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• COMMENTARY • 

The Constitutional Power to Tax 
Vern Krishna, CM, QC, FCGA 

Borden Ladner Gervais LLP 

Democratic societies cherish fundamental prin-
ciples of the rule of law and accountability for the 
collection of taxes for public purposes. Under Ca-
nadian law, the federal Parliament and provincial 
legislatures can only impose taxes based on author-
ity pursuant to the Constitution. We can trace the 

origin of this ancient rule — no taxation without 
representation — as far back as Magna Carta 
(1215). Under the doctrine of parliamentary su-
premacy, the Constitution and legislative traditions 
determine the power to tax and the processes of 
passage of money bills. 

No Taxation Without 
Representation 

Section 53 of the Constitution Act, 1867 embod-
ies the principle of no taxation without representa-
tion as a constitutional imperative1: 

Bills for appropriating any Part of the Public 
Revenue, or for imposing any Tax or Impost, 
shall originate in the House of Commons. 

The provision enshrines the doctrine of control 
and accountability over taxation by elected repre-
sentatives. 

Division of Powers 
The Constitution2 divides the authority to impose 

taxes between the federal and provincial govern-
ments. The federal Parliament has the power under 
subs. 91(3) to raise money by any mode or system 
of taxation. Subs. 92(2) allows the provinces to im-
pose income taxes but only through direct taxation 
within the province and only for raising revenue for 
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provincial purposes. This division of the taxing 
power gives the federal government considerable 
power over the national economy and the distribu-
tion of wealth amongst the provinces. 

The legislature must clearly express its will to 
levy a tax in the first instance. Although the legisla-
tive body can delegate the details of taxation and its 
mechanism to another body, it must do so in unam-
biguous language that clearly expresses its inten-
tion.3 However, neither the Dominion nor a prov-
ince may delegate to the other its power to legislate 
on taxation.4 

The dual authority to levy income taxes results 
in differential income tax burdens in various re-
gions in the country. The income tax burden for 
Ontario residents, for example, is substantially 
higher (46.4 per cent in 2008) than the equivalent 
tax in Alberta (39 per cent). 

Sources of Tax Law 
The Income Tax Act, R.S.C. 1985, c. 1 (5th 

Supp.) is the primary source of domestic income tax 
law. The Act authorizes the enactment of Income 
Tax Regulations (“Regulations”). Parliament can 
amend the Act but only through a Bill introduced in 
the House of Commons. In contrast, an Order-in-
Council is sufficient to enact a Regulation. 

The rationale for limiting provincial legislatures 
to direct taxation is to contain provincial powers 
within provincial boundaries. Thus, the provincial 
taxing power is limited to: (1) direct taxes; (2) im-
posed within the province; and (3) for provincial 
purposes. The last of these requirements prevents a 
province cannot use its taxing power for colorable 
purposes by concealing its real objectives. 

To be sure, in economic terms, we cannot con-
tain provincial taxes within a province. Taxpayers 
can always pass on direct taxes to persons (for ex-
ample, consumers) outside the province. As a mat-
ter of law, however, there is an important distinc-
tion between direct and indirect taxation. In 1848, 
John Stuart Mill stated the distinction between di-
rect and indirect taxation as follows:5 

A direct tax is one which is demanded from 
the very persons who it is intended or desired 
should pay it. Indirect taxes are those which 
are demanded from one person in the expecta-
tion and intention that he shall indemnify him-
self at the expense of another, such as the ex-
cise or customs. 

The constitutional validity of a tax depends upon 
its pith and substance.6 Thus, the crucial inquiry is 
the object and primary purpose of the scheme and 
not simply its formal or superficial characteristics.7 
The pith and substance approach contrasts with 
blanket categorizations whereby courts regard cer-
tain categories of taxes — such as property and in-
come taxes — as direct taxes.8 

The categories approach was appropriate for 
traditional forms of taxation — such as taxes on 
land and sales of goods — that existed in 1867. It 
is not helpful, however, in assessing whether in-
novative taxation schemes — which could not 
have been within the reasonable contemplation of 
the British Legislature when it enacted the Consti-
tution Act in 1867 — are direct or indirect taxa-
tion. In Atlantic Smoke Shops Ltd. v. Conlon, Lord 
Simonds emphasized the need for analysis of the 
real nature of the tax:9 

Their Lordships are of opinion that Lord Cave's 
reference in his judgment in the Fairbanks' case 
to “two separate and distinct categories” of taxes, 
“namely those that are direct and those which 
cannot be so described”, should not be under-
stood as relieving the courts from the obligation 
of examining the real nature and effect of the 
particular tax in the present instance, or as justi-
fying the classification of the tax as indirect 
merely because it is in some sense associated 
with the purchase of an article. 

