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     The Supreme Court of Canada on October 19 issued its
long-awaited decisions in Mathew et al. v. Canada and Canada Trustco Mortgage Co.
v. Canada. (For prior coverage, see 2005 WTD 202-1 or Doc 2005-21243. For the
decision in Canada Trustco Mortgage Co. v. Canada (2005 SCC 54), see 2005 WTD 202-
7 or Doc 2005-21238; for the decision in Mathew v. Canada (2005 SCC 55), see 2005
WTD 202-8 or
Doc 2005-21239.)

     The two decisions are the Supreme Court’s first pronouncement on the
application and interpretation of Canada’s general antiavoidance rule. The GAAR
was first introduced in Canada in the Income Tax Act (ITA) in 1988. The purpose of
the provision was to distinguish between legitimate tax planning and abusive tax
avoidance. In essence, the GAAR is meant to prevent abusive tax avoidance
transactions while recognizing taxpayers’ need for certainty in planning their
affairs. The GAAR did not receive any judicial consideration until the late 1990s,
and it was not until the new millennium that the Federal Court of Appeal issued
its first decision on the interpretation of the GAAR in OSFC Holdings Ltd. v. The
Queen, 2001 DTC 5471 (FCA). (For that decision, see 2001 WTD 190-26 or
Doc 2001-25043.)

GAAR Framework

     The GAAR is found in subsection 245(2) of the ITA, which provides that, when
a transaction is an “avoidance transaction,” the tax consequences to a person
shall be determined as is reasonable under the circumstances to deny the “tax
benefit” that would otherwise result from the transaction, or from a series of
transactions that includes that transaction.

     A “tax benefit” means a reduction, avoidance, or deferral of tax or other
amount payable under the ITA, or an increase in a refund of tax or other amount
payable under the ITA. An “avoidance transaction” is any transaction that either
in itself, or as part of a series of transactions, would -- in the absence of the
GAAR -- result, directly or indirectly, in a tax benefit, unless the transaction
may reasonably be considered to have been undertaken or arranged primarily for
bona fide purposes other than to obtain the tax benefit.

     A taxpayer who has entered into an avoidance transaction that would otherwise
be caught by subsection 245(2) of the ITA may be saved by the operation of
subsection 245(4), which provides that subsection 245(2) will not apply to deny
the tax benefit obtained by a taxpayer under an avoidance transaction if the
transaction does not result, directly or indirectly, in a misuse of the provisions
of the ITA or an abuse related to the provisions of the ITA, other than the GAAR,
read as a whole.

Lower Courts’ Decisions in OSFC

     The OSFC decision was based on the same series of transactions as the Mathew
case. Standard Trust Company was in the business of lending money on the security
of mortgages. In the early 1990s, with the fall of the real estate market,
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Standard became insolvent. Ernst & Young (E&Y) was appointed as liquidator, and
devised a plan to sell Standard's mortgage portfolio and preserve the unrealized
tax losses. Standard incorporated a subsidiary (1004568) and formed the STIL II
partnership, with Standard having a 99 percent interest and 1004568 having a 1
percent interest. Standard contributed the mortgage portfolio to the STIL II
partnership. In accordance with subsection 18(13) of the ITA (which at the time
denied the losses to a transferer, but added them to the cost base of the property
transferred to a non-arm’s-length transferee), the STIL II partnership acquired
the portfolio with a tax cost of approximately C $85 million (the historical tax
cost of the properties to Standard), although the current market value was
approximately C $33 million.

     After lengthy negotiations and significant due diligence, OSFC, which was in
the business of acquiring mortgages, purchased Standard's interest in the STIL II
partnership for consideration consisting of C $17.5 million in cash, an earn-out
based on the proceeds from the subsequent disposition of the portfolio, and up to
C $5 million for the tax losses, the payment of which was contingent on the
successful deduction of the losses.

     Thereafter, OSFC sold its 99 percent interest in the STIL II partnership to
the SRMP partnership in return for cash of C $3.5 million, 81 percent of the
income of the SRMP partnership from the portfolio, and 25 percent of any losses
realized.

     In its 1993 tax year, the SRMP partnership realized a tax loss in excess of C
$52 million. The Canada Revenue Agency (CRA) disallowed OSFC's share of the loss
(approximately C $12.5 million). The Tax Court upheld the CRA's disallowance of
the loss, and OSFC appealed to the Federal Court of Appeal.

     The majority of the Federal Court of Appeal decided against OSFC on the basis
that the GAAR applied. The court commented that:

o there should be a “results test” to determine if there was a tax benefit;

o the “purpose test” should be applied only to determine the primary purpose
(meaning that if it is tax avoidance, the taxpayer may lose); and

o all of the steps constituted a series of transactions despite the fact that
the initial steps occurred before OSFC was involved.

     Although the Federal Court of Appeal concluded that “a series of
transactions” under common law would not include the transaction OSFC entered
into, it found that, in accordance with the application of subsection 245(10) of
the ITA, the OSFC transaction was deemed to be part of the series of transactions.

