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ARTICLE

Federal Court Of Appeal Confirms Tax Deductibility Of Oversight Expenses In M&A
Transactions

On June  25 ,  2018 ,  the  Federa l  Court  o f  Appea l  uphe l d  the  2016  deci si on  o f  the  Tax Court  o f  Canada  i n  Ri o  T i n to  A l can  Inc.  v.  T he  Queen1  tha t
i nvestm en t banki ng  and  p ro fessi ona l  advi so ry fees i ncu rred  by a  co rpo ra t i on  i n  o rde r to  ob ta i n  advi ce  fo r the  board  o f  d i recto rs “i n  the i r d i scharge  o f
ove rsi gh t  responsi b i l i t i es” a re  fu l l y deduct i b l e .  T h i s i s an  i m portan t  deci si on  fo r wi de l y-he l d  co rpo ra t i ons fo r two  reasons:  (1 ) i t  con f i rm s the  tax
trea tm en t o f  o f ten  si gn i f i can t  expenses;  and  (2 ) i t  i s j ud i ci a l  recogn i t i on  o f  the  fact  tha t  board  m em bers a re  i ncreasi ng l y expected  to  understand
m anagem ent ’s p roposa l s and  to  seek i ndependen t  p ro fessi ona l  advi ce  to  gu i de  the i r deci si on -m aki ng  p rocess,  ra the r than  si m p l y acqu i esci ng  to  these
proposa l s wi thou t  fu rthe r scru t i ny.

Background

In  2002 ,  the  taxpayer,  Ri o  T i n to  A l can  Inc.  (“Ri o  T i n to ”),  was consi de ri ng  the  possi b i l i ty o f  acqu i ri ng  Pech i ney S.A.  (“Pech i ney”),  a  French  pub l i c
com pany.  Ri o  T i n to  re ta i ned  the  i nvestm en t banks M organ  Stan l ey & Co .  Inco rpo ra ted  (“M organ  Stan l ey”) and  Lazard  Frè res & Co . LLC (“Lazard  Frè res”)
to  assi st  i n  assessi ng  a  po ten t i a l  t ransact i on ,  and  speci f i ca l l y,  to  ana l yze  and  p repare  f i nanci a l  m ode l s o f  the  possi b l e  t ransact i on .  M organ  Stan l ey and
Lazard  Frè res each  conducted  an  i ndependen t  ana l ysi s o f  va ri ous st ra teg i es and  a l te rna t i ves fo r a  po ten t i a l  t ransact i on  and  m ade  a  num ber o f
p resen ta t i ons to  the  board  o f  d i recto rs o f  Ri o  T i n to .  In  add i t i on ,  M organ  Stan l ey and  Lazard  Frè res each  p rovi ded  advi ce  wi th  respect  to  a  re l a ted  sp i n -
o ff  o f  ce rta i n  asse ts to  sa t i sfy cond i t i ons i m posed  by com pet i t i on  au tho ri t i es wi th  respect  to  the  Pech i ney t ransact i on .

In  connect i on  wi th  these  t ransact i ons,  Ri o  T i n to  i ncu rred  approxi m a te l y $100  m i l l i on  i n  t ransact i on  expenses,  i ncl ud i ng  i nvestm en t banki ng ,  l ega l ,  and
pro fessi ona l  advi so ry fees.  Ri o  T i n to  deducted  the  expenses i n  the  taxa t i on  years i n  wh i ch  they were  i ncu rred ,  pu rsuan t  to  sect i on  9  o f  the  Incom e Tax
Act2  (the  “Tax Act”).  T he  Canada  Revenue  Agency (“CRA”) d i sa l l owed  the  deduct i ons pu rsuan t  to  pa rag raph  18 (1 )(b ) o f  the  Tax Act  on  the  basi s tha t  the
fees were  i ncu rred  on  accoun t  o f  cap i ta l .

The Tax Court of Canada Judgment

T he  Tax Court  o f  Canada  (the  “T CC”) re j ected  the  CRA’s l ong -he l d  vi ew tha t  expenses i ncu rred  i n  the  con text  o f  an  M &A transact i on  a re  o f  a  cap i ta l
na tu re ,  and  thus a re  no t  deduct i b l e .  Instead ,  they no ted  a  d i st i nct i on  be tween  “ove rsi gh t  expenses”,  wh i ch  a re  cu rren t  expenses tha t  were  i ncu rred  by
the  board  o f  d i recto rs i n  the  d i scharge  o f  i ts ove rsi gh t  o f  Ri o  T i n to ’s i ncom e genera t i ng  p rocess,  and  “execu t i on  costs”,  i .e . ,  expenses re l a t i ng  to  the
actua l  i m p l em enta t i on  o f  a  cap i ta l  t ransact i on ,  wh i ch  a re  ou t l ays i n  the  na tu re  o f  cap i ta l .

