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ARTICLE

FCA confirms GAAR applies to limited partner capital dividend tax plan
On Sep tem ber 14 ,  2020 ,  the  Federa l  Court  o f  Appea l  (FCA) re l eased  i ts deci si on  d i sm i ssi ng  the  taxpayer’s appea l  o f  the  Tax Court  o f  Canada  (T CC)
deci si on  i n  Gl adw i n  Rea l ty Corpora t i on  v The  Queen .  T he  FCA found  tha t  the  Genera l  An t i -Avo i dance  Ru l e  (GAAR) app l i ed  to  deny the  taxpayer the
tax bene f i t  ob ta i ned  th rough  a  com p l ex se ri es o f  t ransact i ons.

What you need to know

T he  FCA de te rm i ned  tha t  the  taxpayer de fea ted  the  ra t i ona l e  underl yi ng  the  cap i ta l  d i vi dend  accoun t  (CDA) reg i m e  th rough  i ts use  o f  the  nega t i ve
ad j usted  cost  base  (ACB) ru l es app l i cab l e  to  l i m i ted  pa rtne rsh i p  i n te rests (the  Nega t i ve  ACB Ru l es).

T he  FCA found  tha t  the  key reason  the  se ri es o f  t ransact i ons const i tu ted  abusi ve  tax avo i dance  under GAAR was because  the  taxpayer ceased
opera t i ons i m m ed i a te l y a f te r the  se ri es o f  t ransact i ons.  T h i s deci si on  l e f t  a  nega t i ve  CDA ba l ance ,  and  Gl adwi n  wou l d  never have  to  fo rgo  cap i ta l
d i vi dends on  fu tu re  add i t i ons to  CDA as i t  rese ts to  ze ro .

T he  l eg i sl a t i ve  p rovi si on  ca l cu l a t i ng  CDA was am ended  i n  2013  to  excl ude  the  i m pact  o f  the  Nega t i ve  ACB Ru l es,  wh i ch  the  FCA found  d i d  no t
re f l ect  new l aw. Ra the r,  the  Court  found  the  am endm ents were  consi sten t  wi th  an  exi st i ng  po l i cy tha t  the  Nega t i ve  ACB Ru l es have  a  neu tra l  i m pact
on  the  CDA ba l ance .

As a  resu l t  o f  the  FCA deci si on ,  Gl adwi n  wi l l  have  i ts CDA ba l ance  reduced  by $12  m i l l i on  and  wi l l  be  assessed  a  pena l ty fo r havi ng  m ade  a  cap i ta l
d i vi dend  e l ect i on  i n  excess o f  i ts CDA ba l ance .  Gl adwi n  wi l l  then  have  the  opportun i ty to  m ake  an  e l ect i on  under subsect i on  184(3 ) o f  the  Income
Tax Act (the  Tax Act) to  t rea t  the  excessi ve  cap i ta l  d i vi dend  as a  taxab l e  d i vi dend  to  avo i d  the  pena l ty.

Summary of court decisions

Background and facts

Gl adwi n  Rea l ty Corpora t i on  Inc.  (Gl adwi n ) was a  Canad i an -con tro l l ed  p ri va te  co rpo ra t i on  (CCPC) i n  the  rea l  esta te  busi ness whose  u l t i m a te  i nd i vi dua l
shareho l de rs were  m em bers o f  the  sam e fam i l y.  In  2007  and  2008 ,  Gl adwi n  wan ted  to  se l l  l and  and  a  bu i l d i ng  l oca ted  i n  Ottawa  (the  Rea l  Esta te
Asse ts),  wi th  an  i nhe ren t  ga i n  o f  approxi m a te l y $24  m i l l i on .

Ra the r than  se l l i ng  the  Rea l  Esta te  Asse ts d i rect l y to  a  pu rchaser fo r a  taxab l e  cap i ta l  ga i n  o f  $12  m i l l i on  and  an  add i t i on  to  CDA o f  $12  m i l l i on ,
Gl adwi n  undertook a  com p l ex se ri es o f  t ransact i ons i nvo l vi ng  a  l i m i ted  pa rtne rsh i p .  T he  i ncl usi on  o f  the  l i m i ted  pa rtne rsh i p  a l l owed  Gl adwi n  to  use  the
Nega t i ve  ACB Ru l es i n  subsect i ons 40 (3 .1 ) and  40 (3 .12 ) o f  the  Tax Act  to  con tro l  Gl adwi n ’s CDA ba l ance .

