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AMENDED JUDGMENT

The appeal from the assessment made under the Income Tax Act for the 2001
taxation year is dismissed, in accordance with the attached Reasons for Judgment.

Signed at Ottawa, Canada, this 13th day of September 2007.

"B. Paris"
Paris J.

Trandation certified true
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REASONS FOR AMENDED JUDGMENT

Paris J.

[1]  This appea under the informal procedure pertains to the 2001 taxation year.
The issue is whether the Appédllant is entitled to a $23,285.78 deduction for current
expenses in computing her income from a property.

[2]  The facts on which the Minister of National Revenue ("the "Minister") relied
in order to make the reassessment are set out as follows in paragraph 7 of the
Reply to the Notice of Apped:

[TRANSLATION]

(& The Appellant appearsto have incurred $22,591 in legal feesin the course of the
2001 taxation year.

(b) These fees were gpparently incurred with a view to the purchase of an
income-producing property a 183De L'Eglise Street (hereinafter
"the building").

() Ultimately, the building was not purchased.
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(d) Thus, the operation of the building never commenced.

(At the hearing, the Respondent admitted that the amount in paragraph (a) should
have been $23,285.78.)

[3] The evidence adduced at the hearing discloses that the Appellant aready
owned two rental buildings in 2001 and was deriving income from them. During the
same year, the Appelant signed an offer to purchase the property at
183 De L'Eglise Street (hereinafter "the building"). No copies of the offer were
tendered in evidence, but, according to the Appellant, the offer was conditional on
receiving financing. The Appellant wanted to hypothecate the building to obtain the
necessary funds, but her credit union required her to hypothecate her personal
residence, which she and her husband co-owned. The Appellant declined this
condition because she did not want to involve her husband, and because she
apparently believed that the interest would not be deductible if her husband were
involved.

[4] The Appelant thought that the offer of purchase had become null, but the
people who had expected to sdll the building instituted a civil action against her.
On the advice of her lawyer, the Appellant agreed to an out-of-court settlement which
required her to pay them $6,500.

[5] Shedso incurred legal fees of $8,285.78. However, she received the amount
of $1,500 from the credit union as compensation. In al, the Appelant spent a net
total of $23,285.78 for afull and final release in this matter.

[6] Thefirst issue is whether the Appellant had a source of income to which the
expensesin the case at bar are to be considered applicable.

[7] The Respondent submits that since the Appellant ultimately did not purchase
the building, there was no source of income permitting the deduction of the expenses
in issue. Furthermore, she submits that the Appellant could not deduct the amountsin
Issue from the income derived from the two rental properties that she owned because
those properties are distinct sources of income. The Respondent submits that the
income from each property must be computed separately, and that income and
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expenses from severa properties cannot be combined. In this regard, the Respondent
cites the decison of the mgority of the Supreme Court of Canada in
Hickman Motors Ltd. v. Canada, [1997] 2 S.C.R. 336, at paragraph 49:

In cases where two or more business sources exist, the relevant business source must
be identified, and the income from each individual source, as the case may be, isto
be computed separately.

[8] In the dternative, the Respondent submits that even if there was a source of
Income in the case at bar, the expenditures were capita in nature and are therefore
non-deductible by virtue of paragraph 18(1)(b) of the Income Tax Act (“the Act").

[9] As for the Appdlant, her first submission is that it is unnecessary to
presuppose the existence of a source of income in order to deduct an expense.
Further, she submits that she does not need to have taken possession of the property
and to have derived income from it in order for a source of income to exist. She says
that the activity and efforts that she undertook were engaged in for the purpose of
obtaining purchase financing for the property and to earn the income, and had no
persona component.

[10] Lastly, the Appdlant submits that the expenses in the case at bar are current
expenses because they cannot be attributed to a capital asset. Since the purchase of
the building never took place, no capital asset was purchased, and no enduring
benefit was created.

Anayss

[11] Itisclear that, for each expense, ataxpayer must have a source of income, and
that the expense must have been incurred to earn income from that source.
These principles stem from sections 3, 4 and 9 and paragraph 18(1)(a) of the Act, the
relevant portions of which read:

3. Theincome of ataxpayer for ataxation year for the purposes of this Part is the
taxpayer'sincome for the year determined by the following rules:

(a) determine the total of all amounts each of which is the taxpayer's
income for the year (other than a taxable capital gain from the
disposition of a property) from a source inside or outside Canada,
including, without restricting the generality of the foregoing, the
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taxpayer's income for the year from each office, employment,
business and property;

4. (1) For the purposes of this Act:

(a) a taxpayer's income or loss for a taxation year from an office,
employment, business, property or other source, or from sourcesin a
particular place, is the taxpayer's income or loss, as the case may be,
computed in accordance with this Act on the assumption that the
taxpayer had during the taxation year no income or loss except from
that source or no income or loss except from those sources, as the case
may be, and was alowed no deductions in computing the taxpayer's
income for the taxation year except such deductions as may
reasonably be regarded as wholly applicable to that source or to those
sources, as the case may be, and except such part of any other
deductions as may reasonably be regarded as applicable thereto; and

9. (1) Subject to this Part, a taxpayer's income for a taxation year from a business or
property isthe taxpayer's profit from that business or property for the year.