In  o rde r to  de te rm i ne  whe the r an  expense  i s an  “ove rsi gh t  expense”,  and  the re fo re  deduct i b l e ,  o r an  “execu t i on  cost”,  and  the re fo re  a  cap i ta l  expense ,
the  T CC l ooked  a t  the  p ri m ary pu rpose  o f  the  work pe rfo rm ed  — e .g .  to  assi st  the  board  o f  d i recto rs i n  the  m anagem ent o f  the  co rpo ra t i on ,  o r fo r the
i m p l em enta t i on  o f  a  cap i ta l  t ransact i on .  T he  T CC no ted  tha t :  “i f  the  expense  g i ves ri se  to  a  l ast i ng  o r enduri ng  bene f i t ,  i t  shou l d  be  t rea ted  as a
cap i ta l  expend i tu re  […] By con trast ,  i f  the  i m pact  o f  the  expense  does no t  extend  beyond  the  taxa t i on  year i n  wh i ch  i t  was i ncu rred ,  a  cu rren t
expend i tu re  deduct i on  shou l d  be  ava i l ab l e .”3  T he  T CC concl uded  tha t  65  pe r cen t  o f  the  M organ  Stan l ey fee  and  35  pe r cen t  o f  the  Lazard  Frè res fee
const i tu ted  ove rsi gh t  expenses and  were  the re fo re  cu rren t l y deduct i b l e .

T he  CRA appea l ed .

The Federal Court of Appeal Judgment

In  a  unan i m ous j udgm ent,4  the  Federa l  Court  o f  Appea l  (the  “FCA”) uphe l d  the  deci si on  o f  the  T CC, no t i ng  tha t  a l though  the  te rm  “ove rsi gh t  expenses”
m ay be  nove l ,  the  reason i ng  o f  the  T CC was no t .  Fu rthe r,  the  fact  tha t  an  expend i tu re  was i ncu rred  i n  the  course  o f  de te rm i n i ng  whe the r o r no t  to
acqu i re  a  cap i ta l  asse t  does no t  necessari l y m ean  tha t  the  expense  i s m ade  on  accoun t  o f  cap i ta l .  Ra the r,  i n  de te rm i n i ng  whe the r an  expense  was a
cap i ta l  paym ent o r a  paym ent on  cu rren t  accoun t ,  “regard  m ust  be  had  to  the  busi ness and  com m erci a l  rea l i t i es o f  the  m atte r. ”5  T he  FCA rem arked  tha t
i n  l i gh t  o f  Ri o  T i n to ’s l ong  h i sto ry o f  acqu i si t i ons p ri o r to  the  Pech i ney t ransact i on ,  “a  ca re fu l  eva l ua t i on  o f  co rpo ra te  opportun i t i es” was “i n t ri nsi ca l l y
l i nked  to  [Ri o  T i n to ’s]  i ncom e-earn i ng  p rocess.”

T he  FCA a l so  re j ected  Ri o  T i n to ’s cross appea l  and  ru l ed  tha t  ce rta i n  add i t i ona l  advert i si ng  and  report i ng  expenses (wh i ch  were  he l d  no t  to  be
deduct i b l e  by the  T CC) re l a ted  to  the  i m p l em enta t i on  o f  the  t ransact i ons and  thus were  cap i ta l  expenses,  cau t i on i ng  tha t  “the  fact  tha t  an  ou t l ay i s
m ade  fo r the  pu rpose  o f  ga i n i ng  o r p roduci ng  i ncom e does no t  p recl ude  a  f i nd i ng  tha t  i t  was m ade  on  cap i ta l  accoun t . ”

T he  T CC’s deci si on  and  the  FCA’s a ff i rm a t i on  o f  i t ,  a re  we l com e re j ect i ons o f  the  CRA’s t rad i t i ona l l y ha rd -l i ne  approach  to  busi ness expense
deduct i b i l i ty i n  favour o f  an  approach  tha t  app l i es a  “com m on sense  approach”6  tha t  takes i n to  consi de ra t i on  the  taxpayer’s busi ness and  com m erci a l
rea l i t i es.

Corpora t i ons shou l d  be  cau t i oned ,  however,  tha t  the  evi den t i a ry bu rden  rem a i ns wi th  the  taxpayer to  estab l i sh  tha t  an  expense  i s cu rren t l y deduct i b l e .
Indeed ,  one  o f  the  reasons fo r d i sm i ssi ng  the  cross-appea l  re l a ted  to  the  i nsu ff i ci ency o f  evi dence  f rom  the  se rvi ce  p rovi de rs who  pe rfo rm ed  the  work.7
Accord i ng l y,  pa rt i es to  a  t ransact i on  shou l d  take  ca re  to  ensure  tha t  they — and  the i r advi so rs — m ake  a  cl ea r d i st i nct i on  be tween  the  “ove rsi gh t” and
“i m p l em enta t i on ” com ponen ts o f  a  t ransact i on ,  and  a l l oca te  fees charged  accord i ng l y.  Appropri a te  st ructu ri ng  o f  re ta i ne rs o f  exte rna l  advi so rs can  m ake
the  d i ffe rence  be tween  deduct i b i l i ty o f  si gn i f i can t  fees and  the  i nab i l i ty to  do  so .

Bo th  the  T CC and  the  FCA a l so  speci f i ca l l y recogn i zed  tha t  the  test  fo r deduct i b i l i ty o f  advi so rs’ expenses shou l d  be  on  a  “case  by case  basi s”.8  Shou l d
you  requ i re  advi ce  abou t  you r speci f i c si tua t i on ,  p l ease  con tact  any m em ber o f  the  BLG Tax Group .
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