Hence, we look at the legal incidence of a tax, not 
its label, to determine its constitutional validity.10 

The categories approach does not provide an un-
equivocal answer to the nature of a tax. For exam-
ple, a land tax would usually be a direct tax; it may, 
however, also be an indirect tax under the legal in-
cidence test. As Justice Iacobucci said in Ontario 
Home Builders' Association:11 

The hallmarks of a land tax are that the tax is, of 
course, imposed on land against the owner of the 
land, and that the tax is assessed as a percentage 
of the value of the land, or a fixed charge per 
acre. The tax may be an annual, recurring as-
sessment, or a one-time charge ... Although land-
owners, like everyone, may wish to pass on their 
tax burden to someone else or otherwise avoid 
taxation, this desire or ability does not transform 
the direct nature of the tax into an indirect one ... 
the case law reveals that land taxes are generally 
direct taxes; but I do not believe the case law 
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prevents a tax on land by itself from being 
treated as an indirect tax. 

Most economists consider Mills’ definition of 
direct and indirect taxes to be narrow and rigid. 
Indeed, the question as to who actually bears the 
burden of any tax (“incidence of taxation”) is an 
unsettled economic issue that engenders consid-
erable debate. 

Nevertheless, in constitutional law, Mills' dis-
tinction between the two forms of taxes is the legal 
yardstick.12 The courts regularly use the test.13 
Given the uncertainty of the ultimate incidence of a 
tax, for the purposes of constitutional law, Mill's 
definition is a useful demarcation between direct 
and indirect taxes.14 

Restraint on Powers 
Section 125 of the Constitution Act, 1867 pro-

vides that no lands or property belonging to Can-
ada or any province shall be liable to taxation. 
Section 125 provides inter-governmental immu-
nity from taxation in respect of any “lands or 
property” that the federal or provincial Crown 
may own. The provision also extends to Crown 
agents such as Crown corporations.15 

What is the extent of inter-governmental immu-
nity? The first question we must determine is 
whether a particular statutory measure is a “taxa-
tion” measure or the exercise of regulatory power 
under some other legislative head - for example, the 
commerce clause. 

On its surface, it appears as though s. 125 ex-
empts only provincial “lands or property” from 
federal taxation. In fact, the restraint on the fed-
eral government is broader: the section applies 
not only to provincial lands or property but also 
to taxes levied on persons and transactions in re-
spect of Crown property. 

Thus, s. 125 overrides the express powers of 
taxation contained in subs. 91(3) (the federal 
power) and 92(2) (the provincial power) of the 
Constitution Act, 1867 and provides a constitu-
tional guarantee of immunity from federal taxation 
of provincial property.16As the Supreme Court of 
Canada said in Re Exported Natural Gas Tax:17 

This immunity would be illusory if it applied to 
taxes “on property” but not to a tax on the Crown 
in respect of a transaction affecting its property 
or on the transaction itself. The immunity would 
be illusory since, by the simple device of fram-

ing a tax as “in personam” rather than “in rem” 
one level of government could with impunity tax 
away the fruits of property owned by the other. 
The fundamental constitutional protection 
framed by section 125 cannot depend on subtle 
nuances of form. 

Hence, once we determine that the “pith and 
substance” of a measure are “taxation”, s. 125 re-
strains the federal government from imposing the 
tax on provincial lands, property, Crown agents, 
and transactions directly involving provincial prop-
erty. This appears to be the case whether or not the 
province is involved in commercial activity. In Pro-
fessor Hogg's words:18 

Section 125 probably covers taxation of all prop-
erty belonging to Canada or a province, regard-
less of whether the property is acquired for or 
employed in a commercial activity or a govern-
mental activity. The section is not limited to non-
commercial property. 

The determination of whether the substance of 
legislation constitutes taxation or the exercise of a 
regulatory power can be a difficult question and, in 
some cases, produces dubious results.19 

Administrative Responsibility 
The Department of Finance determines the 

policy of financial affairs that fall within the au-
thority of the federal power.20 The Minister of 
National Revenue is responsible for administer-
ing the Income Tax Act.21 Thus, unlike most other 
countries, Canada places the responsibility for 
enacting fiscal legislation and its administration 
in different ministries. 

