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PART I-STATEMENT OF FACTS
A. Overview

1.

In Shell Canada Ltd., this Court articulated a legal principle for determining the tax

characterization of gains or losses arising from hedging contracts. This appeal now calls upon
the Court to confirm the requirements for a financial derivative to constitute a hedging contract.

2.

The appellant entered into a forward contract with TD Securities which required him

to sell Bank of Nova Scotia shares at a specified price on a future date. The Minister of National
Revenue disallowed $9,966,149 in business losses claimed by the appellant in respect of this
forward contract and instead characterized them as capital losses because the forward contract
entered into was a hedge of the appellant's Bank of Nova Scotia shares. Those shares were
held by the appellant as an investment and therefore were capital property.

3.

In so assessing the appellant, the Minister was following this Court's finding in Shell

Canada that a hedging contract takes on the character of the item being hedged. In this case,
the forward contract was a hedge because it neutralized the risk of market price fluctuations
associated with the shares that the appellant had pledged as collateral for a loan.

4.

In rejecting the strict legal test applied by the trial judge in this case, the Federal Court

of Appeal settled the inconsistency in the jurisprudence and adopted an approach that does not
make the characterisation of a transaction as a hedge dependant on a taxpayer's intentions or
choice as to the timing of transactions.

5.

Whether a derivative instrument constitutes a hedge is an objective test which looks

to whether the hedging party genuinely has assets or liabilities exposed to market fluctuation
when the derivative contract is entered into, and whether the derivative contract has the effect
of neutralizing or mitigating that risk.
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6.

The appellant asks this Court to adopt a restrictive approach to the hedging rule that it

articulated in Shell Canada by adding both an "intention to hedge" and a "transactional risk"
requirement. There is no reason to make the hedging rule more complex. The rule simply
requires that the appellant had assets exposed to market fluctuation, that the appellant was
aware of that risk, and that the effect of entering into the forward contract was to neutralize or
minimize that risk. The relationship between the forward contract and the hedged shares in this
case was self-evident once the shares were properly viewed as having been exposed to risk.
7.

The appellant's test would unduly restrict the application of the hedging rule and

enhance opportunities for sophisticated taxpayers to create, with the benefit of hindsight, a
similar asymmetrical tax treatment as between the derivative instrument and the hedged item,
in order to reduce their tax liability. The Federal Court of Appeal's decision should be affirmed.
B. Background Facts
8.

The following are the facts that are necessary to understand the issues in this case,

including the facts concerning the loan or security arrangements entered into by the appellant
as a requirement for the loan, which were not mentioned in the appellant's statement of the
facts and which are key to understanding the transactions at issue.
9.

In 1988, the respondent acquired 183,333 Bank of Nova Scotia ("BNS") shares when

the brokerage firm at which he worked was acquired by BNS. In March 1997, the respondent
left his employment with the brokerage firm. 1

1

Federal Court of Appeal Reasons for Judgment at para 6 [FCA Reasons] [Appellant's Record,
Vol I, Tab Fat 94 [AR]]. Partial Statement of Agreed Facts at paras 3-5 [AR, Vol II, Tab Nat
71].
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10.

By 1997, the appellant had come to the view that his BNS shares would decline in

value in the short term, but he nevertheless remained optimistic that they would perform well
in the long term. 2

11.

Also in 1997, the appellant became interested in obtaining a loan in order to finance

various investments, including an investment in Enterprise Capital Management Inc. ("ECM"),
a new business that he had recently established. 3 The appellant testified that he "had a financial
requirement" in regards to the proposed $4 million investment in that business. 4 He expressed
an aversion to going into debt. 5

12.

On June 6, 1997, the appellant was offered a credit facility (the "Loan") by the

Toronto-Dominion Bank. 6 The Loan envisaged that the appellant would pledge a certain
number of his BNS shares as collateral, and enter into a forward contract for the same number
and type of shares with TD Securities Inc. 7

13.

In keeping with the terms of the Loan, on June 26, 1997, the appellant entered into a

forward contract in respect of BNS shares with TD Securities (the "Forward Contract"), as
stated in a confirmation letter dated July 2, 1997 (the "Confirmation"). 8

14.

The terms of the Loan also required the appellant to enter into a Securities Pledge

Agreement, which the appellant did on July 2, 1997. Under the Securities Pledge Agreement,
2

Tax of Court of Canada Reasons for Judgment at para 10 [TCC Reasons] [AR, Vol I, Tab B
at 4]; FCA Reasons at para 7 [AR, Vol I, Tab Fat 95].
3
FCA Reasons at para 8 [AR, Vol I, Tab Fat 95]; TCC Reasons at paras 9, 16 [AR, Vol I, Tab B
at 4, 6]; Partial Statement of Agreed Facts at paras 20-22 [AR, Vol II, Tab Nat 74].
4
MacDonald Trial Transcript from February 13-14, 2017, at 44-45, 12 [MacDonald Transcript]