     The court held that OSFC had a bona fide business purpose to acquire the STIL
II partnership interest (it wanted to acquire the portfolio), but also had a tax
purpose (it wanted to obtain the tax loss). The court reviewed the policy
objectives of a provision of the ITA and held that the ITA had as a policy
objective the prohibition of loss trading by unrelated corporations. The court
found that the primary purpose of the series of transactions was to obtain access
to the tax losses. There was no misuse of the ITA (as subsection 18(13) of the ITA
specifically provided that the loss would be denied and added to the tax cost of
the portfolio to the purchaser). However, an abuse of the provisions of the ITA
read as a whole had occurred, as the substance of the transactions was a corporate
loss transfer between unrelated corporations.
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     OSFC applied for leave to appeal to the Supreme Court of Canada.
Unfortunately, the Supreme Court of Canada denied OSFC’s application.

Lower Courts’ Decisions in Mathew

     The decision in Mathew dealt with the partners of the SRMP partnership who
purchased the 99 percent interest in the STIL II partnership from OSFC. Many of
the partners of the SRMP partnership were tax lawyers. The partners claimed their
proportionate share of the losses, but the minister of national revenue disallowed
the losses on the basis of the GAAR. The partners appealed, arguing, in essence,
that the transactions undertaken by a third party without identifying the
partners, or without their having knowledge thereof, cannot form part of a series
of transactions that results in a tax benefit for them. The partners also
challenged the constitutionality of the GAAR, arguing that the GAAR provision is
too vague, and that as a result, the GAAR is an infringement against the right to
be free from arbitrary laws, as established in section 7 of the Canadian Charter
of Rights and Freedoms.

     Not surprisingly, the partners lost, both at the Tax Court and at the Federal
Court of Appeal (sub nom. Kaulius). Regarding the GAAR issue, the courts accepted
and applied the reasoning and conclusions of the Federal Court of Appeal in OSFC.
They found that the sale of the 99 percent interest in the STIL II partnership to
the partners was part of the series of transactions, and that the partners knew
about the Standard transactions, as well as the OSFC transactions. The courts also
rejected the partners’ argument that the GAAR is unconstitutional. They said the
GAAR did not infringe on the partners’ right to liberty under section 7 of the
charter. A restriction on a taxpayer’s ability to rely on specific provisions or
specific words of the ITA in a manner not in accordance with their object and
spirit, or on the ITA read as a whole, for the purpose of planning transactions in
order to mitigate tax consequences cannot be characterized as infringing a
fundamentally or inherently personal right analogous to the right to choose where
one lives, the courts said. Surprisingly (given that OSFC did not get leave to
appeal), the Supreme Court granted the partners’ application for leave to appeal.

Lower Courts’ Decisions in Canada Trustco

     The method of analyzing the application of the GAAR laid out by the Federal
Court of Appeal in OSFC has been followed in subsequent cases. In Canada Trustco
Mortgage Co. v. The Queen, [2003] 4 CTC 2009, the transactions under review
involved a sale-leaseback transaction coupled with a prepayment of lease
obligations and defeasance deposit. The transactions in Canada Trustco were
numerous and factually complex, but the steps of the transactions were essentially
as follows:

o Canada Trustco borrowed approximately C $97 million from a bank on a limited
recourse basis, and applied those funds (including C $23 million of its own
funds) to purchase trailers from Transamerica Leasing Inc. (TLI) for C $120
million, which was agreed to be the fair market value of the trailers.

o Canada Trustco immediately leased the trailers to a U.K. entity (MAIL). MAIL
was provided with an option to purchase the trailers.

o MAIL in turn subleased the trailers to TLI under the same or similar terms as
those in the lease between Canada Trustco and MAIL. The sublease also
contained a purchase option in favor of TLI.
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o TLI immediately prepaid all of its sublease payments to MAIL, which amounted
to approximately C $120 million. As a result of the prepayment, TLI had no
ongoing sublease payment obligations under the sublease.

o The next day, MAIL applied the prepayment it received from TLI by depositing
C $97 million with the bank (an amount equal to that of the loan made by the
bank to Canada Trustco), and the balance of the prepayment was paid to an
affiliate of the bank (RBC Jersey) on the condition that RBC Jersey would use
the funds to purchase a government of Ontario bond.

o RBC Jersey purchased the government of Ontario bond, which it in turn pledged
to Canada Trustco in support of certain MAIL obligations on termination of
the lease from Canada Trustco to MAIL.

o Canada Trustco immediately assigned to the bank the rent payments owed to
Canada Trustco from MAIL under the lease. Canada Trustco also provided MAIL
with an instruction to pay the assigned rent payments to the bank, so that
the bank would apply the rent payments directly to the installment payments
due by Canada Trustco to the bank under the terms of the loan. The bank’s
recourse under the loan was limited to the rent payments assigned to it by
Canada Trustco. The rent payments under the lease would be applied to pay off
the loan by the bank, and the remainder of the purchase price would be
covered by the government of Ontario bond.

     The result of those steps was that Canada Trustco would not be at economic
risk with respect to its purchase of the trailers, and that Canada Trustco would
be entitled to claim a substantial capital cost allowance (CCA) for the full C
$120 million paid for the trailers. In addition, Canada Trustco would be entitled,
for tax purposes, to deduct the interest expense on the loan from the bank. As a
result, Canada Trustco would be entitled to tax deductions in excess of its lease
income, allowing it to shelter its other income from tax. From an economic point
of view, Canada Trustco was not at risk regarding its cost of acquiring the
trailers because of the various nonrecourse, pledge, support, and security
arrangements.

     The only issue in Canada Trustco was whether the GAAR applied to disallow the
CCA claimed by Canada Trustco. In determining whether the GAAR applied, the Tax
Court of Canada purported to follow the test set out by the Federal Court of
Appeal in OSFC. The first step in the GAAR analysis was determining whether Canada
Trustco obtained a tax benefit. The court had no difficulty finding that the CCA
claimed by Canada Trustco resulted in “a tax deferral which would therefore be a
tax benefit.”

