of designation that is part of a series of trans-
actions that is the same as, or substantially similar to one that is 
designated at that time by the Minister [of National Revenue].

This statement also appears to confirm, by implication, that a 
reporting obligation will not be triggered in respect of a trans-
action or a series of transactions in which every transaction 
forming part of the series has occurred before the time of 
designation by the minister.

The guidance also states that the effective date of designa-
tion of a notifiable transaction will be the date of the desig-
nation’s posting on the CRA website. (Note that the minister 
posted designations of notifiable transactions on November 1, 
2023.)

General Caveats for the Reportable Transaction 
Regime
Regarding the hallmarks, the guidance now states that

[t]he following activities would generally not, in and of them-
selves, meet a legislative hallmark and, as such, would not 
result in a transaction being subject to a reporting obligation 
insofar as the transaction is limited to the circumstances below 
and no other specific hallmark is met.

This comment is an important qualification and indicates that 
although the CRA has identified activities that it does not re-
gard as triggering a reporting obligation under the reportable 
transaction rules, an activity’s inclusion in the list hinges on 
its being a stand-alone item. This qualification gives the CRA 
considerable wiggle room to argue that a listed activity con-
ducted in slightly different circumstances or in tandem with 
another activity could nonetheless be regarded as reportable.
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expectation of profit” (REOP) test, which had previously 
formed part of the source-of-income jurisprudence. The SCC 
in Stewart had rejected this approach because of, in part, “its 
vagueness and uncertainty of application,” and because it could 
result in second-guessing bona fide commercial decisions of 
taxpayers.

In Brown, the FCA had held that Paletta stood for the prop-
osition 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.”

Because of this conclusion, the FCA in Brown restated 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.

In our April 2023 article, we stated that this restatement by 
the FCA was inconsistent with the decision in Stewart because 
it effectively required consideration of whether the taxpayer is 
“pursuing profit” regardless of whether a personal or hobby 
element was present (or, in other words, in “clearly commer-
cial” situations). We noted that this restatement by the FCA 
reopened the door to what in substance amounted to REOP 
cases—a result that the SCC in Stewart aimed to stop.

Owen J’s Appraisal of the Brown Decision
In Stackhouse, Owen J was tasked with applying subsection 
31(1) of the ITA to the facts at hand. He stated that the current 
version of subsection 31(1) reflected a legislative attempt to 
restore the meaning given to the provision to what it had been 
before the SCC’s decision in Canada v. Craig (2012 SCC 43). 
That decision had changed the way that the test had been pre-
viously applied by the SCC in Moldowan v. The Queen ([1978] 
1 SCR 480).

Accordingly, Owen J started his analysis by reviewing the 
decision in Moldowan. He noted that Dickson J had observed 
that in the case of farming, the phrase “source of income” 
must contemplate the existence of a business. Owen J then 
reviewed the two-part test in Stewart (along with the accom-
panying commentary by the SCC) and the “rephrasing” of 
the test in Stewart by the FCA in Brown, and he concluded 
that “[w]ith respect, this rephrasing [did] not reflect the test 
stated in Stewart, nor is it justified by the approach taken by 
Noël, C.J. in [Paletta ].”

In Paletta, according to Owen J, Noël J had questioned the 
proposition that “where an activity appears to be inherently 
commercial, it is a source of income even where the activity is 
not in fact carried on for commercial reasons or with a view 

to profit.” Owen J found that the assumption underlying the 
two-part test in Stewart is that a commercial activity is under-
taken for profit. Accordingly, he held that “unless there is some 
reason to question this assumption in the circumstances of a 
particular case, an activity that is on its face clearly a commer-
cial activity as opposed to a personal undertaking is considered 
a source of income.”

In support of this conclusion, Owen J stated that, in Pal-
etta, Noël J had “found that because the evidence revealed that 
there was no pursuit of profit notwithstanding the apparently 
commercial nature of the transactions there could not be a 
business source of income.” In Owen J’s view, however, Noël J 
was not proposing an additional layer of inquiry into whether a 
commercial activity was in pursuit of profit. Owen J concluded 
that Noël J had “recognized that the peculiar facts of the Paletta 
case called into question the validity of the assumption under-
lying the test in Stewart” and had found that the transactions in 
Paletta, although having the appearance of being commercial, 
were in fact not “clearly commercial” when all the relevant 
facts were accounted for.