Federal-Provincial Agreements 
The Federal-Provincial Fiscal Arrangements 

Act governs federal-provincial income tax ar-
rangements.22 

Prior to 1962, the federal government dominated 
the field of income taxation. Except for Ontario and 
Quebec, the federal government occupied the entire 
field of individual and corporate income taxation in 
exchange for agreed-upon “rental” payments to the 
provinces. The “rental” payments were compensa-
tion to the provinces in exchange for giving up 
their constitutional rights to levy direct taxes. 

The Federal-Provincial Fiscal Arrangements 
Act (1961) altered the revenue sharing structure. 
The federal Parliament unilaterally vacated a por-
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tion of the income tax field to the provinces, which 
allowed the provinces to re-enter the income tax 
field and impose their own taxes. 

The federal government has tax collection 
agreements (“TCAs”) with all the provinces and 
territories — except Quebec — for the collection of 
personal income taxes. It also has TCAs with all 
the provinces and territories — except Quebec, On-
tario and Alberta — for the collection of corporate 
income taxes. Thus, Quebec is the only province 
that administers both its corporate and individual 
income taxes. 

To facilitate collection and assessment, the 
agreements require the provinces to levy their tax 
by reference to a taxable base that is identical to 
that used for federal income tax purposes. 

Prior to 2000, the federal government used the 
“tax on tax” method of income tax collection. Un-
der this method, individuals calculated their pro-
vincial income tax payable as a percentage of their 
federal tax payable. For example, if the federal tax 
was $100 and the provincial rate was 45 per cent, 
the provincial tax was automatically $45. The dis-
advantage of this method is that it restricts the 
provinces' ability to raise revenues and to create tax 
policies based on their own evolving social and 
economic priorities. 

In response to the provinces' desire for increased 
control and flexibility in setting tax policy, the fed-
eral government agreed to amend the TCAs to per-
mit a new change the basis on which the provinces 
levy provincial income taxes.23 Participating prov-
inces can continue to use the old “tax on tax” 
method of calculating provincial income taxes or 
elect to use the new “tax on income” method. The 
new method calculates provincial income tax pay-
able by individuals as a percentage of their taxable 
income rather than of their federal tax payable. 

The new method allows the provinces to determine 
their own unique income tax brackets and rates and to 
create their own distinct block of non-refundable tax 
credits,24 which gives the provinces greater flexibility 
in setting tax policy. However, the provinces must 
still use the federal definition of “taxable income” in 
order to ensure a common tax base. 

Ensuring a common tax base not only facilitates 
tax collection and assessment, but also mitigates 
the problems that can arise where there are signifi-
cant discrepancies in tax policy from one province 
to the next. For example, a province may wish to 

establish a very low tax rate on capital income, 
compared with other sources of income, in order to 
attract the highly mobile capital from other prov-
inces. If this was permitted, it could negatively im-
pact the national economy. 

Residents of Quebec receive an abatement of 
16.5 per cent from their basic federal tax, but must 
pay Quebec income tax according to a special scale 
of rates. 

The Executive Process 
The responsibility for fiscal policy and legisla-

tion rests with the Minister of Finance. The De-
partment of Finance advises the Minister on 
changes to income tax legislation. The Department 
also prepares substantive tax policy papers and 
drafts most income tax legislation. 

The Tax Policy and Legislation Division of the 
Department studies tax policy issues and reports to 
the Deputy Minister of Finance through an Assis-
tant Deputy Minister. 

The Department of National Revenue administers 
the Income Tax Act. In practice, the Department of 
Finance and the Canada Revenue Agency (the 
“CRA”)25 liaise closely on income tax legislation. 

The Legislative Process 
Legislation in respect of income tax originates 

in the House of Commons on the recommenda-
tion of the Governor General.26 The government 
cannot introduce income tax legislation in the 
Senate, which is unelected. Nor is it possible for 
a private member to introduce a tax Bill in the 
House of Commons. 

The Budget Process 
As a matter of parliamentary tradition, the Min-

ister of Finance presents a Budget27 to the House of 
Commons, following which he tables a Notice of 
Ways and Means Motions to introduce amendments 
to the Income Tax Act. The Budget allows the gov-
ernment of the day an opportunity to review the 
state of the economy and to announce policies in 
respect of economic and fiscal programs. 

