VOL . XXIX

NOVEMBER 1951

NO . 9

Capital Gains and Losses in Canada
JOHN G. MCI)ONALD
Vancouver

It is common knowledge that capital gains are not taxed as income
in Canada . How this situation came about is a matter of academic
interest, which this essay does not cover in detail . How capital
gains are defined, however, is a practical problem and one that
has produced a sizable volume of litigation .
Typically, the Canadian taxpayer is concerned with the possibility of taxation of profit arising from the sale or other disposition of property outside the course of his ordinarybusiness. Recent
decisions of the Income Tax Appeal Board dispel any fears of
extended income treatment of "side-line" capital profits under
the Income War Tax Act, while sounding a warning that the
prospect for the future is not so bright for the taxpayer, in view of the new statutory provisions in force under the Income Tax Act .
The problems of interpretation have not been easily solved in
the past and under the new Act they are likely to become even
more complex. Unreality is perhaps a harsh word to apply to
the atmosphere now prevailing in this branch of the law, but the,
description may become appropriate in the near future should the
courts see fit to apply rules of interpretation contrary to the plain
meaning of the Act . In short, the new statute tends to include
within the concept of "taxable income almost all erstwhile capital
profits. It is submitted that this tendency is too weak to prevail
*John G. McDonald, LL.B. (U.B.C.), member of the British Columbia Bar.
The author is currently working towards his LL.M. degree at Columbia
University.
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against judicial construction in terms of traditional policy. How
the struggle will resolve itself remains to be seen . The vitality of
the issue is apparent to any litigant in a high income bracket,
when a $25,000 gain will attract a tax bill for $10,455.20. In
these times, a wrong guess is an expensive luxury .
Statutory Definitions of Income

The provisions of the statutes, in the first instance, furnish the
key to varying conceptions of taxable income . Canadian legislation, a comparative newcomer in the field of income taxation, was
initially interpreted in the light o£ well-established British precedent in the field. Although a considerable body of indigenous jurisprudence now exists, the foundation of interpretation remains
British, with the result that general opinion today looks to Parliament for any marked departure from established tradition.
Schedule D of the English Income Tax Act charges tax on "the
annual profit or gain arising or accruing . . . from any kind of property whatever . . . and from any trade, profession, employment
or vocation".' Section 3 of the Income War Tax Act 2 provides :
For the purposes of this Act, `income' means the annual net profit or
gain or gratuity . . . . or as being profits from a trade or commercial or
financial or other business or calling, directly or indirectly received by a
person from any office or employment, or from any profession or calling,
or from any trade, manufacture or business . . . and also the annual profit
or gain from any other source including . . . [specific inclusions] . 1

In marked contrast, the Income Tax Act 3 neglects to define
"income" with any particularity, providing as follows :
2(1). An income tax shall be paid . . . upon the taxable income for
each taxation year of every person . . . .

2(3) . The taxable income of a taxpayer . . . is his income for the year
minus the deductions permitted by Division C .

3 . The income of a taxpayer for a taxation year . . . is his income for
the year from all sources inside or outside Canada and, without restricting the generality of the foregoing, includes income for the year from all
(a) businesses
(b) property, and
(c) offices and employments.
4 . . . . income for a taxation year from a business or property is the
profit therefrom for the year .
1 Italics supplied.
2 R .S .C ., 1927, c . 97, originally enacted in 1917 .
3 Chapter 52, Statutes of 1948 - a complete redrafting of the income tax
legislation, effective for 1949 and subsequent years .
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The interpretation section of the Act contains no definition of
"profit"-- its determination presumably is to be arrived at by
reference to the whole of Division B (computation of income) and
to the applicable jurisprudence .
By way of comparison, section 22(a) of the United States Internal Revenue Code charges tax upon "gains or profits and income derived . . . from professions, vocations, trades, businesses,
commerce, or sales or dealings in property, whether real or personal, growing out of the ownership or use of or interest in such
property ; also from . . . the transaction of any business carried
on for gain or profit . . . and income derived from any source
whatever" .
In applying this law - in all jurisdictions - the courts have
been remarkably loyal to precedent, and have maintained a consistent position on most questions. Unfortunately, divergences
appear in the choice of tests to be applied in- individual cases, resulting in a welter of confusion in which logic is often buried deep.
At the hazard of over-simplification, it is submitted that the
Canadian law in the capital gains area is reasonably clear both in
principle and in specific application to any individual case. As,
regards the law of the United Kingdom, it is refreshing to observe
the clarity of Kerry's conclusion that "in truth . . . there is no such
concept in English law as a `capital' gain and the only test that is
material to the result is whether or not the gain is the return from
a trade".4 The picture is more clouded than this in Canada at_ the
present moment, with no case yet decided upon the basis of the
new Act, but the pattern of the past gives some guide for the
immediate future at least. The existing pattern is not disturbed
by the occasional judicial non sequitur which materializes to
plague .logical analysis, nor is it materially affected by decisions
based on policy considerations, which are to be taken into account
as exceptions for special use .b
Before attempting an examination of the juridical record, notice should be taken of the various provisions of the Income Tax
Act which recognize and respect the traditional exclusion of capital
gain from the concept of taxable income .
Perry, Taxation in Canada (1951) .
s "1t has frequently been stated in the courts that a case is only an authority for what it actually decides - and in relation to its particular facts :
Rex v. Harenslak, [1937] 1 D .L .R . 337 at 343 . The finding arrived at in the
present appeal should thus not be interpreted as indicating that in no case
similar to this one could a taxpayer be found to be in the business of buying
and selling real estate . Nothing could be farther from the truth . . . . Only
a slight difference in the surrounding circumstances, too, may suffice to tip
the scales against an appellant," Bryk v. M.N.R., [1951] D.T .C . 1-267.
4
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Statutory Recognition of the Principle of Exclusion
(i) Depreciation Recapture Provision
Since 1949 the Act has contained a detailed provision for the recapture of depreciation taken in prior periods in the event of its
recovery by a taxpayer through "disposition" of the depreciated
assets at a price in excess of their depreciated cost basis.' The
amount of the recovery is brought into income account in the
period in which the disposition occurs . Significantly, however, the
charging provision carries its own limitations of recovery to the
level of the cost of the assets to the taxpayer, in order to avoid
taxation of capital gain realized in excess of such cost .
(ii) Computation of Undistributed Income