     The Tax Court went on to consider whether there was an avoidance transaction.
Without explicitly identifying the offending transaction (that is, the sale-
leaseback or the sale-leaseback in connection with the prepayment and defeasance
deposits), the Tax Court concluded that the transaction was an avoidance
transaction within the meaning of subsection 245(3) of the ITA.

     After finding that there was an avoidance transaction, the Tax Court looked
at whether there was a misuse of the relevant provisions. In its misuse analysis,
the court stated that the policy regarding the leasing property rules was that
“the object and spirit of the relevant provisions is to limit the generous CCA
treatment in lease financing arrangements to a recognition of money invested to
acquire property leased for operational purposes, and for which CCA reasonably
approximates actual depreciation, to the extent that such property is consumed in
an income-earning process, such consumption is limited to deductions against
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leasing income.” Applying that policy, the court found that the transaction did
not result in a misuse of the leasing property rules. The court reasoned that the
transaction was similar to most sale-leaseback transactions involving exempt
properties, as defined in paragraph 1100(1.13)(a) of the income tax regulations
(hereafter referred to as “the regulations”). The court stated that the GAAR
“should not permit a recharacterization of a transaction to find the transaction
is abusive in its recharacterized form. The transaction must be found in its legal
context and if found abusive, only then recharacterized to determine the
reasonable tax consequences.”  Therefore, the GAAR did not apply to disallow the
CCA claimed by Canada Trustco.

     On appeal, the Federal Court of Appeal affirmed summarily from the bench the
Tax Court’s decision in Canada Trustco. The revenue minister further sought leave
to appeal to the Supreme Court of Canada, and leave to appeal was granted.

     The decisions of the Tax Court and the Federal Court of Appeal in Canada
Trustco were welcomed by tax advisers and taxpayers. However, some authors have
suggested that the analysis undertaken by both the Tax Court and the Federal Court
of Appeal regarding whether there had been a misuse of a specific provision of the
ITA, and abuse of the provisions of the ITA read as a whole, was flawed.
According to Prof. Brian Arnold,1 Justice Campbell J. Miller of the Tax Court of
Canada, in rendering his decision in Canada Trustco, was “searching for the
‘underlying policy,’ the policy underlying the statutory scheme. In effect,
[Miller] is requiring the [Minister of National Revenue] to show not only the
statutory scheme of the [Income Tax] Act, but also the tax policy justification
for that scheme.” In Arnold’s view, “the policy underlying the statutory scheme is
irrelevant to the courts. It is no concern of the courts why Parliament chose to
distinguish between the timing of the deduction of simple interest and that of
compound interest. The role of the courts is to interpret legislation in
accordance with the intention of Parliament. In circumstances where the intention
of Parliament is clear, as it is in the case of the timing of the deduction of
compound interest, it is not the courts' role to inquire into the justification
for Parliament's actions.”

     We agree with Arnold’s comments. However, regardless of whether the approach
taken by Miller in determining whether there was a misuse or abuse was the proper
one or not, the conclusion that the GAAR did not apply in the circumstances was a
sound one. Both the Tax Court and the Federal Court of Appeal found that there was
a business purpose to the transactions and that the GAAR should not apply to
transactions with a bona fide business purpose.

Hearing of Mathew and Canada Trustco

     The Supreme Court of Canada heard Mathew and Canada Trustco on March 8, 2005.
At the hearing, counsel for the revenue minister argued that, in Canada Trustco,
the GAAR should apply, as the entire transaction was a “classic tax avoidance
transaction.” According to the Crown, the transaction was a scheme composed of
preordained steps. Counsel for the revenue minister argued that under the Ramsay

                    
1 Brian Arnold, “The Long, Slow, Steady Demise of the General Anti-
Avoidance Rule," (2004), Volume 52, no. 2, Canadian Tax Journal, pp.
488-511.
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([1982] AC 300) principle,2 the circular flow of funds should be ignored, and no
CCA should be allowed. In the view of counsel for the revenue minister, because
Canada Trustco recovered all amounts and did not expend any sum to purchase the
trailers, it should not be entitled to claim any CCA in connection with the
trailers; the CCA claim must be related to the “actual and real” cost expended to
acquire the trailers.

     During the hearing, the full panel of Supreme Court judges did not appear
convinced by the argument of the counsel for the revenue minister. Based on the
comments made from the bench, it appeared that the judges were concerned with the
lower courts’ finding that, as a fact, the transaction had a bona fide commercial
purpose, and was similar to most sale-leaseback transactions. However, the judges
realized that depreciation was claimed on the same trailers both in Canada and in
the United States.

     The panel appeared to favor Canada Trustco’s position, particularly in light
of the U.K. House of Lords’ recent decision in Barclays Mercantile Business
Finance Limited v. Mawson (discussed below). (For the decision, see 2004 WTD 230-9
or Doc 2004-22628.) The transaction in Barclays Mercantile was similar to the one
in Canada Trustco. Of particular interest is the House of Lords’ conclusion that
the sale-leaseback transaction was a bona fide commercial transaction that should
not be disregarded for tax purposes.