Following the Budget, there is a debate in the 
House. The debate cannot exceed six sitting days of 
the House of Commons. 

The parliamentary tradition that the Minister of 
Finance should announce tax changes only in the 
House of Commons has softened somewhat and 
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some Ministers of Finance now simply announce 
proposed tax changes by press release. 

Some time after the Budget debate, the Minis-
ter of Finance introduces amending legislation in 
the form of a Bill to implement the proposals set 
out in the Notice of Ways and Means Motions. 
The Bill is given a first reading in the House to 
make it a public document. 

The House of Commons then debates the Bill in 
principle during second reading. 

Following second reading, the Committee of 
Ways and Means — a committee of the whole 
House — debates the Bill.28 Specialized commit-
tees — such as the Committee on Finance, Trade 
and Economic Affairs — may also consider the 
Bill. Following detailed examination of the Bill by 
the Committee of the Whole House, it is given third 
reading and sent to the Senate. 

The Senate does not have the power to initiate 
income tax legislation; it does, however, have the 
constitutional authority to debate tax Bills that the 
House of Commons refers to it. The Senate Com-
mittee on Banking, Trade and Commerce is a par-
ticularly influential committee whose deliberations 
may have a substantial impact on such a Bill. As a 
practical matter, with the exception of purely tech-
nical changes, the Senate does not amend income 
tax legislation without the approval of the Cabinet. 

The Bill is then sent for Royal Assent and be-
comes law the day that it receives Assent and 
comes into force. With some exceptions, the law 
proposed in the Bill is usually stated to be effective 
as of the date of the Budget. Absent Charter protec-
tion of property rights, there is no constitutional 
protection against retroactivity of fiscal legislation. 

[Editor’s note: Professor Vern Krishna, CM, 
QC, FCGA, is Counsel, Mediator and Arbitrator, 
Borden Ladner Gervais, LLP, Barristers & Solici-
tors, and executive director of the CGA Tax Re-
search Centre at the University of Ottawa. 
<vkrishna@blgcanada.com>.] 
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• COMMENTARY • 

Profiling for Tax Audits 
Vern Krishna, CM, QC, FCGA 

Borden Ladner Gervais LLP 

Governments use probability theory to justify 
profiling in fighting crime, terrorism and tax 
avoidance. Unlike racial profiling — which, de-
spite some scientific validity, is always politi-
cally incorrect — profiling for income tax audits 
is legal and even socially acceptable. There is no 
Charter protection for Canada Revenue Agency 

(“CRA”) audit profiling. As you prepare to file 
your 2008 income tax returns, you may be won-
dering when and if the CRA will audit you. It all 
depends upon your profile and luck at having 
your tax return drawn for scrutiny. 

An audit is an investigation and verification of 
reported events to determine whether there is “un-
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der-reporting” of taxes by omitting income or in-
flating deductions. Most employees have a low risk 
profile because the “pay-as-you-earn” withholding 
tax system requires employers to deduct income 
taxes at source from employment income. In the 
majority of cases, the tax withheld is close to the 
employee’s ultimate tax liability. In terms of statis-
tical profiling, it does not pay the government to 
expend substantial resources in auditing employee 
tax returns. 

In contrast, self-employed individuals — for ex-
ample, professionals and cash oriented businesses 
— are high risk and, therefore, picked upon more 
frequently for audits. Within the self-employed 
group the risk of under-reporting increases as earn-
ings rise. Thus, the CRA is much more likely to 
audit a person earning more than $100,000 — 
about two and a half per cent of the population — 
than a person earning less than that amount. The 
incentive to under-report income varies directly 
with earnings. 

From the taxpayer’s vantage, there are two dis-
tinct categories of audits: regulatory and criminal. 
In a regulatory audit, the CRA can demand that the 
taxpayer immediately produce all of his or her 
documents for examination. The taxpayer has no 
Charter, and only minimal legal, rights to protect 
him in a regulatory audit. Indeed, quite the con-
trary: the law deems the Minister’s assessment cor-
rect unless the taxpayer can prove otherwise in a 
court of law. 

In contrast, the law steps in quickly to protect an in-
dividual if the CRA conducts an audit for the purposes 
of laying potential criminal charges against the tax-
payer. The law considers criminalcharges as serious 
intrusions into the individual’s liberty and protects tax-
payers from unnecessary and over-extensive intrusions 
into their financial affairs. 