[AR, Vol VI, Tab X at 34-35].
MacDonald Transcript at 49, 117, at 113, ll 7-8, at 144, ll 20-22 [AR, Vol VI, Tab X at 39, 103,
134].
6
TCC Reasons at para 15 [AR, Vol I, Tab Bat 6]; MacDonald Transcript at 110, 11 4-6 [AR,
Vol VI, Tab X at 100].
7
FCA Reasons at paras 6, 8 [AR, Vol I, Tab Fat 94-95]; Term Loan Commitment dated June 6,
1997 [AR, Vol III, Tab 0(30) at 1].
8
BNS Shares Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97].
5
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the collateral pledged for the Loan consisted of: (i) 165,000 BNS shares, (ii) the Confirmation,
and (iii) all amounts which may become payable to him by TD Securities under the Forward
Contract (collectively, the "Collateral"). 9 The appellant endorsed for transfer and delivered to
TD Bank the share certificates for 165,000 of his BNS common shares. 10 The Collateral was
subject to an inter-creditor agreement as the pledged shares would be pledged to both TD Bank
and TD Securities. 11
15.

After completing the various steps required by TD Bank, the appellant accepted the

Loan on July 7, 1997 and drew $4,899,000 from the credit facility. 12 He used $4,250,000 to
invest in Enterprise Capital Limited Partnership (part of ECM), and $649,000 to invest in
various other securities. 13
16.

The Forward Contract provided that the "Reference Stock" were 165,000 BNS shares,

the "Forward Date" was June 26, 2002 and the "Forward Price" was $68.46. 14 Essentially, the
appellant agreed to sell 165,000 BNS shares to TD Securities on June 26, 2002, at the agreed
price of $68 .46 per share regardless of the closing price of the BNS shares on that date.
17.

The Forward Contract was a cash-settled forward transaction. This meant that, instead

of selling actual shares to TD Securities, the appellant would pay TD Securities the difference
between the "Reference Price" (the official closing price of a BNS common share on The

9

TCC Reasons at para 15 [AR, Voll, Tab Bat 6]; FCA Reasons at para 12 [AR, Vol I, Tab F
at 96]; Security Pledge Agreement executed July 2, 1997, clauses "(b) Collateral'', "(c)
Confirmation'', "(g) Pledged Securities" ands 2 [AR, Vol II, Tab 0(29) at 254-255]; Term Loan
Commitment dated June 6, 1997, "Security and Other Documentation" clause [AR, Vol III,
Tab 0(30) at 4]; MacDonald Transcript at 78, 1 8 to 80 14 [AR, Vol VI, Tab X at 68-70].
10
MacDonald Transcript at 79, ll 7-26, at 108, ll 2-24 [AR, Vol VI, Tab X at 69, 98].
11
TCC Reasons at para 15 [AR, Vol I, Tab Bat 6].
12
TCC Reasons at paras 15-16 [AR, Vol I, Tab Bat 6].
13
FCA Reasons at para 14 [AR, Voll, Tab Fat 97]; TCC Reasons at para 16 [AR, Vol I, Tab B
at 6]; Partial Statement of Agreed Facts at para 22 [AR, Vol II, Tab N at 74]; MacDonald
Transcript at 35-36, 44-46 [AR, Vol VI, Tab X at 24-25, 34-36].
14
BNS Shares Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97]; Partial
Statement of Agreed Facts at paras 12-14 [AR, Vol II, Tab Nat 72-73].
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Toronto Stock Exchange on the Forward Date) and the Forward Price of $68.46 for each BNS
share if the Reference Price was higher than the Forward Price. If the Reference Price was
lower than the Forward Price on the Forward Date, TD Securities would pay the difference to
the appellant. 15 Importantly, the Collateral under the Loan included all amounts which may
become payable to the appellant by TD Securities under the Forward Contract, thereby
protecting TD Bank against the risk of a decline in value of the BNS shares also held as
Collateral. 16
18.

The Forward Contract subsisted for nine years. 17 The appellant repaid the outstanding

indebtedness under the Loan prior to the close of his 2004 taxation year. 18 While the credit
facility remained available to him after that time, the appellant did not utilise it. 19
19.

·

The appellant had the option to extend the Forward Contract beyond the Forward Date

and to partially settle the Forward Contract by making cash settlement payments on the number
of Reference Shares of his choice before the Forward Date. The Forward Contract was
amendeq and extended several times to either adjust the Forward Price (to reflect changes to
the quarterly dividend on the BNS shares) and the number of Reference Stock (to reflect a split
of the shares and a stock dividend), or to extend the Forward Date. 20
20.

The appellant made the first partial termination of the Forward Contract on June 16,

2003 whereby he agreed to partially terminate 27,400 shares of the Forward Contract as at that
date, and paid a net settlement amount of $788,585.70. 21

15

TCC Reasons at para 13 [AR, Vol I, Tab Bat 5].
Security Pledge Agreement executed July 2, 1997, s 2(d) [AR, Vol II, Tab 0(29) at 255].
17
TCC Reasons at paras 11, 14 [AR, Vol 1,.Tab Bat 4-5].
18
FCA Reasons at para 14 [AR, Vol 1, Tab F at 97] ; Partial Statement of Agreed Facts at
paras 23-24 [AR, Vol II, Tab Nat 74-75].
19
MacDonald Transcript at 112, ll 18-23 [AR, Vol VI, Tab X at 102].
20
TCC Reasons at para 14 [AR, Vol 1, Tab Bat 5].
21
Partial Termination Agreement dated June 16, 2003 [AR, Vol II, Tab 0(19) at 244].
16
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21.