Accordingly, Owen J stated that the second step in the FCA’s 
rephrasing, in Brown, of the test in Stewart adds “a separate 
inquiry into whether a taxpayer pursues a commercial activity 
for profit.” He concluded that such an approach “would return 
the test to its state prior to the decision in Stewart, where the 
‘pursuit of profit’ aspect of a business was the focus even for 
clearly commercial activities.”

Owen J then requoted part of paragraph 60 of Stewart for 
emphasis: “Where the activity contains no personal element 
and is clearly commercial, no further inquiry is necessary” (em-
phasis and double emphasis added by Owen J). In order to 
apply subsection 31(1) of the ITA to the facts at hand, the TCC 
needed to determine whether the appellant’s farm was a source 
of income. Therefore, Owen J applied his analysis to the ap-
pellant’s farm. The court found that there was no evidence 
that called into question the assumption underlying the test 
in Stewart that the appellant pursued her clearly commercial 
farming activity for profit. Accordingly, the court concluded 
that the appellant’s farm was clearly a commercial activity and 
was, therefore, a source of business income under Stewart.

Conclusion
In our view, Owen J has correctly analyzed the effect of Brown 
on the decision in Stewart. In Paletta, the FCA was dealing with 
very peculiar facts. Those facts dealt with transactions that had 
been determined to have no personal or hobby elements and 
yet were nonetheless held to be not commercial in nature. This 
conclusion in Brown was the result of a factual determination 
by the TCC that the taxpayer had no intention to profit. As we 
noted in our April 2023 article, it was open to the TCC to reach 
an alternative conclusion on that point.

For practitioners dealing with disputes that hinge on the de-
termination of whether a source of income exists and in which 
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expectation of profit” (REOP) test, which had previously 
formed part of the source-of-income jurisprudence. The SCC 
in Stewart had rejected this approach because of, in part, “its 
vagueness and uncertainty of application,” and because it could 
result in second-guessing bona fide commercial decisions of 
taxpayers.

In Brown, the FCA had held that Paletta stood for the prop-
osition 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.”

Because of this conclusion, the FCA in Brown restated 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.

In our April 2023 article, we stated that this restatement by 
the FCA was inconsistent with the decision in Stewart because 
it effectively required consideration of whether the taxpayer is 
“pursuing profit” regardless of whether a personal or hobby 
element was present (or, in other words, in “clearly commer-
cial” situations). We noted that this restatement by the FCA 
reopened the door to what in substance amounted to REOP 
cases—a result that the SCC in Stewart aimed to stop.

Owen J’s Appraisal of the Brown Decision
In Stackhouse, Owen J was tasked with applying subsection 
31(1) of the ITA to the facts at hand. He stated that the current 
version of subsection 31(1) reflected a legislative attempt to 
restore the meaning given to the provision to what it had been 
before the SCC’s decision in Canada v. Craig (2012 SCC 43). 
That decision had changed the way that the test had been pre-
viously applied by the SCC in Moldowan v. The Queen ([1978] 
1 SCR 480).

Accordingly, Owen J started his analysis by reviewing the 
decision in Moldowan. He noted that Dickson J had observed 
that in the case of farming, the phrase “source of income” 
must contemplate the existence of a business. Owen J then 
reviewed the two-part test in Stewart (along with the accom-
panying commentary by the SCC) and the “rephrasing” of 
the test in Stewart by the FCA in Brown, and he concluded 
that “[w]ith respect, this rephrasing [did] not reflect the test 
stated in Stewart, nor is it justified by the approach taken by 
Noël, C.J. in [Paletta ].”

In Paletta, according to Owen J, Noël J had questioned the 
proposition that “where an activity appears to be inherently 
commercial, it is a source of income even where the activity is 
not in fact carried on for commercial reasons or with a view 

to profit.” Owen J found that the assumption underlying the 
two-part test in Stewart is that a commercial activity is under-
taken for profit. Accordingly, he held that “unless there is some 
reason to question this assumption in the circumstances of a 
particular case, an activity that is on its face clearly a commer-
cial activity as opposed to a personal undertaking is considered 
a source of income.”