In life, however, the line between routine regula-
tory audits and criminal investigations is blurred. 
After all, the only real difference between a regula-
tory and a criminal audit is the mind of the auditor 
who must determine whether the evidence that she 
is accumulating will lead to civil or criminal sanc-
tions at the end of the audit process. The auditor 
cannot know with any certainty the fork in the road 
that she will take until he has an opportunity to as-
sess the evidence after he gathers and examines it. 
Thus, invoking taxpayer Charter rights is often an 
ex-post analysis after the government lays criminal 
charges. 

In theory, individuals should always ask at vari-
ous stages of an income tax audit whether the audi-
tor is conducting a routine regulatory examination 
or has any other purpose in mind. If the latter, the 
individual should immediately engage legal counsel 
and trigger all of her Charter rights. Of course, ask-
ing the question may well raise the tax auditor’s 
antenna as to the cause of the taxpayer’s anxiety. 

Tax avoidance is not going away. As govern-
ments collect ever-increasing amounts of revenue 
through taxes, the temptation for under-reporting 
increases because taxpayers view the tax burden — 
about ten per cent of Canadians pay 50 per cent of 
all income taxes — as unfair. Thus, governments 
use increasingly more sophisticated statistical tests 
and computerized data to profile high-risk taxpay-
ers who are likely to engage in tax avoidance and 
evasion. Ultimately, your chance of audit depends 
upon your profile. 
 

[Editor’s note: Professor Vern Krishna, CM, 
QC, FCGA, is Counsel, Mediator & Arbitrator, 
Borden Ladner Gervais, LLP (Barristers & Solici-
tors) and executive director of the CGA Tax Re-
search Centre at the University of Ottawa. 
<vkrishna@blgcanada.com>.] 
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• COMMENTARY • 

Stock Dividents 
Vern Krishna, CM, QC, FCGA 

Borden Ladner Gervais LLP

Even simple corporate transactions can have 
hidden tax traps for shareholders. Directors are re-
sponsible for understanding the financial conse-
quences of their corporate resolutions and rely upon 
their legal counsel for appropriate advice on all as-
pects of their legal decisions. Dividends and share 
redemptions are two routine corporate transactions 
with significant legal consequences. 

Corporations can pay dividends in various ways. 
The corporate, accounting and tax considerations of 
dividends vary according to their purpose and mode 
of payment. 

The most common form of dividend is the cash 
dividend. Where a corporation declares a cash divi-
dend, it will announce the “record date” — the date 
when the list of registered shareholders is prepared. 
The corporation pays the dividend to shareholders 
on the list as of the record date. The shareholder 
receives cash that he or she can actually spend. 

Modern corporate statutes — such as the Can-
ada Business Corporations Act, R.S.C. 1985, c. C-
44 — contain restrictions on the payment of cash 
dividends, share redemptions and purchases. For 
example, the CBCA prohibits the payment of a 
dividend if there are reasonable grounds for believ-
ing that the payment would: 
 
(1) render the corporation unable to pay its liabili-

ties as they become due [the liquidity test]; or 
(2) cause the realizable value of the corporation’s 

assets to be less than the sum of its liabilities 
and stated capital. 

 
Thus, there are two prongs: a cash flow test that 

measures the ability of a corporation to meet its 
obligations — including interest on debt — as they 
come due; and an asset test that measures whether 
the corporation will be able to fulfill its obligations 
and pay off its liabilities if it sold its assets for their 
net realizable value. Both corporate tests are fluid 
and the corporation must satisfy them as of the 
relevant statutory or contractual date. 

Corporate directors who vote for or consent to a 
resolution that authorizes the payment of an “im-
proper dividend” are jointly and severally liable to 
restore to the corporation any amounts that contra-
vene the statutory rules. 

The power to declare dividends is within the dis-
cretion of the board of directors. Directors must use 
their business judgment to determine the amount of 
the dividend but cannot cause the corporation to 
become illiquid or insolvent in the process. Direc-
tors cannot delegate the power to pay a dividend to 
other persons. 

A declared dividend is a liability and ranks as 
corporate debt. The shareholders of the corporation 
as of the record date can sue the corporation on the 
debt if the corporation fails to pay the dividend. 

A shareholder who receives an “improper divi-
dend” may be liable to repay the improper amount 
to the directors who are jointly and severally liable 
for the dividend. Thus, although personally liable 
for improper dividends, the directors can claim res-
titution through a judicial order. The remedy is sub-
ject to the rules of equitable restitution. 