     During the hearing, the comments made by the Supreme Court judges regarding
Mathew were in marked contrast to their comments about Canada Trustco. While the
judges seemed convinced that the transaction in Canada Trustco had a bona fide
commercial purpose, they were far from being convinced that the transaction in
Mathew had any purpose other than loss trading. The judges had difficulty
accepting the taxpayers’ argument in light of the Tax Court’s finding that the
primary purpose of the transaction was the purchase of tax losses.

Canadian Supreme Court’s Decisions

     The Supreme Court of Canada affirmed the decisions of the Federal Court of
Appeal in both Canada Trustco and Mathew.

Canada Trustco Decision

Interpretation of the GAAR

     The Supreme Court of Canada first considered the application of the GAAR in
the Canada Trustco case. In that case, the Court established the principles to be
followed in determining whether the GAAR is to apply.

     The Court first reviewed the rules of statutory interpretation that are to be
used. In paragraph 11, the Court stated that: “The interpretation of a statutory
provision must be made according to the textual, contextual and purposive analysis
to find a meaning that is harmonious with the [Income Tax] Act as a whole.”

     The Court recognized that the ITA generally is interpreted in a textual
manner, given the explicit provisions that dictate specific consequences. However,
the GAAR is a “different sort of provision” enacted by Parliament to negate

                    
2 That principle allowed the courts to consider the tax consequences
of a series of transactions, rather than considering each
transaction separately.
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arrangements that are permissible under a literal interpretation of the ITA, if
they are “abusive tax avoidance,” the Court said. Relying on its decision in Shell
Canada Ltd. v. The Queen, [1999] 3 S.C.R. 622, it held that it is the Court’s role
to interpret and apply the ITA as it was enacted by Parliament. In so doing, the
Court must give effect to both the GAAR and to the other provisions of the ITA
that are relevant to the particular transaction, it said.

     The Court accepted the principle from Commissioners of Inland Revenue v. Duke
of Westminster, [1936] A.C. 1 (H.L.) that taxpayers are entitled to arrange their
affairs so as to minimize the amount of tax payable. It stated that the ITA must
be interpreted in order “to achieve consistency, predictability and fairness so
that taxpayers may arrange their affairs intelligently.”

     The Court reviewed the history of the GAAR provision, which was enacted in
response to the decision of the Supreme Court in Stubart Investments v. The Queen,
[1984] S.C.R. 536. In that case, the Court rejected the notion that the ITA
contained a business purpose test. The explanatory notes that accompanied the
introduction of the GAAR set out its purpose:

     New section 245 of the [Income Tax] Act is a general anti-
avoidance rule which is intended to prevent abusive tax avoidance
transactions or arrangements but at the same time is not intended to
interfere with legitimate commercial and family transactions.
Consequently, the new rule seeks to distinguish between legitimate tax
planning and abusive tax avoidance and to establish a reasonable
balance between the protection of the tax base and the need for
certainty for taxpayers in planning their affairs.

     The Supreme Court said the GAAR was designed to draw a line between tax
minimization (which is legitimate) and abusive tax avoidance.

     The application of the GAAR involves three questions:

o Is there a tax benefit arising from a transaction? (subsections 245(1) and
(2));

o Is there an avoidance transaction? (subsection 245(3)); and

o Is the avoidance transaction abusive? (subsection 245(4)).

Tax Benefit

     The first step is to determine whether there is a tax benefit resulting from
the transaction or series of transactions. That is a factual determination, and
the magnitude of the benefit is not relevant at this stage. A tax benefit may be
found where there is a direct deferral or reduction of tax or where a particular
arrangement provides a better tax result than an alternative arrangement.

Avoidance Transaction

     The second step is to determine whether the transaction constitutes an
avoidance transaction. Transaction is defined in subsection 245(1) to include an
arrangement or event. Avoidance transaction is defined in subsection 245(3) as a
transaction or series of transactions that results, directly or indirectly, in a
tax benefit, unless the transaction may reasonably be considered to have been
undertaken or arranged primarily for bona fide purposes other than to obtain the
tax benefit. The Supreme Court stated that the purpose of the avoidance
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transaction definition is to ensure that the GAAR will not apply to transactions
that may reasonably be considered to have been undertaken primarily for a nontax
purpose. The GAAR applies only as a last resort to address abusive tax avoidance.
It is not, according to the Supreme Court, intended to introduce uncertainty in
tax planning.

Series of Transactions

     The Court considered the meaning of the words “series of transactions” and
agreed with the majority of the Federal Court of Appeal in OFSC. Relying on the
decisions of the House of Lords in Craven v. White [1989] A.C. 398, and in W.T.
Ramsay Ltd. v. Inland Revenue Commissioners [1981] 1 All E.R.865, the Court
accepted that the test for a series of transactions is whether it involves a
number of transactions that are “preordained in order to produce a given result”
with “no practical likelihood that the pre-planned events would not take place in
the order ordained.” The Court also considered the extended meaning of “series of
transactions” in subsection 248(10) of the ITA, which extends the definition to
include “related transactions or events completed in contemplation of the series.”
The Federal Court of Appeal held in OSFC that this occurs when the parties to the
transaction “knew of the . . . series, such that it could be said that they took
them into account when deciding to complete the transaction.” The Supreme Court
stated that the phrase “in contemplation” does not require actual knowledge but
means “because of” or “in relation to” the series. It can apply to events before
or after the avoidance transaction, it said.