In support of this conclusion, Owen J stated that, in Pal-
etta, Noël J had “found that because the evidence revealed that 
there was no pursuit of profit notwithstanding the apparently 
commercial nature of the transactions there could not be a 
business source of income.” In Owen J’s view, however, Noël J 
was not proposing an additional layer of inquiry into whether a 
commercial activity was in pursuit of profit. Owen J concluded 
that Noël J had “recognized that the peculiar facts of the Paletta 
case called into question the validity of the assumption under-
lying the test in Stewart” and had found that the transactions in 
Paletta, although having the appearance of being commercial, 
were in fact not “clearly commercial” when all the relevant 
facts were accounted for.

Accordingly, Owen J stated that the second step in the FCA’s 
rephrasing, in Brown, of the test in Stewart adds “a separate 
inquiry into whether a taxpayer pursues a commercial activity 
for profit.” He concluded that such an approach “would return 
the test to its state prior to the decision in Stewart, where the 
‘pursuit of profit’ aspect of a business was the focus even for 
clearly commercial activities.”

Owen J then requoted part of paragraph 60 of Stewart for 
emphasis: “Where the activity contains no personal element 
and is clearly commercial, no further inquiry is necessary” (em-
phasis and double emphasis added by Owen J). In order to 
apply subsection 31(1) of the ITA to the facts at hand, the TCC 
needed to determine whether the appellant’s farm was a source 
of income. Therefore, Owen J applied his analysis to the ap-
pellant’s farm. The court found that there was no evidence 
that called into question the assumption underlying the test 
in Stewart that the appellant pursued her clearly commercial 
farming activity for profit. Accordingly, the court concluded 
that the appellant’s farm was clearly a commercial activity and 
was, therefore, a source of business income under Stewart.

Conclusion
In our view, Owen J has correctly analyzed the effect of Brown 
on the decision in Stewart. In Paletta, the FCA was dealing with 
very peculiar facts. Those facts dealt with transactions that had 
been determined to have no personal or hobby elements and 
yet were nonetheless held to be not commercial in nature. This 
conclusion in Brown was the result of a factual determination 
by the TCC that the taxpayer had no intention to profit. As we 
noted in our April 2023 article, it was open to the TCC to reach 
an alternative conclusion on that point.
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expectation of profit” (REOP) test, which had previously 
formed part of the source-of-income jurisprudence. The SCC 
in Stewart had rejected this approach because of, in part, “its 
vagueness and uncertainty of application,” and because it could 
result in second-guessing bona fide commercial decisions of 
taxpayers.

In Brown, the FCA had held that Paletta stood for the prop-
osition 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.”

Because of this conclusion, the FCA in Brown restated 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.

In our April 2023 article, we stated that this restatement by 
the FCA was inconsistent with the decision in Stewart because 
it effectively required consideration of whether the taxpayer is 
“pursuing profit” regardless of whether a personal or hobby 
element was present (or, in other words, in “clearly commer-
cial” situations). We noted that this restatement by the FCA 
reopened the door to what in substance amounted to REOP 
cases—a result that the SCC in Stewart aimed to stop.

Owen J’s Appraisal of the Brown Decision
In Stackhouse, Owen J was tasked with applying subsection 
31(1) of the ITA to the facts at hand. He stated that the current 
version of subsection 31(1) reflected a legislative attempt to 
restore the meaning given to the provision to what it had been 
before the SCC’s decision in Canada v. Craig (2012 SCC 43). 
That decision had changed the way that the test had been pre-
viously applied by the SCC in Moldowan v. The Queen ([1978] 
1 SCR 480).

Accordingly, Owen J started his analysis by reviewing the 
decision in Moldowan. He noted that Dickson J had observed 
that in the case of farming, the phrase “source of income” 
must contemplate the existence of a business. Owen J then 
reviewed the two-part test in Stewart (along with the accom-
panying commentary by the SCC) and the “rephrasing” of 
the test in Stewart by the FCA in Brown, and he concluded 
that “[w]ith respect, this rephrasing [did] not reflect the test 
stated in Stewart, nor is it justified by the approach taken by 
Noël, C.J. in [Paletta ].”