Corporations can also pay stock dividends. A 
stock dividend is a dividend payable in additional 
corporate shares. For example, XYZ Inc. has one 
million shares outstanding. It may declare a ten per 
cent stock dividend and issue an additional 100,000 
shares to existing shareholders. After the stock 
dividend, the corporation will have a total stated 
capital of 1.1 million shares outstanding. 

A stock dividend is nothing more than an addi-
tional proportional distribution of shares to existing 
shareholders without fresh consideration. It does 
not require the corporation to distribute either cash 
or assets to the shareholders. Thus, a stock dividend 
is not technically a “distribution”. 

Stock dividends are entirely cosmetic. The 
stockholder owns exactly the same proportional 
percentage of the total shares of the corporation 
after the dividend as he or she did before the divi-
dend. In the above example, a shareholder of XYZ 
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Inc. who owned 5000 of the million shares — one-
half per cent of the outstanding shares — before 
the dividend, would own 5500 of the 1.1 million 
shares — one-half per cent of the corporation — 
after the dividend. 

A stock dividend is really a “feel good” dividend 
without any meaningful financial value. The share-
holder receives more shares without any change in 
proportional ownership. The corporation does not 
receive any additional assets and is in the same po-
sition after the dividend. 

There are, however, important accounting and 
tax consequences of stock dividends. Under gener-
ally accepted accounting principles, a corporation 
must “capitalize” the fair market value of the divi-
dend from its retained earnings account to its capi-
tal account. Thus, the retained earnings of the cor-
poration drop by the value of the stock dividend 
and the stated capital account increases by exactly 
the same amount. To be sure, the total equity of the 
corporation remains exactly the same, but it is clas-
sified differently on the balance sheet. 

Assume that XYZ Inc.’s shares trade on the 
stock exchange at $20 per share on the day it de-
clares the stock dividend. The value of a ten per 
cent stock dividend — equal to 100,000 shares — 
would be $2 million. Generally Accepted Account-
ing Principles (“GAAP”) requires that XYZ Inc. 
transfer $2 million from its retained earnings ac-
count to its capital account. 

The cosmetic advantage of a stock dividend is 
that it reduces retained earnings and, therefore, 
gives the appearance that there is less cash avail-
able for corporate distributions. Shareholders who 
look only at the retained earnings account are less 
likely to pressure for cash dividends if they see 
that the amount in the account is comparatively 
small. Of course, sophisticated investors know 
that the place to look for cash to determine the 
viability of paying a real dividend is in the cash 
and investment accounts. 

However, although essentially cosmetic, stock 
dividends are not entirely without merit. For irra-
tional reasons, the market does not always respond 
exactly as the underlying mathematics might sug-
gest. In the above example, the theoretical value of 
the stock market price of XYZ Inc. should drop 
from $20 to $18.18 per share after the dividend. If 
it does, the total market value of the corporation 
remains $20 million. One cannot create wealth 

simply by issuing more paper — a principle that 
governments steadfastly refuse to accept. 

There is some evidence that suggests that the 
market does not always react rationally, particu-
larly if the size of the stock dividend is small — in 
a range of five to ten per cent. Stock prices do not 
always fall exactly proportionately to the dilutive 
effect of a stock dividend. Thus, a shareholder of 
XYZ Inc. will improve his overall financial posi-
tion to the extent that the per share market value is 
above $18.18 immediately after the stock dividend. 

Although an investor who receives a stock divi-
dend may not actually enhance his or her wealth, 
the law taxes him or her as if he or she actually re-
ceives an asset of economic value. Tax law requires 
the investor to recognize the capitalized value — 
generally the increase in the paid-up capital of the 
shares — of the stock dividend as income in the 
year that he receives it. The amount capitalized is 
then added to the cost of the taxpayer’s shares so 
that it is not taxed again when he sells the shares. 
Thus, in the above example, the shareholder would 
be taxable on a dividend of $10,000 — 500 x $20 
— and would add the value of the dividend to the 
cost of his shares. 

The immediate inclusion of stock dividends in 
income violates two fundamental premises of in-
come tax law: 
 
(1) income is the net increment of taxpayer wealth 

in the year; and 
(2) income should be taxable only when the tax-

payer realizes it. 
 