Essen t i a l l y,  the  l i m i ted  pa rtne rsh i p  t ri gge red  one  cap i ta l  ga i n  on  the  sa l e  o f  the  Rea l  Esta te  Asse ts,  and  Gl adwi n  extracted  the  va l ue  f rom  the  sa l e  f rom
the  l i m i ted  pa rtne rsh i p .  T h i s extract i on  caused  the  ACB o f  i ts pa rtne rsh i p  i n te rest  to  becom e nega t i ve ,  wh i ch  t ri gge red  ano the r cap i ta l  ga i n  under
subsect i on  40 (3 .1 ).

Upon  the  pa rtne rsh i p ’s a l l oca t i on  o f  the  f i rst  cap i ta l  ga i n  to  Gl adwi n ,  Gl adwi n  cou l d  pay a  $24  m i l l i on  cap i ta l  d i vi dend .  T hen ,  Gl adwi n  e l ected  under
subsect i on  40 (3 .12 ) to  t ri gge r a  cap i ta l  l oss,  wh i ch  reduced  Gl adwi n ’s CDA ba l ance  to  -$12  m i l l i on .  In  o the r words,  Gl adwi n  was ab l e  to  pay ou t  the
en t i re  $24  m i l l i on  cap i ta l  ga i n  f rom  the  sa l e  o f  the  Rea l  Esta te  Asse ts as a  tax-f ree  cap i ta l  d i vi dend  (i nstead  o f  ha l f ).  As pa rt  o f  i ts t ransact i on  steps,
Gl adwi n  em i g ra ted  to  the  Bri t i sh  Vi rg i n  Isl ands (BVI),  l osi ng  i ts CCPC sta tus i n  o rde r to  avo i d  payi ng  re fundab l e  tax on  i ts cap i ta l  ga i ns.  Bo th  Gl adwi n
and  the  l i m i ted  pa rtne rsh i p  ceased  opera t i ons i m m ed i a te l y fo l l owi ng  th i s se ri es o f  t ransact i ons.

Tax Court of Canada decis ion

In  o rde r fo r GAAR to  app l y,  the re  m ust  be :

a  tax bene f i t ;

avo i dance  t ransact i ons;  and

the  avo i dance  t ransact i ons m ust  be  abusi ve .

Gl adwi n  conceded  tha t  the  tax bene f i t  and  avo i dance  t ransact i on  requ i rem en ts o f  the  GAAR test  were  m et,  so  the  T CC’s ana l ysi s focused  on  whe the r
the re  was abusi ve  tax avo i dance .  Genera l l y,  the  test  fo r abusi ve  tax avo i dance  under GAAR i den t i f i es the  ob j ect ,  sp i ri t  o r pu rpose  o f  the  tax p rovi si ons
i n  quest i on  and  ana l yzes whe the r the  underl yi ng  ra t i ona l e  o f  such  tax p rovi si ons has been  f rustra ted  o r de fea ted .

T he  T CC de te rm i ned  tha t  the  ob j ect ,  sp i ri t ,  and  pu rpose  o f  the  CDA reg i m e  was to  upho l d  the  p ri nci p l e  o f  i n teg ra t i on ,  m ean i ng  tha t  an  i nd i vi dua l
rea l i zi ng  a  cap i ta l  ga i n  d i rect l y shou l d  have  the  sam e tax consequences as i f  such  i nd i vi dua l  rea l i zed  the  cap i ta l  ga i n  i nd i rect l y th rough  one  o r m ore
corpo ra t i ons.  I t  a l so  found  tha t  the  Nega t i ve  ACB Ru l es were  i n tended  to  d i ssuade  pa rtne rsh i ps f rom  m aki ng  cash  d i st ri bu t i ons to  the i r l i m i ted  pa rtne rs
i n  excess o f  the i r i nvestm en t i n  the  pa rtne rsh i p .  T he  accom panyi ng  subsect i on  40 (3 .12 ) e l ect i on  i s i n tended  to  a l l evi a te  doub l e  taxa t i on  when  the
partne rsh i p  then  a l l oca tes taxab l e  i ncom e to  the  pa rtne r a t  a  l a te r da te .

T he  T CC found  the re  was abusi ve  tax avo i dance  because  the  resu l t  l ed  to  si gn i f i can t  ove r-i n teg ra t i on ,  where  the  tax i m p l i ca t i ons on  the  sa l e  o f  the
Rea l  Esta te  Asse ts th rough  the  co rpo ra t i ons and  l i m i ted  pa rtne rsh i p  were  no t  the  sam e as i f  an  i nd i vi dua l  sha reho l de r had  so l d  the  asse ts d i rect l y.