The number of the Reference Shares that were subject to the Forward Contract varied

downwards due to settlement payments made by the appellant. 22 As the number of shares
pledged as part of the Collateral was reduced under the Securities Pledge Agreement, the Loan
facility amount was similarly reduced. 23 The release of pledged shares by TD Bank to the
appellant was simultaneous with his partial termination of the exact number and type of
Reference Stock in the Forward Contract. 24 At no time was the number of Reference Shares
that were subject to the Forward Contract greater than the total number of BNS shares the
appellant owned. 25
22.

In 2005, 2006 and 2007, the appellant sold 37.4%, 1.4% and 13% respectively, or 52%

in total, of his entire BNS shareholding. 26 The appellant reported those gains for tax purposes
as capital gains. 27
23.

Between 2004 and 2006, the appellant exercised his option to partially terminate the

Forward Contract on no fewer than seven occasions, and made cash settlement payments
totalling $9,966,149, which he claimed gave rise to business losses that were deductible against
income from other sources for tax purposes.28 The Minister denied the appellant's claim for
business losses on the basis that the cash settlement payments gave rise to capital losses. 29
24.

At various times, the appellant also engaged in options, another financial derivative

instrument, with respect to BNS shares that were not pledged as collateral for purposes of the

22

FCA Reasons at paras 9-11 [AR, Vol I, Tab F at 95-96].
Term Loan Commitment dated June 6, 1997, "Type of Credit and Amount" [AR, Vol III,
Tab 0(30) at l].
24
MacDonald Transcript at 114, 1 16 to 115, 1 10 [AR, Vol VI, Tab X at 104-105].
25
FCA Reasons at para 13 [AR, Vol I, Tab Fat 97]; MacDonald Transcript at 124, 1 1 to 125 14
[AR, Vol VI, Tab X at 114-115].
26
Partial Agreed Statement of Facts, Schedule A [AR, Vol II, Tab Nat 89-90]; TCC Reasons at
para 66 [AR, Voll, Tab Bat 19-20].
27
Partial Statement of Agreed Facts at paras 42, 50, 58, 64 [AR, Vol II, Tab N at 78, 80, 82, 83].
28
FCA Reasons at paras 14-17 [AR, Vol I, Tab Fat 97-98]; Partial Statement of Agreed Facts,
Schedule A [AR, Vol II, Tab N at 87-90].
29
TCC Reasons at para 1 [AR, Voll, Tab Bat 2].
23
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Loan. In his tax filings for certain taxation years, the appellant treated profits or gains from
these options as being on capital account. 30
25.

At trial, each party adduced the evidence of an expert witness. While there were areas

of disagreement in their testimony, the experts did agree that, in order to be a hedge, the
derivative:
(a) did not need to be entered into at the same time as the asset was acquired; 31
(b) did not need to cover the entire asset; i.e., a partial asset hedge is permissible; 32
(c) did not need to have a definite exit date; 33 and
(d) could be unwound earlier than any termination date if desired. 34
26.

The experts further agreed that:
(a) after the Forward Contract terminated, the appellant was no longer hedged, but rather
was "exposed to unrealised gains or losses going forward"; 35

30

TCC Reasons at para 79 [AR, Voll, Tab Bat 25]; MacDonald Transcript at 132, ll 3-20 [AR,
Vol VI, Tab X at 122]; Exhibit R-1 : Record of Activity in BNS Shares filed February 14, 2017
[AR, Vol V, Tab Rat 16-17].
31
Kurgan Trial Transcript at 183-184 [Kurgan Transcript] [AR, Vol VII, Tab Y at 33-34];
Dr Klein Trial Transcript at 451-452 [Klein Transcript] [AR, Vol VIII, Tab Z at 113-114].
32
Kurgan Transcript at 250-257 [AR, Vol VII, Tab Y at 100-107]; Klein Transcript at 460-463,
480 [AR, Vol VIII at 122-125, 142]; TCC Reasons at para 108 [AR, Voll, Tab Bat 34].
33
Kurgan Transcript at 285 [AR, Vol VII, Tab Y at 135]; Klein Transcript at 451 [AR, Vol VIII,
Tab Z at 113].
34
Kurgan Transcript at 286 [AR, Vol VII, Tab Y at 136]; Klein Transcript at 360-361, 451 , 466469, 480-481 [AR, Vol VIII, Tab Z at 25-26, 113, 128-131, 142-143]; George Weston Ltd v
The Queen, 2015 TCC 42 at para 88, [2015] 4 CTC 2010.
35
Kurgan Transcript at 199, 1111 to 200, 111 [AR, Vol VII, Tab Y at 49-50]; Klein Transcript at
505, 122 to 507, 119 [AR, Vol VII, Tab Z at 167-169].
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(b) there was no requirement to sell the underlying asset when the hedge ended to
demonstrate the hedging effect of the financial derivative instrument while it subsisted; 36
and,
(c) someone like the appellant, who already owned the underlying asset, can speculate by
increasing his exposure to the source of risk. 37

C. Decision of the Tax Court of Canada
27.

The trial judge first concluded that the Forward Contract was an adventure in the

nature of trade. To reach this conclusion, the trial judge relied heavily on the appellant's
testimony that he entered into the Forward Contract with the intention of making a profit and
he viewed the credit facility as ancillary to and a by-product of the Forward Contract. 38
28.