In Paletta, according to Owen J, Noël J had questioned the 
proposition that “where an activity appears to be inherently 
commercial, it is a source of income even where the activity is 
not in fact carried on for commercial reasons or with a view 

to profit.” Owen J found that the assumption underlying the 
two-part test in Stewart is that a commercial activity is under-
taken for profit. Accordingly, he held that “unless there is some 
reason to question this assumption in the circumstances of a 
particular case, an activity that is on its face clearly a commer-
cial activity as opposed to a personal undertaking is considered 
a source of income.”

In support of this conclusion, Owen J stated that, in Pal-
etta, Noël J had “found that because the evidence revealed that 
there was no pursuit of profit notwithstanding the apparently 
commercial nature of the transactions there could not be a 
business source of income.” In Owen J’s view, however, Noël J 
was not proposing an additional layer of inquiry into whether a 
commercial activity was in pursuit of profit. Owen J concluded 
that Noël J had “recognized that the peculiar facts of the Paletta 
case called into question the validity of the assumption under-
lying the test in Stewart” and had found that the transactions in 
Paletta, although having the appearance of being commercial, 
were in fact not “clearly commercial” when all the relevant 
facts were accounted for.

Accordingly, Owen J stated that the second step in the FCA’s 
rephrasing, in Brown, of the test in Stewart adds “a separate 
inquiry into whether a taxpayer pursues a commercial activity 
for profit.” He concluded that such an approach “would return 
the test to its state prior to the decision in Stewart, where the 
‘pursuit of profit’ aspect of a business was the focus even for 
clearly commercial activities.”

Owen J then requoted part of paragraph 60 of Stewart for 
emphasis: “Where the activity contains no personal element 
and is clearly commercial, no further inquiry is necessary” (em-
phasis and double emphasis added by Owen J). In order to 
apply subsection 31(1) of the ITA to the facts at hand, the TCC 
needed to determine whether the appellant’s farm was a source 
of income. Therefore, Owen J applied his analysis to the ap-
pellant’s farm. The court found that there was no evidence 
that called into question the assumption underlying the test 
in Stewart that the appellant pursued her clearly commercial 
farming activity for profit. Accordingly, the court concluded 
that the appellant’s farm was clearly a commercial activity and 
was, therefore, a source of business income under Stewart.

Conclusion
In our view, Owen J has correctly analyzed the effect of Brown 
on the decision in Stewart. In Paletta, the FCA was dealing with 
very peculiar facts. Those facts dealt with transactions that had 
been determined to have no personal or hobby elements and 
yet were nonetheless held to be not commercial in nature. This 
conclusion in Brown was the result of a factual determination 
by the TCC that the taxpayer had no intention to profit. As we 
noted in our April 2023 article, it was open to the TCC to reach 
an alternative conclusion on that point.
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expectation of profit” (REOP) test, which had previously 
formed part of the source-of-income jurisprudence. The SCC 
in Stewart had rejected this approach because of, in part, “its 
vagueness and uncertainty of application,” and because it could 
result in second-guessing bona fide commercial decisions of 
taxpayers.

In Brown, the FCA had held that Paletta stood for the prop-
osition 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.”

Because of this conclusion, the FCA in Brown restated 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.

In our April 2023 article, we stated that this restatement by 
the FCA was inconsistent with the decision in Stewart because 
it effectively required consideration of whether the taxpayer is 
“pursuing profit” regardless of whether a personal or hobby 
element was present (or, in other words, in “clearly commer-
cial” situations). We noted that this restatement by the FCA 
reopened the door to what in substance amounted to REOP 
cases—a result that the SCC in Stewart aimed to stop.

Owen J’s Appraisal of the Brown Decision
In Stackhouse, Owen J was tasked with applying subsection 
31(1) of the ITA to the facts at hand. He stated that the current 
version of subsection 31(1) reflected a legislative attempt to 
restore the meaning given to the provision to what it had been 
before the SCC’s decision in Canada v. Craig (2012 SCC 43). 
That decision had changed the way that the test had been pre-
viously applied by the SCC in Moldowan v. The Queen ([1978] 
1 SCR 480).