Federal Court of Appeal decis ion
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Al though  the  T CC sta ted  tha t  avo i dance  o f  pena l ty tax on  an  excessi ve  cap i ta l  d i vi dend  was the  tax bene f i t  i n  th i s case ,  the  FCA he l d  tha t  such  a
pena l ty cou l d  no t  be  consi de red  a  tax bene f i t  fo r pu rposes o f  the  GAAR test  because  th i s pena l ty a rose  f rom  the  no t i ce  o f  de te rm i na t i on  app l yi ng
GAAR.

T he  FCA sta ted  tha t  the  pu rpose  o f  a  no t i ce  o f  de te rm i na t i on  i s to  deny a  tax bene f i t ,  no t  b ri ng  one  i n to  exi stence .  T here fo re ,  Gl adwi n  ag reed  to  pay
ou t  the  re l evan t  cap i ta l  d i vi dends to  i ts i nd i vi dua l  sha reho l de rs so  tha t  a  tax bene f i t  wou l d  a ri se  i n  o rde r to  ob ta i n  a  reso l u t i on  to  th i s m a tte r.  T h i s i s an
i n te rest i ng  consequence  o f  a  p ri o r deci si on  o f  the  FCA, ho l d i ng  tha t  i ncreasi ng  a  tax a t t ri bu te  i n  i tse l f  i s no t  a  tax bene f i t  un t i l  such  a t t ri bu te  i s
actua l l y used  to  reduce  tax.

Wi th  respect  to  the  abuse  ana l ysi s,  a l though  the  FCA agreed  tha t  the  CDA ru l es a i m  to  p rom ote  the  p ri nci p l e  o f  i n teg ra t i on ,  i t  focused  on  a  d i ffe ren t
pa rt  o f  the  ob j ect ,  sp i ri t  and  pu rpose  o f  the  CDA reg i m e . In  pa rt i cu l a r,  the  FCA no ted  tha t  when  am oun ts b ri ng  the  CDA ba l ance  to  a  nega t i ve  num ber,
cap i ta l  d i vi dends canno t  be  pa i d  ou t  un t i l  the  CDA ba l ance  becom es posi t i ve  aga i n .  “…[T ]he  system  i s kep t  who l e  and  i ts i n teg ri ty i s p rese rved  by the
fact  tha t  the  CDA de f i ci t  wi l l  have  to  be  com pensa ted  by add i t i ona l  qua l i fyi ng  am oun ts be fo re  a  cap i ta l  d i vi dend  can  aga i n  be  pa i d .”  T he  FCA found
tha t  Parl i am en t d i d  no t  i n tend  to  stop  co rpo ra t i ons f rom  payi ng  ou t  cap i ta l  d i vi dends be tween  the  year when  the  ACB o f  pa rtne rsh i p  i n te rests a re
nega t i ve  and  the  year when  the  ACB becom es posi t i ve  aga i n .

As fo r the  Nega t i ve  ACB Ru l es,  subsect i ons 40 (3 .1 ) and  40 (3 .12 ) a re  i n tended  to  work i n  con j unct i on ,  such  tha t  the  e ffect  i s se l f -e rasi ng  and  l i m i ted
partne rs a re  no t  doub l y taxed  i f  the  pa rtne rsh i p  rem ed i es the i r nega t i ve  ACB i n  a  subsequen t  taxa t i on  year.  T he  Nega t i ve  ACB Ru l es were  found  to
have  opera ted  exact l y as they shou l d  have  i n  respect  o f  the i r underl yi ng  ra t i ona l e .

However,  i n  th i s case ,  Gl adwi n  wound  down i ts opera t i ons,  m ean i ng  tha t  i t  wou l d  no t  have  to  fo rgo  any cap i ta l  d i vi dends as i t  undertook t ransact i ons
tha t  rese t  the  nega t i ve  CDA ba l ance  up  to  ze ro .  T hus,  i t  was Gl adwi n  ceasi ng  i ts opera t i ons tha t  “b reaks the  i n teg ri ty” o f  the  CDA reg i m e , m aki ng  the
transact i ons abusi ve  under GAAR.

Other considerat ions

In  2013 ,  the  Tax Act  was am ended  to  excl ude  f rom  the  com puta t i on  o f  CDA cap i ta l  ga i ns rea l i zed  under subsect i on  40 (3 .1 ) and  cap i ta l  l osses rea l i zed
under subsect i on  40 (3 .12 ).  Understandab l y,  Gl adwi n  a rgued  tha t  these  am endm ents const i tu ted  new l aw tha t  d i d  no t  app l y to  the  taxa t i on  year i n  wh i ch
these  t ransact i ons took p l ace .  T he  FCA d i sag reed  on  the  basi s tha t  the re  a l ready exi sted  an  observab l e  po l i cy where  the  Nega t i ve  ACB Ru l es shou l d
have  a  neu tra l  i m pact  on  CDA.