The trial judge then considered whether the Forward Contract was a hedge of a capital

asset, so as to "convert" the payments from income to capital account. She concluded that the
Forward Contract was not a hedge of the appellant's BNS shares because he did not intend to
sell his BNS shares and there was no risk to neutralize. She also concluded that the Forward
Contract could not be viewed as a "same asset hedge" because the appellant could not settle
the Forward Contract by transferring his BNS shares to TD Securities. In order to have found
there was a hedge, the trial judge would have required that settlement on termination of the
Forward Contract be satisfied by the exchange of shares and the presence of an "offsetting
transaction" to which the Forward Contract could be linked. 39

36

Klein Transcript at 451, 14 to 452, 1 5; at 460, 11 to 463, 120 [AR, Vol VIII, Tab Z at 113114, 122-125]; Kurgan Transcript at 269, 1119-27 [AR, Vol VII, Tab Y at 119].
37
Kurgan Transcript at 256, 124 to 257, 117 [AR, Vol VII, Tab Y at 106-107]; Klein Transcript
at 388, 12 to 393 , 14, at 413, ll 3-18; at 417120 to 419, 123 [AR, Vol VIII, Tab Z at 50-55, 75,
79-81].
38
TCC Reasons at paras 63-64, 74-75 [AR, Voll, Tab Bat 18-19, 23-24].
39
TCC Reasons at paras 99, 104, 105, 112 [AR, Voll, Tab Bat 32, 33, 35].
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29.

The respondent appealed the decision on the basis that the trial judge had applied

incorrect legal tests and made palpable and overriding errors in concluding that the cash
settlement payments made by the appellant pursuant to the forward contract were payments on
income account resulting in business losses. 40

D. Decision of the Federal Court of Appeal
30.

In a unanimous decision, the Federal Court of Appeal allowed the respondent's appeal.

Relying on earlier decisions, the Federal Court of Appeal concluded that an intention to hedge
was not a condition precedent for hedging and that it was sufficient that:
(a) the person concerned owned assets exposed to market fluctuation risk when the
derivative contract was entered into;
(b) the derivative contract had the effect of neutralizing or mitigating that risk; and
(c) the person was aware of the effect ofrisk mitigation. 41
31.

The Federal Court of Appeal found that the trial judge erred in law in not following

binding precedents, in particular, Placer Dome and Shell Canada, and in distinguishing an
earlier Tax Court decision on the erroneous basis that the appellant had no ownership risk to
hedge. The Federal Court of Appeal followed this Court's guiding principles in Placer Dome
with respect to the hedging analysis, and concluded that the risk to which the appellant was
exposed was mitigated by the Forward Contract and therefore, the Forward Contract hedged
the appellant's BNS shares. 42

40

Notice of Appeal to the FCA dated October 2, 2017 [AR, Vol I, Tab Kat 167].
FCA Reasons at paras 70-71, 92-93 [AR, Vol 1,Tab Fat 114-115, 121].
42
FCA Reasons at paras 53-57 [AR, Vol 1, Tab Fat 109-110].
41
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PART II - POINTS IN ISSUE
32.

The respondent generally agrees with the questions in issue as stated in the appellant's

factum, but would restate them, as follows:

a. Did the Federal Court of Appeal apply the wrong test for determining whether gains
or losses from a derivative transaction are taxed on income or capital account?

b. Did the Federal Court of Appeal apply "the wrong standard of review by
substituting its own opinions" for the trial judge's factual findings?

PART III - ARGUMENT
A. Links between the Forward Contract and the BNS shares were perfect
33.

The Federal Court of Appeal correctly concluded that in order to constitute hedging,

the derivative contract need not be linked perfectly to contemporaneous transactions involving
the asset or liability being hedged. Even if this Court should hold that perfect links as to timing
and quantum are required, in the present case such links existed, such that this Court should
find that the appellant's Forward Contract was a hedge.

34.