Primarily for Bona Fide Purposes

     When a transaction is undertaken for both tax and nontax purposes, the Court
said, there must be an “objective assessment of the relative importance of the
driving forces of the transaction.” This is a factual inquiry to be made by the
Tax Court judge, weighing all the evidence on an objective basis. The transaction
cannot be recharacterized for the purposes of determining whether it is an
avoidance transaction. A transaction is not an avoidance transaction because, had
it been structured in another way, a higher tax burden would have resulted.
Moreover, the Court specifically stated that the GAAR is not a business purpose
test. The phrase “nontax purpose” is broader. Parliament accepted that many
provisions in the ITA confer legitimate tax benefits despite the lack of a
business purpose.

     The Court held that if each transaction in a series is carried out primarily
for a bona fide nontax purpose, the GAAR does not apply. However, the GAAR may
apply when any transaction in the series is undertaken for a tax purpose.

Abusive Tax Avoidance

     The final step in the three-part test is to determine whether the transaction
is abusive. Subsection 245(4) provides that the GAAR “does not apply to a
transaction where it may reasonably be considered that the transaction would not
result, directly or indirectly in a misuse . . . or an abuse. . . .”

Misuse and Abuse

     The Supreme Court pointed out that the interpretation of that provision has
given rise to much difficulty. Part of the problem is that the English and French
versions of the provision (both of which are official) are not consistent: The
English version is disjunctive, while the French version is nondisjunctive. The
Federal Court of Appeal held in OFSC that there were two separate components to
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the test -- first, whether there had been a misuse of one or more specific
provisions of the ITA that resulted in the tax benefit, and second, whether there
was an abuse of any policy of the ITA read as a whole.

     The Supreme Court rejected that interpretation and held that the analysis of
the misuse of the specific provisions and the analysis of the abuse regarding the
provisions of the ITA read as a whole are inseparable. The Court stated, in
paragraph 39, that

the interpretation of specific provisions of the [Income Tax] Act
cannot be separated from contextual considerations arising from other
provisions. The various provisions of the [Act] must be interpreted in
their contextual framework, so that the Act functions as a coherent
whole, with respect to the particular statutory scheme engaged by
transactions.

     The Court held that the determination of misuse and abuse requires a “single
unified approach to the textual, contextual and purposive interpretation of
specific provisions of the [Act] that were relied on by the taxpayer in order to
determine whether there was abusive tax avoidance.”

     It further held that subsection 245(4) imposes a two-part inquiry:

o a unified textual, contextual, and purposive analysis of the provisions
giving rise to the tax benefit to determine why they were put into place; and

o an analysis of the factual context of the case to determine whether the
avoidance transaction defeats the object, spirit, or purpose of the
provisions at issue.

Abusive tax avoidance will be found when a transaction defeats the underlying
rationale of the particular provisions in the ITA that are relied on by the
taxpayer. That is a question of fact. The Tax Court judge must determine whether
the revenue minister has established abusive tax avoidance.

     That the motivation of the transaction was to obtain a tax benefit is only
one factor to consider and does not, in and of itself, result in the application
of the GAAR. The central issue is the proper interpretation of the relevant
provisions with regard to their context and purpose. In determining the object,
spirit, and purpose of the provisions of the ITA, the Court must look beyond the
text of the provisions, even if the meaning may appear to be clear at first
glance. The Supreme Court, citing P.W. Hogg and J.E. Magee (“Principles of
Canadian Income Tax Law” (4d, 2002 at 563)), held that “language can never be
interpreted independently of its context, and legislative purpose is part of the
context.” However, the GAAR can be applied to deny a tax benefit only when the
transaction is clearly abusive. In enacting the GAAR, Parliament did not intend to
derogate from the “consistency, predictability, and fairness” in Canadian tax law.

     When the documented relationships and transactions lack a proper basis
relative to the object, spirit, or purpose of the provisions of the ITA that are
purported to confer the tax benefit or when they are “wholly dissimilar” to the
relationships or transactions contemplated by the provisions, abusive tax
avoidance may result. However, the GAAR will apply only when it is not reasonable
to consider the tax benefit to be within the object, spirit, or purpose of the
provisions relied on by the taxpayer. The Court stated that a finding of abuse is
warranted only if the abusive nature of the transaction is clear.
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     Once the provisions of the ITA are properly interpreted, it is a question of
fact for the Tax Court whether the revenue minister has established abusive tax
avoidance under subsection 245(4) of the ITA. The decision of the Tax Court judge
should not be overturned by an appellate court unless there has been a palpable
and overriding error.

Burden of Proof

     The Supreme Court held that it is the taxpayer’s burden to refute the revenue
minister’s assumption of a tax benefit and an avoidance transaction. That is
sensible, given that the taxpayer should have knowledge of the factual background
of the transaction. However, it is for the revenue minister who seeks to rely on
subsection 245(4) to identify the object, spirit, or purpose of the provisions
that allegedly have been frustrated or defeated.

Summary of Steps to GAAR Analysis

     The Court held that three requirements must be established to permit
application of the GAAR:

o that a tax benefit resulted from a transaction or part of a series of
transactions (subsection 245(1) and (2));

o that the transaction is an avoidance transaction in the sense that it cannot
be said to have been reasonably undertaken or arranged primarily for a bona
fide purpose other than to obtain a tax benefit; and

o that there was abusive tax avoidance in the sense that it cannot be
reasonably concluded that a tax benefit would be consistent with the object,
spirit, or purpose of the provisions relied on by the taxpayer.