I t  i s a l so  i n te rest i ng  to  no te  tha t  ne i the r the  T CC nor the  FCA spen t  m uch  t i m e  on  the  m atte r o f  Gl adwi n  em i g ra t i ng  to  BVI.  Bo th  courts acknowl edged
tha t  the  pu rpose  o f  con t i nu i ng  to  BVI was to  avo i d  re fundab l e  tax on  aggrega te  i nvestm en t i ncom e, wh i ch  cou l d  no t  be  recovered  under th i s tax p l an
because  the  d i vi dends pa i d  were  cap i ta l  d i vi dends and  no t  taxab l e  d i vi dends.  Com m enta ry on  the  T CC deci si on  no ted  tha t  th i s fact  d i d  no t  rece i ve  any
a t ten t i on  f rom  the  courts,  a l though  i t  i s no t  cl ea r whe the r one  can  i n fe r tha t  em i g ra t i on  f rom  Canada  to  avo i d  re fundab l e  tax i s the re fo re  accep tab l e .

Takeaways

Both  the  T CC and  FCA i nd i ca te  tha t  p revi ous GAAR cases m anu factu ri ng  a  “paper l oss,” where  the re  has no t  been  a  rea l  l oss o f  econom i c va l ue  on  a
d i sposi t i on  o f  an  asse t  used  to  o ffse t  taxab l e  i ncom e, have  h i sto ri ca l l y a t t racted  the  app l i ca t i on  o f  GAAR. S i m i l a rl y,  Gl adwi n  was ab l e  to  i so l a te  and
bene f i t  f rom  the  CDA add i t i on  on  i ts deem ed ga i n  under the  Nega t i ve  ACB Ru l es and  crea te  a  deem ed cap i ta l  l oss under the  sam e ru l es to  o ffse t  the
undesi rab l e  tax a t t ri bu tes.  Taxpayers and  the i r tax advi so rs shou l d  be  wary o f  tax p l ans tha t  i nvo l ve  the  crea t i on  and  i so l a t i on  o f  tax a t t ri bu tes tha t
asym m etri ca l l y reduce  undesi rab l e  tax a t t ri bu tes wh i l e  bene f i t i ng  f rom  the  add i t i ona l  desi rab l e  tax a t t ri bu tes.

T he  FCA’s focus on  the  i nact i vi ty o f  Gl adwi n  as the  de te rm i na t i ve  facto r i n  the  abuse  ana l ysi s ra i ses the  quest i on  o f  whe the r i t  fo l l ows tha t  GAAR wou l d
no t  have  app l i ed  to  taxpayers who  l eave  a  nega t i ve  CDA ba l ance  fo r a  l ong  t i m e ,  as l ong  as they do  no t  cease  opera t i ons.  We do  no t  typ i ca l l y expect
opera t i ng  busi nesses to  se l l  cap i ta l  asse ts on  a  regu l a r basi s,  so  i f  Gl adwi n  had  owned  ano the r bu i l d i ng  o r ano the r p i ece  o f  l and  and  d i d  no t  cease
opera t i ons un t i l  yea rs l a te r,  wou l d  th i s case  have  been  deci ded  d i ffe ren t l y?

Furthe rm ore ,  a l though  a l l  pa rt i es ag reed  tha t  the  CDA reg i m e  does no t  p recl ude  a  taxpayer f rom  se l l i ng  two  cap i ta l  asse ts i n  such  a  way tha t  cou l d
resu l t  i n  a  nega t i ve  CDA ba l ance ,  i t  i s l ess cl ea r tha t  a  taxpayer can  se l l  two  cap i ta l  asse ts to  crea te  the  sam e nega t i ve  CDA ba l ance  a f te r payi ng  ou t
doub l e  the  cap i ta l  d i vi dend .

T hese  quest i ons m ay have  been  reso l ved  i n  favour o f  the  Crown, based  on  the  T CC’s f i nd i ng  tha t  GAAR app l i ed  because  the  t ransact i ons resu l ted  i n
over-i n teg ra t i on .  However,  a  deci si on  tha t  ove rtu rned  t ransact i ons on  the  basi s o f  ove r-i n teg ra t i on  m ay have  had  fa r reach i ng  nega t i ve  consequences
fo r taxpayers,  wh i ch  cou l d  have  ove rl y l i m i ted  the i r ab i l i ty to  p l an  the i r tax a ffa i rs.  T he  FCA’s na rrower approach  to  the  abuse  ana l ysi s appears to  l i m i t
the  app l i ca t i on  o f  th i s case ,  l eavi ng  m ore  f l exi b i l i ty fo r taxpayers.
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