When the Forward Contract is properly considered in conjunction with the Loan and

the Securities Pledge Agreement to which it relates, there are perfect links in timing and
quantum as between the Forward Contract, the credit facility made available to the appellant
under the Loan, and the pledged BNS shares:

- 11 -

(a) The 165,000 BNS shares held by the appellant were pledged to TD Bank five days
before the Forward Contract was executed. The certificates of the pledged shares were
endorsed for transfer and delivered to TD Bank. 43
(b) The Reference Stock under the Forward Contract corresponded exactly with the
number and class of shares pledged by the appellant as security for the Loan. 44
(c) Simultaneously with the reductions of the number of shares of Reference Stock
covered by the Forward Contract, the same number of BNS shares were released from the
Collateral and transferred back to the appellant. 45 As shares were released, the appellant
was at liberty to, but not obliged to, sell the released shares.
(d) The Loan was for an amount not to exceed 95% of the Reference Price ofBNS shares
on the Forward Date multiplied by the number of shares under the Securities Pledge
Agreement. At any given time, there was thus direct correlation in terms of quantum
between the credit facility available to the appellant, the shares which remained pledged
to TD Bank, and the remaining Reference Stock under the Security Pledge Agreement.
To the extent the number of shares subject to the Forward Contract were reduced, the
available credit under the loan agreement was correspondingly reduced. 46
(e) The appellant's receipts from TD Securities under the Forward Contract were
assigned to TD Bank. If the shares went down in value and a partial termination was made
43

BNS Shares Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97]; TCC
Reasons at paras 11, 15 [AR, Vol l, Tab B at 4, 6]; Security Pledge Agreement executed July 2,
1997 [AR, Vol II, Tab 0(29) at 254]; MacDonald Transcript at 79, ll 7-26, at 108, ll 2-24 [AR,
Vol VI, Tab X at 98].
44
BNS Shares Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97]; TCC
· Reasons at paras 11, 15 [AR, Voll, Tab Bat 4, 6]; Security Pledge Agreement executed July 2,
1997 [AR, Vol II, Tab 0(29) at 254].
45
MacDonald Transcript at 114, 116 to 115, 110 [AR, Vol VI, Tab X at 104-105]; Expert Report
of Dr Klein at 47 [AR, Vol V, Tab Tat 84].
46
Term Loan Commitment dated June 6, 1997 [AR, Vol III, Tab 0(30) at l]; BNS Shares
Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97]; TCC Reasons at para 15
[AR, Vol 1, Tab B at 6]; Security Pledge Agreement executed July 2, 1997 [AR, Vol II,
Tab 0(29) at 254].
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such that the appellant became entitled to receive payments from TD Securities under the
Forward Contract, those payments were assigned to TD Bank as further collateral.
Consequently, even though TD Bank's collateral lost part of its value as a result of the
reduced share price, that reduction was offset by the payments assigned to TD Bank. In
this way, the appellant's pledged shares were risk-free collateral for TD Bank. 47
(f) Absent an event of default, the loan is repayable in full on the maturity date of the

Forward Contract 48
35.

The trial judge found that the links formed between the Forward Contract and the

related security arrangements were insufficient because the appellant "did not consider the
Loan as being part of the Forward Contract'', but merely a by-product of it. 49 This conclusion
highlights the dangers of adopting intention as a required element for hedging. The appellant's
statements that he intended to speculate on the price of BNS shares or that the Loan was
unrelated to the Forward Contract are of no consequence in the face of the June 6 and July 7,
1997 agreements, which legally obligated the appellant to enter into the Forward Contract to
ensure that the Collateral for the Loan from TD Bank would remain fully hedged. 50
36.

The trial judge further erred by failing to "find any connection between the amount

borrowed under the Loan and the entering into, and the settlement of, the Forward Contract"
on the basis that the appellant did not fully draw upon the credit facility and had repaid all
outstanding indebtedness as of November 2004. 51 Whether or not the appellant used the credit
facility, it remains true that throughout the duration of the Forward Contract the appellant could

47

Security Pledge Agreement executed July 2, 1997, s 2(d) [AR, Vol II, Tab 0(29) at 255]; FCA
Reasons at para 72 [AR, Vol I, Tab Fat 155].
48
Term Loan Commitment dated June 6, 1997 [AR, Vol III, Tab 0(30) at l]; BNS Shares
Forward Contract executed July 7, 1997 [AR, Vol II, Tab 0(1) at 97]; TCC Reasons at paras 11,
15 [AR, Voll, Tab Bat 4, 6]; Security Pledge Agreement executed July 2, 1997 [AR, Vol II,
Tab 0(29) at 254] .
49
TCC Reasons at paras 62, 74, 106, 114-117 [AR, Voll, Tab Bat 18, 23-24, 33, 35-36).
50
Heritage Capital Corp v Equitable Trust Co, 2016 SCC 19 at para 4 7, [2016] 1 SCR 306.
51
TCC Reasons at para 106 [AR, Voll, Tab Bat 33].
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have drawn upon the full amount of the credit facility (initially $10,477,480). 52 It was because
of this entitlement that the appellant was required to provide collateral that was fully protected
against the risk of a decline in value.
37.

As explained below, a proper hedging analysis begins with identifying the underlying

item that exposes the taxpayer to risk. 53 The trial judge failed to identify the appellant's BNS
shares as the relevant underlying item exposed to risk, because she factored an irrelevant
consideration into the legal test: the appellant's stated intention to never sell his shares. The
BNS shares were exposed to price fluctuations and while the appellant might not have intended
to sell the BNS shares, TD Bank had the option to do so if the appellant were to default on the
Loan. 54
38.