The burden is on the taxpayer to refute the first two conditions and is on the
revenue minister to establish the third. If the existence of abusive tax avoidance
is unclear, the benefit of the doubt goes to the taxpayer.

     The courts must proceed by conducting a unified textual, contextual, and
purposive analysis of the provisions giving rise to the tax benefit to determine
why they were put into place and why the benefit was conferred. The goal is to
arrive at a purposive interpretation that is harmonious with the provisions of the
ITA that confer the tax benefit, read in the context of the whole ITA.

     Whether the transactions were motivated by any economic, commercial, family,
or other nontax purpose may form part of the factual context that the courts may
consider in the analysis of abusive tax avoidance allegations under subsection
245(4). However, any finding in that respect would form only one part of the
underlying facts of a case and would be insufficient by itself to establish
abusive tax avoidance. The central issue is the proper interpretation of the
relevant provisions in light of their context and purpose.

     Abusive tax avoidance may be found when the relationships and transactions as
expressed in the relevant documentation lack a proper basis relative to the
object, spirit, or purpose of the provisions that are purported to confer the tax
benefit or when they are wholly dissimilar to the relationships or transactions
that are contemplated by the provisions.

Doc 2005-21313 (16 pgs)

(C
) T

ax A
nalysts 2004. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



     When the Tax Court judge has proceeded on a proper construction of the
provisions of the ITA and on findings supported by the evidence, appellate
tribunals should not interfere, absent a palpable and overriding error.

     Applying the foregoing to the facts, the Supreme Court held that the decision
of the Tax Court judge must be upheld, as his conclusion was based on a correct
analysis of the law and the evidence. The GAAR does not apply to the facts in
Canada Trustco. The transaction that was the subject of the case was not so
dissimilar from an ordinary sale-leaseback transaction as to make it inconsistent
with the object, spirit, or purpose of the relevant CCA provisions of the ITA. The
Tax Court judge had found that the purpose of the CCA provisions, as they apply to
sale-leaseback transactions, is to permit the deduction of CCA based on the cost
of the assets acquired. The court rejected the revenue minister’s argument that
the normal CCA rules should not apply if there was no real financial risk or
economic cost in the transaction. However, the CCA provisions refer only to “cost”
and not to “economic risk.”

Mathew Decision

     In contrast, the Court found in Mathew that the GAAR applied to those
transactions.

     In the Mathew case, it was conceded that the transactions gave rise to a tax
benefit and that the transactions did constitute avoidance transactions. The
question was whether the transactions constituted an abuse or a misuse of the
provisions of the ITA.

     The Court posed the question, “Would allowing the appellants to deduct the
losses frustrate the object, spirit or purpose of subsection 18(13) and the
partnership provisions of the Act?” Such analysis is to be undertaken in a
contextual and purposive interpretation of the provisions of the ITA and their
application to the facts of the case.

     The Court held that the three elements of statutory interpretation (text,
context, and purpose of the provisions at issue) must be considered when analyzing
the matter; however, they are all intertwined. All three elements seek to resolve
the “ultimate issue –- what the legislation intended,” the Court said. The task
for the Court is to determine whether, under the circumstances of the case,
allowing the taxpayers to claim the losses would frustrate the object, spirit, or
purpose of the treatment of losses under subsection 18(13) of the ITA and the
partnership rules, even though the tax benefit resulted from a literal
interpretation of the relevant provisions. The question posed by the Court was
whether the other provisions of the ITA provide guidance to determine whether
Parliament intended the partnership provisions and subsection 18(13) to be used to
preserve an unrealized loss that could be used by an arm’s-length purchaser in a
future sale.

     The Federal Court of Appeal has found that the policy of the ITA was to
prohibit the transfer of losses between unrelated parties. That policy is not an
automatic bar to the taxpayers’ ability to claim the losses, but it is one matter
to be considered in determining Parliament’s intention regarding section 96 and
subsection 18(13) of the ITA. The legislative context suggests that Parliament
likely would not have intended that subsection 18(13) would permit losses to be
available to an arm’s-length purchaser.

     The Court examined the provisions in the ITA related to the taxation of
partnerships. It is implicit in the partnership rules that those rules are applied
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when partners carry on business together with a view to profit in a non-arm’s-
length relationship.

     The purpose of subsection 18(13) is to prevent a taxpayer from claiming a
loss on the “superficial” disposition of a business property. The loss is
preserved in the hands of the transferee because of its “special relationship”
with the transferer, and the loss remains under the control of the transferer. To
allow the loss to be preserved absent a non-arm’s-length relationship would
violate the “fundamental premise” underlying subsection 18(13), the Court said.

     It concluded that the use of the combined effect of section 96 and subsection
18(13) to preserve and transfer a loss to a taxpayer who deals at arm’s length
with the transferer is “abusive tax avoidance” under subsection 245(4) of the ITA.
The abusive nature of the transaction is “confirmed by the vacuity and
artificiality” of the non-arm’s-length relationship between the transferer and the
transferee. Standard was never a partner with OSFC or any of the taxpayers. The
Court held that the series of transactions frustrated Parliament’s purpose of
confining the transfer of losses in a non-arm’s-length partnership.

     The Supreme Court preferred the approach of the Tax Court judge in this case.
The Tax Court judge had said that if he were not bound by the majority decision of
the Federal Court of Appeal in OSFC, he would have preferred the view of the
minority decision -- namely, that Parliament could not have intended for
subsection 18(13) to permit the transfer of losses between non-arm’s-length
parties. Had it been open to him, he would have applied the GAAR to disallow the
loss on the basis of his interpretation of subsection 18(13). The Supreme Court
agreed and endorsed the conclusions of the Tax Court judge.

