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Decision clarifies use of trust attribution rule

he Tax Court of Canada in

October last year released its
reasons for judgment in Brent
Kern Family Trust ». Canada
[2013] T.C.J. No. 286. The case
was the TCC's first opportunity
to review and apply the Federal
Court of Appeal’s decisionin R .
Sommerer [2012] FEC.J. No.
943. In addition, Brent Kern
Family Trust is interesting
because it reviews a taxpayer's
attempt to “get caught” under
subsection 75(2) of the Income
Tax Act to achieve a greater tax
advantage, and the government’s
attempt to prevent the applica-
tion of an attribution rule. Gen-
erally speaking, Parliament
enacted subsection 75(2) to pre-
vent taxpayers from transferring
property to a trust while retain-
ing the ability to receive the
property back from the trust.

Kern was the sole shareholder
of Wilt’s Oilfield Services Ltd.
(OPCO). He wanted to withdraw
OPCO's retained earnings on a
tax-free basis. He undertook a
reorganization that created a
holding company (Holdco) and
caused Doreen Kern to settle two
family trusts, i.e., the Brent Kern
trust (BKT) and the Kern trust
(KT). Kern, Holdco, and other
family members were KT's bene-
ficiaries. Kern, OPCO, and other
family members were BKT's
beneficiaries. Doreen Kern was
not a BKT or KT beneficiary or
trustee. Kern exchanged his
OPCO common shares for pre-
ferred shares. KT purchased
OPCO’s new common shares for
fair market value. OPCO pur-
chased Holdcos new common
shares for fair market value.
OPCO sold its newly purchased
Holdco common shares to BKT
for fair market value.

In the two years that followed
the reorganization, OPCO issued
dividends totalling $395,000 to
KT. KT distributed the sum of the
dividends to one of its benefici-
aries, Holdco. In turn, Holdco
issued dividends totalling
$395,000 to its common share-
holder, BKT. BKT did not report
the dividends on the basis that
75(2) applied, because it acquired
the Holdco shares from one of its
beneficiaries, OPCO. BKT argued
that —in light of OPCO's transfer
of the Holdco shares to BKT and
OPCO's potential to receive the
Holdco shares back from BKT as
a beneficiary — subsection 75(2)
of the act applied to attribute the
dividends to OPCO. Further, sec-
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tion 112 allowed OPCO to receive
the inter-corporate dividends on
a tax-free basis.

According to the pleadings, the
Canada  Revenue  Agency
reassessed the BKT on the basis
that: (1) BKT and OPCO were
required to report the dividend
income because, although sub-
section 75(2) of the ITA attrib-
uted the dividend to OPCO, it did
not remove the dividend income
from the BKT's hands (the
“double income argument”); and
(2) the appellant’s use of subsec-
tion 75(2) attracts the general
anti-avoidance rule (GAAR). The
parties argued the appeal and the
TCC reserved judgment.

Shortly after the hearing of the
appeal, the respondent advised
the TCC that the FCA released
its reasons for judgment in Som-
merer, and asked that the TCC
accept additional submissions
on this point. The FCA's reasons
for judgment in Sommerer were
clearly applicable to the appeal.
In Sommerer, the FCA con-
firmed that subsection 75(2)
does not apply to property
exchanged at fair market value.
It is very likely that the parties
knew that if the TCC applied
Sommerer to Brent Kern Family
Trust, the TCC was likely to rule
in the government's favour.

The appellant argued that the
respondent was prohibited from
relying on Sommerer to argue
that subsection 75(2) did not
apply to attribute the dividends
to OPCO on the basis that the
respondent’s pleadings, factual
assumptions, and the parties’
statement of agreed facts took
the opposite position. The TCC

did not agree, and relied on Rule
138 of the Tax Court Rules and
Toronto-Dominion Bank v. Can-
ada [2011] FC.J. No. 1029 to
reopen the hearing of the appeal.

The appellant submitted every
argument at its disposal in its
attempt to persuade the TCC that
Sommerer was not applicable or
was distinguishable. Unfortu-
nately, these efforts failed. The
TCC correctly held that Som-
merer was applicable and that the
FCAs ratio decidendi within
Sommerer — that  subsection
75(2) cannot “apply to a benefici-
ary who transfers property to the
trust by means of a genuine
sale”—is the law. In these cir-
cumstances, BKT could not use
subsection 75(2) to deem the
dividend income to OPCO
because the BKT paid OPCO fair
market consideration to purchase
the Holdco shares. The TCC held
that the applicability of GAAR
was moot and it did not comment
on the double income argument.

Sommerer and Brent Kern
Family Trust have clearly estab-
lished that subsection 75(2) does
not apply to a trust when the
trust purchases property from a
beneficiary, or anyone else, for
fair market value. The BKT has
appealed the TCCs decision to
the FCA. Although we wish the
appellant luck, we do not antici-
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pate that the FCA will overturn
the TCC’s decision. However, we
hope that the FCA will take this
opportunity to comment on the
applicability of GAAR and the
double income argument.

The trust attribution rule in
subsection 75(2) is well-known
among tax practitioners. In most
cases, tax practitioners review
subsection 75(2) to ensure it does
not apply. In other cases, tax prac-
titioners have used subsection
75(2) as part of a tax minimiza-
tion structure. In all cases, practi-
tioners should analyze each trans-
fer of property to a trust because
each transfer will either invoke, or
will not invoke, subsection 75(2).

If invoked, subsection 75(2) will
apply only to the specific property
or property substituted thereof,
not to the entire trust.

Peter Aprile, principal of ATX Law, is a
tax dispute and litigation lawyer. His
practice is focused on representing
individuals, small and medium sized
businesses in tax disputes with the
Canada Revenue Agency. He has
obtained favourable results for clients
across a wide range of tax issues at all
stages including the Tax Court of
Canada and Federal Court.
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Forklift used to liberate candy bar

A man’s inordinate sense of justice cost him both his job and his
unemployment benefits after he used a forklift to shake free a candy bar
that a vending machine refused to give him. Warehouse worker Robert
McKevitt, 27, of Spirit Lake, [owa had inserted a dollar into the machine to
buy a Twix candy bar, the Des Moines Register reported, but the sugary
treat stayed tantalizingly hung up on its spiral hook. After banging and
jiggling the machine, McKevitt reportedly used a commandeered forklift to
lift and drop it six times, finally receiving his bar plus two more. He was
fired five days later by his employer, Polaris Industries. In addition, he was
later denied unemployment benefits by a state administrative law judge,
who ruled that his conduct “demonstrated a willful disregard for his
employer’s interests.” McKevitt claimed he was just trying to get the snack
he had paid for and that he only used the forklift to return the vending
machine to its original place. In any event, he said, it wasn't his fault
because “that machine was trouble. They fired me, and now [ hear they
have all new vending machines there.” —STAFF