There is no dispute that the appellant held the BNS shares as an investment, and

therefore on capital account. The losses realized by the appellant under the Forward Contract
were likewise on capital account because the Forward Contract acted as a hedge for the pledged
shares. 55 There were perfect links in timing and quantum as between the execution of the
Forward Contract and a contemporaneous "transaction", i.e., the transfer of share certificates
as between TD Bank and the appellant, and the reduction of the available credit facility under
the Loan. The links are found in the contractual obligations entered into by appellant by which
his BNS shares were predetermined to be hedged.
39.

While there is no requirement that a taxpayer must have intended to hedge, the

taxpayer's state of mind is relevant insofar as a hedge occurs only if a taxpayer is aware of or
should have foreseen the risk associated with the item being hedged. The trial judge should

52

MacDonald Transcript at 114, l 16 to 115, l 10 [AR, Vol VI, Tab X at 104-105]; Term Loan
Commitment dated June 6, 1997, "Type of Credit and Amount" [AR, Vol III, Tab 0(30) at 1];
Partial Statement of Agreed Facts at para 21 [AR, Vol II, Tab Nat 74].
53
Placer Dome Canada Ltd v Ontario (Minister of Finance), 2006 SCC 20 at para 29, [2006]
1 SCR 715 [Placer Dome].
54
Security Pledge Agreement executed July 2, 1997, s 13(d) [AR, Vol II, Tab 0(29) at 257].
55
Shell Canada Limited v Canada, [ 1999] 3 SCR 622 at para 70, 1999 CanLII 64 7 (SCC) [Shell].
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have enquired into whether the appellant had knowledge of the risk associated with his Bank
of Nova Scotia shares instead of whether he intended to hedge. Not only was the appellant
aware of the risk, but he anticipated a decline in the value of the BNS shares based on "storm
clouds" he saw on the investment horizon. 56 The appellant's argument that, without an
intention to hedge requirement, a taxpayer could "accidentally" engage in hedging is of no
import having regard to the fact that the appellant understood the hedging effect of the Forward
Contract. 57
B. Principles regarding the application of the hedging rule

40.

This Court decided in Shell Canada Ltd., that the nature of a gain or loss derived from

a hedging contract is determined by the character of the hedged item ("the hedging rule"). 58
Prior to that time, no court had firmly stated that proposition and there was little direct case
authority for the tax treatment of hedging transactions. 59 The cases cited by the appellant are
of little assistance to this Court in articulating the hedging rule.
41.

Contrary to the appellant's assertion, a description of the course of business in the sale

and disposal of grain contained in an agreed statement of facts in the Grain Futures Reference
does not amount to an "authoritative description of what constitutes a hedge for tax
purposes". 60

56

TCC Reasons at paras 18, 63 [AR, Vol 1, Tab Bat 6 and 18).
FCA Reasons at paras 67, 70, 71, 93 [AR, Vol I, Tab Fat 113, 114, 121].
58
Shell, supra note 55 at paras 70, 76; Weston, supra note 34 at para 66; see also Barrick Gold
Corporation v The Queen, 2017 TCC 18 at para 27 (CanLII).
59
David G. Broadhurst, "Income Tax Treatment of Foreign Exchange Forward Contracts, Swaps,
and Other Hedging Transactions", Report of Proceedings of the Forty-First Tax Conference, 1989
Conference Report (Toronto: Canadian Tax Foundation, 1990) 26: 1 at 26: 1, 26:2, 26:5, 26:6, 26:8,
26:31 [Respondent's Book of Authorities, Tab 8 [RBoA ]].
60
Manitoba (Attorney General) v Canada (Attorney General), [1925] AC 561 at 693-694 (JC
PC), [1925] 2 DLR 691, affg [1924] SCR 317.
57
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42.

Similarly, the Court did not, in Atlantic Sugar Refineries, 61 define a hedging rule.

Atlantic Sugar Refineries stands for what authors have referred to as the "integration

principle". 62 The issue was whether the profit realized by the taxpayer in its dealings in sugar
futures was taxable as "income" within the meaning of s. 3 of the Income War Tax Act, and in
particular, whether they constituted "profits from a ( ... ) business". During that period,
Parliament had not yet defined "business" to include an "adventure or concern in the nature of
trade", nor was there taxation of capital gains. 63 As such, the taxpayer argued that the sugar
futures transactions were isolated and speculative transactions which resulted in an accretion
to capital unconnected with its business.
43.

The majority in Atlantic Sugar Refineries held that the profit realized "was part of the

appellant's business or calling and therefore a profit from its business". Although Locke, J., in
his concurring judgment, found that the transactions constituted a hedge, he did not articulate
a hedging rule. 64
44.