U.K. Equivalent: Barclay Mercantile Decision

     Although the Supreme Court did not refer to the Barclay Mercantile case in
its decisions, it is noteworthy that last year, the U.K. House of Lords considered
a transaction similar to the one undertaken by Canada Trustco. In that case,
Barclay Mercantile Business Finance Limited (BMBF) carried on the business of
finance leasing. It provided capital for the purchase of an asset for use by its
customer in return for a series of periodic payments secured on the asset itself.

     In the transaction at issue, Bord Gais Eireann (BGE) sold a pipeline to BMBF
for £91.292 million and was granted a leaseback. The lease provided for the rent,
which increased 5 percent annually. In the event of default, BMBF became entitled
to termination payments intended to put it in the same financial position as if
the lease had continued. The pipeline was then subleased to BGE’s wholly owned
subsidiary. BMBF required a guarantee for the liability to pay the rent. That
guarantee was provided by Barclays Bank in accordance with a guarantee facility
agreement made with BGE’s subsidiary. Under the guarantee agreement, Barclays Bank
required BGE’s subsidiary to provide security for the £91.292 million. For that
purpose, BGE deposited £91.292 million with a Jersey company, Deepstream
Investments Ltd., which was managed by the Barclays group.

     The deposit agreement with Deepstream provided that the deposit be repaid, in
a series of payments, to BGE. (The aggregate payments received were in excess of
the £91.292 million.) As security for its obligations to Barclays Bank under the
guarantee agreement, BGE assigned to Barclays Bank its interest in the Deepstream
deposit only up to the amount of £91.292 million. The excess paid under the
deposit agreement was kept by BGE. It is noteworthy that BMBF borrowed money from
Barclays Bank to purchase the pipelines. Therefore, as demonstrated by the Inland
Revenue, the £91.292 million passed from Barclays Bank through different entities
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back to Barclays Bank. Through this series of complex transactions, BMBF was
entitled to claim the capital allowances3 related to the pipelines.

     The Inland Revenue argued that the transactions undertaken by the Barclays
group were preordained and designed to transfer the capital allowances to BMBF.
The only benefit that BGE obtained was the excess payments under the deposit
agreement, which amounted to £8.1 million. The payment by BMBF to BGE for the
purchase of the pipeline had no commercial purpose. The transactions were not
typical finance leasing transactions, designed to provide working capital to the
lessee. In this case, the Inland Revenue argued, BMBF provided no financing to BGE
because the amounts had to be deposited as part of the arrangements with
Deepstream.

     Both the special commissioners and the judge at the lower courts found that
BMBF did not incur an expenditure of £91.292 million in the provision of a
pipeline for the purposes of its finance leasing trade because the transaction
lacked commercial reality. They purported to rely on the legal precedent
established in Ramsay. That case established some principles for interpreting tax
statutes. Lord Richard Wilberforce made the following comments regarding the
proper approach in interpreting tax statutes:

     What are “clear words” is to be ascertained upon normal
principles: these do not confine the courts to literal interpretation.
There may, indeed should, be considered the context and scheme of the
relevant [Income Tax] Act as a whole, and its purpose may, indeed
should, be regarded. . . .

     It is the task of the court to ascertain the legal nature of any
transaction to which it is sought to attach a tax or a tax consequence
and if that emerges from a series or combination of transactions,
intended to operate as such, it is that series or combination which
may be regarded.

     In Barclays, the House of Lords also referred to Burmah Oil Co. Ltd. and
Furniss v. Dawson [1984] AC 474. Those cases suggest that “elements which have
been inserted into a transaction without any business or commercial purpose did
not prevent the composite transaction from falling within a charge to tax or bring
it within an exemption to tax.” As a result of those cases, there is a line of
thinking that “in the application of any taxing statute, transactions or elements
of transactions which had no commercial purpose were to be disregarded.” According
to the House of Lords, that view is far-fetched: “It elides the two steps which
are necessary in the application of any statutory provision: first, to decide, on

                    
3 Under the U.K. Capital Allowances Act 1990, a taxpayer may deduct
capital allowance as depreciation in the computation of profits.
Subsection 24(1) reads as follows: “24(1) Subject to the provisions
of this Part, where —

(a) a person carrying on a trade has incurred capital
expenditure on the provision of machinery or plant wholly
and exclusively for the purposes of the trade, and

(b) in consequence of his incurring that expenditure, the
machinery or plant belongs or has belonged to him,

     allowances and charges shall be made to and on him in
accordance with the following provisions of this section.”
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a purposive construction, exactly what transaction will answer to the statutory
description and secondly, to decide whether the transaction in question does so.”
Therefore, it is important to “focus carefully upon the particular statutory
provision and to identify its requirements before one can decide whether circular
payments or elements inserted for the purpose of tax avoidance should be
disregarded or treated as irrelevant for purposes of the statute,”
according to the House of Lords.