Similarly, for the purpose of calculating "capital losses" and
"capital profits or gains"' referred to in section 73A(1) (a) (iii)
and (iv), section 73A(7) limits capital loss to the section 20 dif
ferential between cost and depreciated basis, and places a ceiling
upon capital gain at the cost level to the taxpayer .
(iii) Current Legislative Policy

The decision of the Exchequer Court in McDonough v. Minister of National Revenue,$ which imposed income tax upon a profit
alleged to be of a capital nature, led to the enactment in 1950 of
section 73B to exempt from tax gain derived from the sale of a
mining property, or of certain interests in such property, by prospectors or their financial supporters. The 1950 budget speech indicated that there was no intention on the part of the government to depart from the policy of exemption obtaining in this
particular field. The amendment was also deemed necessary by
reason of the broad language of sections 3, 4 and 127(1)(e). 9 It
has since been recognized that the new Act calls for a closer judicial rein upon tax-free profits of a "capital" nature ."
Section 20 .
No definition of these terms is provided by the Act.
[19491 D .T.C . 87-069, discussed in detail later.
Defines "business" as including "an adventure or concern in the nature
of trade" .
10 Note the statement of R. S . W . Fordham, K . C , in Whiteside v. M.N .R .,
[19511 D.T.C. 1-341 : "The limitations of the Income War Tax Act in a case
of this nature are definite . (The new Act appears broader in its scope, in
this regard .)" Whiteside, a practising lawyer, bought and sold a timber limit .
His gain was held tax-free . The case is discussed more fully later.
e
7
8
9
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Judicial Interpretation

(i) The Traditional Concept of Income

An often-cited example of the classical British determination of
taxable income is the following passage from the judgment . of
the Lord President Clerk (Macdonald) in California Copper Syn4
dicate v. Harris :"

It is quite .a well settled principle in dealing with questions of assessment of income tax, that where the owner of an ordinary investment
chooses to realize it, and obtains a greater price for it than he originally
acquired it at, the enhanced price is not profit in the sense of Schedule .
D of the Income Tax Act of 1842 assessable to income tax. But it is
equally well established that enhanced values obtained from realisation _
or conversion of securities may be so assessable, where what is done is
not merely a realisation or change of investment, but an act done in what
is truly the carrying on, or carrying out, of 'a business
.
What is the line which separates the two classes of cases may be difficult to define, and each case must be considered according to its facts ;
the question to be determined being - Is the sum of gain that has been
made a mere enhancement of value by realising a security, or is it a gain
made in an operation of business in carrying out a scheme for profit making?

The gain must, in order to attract income tax, accrue from trade
or from activity in the nature of trade. The British judges also
emphasize the "source principle"- if there is no source then there
is no possibility of taxation . The tax is on the annual profit accruing from trade. A somewhat more restrictive application of the
ritish Act follows Rowlatt J. in Ryall v. Hoare: 12

Two kinds of emolument may be excluded from Case 6 . First, anything in the nature of a capital accretion is excluded as being outside the
scope and meaning of the Acts confirmed by the usage of a century . For
this reason, a casual profit made on an isolated purchase and sale, unless
merged with similar transactions in the carrying on of a trade or business
is not liable to tax . Profits or gains in Case 6 refer to the interest or fruit
as opposed to the principal or root of the tree.

This pronouncement was approved by the Louse of Lords in
Leeming v. Jones ." Typical of the distinction made is the reference
there to the Hudson's Bay Company case,14 where it was said that
the land-owner may lay out part of his estate and sell it in lots
for building, but he does it as owner, and not as a land speculator."

(1904), 5 T .C . 159, at p. 165 (italics supplied) .
[192312 K .B . 447 .
[1930] A.C. 415 ; affirming [1930] 1 K.B. 279 .
14 5
T .C . 424 . Compare this result with the case of Brown v. Comm'r .
(discussed on p . 922), in which an owner similarly situated, who had no intention of profit-making, was duly taxed on her gain as ordinary income .
15
Brown v . Comm'r (1944), 143 F. 2d 468 .
11
12
13
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In general, income under the English legislation means income
derived from a trade entered into for profit, in the ordinary
course of the trade. It does not include profit realized on liquida
tion or replacement of an "ordinary" or non-trade investment .
Mere intention to make a profit on resale of such non-trade investment is not a determinant. In the words of Lord Dunedin in
Leeming v. Jones, quoting Lawrence L.J. with approval :
. . . there is really no middle course open. It is either an adventure in the
nature of trade, or else it is simply a case of sale and resale of property.