Other trial decisions referred to by the appellant dealt squarely with derivative

instruments but fell short of stating any general principle regarding their characterization for
tax purposes. 65 Finally, there is a general body of case law dealing with the characterization of
foreign exchange gains or losses on repayment of liabilities. 66 The principles derived from

61

Atlantic Sugar Refineries Ltd v Minister ofNational Revenue, [1949] SCR 706 [Atlantic Sugar] .
Margaret E Grottenthaler and Philip J Henderson, The Law of Financial Derivatives in Canada,
2019 Thomson Reuters Limited at 11-4, 11-9 to 11-11 [Grottenthaler] [RBoA, Tab 11];
N C Loveland, "Taxation of Currency and Interest Rate Risk Management Strategies and
Products", 1992 Corporate Management Tax Conference (Toronto, Canadian Tax Foundation,
1993) 11: 1 at 11: 16-11: 18 [Loveland] [RBoA,Tab 13].
63
Income War Tax Act, RS 1927, c 97, ss 2(a)-(l), 3 [RBoA, Tab 2]; The Income Tax Act, RSC
1952, c 52, s 127(1)(e) "business" [RBoA, Tab 3]; Income Tax Act, SC 1970-71-72, c 63 ss 3(b),
38 [RBoA, Tab 4].
64
Atlantic Sugar, supra note 61 at 709-711.
65
Salada Foods Ltdv R, [1974] CTC 201 (FCTD), 1974 CarswellNat 151 (WL Can); Echo Bay
Mines Ltdv Canada, [1992] 3 FC 707, 1992 CarswellNat 323 (WL Can) [Echo Bay].
66
Ethicon Sutures Ltdv R, [1985] 2 CIC 6 (FCTD), 1985 CarswellNat 297(WL Law); Saskferco
Products ULC v Canada, 2008 FCA 297, [2009] 1 CTC 302; Appellant's factum at paras 38, 54,
57, 67-70.
62
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these cases are well understood, but they are different from those applicable to hedging
transactions and are of little assistance in discussing the principles at hand. 67
45 .

The guiding authority for the hedging rule is found in this statement from Shell

Canada: "Whether a foreign exchange gain arising from a hedging contract should be

characterized as being on income or capital account depends on the characterization of the debt
obligation to which the hedge relates" .68
J. Hedging neutralizes or mitigates exposure to risk

46.

In Shell Canada the "Forward Exchange Contract" was a financial derivative.

Financial derivative are contracts whose value is based on the value of an underlying asset,
reference rate, or index.69 The four basic types of derivative contracts are forwards, futures,
options and swaps. It is common ground that the Forward Contract is a financial derivative.
47.

This Court's decision in Placer Dome is the authoritative statement as to what

constitutes hedging, in the absence of any statutory definition. The issue in Placer Dome was
whether the definition of"hedging" under the Ontario Mining Tax Act extended to transactions
that did not result in the physical delivery of gold. Having found that the interpretation of the
statutory definition was informed by the "commonly understood meaning" of hedging, this
Court's pronouncement on what constitutes hedging was a necessary step in the analysis, and
formed part of the ratio decidendi of the decision. 70
48 .

The Federal Court of Appeal correctly stated the two conditions giving rise to hedging

pursuant to the Placer Dome decision, as follows :

67

Shell, supra note 55 at para 68.
Shell, supra note 55 at para 70.
69
Placer Dome, supra note 53 at paras 1, 29.
70
Placer Dome, supra note 53 at paras 1, 29; Baker v R, [1975] 3 All ER 55 (PC) at 63-64, [1975]
AC 774; R v Henry, 2005 SCC 76 at paras 52, 57, [2005] 3 SCR 609.

68
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a. the party to a derivative contract genuinely has assets exposed to market
fluctuations, and;
b. the contract neutralizes or mitigates the exposure to this risk on the assets owned
by the party. 71
49.

While not explicitly stated in Placer Dome, the taxpayer's knowledge or foresight of

an impending risk is a necessary element of the test. This third requirement is implicit in the
definition of hedging supplied by the Court in Placer Dome. 72 If not, it is an uncontroversial
addition to this Court's test from Placer Dome. This third requirement constitutes a complete
response to the appellant's argument that, without an intention requirement, a taxpayer could
"unknowingly" engage in hedging. 73
2.

50.

A hedging contract can hedge transactional risk and ownership risk

Can the hedging rule apply to deny capital treatment for gains realized from a hedging

contract if there is no sale or proposed sale of the underlying item being hedged? This issue
was raised for the first time in George Weston Ltd where the taxpayer had entered into currency
swaps to hedge its U.S. investments, but without disposing of such investments when the
currency swaps were terminated. After a careful analysis of the jurisprudence, the Tax Court
of Canada concluded that, although previous decisions had only dealt with derivative contracts
which had the effect of neutralizing or mitigating a transactional risk, no binding precedent
had laid down a rule that the hedging rule was restricted to instances where a link can be traced
between the derivative instrument and a contemporaneous transaction involving the hedged
asset or liability. 74

71

FCA Reasons at para 69 [AR, Voll, Tab Fat 114]; Placer Dome, supra note 53 at paras 29,
32-35.
72
FCA Reasons at para 71 [AR, Vol 1, Tab F at 114-115]; Placer Dome, supra note 53 at ·
paras 32-35.
73
Appellant's Factum at para 101; FCA Reasons at paras 70-73 [AR, Voll, Tab Fat 114-116].
74
Weston, supra note 34 at para 97.
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51.