Accordingly, Owen J started his analysis by reviewing the 
decision in Moldowan. He noted that Dickson J had observed 
that in the case of farming, the phrase “source of income” 
must contemplate the existence of a business. Owen J then 
reviewed the two-part test in Stewart (along with the accom-
panying commentary by the SCC) and the “rephrasing” of 
the test in Stewart by the FCA in Brown, and he concluded 
that “[w]ith respect, this rephrasing [did] not reflect the test 
stated in Stewart, nor is it justified by the approach taken by 
Noël, C.J. in [Paletta ].”

In Paletta, according to Owen J, Noël J had questioned the 
proposition that “where an activity appears to be inherently 
commercial, it is a source of income even where the activity is 
not in fact carried on for commercial reasons or with a view 

to profit.” Owen J found that the assumption underlying the 
two-part test in Stewart is that a commercial activity is under-
taken for profit. Accordingly, he held that “unless there is some 
reason to question this assumption in the circumstances of a 
particular case, an activity that is on its face clearly a commer-
cial activity as opposed to a personal undertaking is considered 
a source of income.”

In support of this conclusion, Owen J stated that, in Pal-
etta, Noël J had “found that because the evidence revealed that 
there was no pursuit of profit notwithstanding the apparently 
commercial nature of the transactions there could not be a 
business source of income.” In Owen J’s view, however, Noël J 
was not proposing an additional layer of inquiry into whether a 
commercial activity was in pursuit of profit. Owen J concluded 
that Noël J had “recognized that the peculiar facts of the Paletta 
case called into question the validity of the assumption under-
lying the test in Stewart” and had found that the transactions in 
Paletta, although having the appearance of being commercial, 
were in fact not “clearly commercial” when all the relevant 
facts were accounted for.

Accordingly, Owen J stated that the second step in the FCA’s 
rephrasing, in Brown, of the test in Stewart adds “a separate 
inquiry into whether a taxpayer pursues a commercial activity 
for profit.” He concluded that such an approach “would return 
the test to its state prior to the decision in Stewart, where the 
‘pursuit of profit’ aspect of a business was the focus even for 
clearly commercial activities.”

Owen J then requoted part of paragraph 60 of Stewart for 
emphasis: “Where the activity contains no personal element 
and is clearly commercial, no further inquiry is necessary” (em-
phasis and double emphasis added by Owen J). In order to 
apply subsection 31(1) of the ITA to the facts at hand, the TCC 
needed to determine whether the appellant’s farm was a source 
of income. Therefore, Owen J applied his analysis to the ap-
pellant’s farm. The court found that there was no evidence 
that called into question the assumption underlying the test 
in Stewart that the appellant pursued her clearly commercial 
farming activity for profit. Accordingly, the court concluded 
that the appellant’s farm was clearly a commercial activity and 
was, therefore, a source of business income under Stewart.

Conclusion
In our view, Owen J has correctly analyzed the effect of Brown 
on the decision in Stewart. In Paletta, the FCA was dealing with 
very peculiar facts. Those facts dealt with transactions that had 
been determined to have no personal or hobby elements and 
yet were nonetheless held to be not commercial in nature. This 
conclusion in Brown was the result of a factual determination 
by the TCC that the taxpayer had no intention to profit. As we 
noted in our April 2023 article, it was open to the TCC to reach 
an alternative conclusion on that point.
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and should therefore be considered inventory. The taxpayer’s 
president and CEO, in identifying the goal of these invest-
ments, referred to “forming long-term joint ventures,” and he 
described the share acquisitions as “the first step to a long 20-, 
30-year deal.” He also testified that “[w]hether or not we ever 
sold the shares was immaterial” and that when the taxpayer 
“bought equity in a company [it] was to keep it as long as [it] 
possibly could.” The TCC held that this language indicated that 
the shares were acquired not for the purpose of resale but for 
the purpose of forging long-term business relationships. The 
FCA found no error in the TCC’s conclusion that the loss on 
disposition of the shares was capital in nature.