(ii) The Usual Tests Applied by the Courts
Among the questions judicially put relative to the production
of the profit sought to be taxed as income are the following:
(a) Was the transaction an isolated one, without precedent
with this taxpayer and unlikely to recur?
(b) Did the taxpayer primarily intend to make profits?
(c) Is the venture closely allied to the taxpayer's main business?
(d) If the taxpayer is a corporation, what effect should be
given to its corporate status in considering the other tests?
(e) Did the taxpayer have a business purpose for entering into
the transaction, in the sense that it was all a "scheme for profit
making"?
(f) Did the taxpayer conduct his venture in accordance with
normal business procedures used by persons engaged in the applicable business classification of the venture?
In addition to these tests, it has been suggested that the courts
apply a test of "economic transformation", 16 by asking whether
the taxpayer has performed a commercial service, as, for example,
carried out the function of a manufacturer 17 or of a wholesaler.18
The courts, however, decline to say they do, though the idea is
ingenious enough . If an economic transformation is taken to mean
any provision of service, as well as qualitative and quantitative
enhancement of economic usefulness of property, the test brings
into income all gains except those arising out of "ordinary investment" as envisaged by the English courts.
(a) The isolated transaction. Since the Livingston case," the
factor of isolation has been of doubtful value as a shield for the
taxpayer. Lord President Clyde there said that the test
Miller, The Capital Asset Concept (1949), 59 Yale L.J. 837, 1057 .
Like the fuselage scrap aluminum deal in Gordon v . M .N .R ., [19511
D .T .C . 1-247 .
18 Such
as Wm . G. Brown, [19501 D .T .C . 1-036 - wholesale dealing in
eggs .
19 (1926), 11 T .C . 538. Three men rebuilt and sold a ship, none of them
16
17
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is whether the operations involved in [the transactional are of the same
kind, and carried on in the same way, as those which are characteristic
of ordinary trading in the line of business in which the venture was made.

This standard, taken alone and out of context, would give a
somewhat false picture of the principle intended to be applied.
Since the gain will be taxable if arising out of the carrying on of
a trade, then if the venture fits the standard, it may be construed
as arising out of trade, and hence taxable, notwithstanding its
isolation and irrelevance to the taxpayer's normal business. Mere
applicability . of this test will not result in imposition of tax in
Canada under the Income War Tax Act, in the light of the distinction drawn by the Income Tax Appeal Board between the
United Kingdom and Canadian Acts .2° Under the Income Tax
Act, however, in view of the broad language of sections 3 and 4,
and of the definition of "business" set forth in section 127 (1) (e),21.
it is likely that the British precedent will henceforth be more
closely followed .22
The limitation of the "isolated transaction" defence was well
stated by Thorson h. in Atlantic Sngar Refineries v. Minister of
National Revenue as follows :23
While it is recognized that as a general rule an isolated transaction

of purchase and sale outside the course of the taxpayer's ordinary business does not constitute the carrying on of a trade or business so as to
render the profit therefrom liable to income tax . . . ; it is also established that the fact that a transaction is an isolated one does not ex-.
elude it from the category of trading or business transactions of such a
nature as to attract income tax to the profit therefrom.

In general, the factor of isolation is of minor importance, constituting merely an indication whether the transaction is a concern
in the nature of trade. In cases arising under the Income War
Tax Act, an isolated deal "on the side" may well escape tax under
the Whiteside decision . Under the new Act, however, the British
"trade" interpretation is more clearly applicable, with the result
that the element of isolation is submerged beyond assistance . The
weight of authority supports this view ."