     Bearing that in mind, the House of Lords examined the object of subsection
24(1) of the Capital Allowances Act 1990. The object of subsection 24(1) was that
a trader should have incurred capital expenditure on the provision of machinery or
plant for the purposes of his trade. When the trade was finance leasing, the
capital expenditure should be incurred to acquire the machinery or plant for the
purpose of leasing it in the course of the trade. In such a case, it was the
lessor as owner who suffered the depreciation in the value of the plant and was
therefore entitled to an allowance against the profits of his trade. Those
statutory requirements concerned the lessor only. The Capital Allowances Act 1990
did not require the lessee to do anything with the proceeds of the sale. In
Barclays, all the requirements of subsection 24(1) were satisfied. The director of
BMBF testified that the purchase and leaseback of the pipeline was part of its
ordinary trade of finance leasing. The House of Lords noted that the lower courts’
characterization of the transactions as lacking “commercial reality” depended
entirely on the examination of what happened to the purchase price after BMBF paid
it to BGE. However, the House of Lords held that “these matters do not affect the
reality of the expenditure by BMBF and its acquisition of the pipeline for the
purposes of its finance leasing trade.”

     In contrast with the Canada Trustco decision, the Barclays decision did not
deal with a statutory antiavoidance provision such as the GAAR. Instead, Barclays
dealt with statutory interpretation, citing principles that are similar to the
principles enunciated by the Supreme Court of Canada in Shell Canada, [1999] 4 CTC
313, and Singleton, [2002] 1 CTC 121. However, what was noteworthy in Barclays was
the House of Lords’ review of the purpose and object of the provision at issue.
The House of Lords took an objective (rather than subjective) approach, which
Brian Arnold advocated in his paper (discussed above). By simply focusing on the
provision itself, the House of Lords did not get into a debate over the underlying
policy of the provision. It was content to note that BMBF had met the actual
requirements of the statute.

     The outcome in Barclays and the House of Lords’ unwillingness to apply the
Furniss v. Dawson4 line of cases may incite the Inland Revenue to consider
introducing antiavoidance provisions to its tax statutes. In Canada, before the
introduction of the GAAR, courts were loath to disregard properly structured
transactions for lack of a business purpose. There were a number of cases dealing
with the pre-GAAR antiavoidance provisions. What transpired from those cases was

                    
4 Furniss v. Dawson, [1984] A.C. 474, set out four principles: (1)
the series of transactions was, at the time when the intermediate
transaction was entered into, preordained in order to produce a
given result; (2) that transaction had no other purpose than tax
mitigation; (3) there was, at that time, no practical likelihood
that the preplanned events would not take place in the order
ordained, so that the intermediate transaction was not even
contemplated practically as having an independent life; and (4) the
preordained events did in fact take place.
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uncertainty and confusion. In some cases, the courts took the position that
deductions that the ITA specifically allowed cannot be denied as “artificial” or
“undue,” and thus, the pre-GAAR provision cannot be applied. That reasoning is
similar to the approach taken by the House of Lords in Barclays.

Conclusion

     Although the Supreme Court affirmed the decision of the Federal Court of
Appeal in both of the GAAR cases it considered, it changed the analytical approach
developed by the Federal Court of Appeal to determine whether the GAAR applies. In
OSFC, the Federal Court of Appeal established a clear three-pronged test for the
application of GAAR:

o Is there a tax benefit?

o Is there an avoidance transaction?

o  Has there been a misuse of a specific provision of the ITA or an abuse
regarding the provisions of the ITA read as a whole?

     The Federal Court of Appeal made it clear that for this test to be met, the
revenue minister must demonstrate a “clear and unambiguous policy of the [Income
Tax] Act” that has been violated by the transaction or series of transactions.

     The Supreme Court restated the first two components of the test  but
rephrased the third. The third part of the GAAR test is now “Is the avoidance
transaction abusive?” That test is broader in scope and harder to define than that
articulated by the Federal Court of Appeal. The Supreme Court specifically
rejected the Federal Court of Appeal’s two-pronged approach to the third test:
first, to consider whether there has been a misuse of a specific provision of the
ITA, and second, if no misuse is found, to consider whether there has been an
abuse of the provisions of the ITA read as a whole. Instead, the Supreme Court
adopted a “single unified approach to the textual, contextual and purposive
interpretation of specific provisions of the Act that were relied on by the
taxpayer in order to determine whether there was abusive tax avoidance.”

     That approach imposes a two-part inquiry: a unified textual and purposive
analysis of the provisions giving rise to the tax benefit to determine why they
were put into place and an analysis of the factual context of the case to
determine whether the avoidance transaction defeated the object, spirit, or
purpose of the provisions at issue. The Court has almost decided to treat the GAAR
as a codification of the approach to statutory interpretation it took in the
Stubart5 case, in which it held that regard must be given to the “object and
spirit” of the particular provision of the ITA being considered.

     The implications of the decisions are not yet clear. It will be years before
there are a significant number of cases attempting to apply the principles laid
down by the Supreme Court in Canada Trustco and Mathew. However, it seems that the
approach laid down by the Supreme Court has provided judges with a larger scope in
which to recharacterize a transaction on the basis of the GAAR. The threshold
appears lower; no longer must there be a clear and unambiguous policy of the ITA
that is violated by a transaction. It is sufficient if “it cannot be reasonably
concluded that a tax benefit would be consistent with the object, spirit or
purpose of the provisions relied on by the taxpayer.” It now may be more difficult

                    
5 Stubart Investments Ltd. V. The Queen, [1984] 1 S.C.R. 536.
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for tax practitioners and taxpayers to assess the potential application of the
GAAR.

     Jack Bernstein, Barbara Worndl, and Kay Leung, Aird & Berlis LLP, Toronto
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