Atlantic Packaging: Sale of Business Assets 
Through New Subsidiary
In contrast, the FCA in Atlantic Packaging Products Ltd. v. 
Canada (2020 FCA 75) held that the taxpayer had disposed 
of shares of a subsidiary on account of income. The taxpayer 
transferred business assets held for many years to this new 
subsidiary in order to sell a business division. The taxpayer 
argued that it had disposed of all or substantially all of the 
assets used in a business for consideration that included 
the shares of the subsidiary, such that the gain was deemed 
to be on capital account pursuant to section 54.2. The TCC, 
however, determined that the assets transferred fell well short 
of being “all or substantially all” of the assets used in the busi-
ness. Because the taxpayer had relied entirely on section 54.2, 
it did not present evidence to rebut the CRA’s assumption that 
the shares of the subsidiary were acquired for the purpose of 
profitable resale. The FCA refused to permit the question of in-
tent to be raised on appeal.

It is uncertain whether the courts would have considered 
the long-term use of the underlying assets as indicating a cap-
ital gain on the shares or whether it would have considered the 
rapid incorporation, asset transfer, and sale of the subsidiary 
as indicating that the shares were acquired for the purpose of 
resale at a profit.

Similar strategies are often implemented for the sale of un-
incorporated businesses, providing a way to take advantage of 
the lifetime capital gains exemption on the disposition. Sub-
paragraph 110.6(14)(f )(ii) permits such sales without the usual 
24-month required holding period, but it also requires, again, 
that the shares be issued as consideration for all or substantially 
all assets used in the business. Therefore, section 54.2 should 
always apply to deem these gains to be on capital account.

Election: Canadian Securities
Had the risk of income treatment been anticipated, Atlantic 
Packaging could have considered electing under subsection 
39(4) to have all of its dispositions of Canadian securities  
deemed to be on account of capital. Such an election is unavail-
able to specific taxpayers, listed in subsection 39(5), including 

the additional inquiry proposed by Brown may prove problem-
atic, it may be helpful to adopt the interpretation articulated 
by Owen J in Stackhouse. In Paletta, in our view, the FCA dis-
tinguished Stewart in respect of situations where, although no 
hobby or personal element exists, the taxpayer has no intention 
to profit. We are also of the view that Stewart is still good law, 
and a binding precedent. Therefore, in determining whether 
a source of income exists, further inquiry into whether there 
is the “intention to profit,” in situations where there are no 
personal or hobby elements, should be required only when 
there is evidence that calls into question the “pursuit of profit” 
assumption underlying the test in Stewart.

Perhaps the SCC, at some future date, will revisit the juris-
prudence to resolve the ambiguity that appears to have arisen 
from the decision in Brown. We hope that, in the interim, 
Owen  J’s comments and conclusions will prove helpful to 
courts tasked with applying the existing jurisprudence.
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Income Versus Capital: Some Thoughts 
from Recent Jurisprudence
The recent decision in Procon Mining and Tunnelling Ltd. v. 
Canada (2024 FCA 1) reminds us that determining whether an 
asset is held on income or capital account requires an analysis 
of all relevant facts and circumstances. Such an analysis makes 
it possible to assess the taxpayer’s primary intention for the use 
of the asset at the time it was acquired. If the intention was to 
resell it at a profit, the asset is considered to have been acquired 
as inventory, and its disposition will result in ordinary income 
or losses. Assets acquired with other intentions—for personal 
use, for example, or to generate income from a business—are 
considered to be held on capital account. Discharging a tax-
payer’s burden of proof to establish its primary intention in 
acquiring the asset may not be simple; as the courts are well 
aware, taxpayers prefer capital gains and income losses.

This is the first of two articles we are devoting to the discus-
sion of specific issues related to the differentiation of capital 
and income gains. This article focuses on issues raised by 
recent case law on securities sales.

Procon: Assets “Inextricably Linked” to Business
In Procon, the taxpayer asserted that losses on shares of junior 
mining corporations were on income account. This was con-
trary to the CRA’s assessment, which was that the losses were 
capital in nature. The taxpayer noted that the shares produced 
no income and were “inextricably linked” to, were “a neces-
sary and integral part of,” and were “acquired in the course 
of” their business, but they were not used within the business 