having any prior or subsequent experience in that type of business. The
proceeds were held taxable .
zo I refer to Whiteside v . M .N .R ., [1951] D .T .C . 1-341 . There Mr. Fordham
said : "Mr . Whiteside had, and still has, an occupation [lawyer] that has not
any connection with the transaction he entered into [purchase and sale of
a timber limit] and I am quite unable to find that what he made is covered
by the Income War Tax Act, even if it might be covered by the British Act,
and with which possibility the Board is, of course, not concerned . Accord :
Johnson v. M.N.R ., [1951] D .T .C . 1-308 . Contra in result : McDonough v.
M.N .R ., where Clyde's test is applied .
21 See footnote 9 supra .
22 More fully discussed at pp .
914-916, 921 .
28 [1948] Ex . C .R . 622 .
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(b) The factor of intention. Although no single test can be
taken as definitive in any case, the question of the taxpayer's
intention seems to have grown in favour in recent years. And for
all its defects, it has the advantage of generality of application in
considering profits arising from the sale or exchange of capital
assets. Unfortunately, however, its general application is sometimes contrary to current policy in this field, which maintains
generally that capital gains are not taxable income . Attempts by
the courts to recognize this traditional policy, while speaking of
"intention to make profits", have resulted in the creation of an
artificial air suggestive of the legal fictions of old. Whenever
intent conflicts with the traditional exemption, it manages to
change colour like a chameleon, emerging as a creature unique in
the tax law, and inexplicable in any other element. It would seem
that in such a precise and well-ordered branch of the law, no
contracts should be made in Cheapside when they in fact occur in
Martinique. By the same token, since the intention normally
found is to earn a profit by any means which come to hand, including re-sale gains on a rising market, cases in which a taxpayer
is exempted upon' policy grounds cannot ring true if intent is
held forth as the key determinant of the issue.
The intention test purports to examine the taxpayer's state of
mind as an indication of the character of the transaction producing the gain sought to be taxed. Use of this test has been deplored
upon the ground that it affords a wider logical base for the inclusion of old style capital gains in the area of taxable income, 2s
and so it does. If a man buys property for the purpose of turning
it to account for gain, is he not in business? What matter is it
that the property yields an income while in hand? If it is sold at
an enhanced price this merely indicates that the income yield is
less attractive than the gain to be had in a rising market for the
property in comparison with other property. The new Act purports to levy tax upon income from business or property of the
taxpayer. If resale of a capital asset is a business of the taxpayer,
relative to the gain sought to be taxed, the Act applies. And if
24 Livingston case (1926), 11 T .C . 538 ; Martin v. Lowry, [1927] A.C . 312 ;
Anderson Logging Co . v. The King, [1925] S .C .R. 45 ; Atlantic Sugar Refineries
v . M .N.R ., [19481 Ex. C .R . 622 ; McDonough v. M.N.R ., [19491 D .T.C . 87059 ; Gordon v . M.N.R ., [1951] D .T .C . 1-247 . Leemin g v . Jones, [19301 A .C. 415,
is distinguishable by the finding of fact of the Commissioners, which was
binding on the court under the British Act ; Tebrau Rubber Co. v. Farmer, [19101
T .C . 658, is distinguishable as involving a liquidation ; McKinlay v. Jenkins
(1926), 10 T .C . 372 (the Marble case) has been doubted, most recently by
Thorson P . in the Atlantic Sugar case.
2e See Beverley Matthews, K.C ., address to the Toronto Board of Trade
on Oct . 2nd, 1950, reported by CCH at 86-121 .
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the profit on resale is "profit" derived from -property within the
meaning of section 4 of the Act, there again we have taxablè: income . How now may unique circumstances be submitted as
grounds for special favour?
In these circumstances the advocates of alarm have a point.
The adjudication of a man's intent is a common determinant
of legal liability -but in branches of the law adorned with the
right to trial by jury, and where the - burden of proof falls upon
the accuser. Since the onus of proving an assessment improper
rests upon the taxpayer," it is. certainly arguable that no practical
safeguard exists as a shield against the arbitrary power of the
Revenue. The answer is, of course, that the citizen's protection
is in the courts . In fact, recent decisions of the . Board indicate
that taxpayers are suffering no abuse - of which complaint could
.
be made.27
Evidentiary requirements have recently been stiffened in the
gambling cases,2$ but, still, the positive evidence of witnesses may
suffice to prove gambling gains," and if the taxpayer can establish
that his object was primarily to entertain himself, this factor of
intention negates the suggestion of "business" gain and exempts
the profits from tax.30 Here, as in the isolated transaction cases,
the primary consideration is whether the taxpayer's activity is in
the nature of a trade or vocation, under the British statute, and
whether it is . a trade or business of the taxpayer, under the
Canadian legislation . If the primary intention is not to obtain the
reward of winnings, then, although this factor is recognized as an
incidental motivation, any gains are tax-free accretions to capital.
Presence of the profit-making intention, however, dispels the.
thought of any such subsidy in the general business world. In the
words of Thorson P. in the Atlantic Sugar case, "there are many
transactions of a speculative nature that are nevertheless trading
or business operations the profits from which are assessable to income tax" . The "sportsman" appears to be in a privileged position by comparison with the "adventurer" . The latter's intent invests his transaction with the character of trade or business. 31 In
McDonough v. Minister of National Revenue, 32 the Exchequer Court
20 And
in this context the determination is solely one of fact : No . ,29.v
M.N .R ., [1951] D.T .C . 1-316 (involving profits from real estate dealings)..
27 Forget v. M.N.R ., [19511 D.T.C . 1-314.
28 Philliponi v. M.N.R ., [1951] D.T .C . 87-113, Tashdjian v. M.N .R .,
[19511 D.T.C . 1-343,'
20 Di Cosimo v. M
.N.R ., [1951] D.T .C . 1-319.
30 Walker v. M
.N.R ., [1950] D.T.C. 1-064, and cases cited therein.
31
No. 29 v. M.N.R., footnote 26 supra.
32 [19491 D.T .C .
87-059 .
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applies the test rigourously. There Cameron J. refers to Rutledge
v. Commissioner of Inland Revenue:"
It has been said, not without justice, that mere intention is not enough
to invest a transaction with the character of trade . But, on the question
whether the Appellant entered into an adventure or speculation, the
circumstances of the purchase, and also the purchaser's object or intention in making it, do enter, and that directly, into the solution of the
question. . . . if . . . the purchase is made for no purpose except that of
resale at a profit, there seems little difficulty in arriving at the conclusion
that the deal was `in the nature of trade' though it may be wholly insufficient to constitute by itself a trade .

In McDonough the taxpayer had successfully promoted a mining
venture, receiving his gain. through a profitable option agreement .
The case is not unlike Martin v. Lowry," in which the taxpayer
realized a substantial profit in one massive transaction in warsurplus linen. The recent case of Brown v. Minister of National
Revenue 35 involved taxation of profit from the sale of eggs at wholesale as a side-line venture. And in Gordon v. Minister of National
Revenue,36 profit arising from a single transaction in scrap aluminum was held taxable. In these cases, intention of making a profit
fixes a course of dealing with business characteristics, with the
logical result that almost all capital gains are taxable as income .
Logic, however, is not master of the subject. So long as capital
gains remain theoretically exempt, any one distinctive test, however rational, will fall short of logical generality in the face of
policy decisions.
Consider, for example, the Bryk37 and Whiteside38 cases. In
Bryk the taxpayer, between 1940 and 1948, dealt in ten parcels
of real estate, enjoying a total capital gain of about $40,000. The
Board held that he was merely "making and replacing investments", and hence there was no tax incidence, The test applied
was that set forth by Rowlatt J. in Pearn v. Miller : 39
If it is desired to tax the difference between what a man has bought
goods for, and sold them for, you can tax it in my judgment if you can
say that what he did was a trade or venture or concern in the nature of
trade.
3314 T .C . 490, at p . 496 (italics added) .
34 [19271 A.C . 312 .
35 [19501 D .T .C . 1-036. Cf . Higgins, 312 U.S . 212, in which the taxpayer
sought to deduct expenses incurred in managing his extensive investments .
Disallowed . "Mere personal investment activities never constitute carrying
on a trade or business, no matter how much of one's time they may occupy ."
36 [19511 D .T .C . 1-247.
3, 7 [19511 D .T .C . 1-267.
38 [19511 D .T .C . 1-341 .
39 (1927), 11 T .C. 610, at p . 614.
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ryk, said the Board, was not "buying and selling for whatever
profit might be had". It is respectfully suggested that the taxpayer himself might find this statement surprising. The heart of
the decision appears in the words of Mr. R, . S, W. Fordham, K.C . :
"The amounts so made . . . are thus . . . more properly described
as capital accretions rather than income from a trade or business".
In other words, if assets in the hands of the taxpayer are in fact
inventory to him, he may yet escape tax if on general principle
accretions in value of the assets may be regarded as a capital incident of "ordinary investment" as traditionally conceived . Here,
it is submitted, lies the conflict of policy with law which is so
productive of irreconcilable inconsistencies. If further example is
needed, the recent case . of Forget v. Minister of National Revenue?o
will suffice to indicate the facility with which the taxable "intent"
may be avoided. Here the taxpayer had bought and sold two
properties with the avowed intention of securing what profit could
be had. He was accordingly properly assessed. Subsequently he
built a nine-suite apartment block in which he intended to reside.
During construction his wife took sick, and the taxpayer having
decided on the doctor's advice to live elsewhere than in one of his
apartments, he sold the building at a tax-free capital gain of
$11,750. The Board gives no basis in precedent for its decision .
Not without significance is the reference to and quotation of a
vital passage of the Bryk judgment already noted .41
Whiteside's case is no less surprising when considered in the
light of the intention rule . There the taxpayer, a practising lawyer,
successfully optioned, financed and sold a timber limit. The Board,
while holding the gain non-taxable, distinguished British authority
in the following words :
One has to remember that in the British Income Tax Act the word `trade'
is defined as including `every trade, manufacture, adventure or concern
in the nature of trade' . The Income War Tax Act does not go that far,
`trade' not being defined, and decisions from the United Kingdom are
thus not of much help when the relevant statutory provisions in the two
countries differ42