(2) Subject to section 31, ataxpayer's loss for a taxation year from a business or
property is the amount of the taxpayer's loss, if any, for the taxation year from
that source computed by applying the provisons of this Act respecting
computation of income from that source with such modifications as the
circumstances require.

18. (1) In computing the income of a taxpayer from a business or property no
deduction shall be made in respect of

(a) an outlay or expense except to the extent that it was made or
incurred by the taxpayer for the purpose of gaining or producing
income from the business or property;

[12] | agree with the assertion, made by counsd for the Respondent, that the
calculation of ataxpayer's income must be done separately for each source, that isto
say, each employment, business or property. The author Edwin C. Harris, in
Canadian Income Taxation, 4th ed. (1979) (quoted by lacobucci J. at paragraph 135
of his dissenting judgment in Hickman Motors Ltd., supra), explains this principle as
follows:
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... the Act provides that ataxpayer'sincome for ataxation year ishis
income from al sources, including but not limited to his income
from each office or employment, each business, and each property.
His income from each source-type is to be computed separately.
(Emphasis added.)

[13] However, | find that, for the following reasons, the Appellant had a source of
income related to her attempt to purchase the building.

[14] The operation of property normaly commences with the purchase of that
property, in the same way as the operation of a business begins with the
implementation of the structures with which the business is started up. With respect
to businesses, the Canada Revenue Agency, in Interpretation Bulletin 1T-364,
acknowledges at paragraph 2 that, generally speaking, "a business commences
whenever some significant activity is undertaken that is a regular part of the
income-earning process in that type of business or is an essential preliminary to
normal operations.” (Emphasis added.).

[15] The same principle applies to the commencement of the operation of property:
when a preliminary activity that is essential to the operation of a specific property is
undertaken, the operation of that property has commenced.

[16] In the case a bar, the Appelant promised, in an enforceable contract, to
purchase the building, and that is an essentiad preliminary to the operation of the
property. Thus, the expenses in question were attributable to one of the Appellant's
sources of income.

[17] The next issue for determination is whether the expenses were capital in nature
and therefore non-deductible by reason of paragraph 18(1)(b) of the Act.

[18] As the Supreme Court of Canada recognized in Johns-Manville
Canada Inc. v. The Queen, [1985] S.C.R. No. 44, there is no single factor based on
which an outlay can be decisvely characterized as an operating expense or a
capital expenditure. However, certain criteria, to which the Court made reference,
arerelevant to the case a ba. The Court cited British Insulated and
Helsby CablesLtd v. Atherton [1926] A.C. 205 a page 213, where
Viscount Cave L.C. held:
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. . . where an expenditure is made, not only once and for al, but with a view to
bringing into existence an asset or an advantage for the enduring benefit of a trade,
| think that there is a very good reason (in the absence of special circumstances
leading to an opposite conclusion) for treating such an expenditure as properly
attributable not to revenue but to capital.

The Court also quoted from Pinson on Revenue Law, 15th ed. (1982), at page 50:

The courts seem now to have accepted an "identifiable asset test,” making the
obtaining of or the enrichment of some capital asset as the key factor in capita
expenditure. The test is: can a capital asset be identified for which the payment was
made?

[19] In certain circumstances, there can be a capital expenditure even if no property
has been purchased. Professor Krishna, in Fundamentals of Canadian Income Tax,
oth ed. (2006), states as follows at page 333:

A payment to eliminate an enduring disadvantage or an onerous obligation may have
enduring benefits and congtitute a capital expenditure.

Similarly, apayment to discharge a capital liability isacapital expenditure.

[20] For example, in Countess Warwick SS. Co. v. Ogg, [1925] 2 K.B. 292, an
expense incurred to secure the cancellation of a contract to acquire a capital asset was
held to be a capital expenditure. The decision of this Court in REF Automation Ltd. v.
Minister of National Revenue, [1987] D.T.C. 292, is in the same vein. There, a
payment made by the taxpayer to cancel his obligation to purchase 50% of the shares
of a corporation was characterized as a capital expenditure.

[21] If the Appellant in the case at bar had completed the purchase of the building,
its price would certainly have been a capital expenditure. The amount that she paid to
get released from her obligation to purchase the building is therefore closely tied to
what would have been a capitd asset, and its character would be the same.
Thus, | find that the expenditures made by the Appellant to cancel the contract for the
purchase of the building were capital in nature, and were not expenses related to the
operation of property, and consequently, that they are not deductible in computing
her income from a property in 2001.
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[22] The Appellant never claimed any capital losses related to these expenditures
made in 2001, and | do not have to make any pronouncements on that question.
However, at the hearing, counsel for the Respondent suggested that the Appellant
would not be entitled to a capital loss because, in her opinion, the Appellant did not
dispose of any property in 2001. Thisissue will only become relevant if and when the
Appdllant realizes a capita gain against which she can carry forward capital losses
from previous years. However, in my opinion, the expenses may have been incurred
as part of a disposition of the Appellant's right to purchase the building, and the
disposition of that right may constitute a disposition of property within the meaning
of section 38 and of the definition of "property” set out in subsection 248(1) of the
Act.

[23] For all these reasons, the appeal is dismissed.

Signed at Ottawa, Canada, this 13th day of September 2007.

"B. Paris'
Paris J.

Trandation certified true
on this 28th day of January 2008.

Brian McCordick, Trand ator
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