For tax purposes, there is no difference between 
a stock dividend and a cash dividend. Both are tax-
able and taxable in the year of receipt. The investor 
must raise the cash to pay for his or her non-cash 
stock dividend. 

The purported rationale of the tax rule is to 
prevent tax avoidance. In the absence of such a 
rule, a corporation could distribute its retained 
earnings indirectly — first by converting it into 
paid-up capital through a stock dividend and then 
returning the PUC tax-free to shareholders. The 
rule protects the treasury and prevents tax leak-
age. Of course, a rule that prevented any increase 
in PUC for a stock dividend — essentially a non-
economic transaction — might address the same 
concern and be fairer for taxpayers. 
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Lawyers should be aware of the tax conse-
quences of accounting and market transactions in 
advising their clients and rendering legal opinions 
on the viability, legality and financial consequence 
of corporate dividends. Directors are entitled to rely 
upon their corporate counsel for advice on all as-
pects of corporate transactions. 

[Editor’s note: Professor Vern Krishna, CM, 
QC, FCGA, is Counsel, Mediator & Arbitrator, 
Borden Ladner Gervais, LLP (Barristers & Solici-
tors) and executive director of the CGA Tax Re-
search Centre at the University of Ottawa. 
<vkrishna@blgcanada.com>.] 

• COMMENTARY • 

The Nature of Tax Law 
Vern Krishna, CM, QC, FCGA 

Borden Ladner Gervais LLP, Ottawa

Tax law is an unpleasant subject. Income tax is 
the involuntary expropriation of property without 
direct compensation — compulsory contributions 
that the government levies on transactions in goods, 
services and intellectual property to finance public 
expenditures that society considers to be for the 
public good. 

Income tax law has a reputation of being a diffi-
cult and dry subject. To be sure, tax law is difficult, 
but it is neither dry nor unpleasant. Yes, tax law is 
replete with technical detail, difficult — often in-
comprehensible — sometimes circular, and usually 
uses obtuse language. Nevertheless, taxpayers must 
live with the statute as it is and not with the one 
that they wish to have written. We must comply 
with tax laws or face severe sanctions. Advisors 
must advise on uncertain, complex and poorly 
drafted provisions. Courts must interpret tax legis-
lation in lengthy court battles. 

All economic laws are behavioural. Tax laws in-
vite behavioural reponses from taxpayers. At the 
top end of the rate scale, governments take ap-
proximately one-half of earned income. Therefore, 
it is understandable that taxpayers expend consid-
erable energy and resources trying to minimize the 
government's tax bite. At the same time, legislators 
respond to taxpayer planning by drafting provisions 
that are ever more complex to reduce tax leakage 
and revenue loss. The Income Tax Act, R.S.C. 
1985, c. 1 (5th Supp.) and related law takes up 
2500 printed pages and grows every year. 

To be sure, the raising of revenue is an impor-
tant, if not imperative, justification of tax law. But 
governments also use tax law for the purposes of 
implementing social policies and redistributing in-

come. We see this in the title of the individual tax 
return form — “Income Tax and Benefit Return”. 
Nearly one-third of Canadians who file tax returns 
do so primarily to receive benefits from the gov-
ernment and do not pay any income tax at all. 

Hence, tax law balances different objectives: for 
example, funding of public expenditures, economic 
policies, regional incentives, fair redistribution of 
income and procedural fairness in administration. 
Any statute that serves so many diverse — and, 
often, conflicting — purposes is necessarily going 
to be more complex than a limited single purpose 
statute. The tax system should also ensure reason-
able access to the courts to resolve disputes. 

The Income Tax Act is badly drafted. The statute 
violates almost every principle of grammatical con-
struction. For example, Canadian drafting tradition 
requires that each section of the Act — no matter 
its length — should be in a single self-contained 
sentence. Single sentence drafting of complex pro-
visions makes the statute susceptible to interpreta-
tional error. 

The comments of a member of the British Par-
liament speaking about the Irish Home Rule bill in 
1889 would fairly describe the Canadian Income 
Tax Act today: 

... it sweats difficulties at every paragraph; every 
provision breeds a dilemma; every clause ends in 
a cul-de-sac; dangers lurk in every line; mis-
chiefs abound in every sentence and an air of evil 
hangs over it all. 