It is .submitted that the judgment of Mr. Justice Cameron in
McDonough's ease is precisely in point in this type of situation.
[19511 D.T.C . 1-314.
See footnote 5 supra.
42 The Board distinguishes the
Gordon case on the ground of allied business, discussed in detail at p. 918 . Note the passage on "trade" in Morrison
v. M.N .R ., [1928] Ex . C .R . 75 : "Untrammelled by the English Act and the
definition of the word `trade' therein, a word which retains its ordinary
meaning, I find that the appellant became liable . . . ". Apparently the Board
in Whiteside was not concerned with ordinary meaning.
40

41
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It is quite true that Mr. Whiteside had never before turned over
a limit -but neither had the taxpayer in Martin v. Lowry in his
context. Where a taxpayer manifestly was pursuing a scheme for
profit making, and going about the business in the manner required by commercial exigencies, it is submitted that he derives
"income" within the meaning of section 3 of the Income War
Tax Act "from a trade or commercial or financial or other business or calling . . . or from any trade, manufacture or business" .
Are the courts, with an eye on Martin v. Lowry, 43 to exempt small
profits merely because they are small, and yet say in effect that
superlative judgment and phenomenal success will import the
elusive "business purpose"? Certainly Mr. Whiteside was no less
an "adventurer" than the taxpayer in No. 29 v. Minister of National Revenue," and it is unquestionable that the successful completion of his transaction demanded business acumen considerably
in excess of what is required for ordinary investment purposes .45
(c) The factor of allied business activity . A profit that might
otherwise receive capital gain treatment may be taxable if it
arises out of a purchase and sale closely allied to the main business
activity of the taxpayer. The Board in Whiteside's case distinguished Gordon v. Minister of National Revenue on the ground
that since Gordon's main business was auto wrecking and selling
auto parts and salvage, his venture into aircraft salvage was "only
going a step further in his ordinary occupation". He was, therefore, conducting something in the nature of a trade or business.
In Morrison v. Minister of National Revenue" the taxpayer,
while in business as a grain commission merchant, engaged in
buying and selling on his own account. He was held liable "to
taxation upon his profits and gains realized in this continuous
course of business, as a standing commercial practice, in buying
and selling this commodity for profit". While conceding that the
appellant's long continued course of dealing is the dominant element against his position, I suggest that the close connection
between chief and side-line businesses is a factor of some importance.
In the Atlantic Sugar case, Mr. Justice Thorson remarked
that "they were transactions in the same commodity as that
which [the taxpayer] had to purchase for its ordinary purposes"
after stating that "emergency situations in business [here an
accrued inventory loss position] frequently beget departures from
43
44
46
46

Where the profit was 1,600,000 pounds sterling .
Cited at footnote 26 supra.
As to effect of corporate form upon these principles, see p . 920.
[19281 Ex . C .R . 75 .
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the usual and ordinary course without any change in the character
of such departures as business transactions" 47
Again, in Anderson Logging Co. v. The King 48 a gain realized
by a logging company upon the sale of timber limits was taxed
as income. Duff J. there said :
Assuming that the correct inference from the true facts is that the limits
were purchased with the intention of turning them to account for profit
in any way which might present itself as the most convenient, including
the sale of them, the proper conclusion seems to be that the assessor was
right in treating this profit as income .

Although this particular case does not constitute direct authority
for the proposition, it is suggested that the sale of the assets at a
gain was so closely connected with the formal business purpose of
the company that the gain could not _be exempted from income. 49
Reference was made in-the McDonough case to T. Deynon &
Co. .Ltd. v. ®gg,fio where a company which purchased wagons as
agent had speculated in rolling stock on its own account. It was
held that the profit was made in the operation of the company's
business, and was therefore taxable. In the principal case, Cameron
J. took notice of the appellant's personal engagement in the mining and prospecting business over a long period of years. This fact
casts its shadow on the appellant's contention that the subject
transaction was outside his usual business operations and unconnected with them . To him, it was an allied business activity.
By way of. contrast, in Whiteside's case, direct emphasis was
placed upon the lack of connection between the practice of law and
dealing in a timber limit for speculative profits.
In the result, both individuals and corporations run the risk of
liability for taxation of capital.gains arising out of ventures of the
same general classification as their main business. Corporations
are more strictly dealt with, as a rule, notwithstanding the general
proposition that individuals are subject to no artificial restrictions
such as the doctrine of ultra vires and limited objects. Some tax
advisers in Canada recommend restriction of corporate objects .
clauses in the hope that an ultra vires capital transaction, entered
into on the side, will escape tax . However, since the axe falls whenever the entreprise is a business purpose of the taxpayer, it would
seem unlikely that this device will be of much use. Certainly if tax
is payable upon the legitimate profits of an illegitimate business,
Italics supplied .
[19251 S .C .R. 45 .
49 For the effect
of corporate form herein, see my .discussion of the Johnson
case, at p . 920 .
60 (1918), 7 T.C . 125 .
47
48
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such as bootlegging, there is scant reason for exempting legitimate
profits from an ultra vires business, provided the substantive test
of purpose is satisfied.
(d) Effect of corporate form on taxability of capital gain
A company comes into existence for some particular purpose and, therefore, different considerations apply to it than would apply to an individual ."

Form appears to prevail over substance in this area of the law of
taxation . As indicated, if a company conducts a capital transaction involving property with which it ordinarily deals, or in
connection with its income earning process, 52 the resulting profit
will attract income tax. It has been held, however, that where
such a transaction is conducted by an individual outside his individual habit of business, no tax is assessable, notwithstanding
his activity in the business for twenty years in corporate form."
In this case the Board said
In the present case, it is an individual who is the taxpayer, and it is
now well established that there is a distinct difference in the matters
which have to be taken into consideration when dealing with a corporation or with an individual .

It is significant that the taxpayer in this case initially negotiated
for the timber limits (later sold at a profit) "on behalf of his [logging] company" . He finally bought the limits personally, and resold
them for his personal account. The company controlled by him
had never dealt in limits en bloc, nor had the taxpayer. Standing
timber was normally bought by the company and paid for on a
stumpage basis as cut. Booms were sometimes purchased, selected
logs removed from them for manufacture as structural timbers,
and the balance of the booms resold . But although a timber limit
might be regarded as an inventory item in the hands of his company, it was a capital item in Johnson's personal hands. Such, at
least, is the position under the Income War Tax Act.54
si Dictum of Kerwin J. in Atlantic
Sugar case, on appeal, [1949] D .T .C .
87-055 (S .C .C .) .
82 As in Imperial Tobacco Co. v. Kelly, [1943] 2 All E
.R . 119 - gain on
sale of U .S . dollars held taxable where held in current asset account for
tobacco purchases in the United States.
53 Goodwin Johnson v. M.N.R.; [19511 D .T.C . 1-308 .
54 This decision also went off on the same distinction advanced by Fordham, K.C., in Whiteside (footnote 20 supra), treating British precedent as
inapplicable where .the statutes differ.
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(e) Business purpose - the "scheme for profit-making" .

The question to be determined [is]'. . . Is the sum of gain that has been
made a mere enhancement of value by realising a security, or is it a gain
made in an operation of business in carrying out a scheme for profitmaking