Judge Mogan of the Tax Court of Canada de-
scribed the definition of “term preferred share” in 
Citibank Canada as follows:1 
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The definition of “term preferred share” is prolix 
in the extreme. The persons who drafted that 
definition did not practise any economy of words 
or language. One may well ask how many mem-
bers of parliament understood the definition 
when it was made law by amendment to the Act. 
... 
It is so detailed, so particularized; so long [the 
definition extends over 2580 words in a single 
sentence] and tedious and excessive in its use of 
language. 

The income tax statute is more than a mere laun-
dry list of provisions Shorn of its technical lan-
guage, the statute is a policy document that reflects 
the social, political, economic, and moral values of 
society at any particular time. A reason underlies 
each provision. Ultimately, a policy underlies every 
statutory provision. 

Although the policy of provisions may not be ob-
vious on first reading, the rationale is there for those 
who search for it. As Justice Frankfurter said:2 

Legislation has an aim: it seeks to obviate some 
mischief, to supply an inadequacy, to effect a 
change in policy, to formulate a plan of Govern-
ment. That aim, that policy is not drawn, like ni-
trogen, out of the air; it is evinced in the lan-
guage of the statute as read in the light of other 
external manifestations of purpose. 

The focus of tax interpretation should be to rec-
oncile the language of the statute with the purpose 
of the provisions. This creates tensions in statutory 
construction. For example, should we apply the 
plain meaning of words — assuming we can dis-
cern plain meaning — or the purpose of the under-
lying provision? The Supreme Court says that it 
will apply the plain meaning of words where the 
language is “clear and unambiguous” and look to 
the purpose of the provision where the language is 
not so clear but the purpose is. 

As we shall see, there are not that many provi-
sions in the Income Tax Act that are unambiguous 
and it is not always clear as to the purpose of 
provisions. In Bailey v. R.,3 for example, the tax-
payer claimed private elementary school fees as 
“child care” expenses — which are deductible — 
and not as education expenses — which are not. 
The Tax Court in an informal decision looked at 
the so-called “object and spirit” of the childcare 
provisions and allowed the deduction saying that 

any education from the school was merely an in-
cidental benefit. 

Ultimately, all judges are lawmakers. To be sure, 
they endeavour to remain inconspicuous in tax law. 
In important ways, however, judges act as policy-
makers and determine meaning of the law. The 
meaning of words in tax law is rarely as plain as its 
authors anticipate when they draft the legislation. 
Thus, judges must look at legislative history and 
engage in purposive analysis when the words of the 
statute are capable of different meanings. 

Courts must also cope with the technical detail 
of tax law and for the purpose of the legislation. 
In Hewlett-Packard (Canada) Co. v. R.,4 for ex-
ample, the Tax Court had to wrestle with whether 
the word “lodge” included “luxury hotels”. If it 
did, the taxpayer could not deduct expenses to 
entertain its employees in the particular hotels. 
The purpose of the rule prohibiting deduction of 
lodge expenses is to prevent expense account liv-
ing on the public purse. Although dictionaries 
sometimes use the word “hotel” to describe 
“lodge”, the Tax Court did not think that most 
Canadians would describe large resort hotels 
with a range of modern amenities as “lodges”. 
Hence, the court allowed the taxpayer to deduct 
its substantial expenses. The interpretation side-
swiped the underlying policy of the provision 
against the deduction of such expenses. 

Purposive analysis requires an understanding of 
the underlying principles of tax law, which allows 
judges to inject their own policy perspective in in-
terpreting the statute. Thus, judges often apply their 
own normative beliefs of the appropriate policy. 
Hence, in tax litigation, it is helpful if you “know” 
your judge. 

Thus, many of the important principles of Cana-
dian tax law come in the form of judge-made com-
mon law. Of course, the selection of one method of 
interpretation over another becomes clear only ret-
rospectively. Bureaucrats write complex laws. Tax-
payers must live with the complexity of the statute 
and pay for professional advisors to comply with it. 
Ultimately, tax advisors must anticipate whether a 
court will interpret the “unambiguous words” in the 
same manner as the advisor. Resolving tax dis-
putes, however, is a slow, arduous and expensive 
process. Hence, we speak of the unpleasant subject 
of taxes. 
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[Editor’s note: Professor Vern Krishna, CM, 
QC, FCGA, is Counsel, Mediator & Arbitrator, 
Borden Ladner Gervais, LLP (Barristers & Solici-
tors) and executive director of the CGA Tax Re-
search Centre at the University of Ottawa. 
<vkrishna@blgcanada.com>.]
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