Subject to the limitations of the British Act, which require a concern in the nature of trade as a prerequisite to imposition of tax,
any capital gain arising out of an operation of a business nature
may qualify for income treatment. In the light of the Johnson and
Whiteside cases, which distinguish between British interpretation
of the word "trade" and the Canadian concept of income, it would
appear that under the present Income Tax Act no "trade" limitation or restriction exists so as to exclude business and yet nontrade gains from income. Ironically, the Board has, in these cases,
found in the absence, of any definition of "trade" as used in section 3 of the Income War Tax . Act a reason for relieving taxpayers of liability which might otherwise be imposed under the
British authorities. The new Act, in section 127(1) (e) now goes
farther than the United Kingdom legislation in scope of inclusion
by including "an adventure or concern in the nature of trade" in the definition of "business" . Henceforth, it would seem, consistency will require imposition of tax upon capital gains arising out
of a mere business venture not in itself a trade as understood traditionally . If the Exchequer Court was able to arrive at this result
under the old Act in the McDonough case, then the plain meaning of sections 3. and 4 of the new Act must reinforce the court's
tendency toward taxation of erstwhile capital gains.
Put another way - all trade denotes business ; not all business
denotes trade. Our law may consequently become more strict than
the British in capturing capital gains for the Revenue, where it is
now more lenient. For example, the activity of the landowner in
Stevens v. Hudson's Bay Company 56 was unquestionably a business
venture -it was an operation of "business", in- the new Act sense,
in carrying out a scheme for profit-making. But it was. not a, concern in the nature of trade under the British interpretation._ ®n
the other hand, the venture in Martin v. Lowry was in the nature
of a trade. The new Act appears to lay low any such distinction,
aiming liability for tax at any profit arising out of the consummation of a business purpose, be it an isolated transaction or otherwise.
This situation may well tend to exalt the intention test, and
se California Copper Syndicate v. Harris (1904), 5 T.C . 159 .
11 5 T.C. 424 . See footnote 14 supra.
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the artificiality of the gambling cases may spread to treatment of
commercial gains. If "intention of making a profit" as used in the
Brown and McDonough cases, for instance, is sufficient to bring a
case within sections 3 and 4, any judicial attempt to relieve the
taxpayer in hardship cases on the basis of past policy must inevitably carry the courts into an unreal world, since the prospect
of profit, and not the thrill of a risk, is the motive and intended
object of commercial activity of any kind .b7
(f) Ordinary business characteristics. Although a taxpayer may
not hope for, or intend to make a profit, he may yet pay tax
upon a gain which does arise in the result . The test of Lord
Clyde in the Livingston ss case was applied in McDonough with
effect as a business determinant. A useful example of this type
of situation is Brown v. Commissioner .69 The question was
whether a gain was capital in nature (and thus taxable at a lower
effective rate) or ordinary income as arising from a trade or business. The taxpayer received a tract of land by inheritance. Being
unable " to sell it, she turned the problem and the land over to a
real estate agent who arranged to subdivide and dispose of the
tract in building lots -at a handsome net gain above "cost"
basis plus expenses . Mrs. Brown was held to be in receipt of ordinary income to the extent of the gain. She had nothing to
do with the project personally, having left everything in her
agent's hands. But the business was conducted on a businesslike
basis by her fiduciary, with the result that her lack of profitseeking intent was not permitted to outweigh the business characteristics test. In situations such as this, the taxpayer cannot
make a pig's ear out of a silk purse.
Conversion of Ordinary Income into Capital Gain
An interesting method of avoiding all the worry arising out of
income treatment of an alleged capital gain is suggested by the
Giroday case ." Two partners sold their partnership sawmill as a
going concern, lock stock and inventory, to a company incorporated and controlled by them . The sale price was considerably in
excess of the cost of the assets to the partnership. The gain was
67
Relief for prospectors et al, following McDonough, appears in section
73B (enacted in 1950) clearly to exempt from ordinary income treatment
gains arising in the prospecting for and financing of mineral ventures . In the
absence of statutory modification of s. 4, other taxpayers may shortly be
falling into the McDonough net .
68 Quoted on p. 913 .
51 (1944), 143 F . 2d 468.
60 [19511 D .T .C . 1-290 .
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held to be capital in nature . The following discussion is on the
basis of the new Act.
(i) Inventory Considerations
Although the Board in Giroday ignored the subject of inventories, the decision is consistent with adoption by a transferee
company of the "fair market value" basis of inventory valuation
under section 1300(b), Part XVIII of the Income Tax Regulations.s1 By this means the ex-partners, now director shareholders,
realize a capital gain, represented by the enhanced purchase price,
profit which would otherwise constitute taxable income as the
inventory was sold off on the pre-sale cost basis. This is no mere
device . Section 17(2) compels a price of fair market value in the
conduct of business : "Where a taxpayer . . . has sold anything to
a person with whom he was not dealing at arms-length at a -price
less than the fair market value, the fair market value thereof shall,
for the purpose of computing the taxpayer's income from the
business, be deemed to have been received or to be receivable
therefor" . This section is inapplicable to Giroday because there
the taxpayer had not sold his inventory as such-he had simply
sold his business - and at fair market value.
The. question arises whether a business, sold as a going concern to a controlled corporation - or to any corporation or individual for that matter - should be comminuted into its fragments, separating inventory and depreciable property, for taxation purposes . This is done in the United States 12 in the case ofsole
proprietorships. It does not appear to be done in Canada in
practice, and Giroday clearly indicates that a partnership interest,
as a capital asset of a partner, safely submerges any thought of
such comminution. Thus the abuse at which section 17(2) is directed may readily take place under the wing of the capital gain
concept.
_
To go further, suppose a partnership which deals in a base
stock inventory, using the LIFO method of valuation, should. decide, for sound business reasons, to liquidate its inventory and
launch into another field of endeavour. If the base stock cost _
basis is at 1940 level, the liquidation will produce large profits
which are entirely out of line on a matched revenue and expense
basis, and a correspondingly heavy tax. But by following the
Giroday procedure, the inventory can pass to the transferee com". Which permits cost or market . Section 14(2) permits cost or market,
whichever is lower. Three alternatives are thus available .
62 Williams v.
McGowan (1945), 152 F. 2d 570 .
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pany, and to a current market basis, safely locked up in the
"capital" conception of partnership interest. A subsequent sale
produces no profit and attracts no tax to the company.
(ii) Capital Asset Considerations
Looking at the problem from another angle, suppose that a taxpayer in the Johnson" position, but under the new Act, becomes
concerned over the effect of the broad language of sections 3, 4
and 127(1) (e) . May he not subscribe for shares in a new company
in consideration of transfer of his "capital" assets at fair market
value? Sale of those assets by the company at fair market value,
followed ultimately by liquidation, would put cash in the taxpayer's hands without any premium on redemption of the capital
stock." Section 73(1) 66 imposes tax in such a case only to the
extent of undistributed income on hand. Here there is none. The
transaction, if adroitly managed, is free from tax under section 8
by reason of the provisions of section 8(1) (c) (i) .ss It is recognized
that this suggestion is somewhat naive in the face of section
8(1)(a),67 but it is not uncommon for such a result to be arrived
at collaterally in the course of a whole series of bona fide transactions, and to be so intermingled with the conduct of intercorporate business that evidentiary extrication of a tax avoidance
scheme becomes impossible .
Capital Losses
Having experienced a bull market for over a decade, we are apt
to forget that there are two sides to this question of capital or
income characterization . The pressures are all reversed on the
down side of the market, with taxpayers claiming losses of a
capital nature in their income accounts, and the Minister insisting
upon capital treatment of collateral business losses suffered upon
the sale of property. The same considerations, of course, are here
applicable, as amended by the humour of the situation.
But how does the Income Tax Act treat deductibility of such
losses, once they are held to be of a business nature? First of all,
section 127(1)(w) defines "loss" as :

`Loss' means a loss computed by applying the provisions of this Act respecting computation of income from a business mutatis mutandis (but

Footnote 53 supra.
Any such premium would be taxable under s . 6(g) .
Provides for taxation of funds or property of corporation distributed
on winding up .
66 Exempts reduction of capital, redemption of shares, and winding up.
6T Payment "otherwise than pursuant to a bona fide business transaction" .
63
64

66
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not including in the computation a dividend or part of a dividend the
amount whereof would be deductible under Section. 27 in computing
taxable income) minus any amount by which a loss operated to reduce
the taxpayer's income from other sources for purpose of income tax for
the year in which it was sustained.
Deduction of losses is then somewhat impaired by section 13, the
"stop-loss" section, which provides that "The income of a person
for a taxation year shall be deemed to be not less than his income
for the year from his chief source of income" . Upon determination by the Minister of "chief source of income" under section
13(2), which may include more than one source, no loss deduction
may be taken against the chief source not designated as an element of the chief source . "Capital", losses brought into the income
account, therefore, are not deductible in the face of an exclusionary ruling under this sections$
In connection with carryover and carryback privileges, the
effect of section 26(1) (d) (iii) is to limit deduction of income account "capital" losses to the amount of income for the subject
year "from the business in which the loss was sustained" . In other
° words, a loss may be carried forward so as to reduce gains for the
following five years in the same business, or back one year in the
same business, but cannot apply against gains arising out of different businesses . Since a declining market does not feature .gains
except where short selling is feasible, this provision limits the deduction usefulness of the loss carryforward. The American law
permits encroachment of such losses upon ordinary income to the
extent of $1,000 a year, in the case of individuals .s9
While acknowledging that income inclusion of capital gain has
but limited application currently, it should be noted that the strict
limitation of loss deductions is disadvantageous to the taxpayer
who does suffer income treatment. In the United States, where
capital gains are taxed as income, but at a reduced . rate in terms
of higher income brackets, 7fi allowance of loss is placed on a close
parity with taxation of gain on a give and take basis . By way of
comparison between capital gain treatment in the United States
and Canada, Code section 117(j) may be compared with section
20 of the Income Tax Act. The Codè allows 6apit~l treatment of
gain derived from sale of depreciated assets, without impairing depreciation deductions already taken ; while section 20, on the other
hand, recaptures depreciation taken to the extent that it is recovered upon "disposition" of such assets - and at ordinary
ss Suppose Gordon (footnote 17 supra) lost money on his scrap deal?
ss Internal Revenue Gode, s. 117(d) .
70 I.R.C. ss. 29(a), 23(e)(g), 111, 112, 113, 117 . Now 26%.
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rates of tax considerably in excess of the American capital gains
. rate . Since depreciation allowances in recent years tend to fall
short of replacement cost requirements, the policy of section 20
contravenes the policy often advanced that "unreal" or replacement gains should be tax-exempt . This result, in Canada, can
produce heavy cost to the taxpayer in cases of involuntary conversion - of fire, for example, where the compensatory payment
against the loss of depreciable assets exceeds the depreciated cost
or loss basis of such assets . In these circumstances the price to be
paid for the omission of special statutory allowance" is the additional insurance premium payable to increase the compensation
in contemplation of additional tax. This premium, by the way, is
not deductible, which only adds insult to injury. Such a "disposition" of property is as likely to fall within section 2072 as does an
involuntary conversion qualify as a "sale or other disposition"
under the American legislation.
Prospects For the Future

Under the Income Tax Act, it is submitted that where profit is
realized from the sale of property, the profit is taxable income
provided its pursuit was, objectively, a business purpose of the
taxpayer . This conclusion negatives taxation of the gain derived
from sale of one's home, for example, where the proceeds of sale
are identified with the home and applied to investment in another.
But it does imply taxation of gains arising out of sales which are
ostensibly the realization of an "investment" but in reality the
proceeds of an elective method of making money -profits from property, within the meaning of the Act. The activity of the
taxpayer need not be a "concern in the nature of trade" in view of
the broad meaning of "business" as defined; and, in determining
purpose, it is perhaps only common sense to recognize that but
for the expectation of profit, the taxpayer would not put his resources at risk .
Whether a speculation or course of dealing is isolated in the
history of a taxpayer should be irrelevant. The element of business purpose is present from the beginning in any case of moneymaking.
If an entrepreneur maintains that he did not intend to profit
by the device of resale, presumption to the contrary should be
rebuttable only by proof of circumstances conclusive in his favour,
71
71

Such as the tax-free replacement permitted on terms by I.R .C . s. 112(f) .
The King v. B.C. Fir and Cedar Lbr. Co. Ltd., [19321 A.C . 441.
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such circumstances being those incident to ordinary investment
in its most conservative sense.
If the transaction is allied to the main business of the taxpayer, there should be no avenue of escape through the corporate
veil, or by any other means which sacrifices substance for the
maintenance of form designed for other purposes in the law. In
other words, taxpayers are to be treated differently according to
occupation, notwithstanding their use of the corporate form of
doing business.- If a realtor turns over residential real estate in his
own name, with a frequency indicative of his native appreciation
of the market, he is no less in business in that course of dealing
than is his real estate company. If a stock broker, duly licensed
under the laws of his province, deals in securities on the side in his
personal name, is he not in business? Contrast him with the local
butcher, who buys securities for "ordinary investment" purposes .
Legal formality is a great thing. Our property law, abounds with
ancient formalities which have done us fine service in providing
certainty of -expectation. Provincial legislatures have seen -fit,
however, during the past two generations, to extract the values
of'traditional private law in legislation designed to combine certainty with modern reality . In the law of income taxation, of all
things, reality should govern. The income tax is designed to take
a,portion of the individual's economic advancement from year to
year, in accordance with his ability to pay. It imposes no penalty
upon his estate, but claims a share of his annual economic growth .
Capital gains are a part of that growth, and if derived from business activity or from property, it is arguable that such gains are
taxable under the present law.
Lastly, if the taxpayer conducts his affairs in the same manner
as he would were his "capital" dealings an integral part of his
ordinary business, he should not be heard to claim exemption up
on the basis of his amateur status. The whole idea is to levy a tax
upon income - equitably among all taxpayers - and he enjoys
no less "income" than the next man who buys and sell professionally.
The . logical structure for expanded taxation of "capital" gains
as income now exists -in the Act and in the applicable jurisprudence. The only obstacle is that matter of high policy - the
principle of theoretical exclusion which hangs in the air just beyond one's reach . Only time will tell how the courts will solve this
problem. And in the absence of further legislation to clarify matters, solve it they must.