In purportedly distinguishing the decision of the Tax Court in George Weston Ltd, the

trial judge found that "the existence of an offsetting transaction is a prerequisite to find a hedge
in this particular case." 75 The trial judge's view appears to have been that, without a sale by
the appellant of shares at the time of each partial settlement to offset the payment to TD Bank
under the Forward Contract, hedging could not be said to have occurred. In so viewing the
matter, the trial judge effectively made the application of the hedging rule dependant on the
appellant's choice as to whether or not to sell his shares, and not on whether or not there is
risk.
52.

The Federal Court of Appeal in the decision below agreed with the conclusion in

George Weston Ltd that hedging is not restricted to transactional risk, stating: "A risk arising

from ownership is equally capable of being hedged and there is no reason why the established
rule that hedging gains or losses are treated the same way as the assets being hedged for tax
purposes, should not apply". 76
53 .

Accordingly, two kinds or risk are susceptible of being hedged: transactional risk and

ownership risk. The "impending risk" can relate to an asset or liability, or to a contemplated
transaction which is anticipated to give rise to revenue or expenses.
3. No requirement for strict linkage in terms of quantum or timing once a derivative
instrument has been determined to be a hedge of ownership risk

54.

Contrary to the appellant's argument, 77 in order to qualify as a hedge under this Court's

test in Placer Dome, there is no requirement for strict linkage, both in terms of quantum and
timing, between the hedging instrument and the sale of the hedged item. The nature of the links
between a hedging contract and the hedged item can vary with the type of derivative contract;
and the type of risk being hedged. The Placer Dome test results in a broad application of the
hedging rule that promotes symmetry as between the derivative instrument and the hedged

75

TCC Reasons at para 105 [AR, Voll, Tab Bat 33].
FCA Reasons at paras 78-82 [AR, Voll, Tab Fat 117-118]. See also Weston, supra note 34
at para 68.
77
Appellant's factum at paras 36, 40.
76
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item, limiting instances where a taxpayer would be entitled to claim income losses from the
hedging contract, while reporting sales of the underlying assets as capital gains, or vice-versa.
55.

There is no need for there to be strict linkage in terms of the quantum of the asset that

is hedged, or in terms of the duration of the hedge. 78 For both transactional and ownership
hedges, partial hedging (e.g. of only part of one's assets or liabilities) should permit the
application of the hedging rule. 79 By the same account, early terminations of the hedging
contract or the contract lacking a definite exit date should not preclude the rule's application. 80
56.

Under the commonly accepted understanding of the term, hedging can occur in

relation to assets in respect of which no intention to sell exists. 81 Even if the trial judge were
correct to accept that the appellant never intended to sell his BNS shares, there nonetheless
was risk associated with the ownership of the shares. This was acknowledged by the appellant
at trial. 82 The BNS shares owned by the appellant were exposed to price fluctuations and there
was no need for the trial judge to require an offsetting sale of shares in order to conclude that
the appellant had mitigated or reduced a risk. 83
57.

Where as in the present case the asset that is the subject of the hedging instrument is

of the same type as the asset exposed to risk, and the number or quantity of the asset referenced

78

Echo Bay, supra note 65 at para 61; Atlantic Sugar, supra note 61 at para 12.
Kurgan_Transcript at 250-257 [AR, Vol VII, Tab Y at 100-107]; Klein Transcript at 460-463,
480 [AR, Vol VIII, Tab Z at 122-125, 142]; TCC Reasons at para 108 [AR, Voll, Tab Bat 34];
Corn Products Refining Co v Commissioner, 55-2 USTC 56061 at 51, 350 US 46; Grottenthaler,
supra note 62 at 11-6, n 19 [RBoA, Tab 11].
8
Kurgan Transcript at 285-286 [AR, Vol VII, Tab Y at 135-136]; Klein Transcript at 360-361 ,
451, 466-469, 480-481 [AR, Vol VIII, Tab Z at 25-26, 113, 128-131, 142-143]. See also
Weston, supra note 34 at para 88.
81
FCA Reasons at para 78-83 [AR, Voll, Tab Fat 117-119]; Placer Dome, supra note 53 at
paras 29, 36; Weston, supra note 34 at para 97; Jerald M Wortsman, Christopher S Purkis &
Leonard Nesbitt, "Complex Financial Instruments", in 2009 CTF Conference Report 8:1 at 8:15
[Wortsman] [RBoA, Tab 18].
82
MacDonald Transcript at 60, 1112-13 [AR, Vol VI, Tab X at 50]; TCC Reasons at paras 18, 63
[AR, Voll, Tab Bat 6, 18].
83
TCC Reasons at paras 107 and 112 [AR, Voll, Tab Bat 33, 35].
79

°
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under the hedging instrument does not exceed in number or quantity the asset exposed to risk,
there is no need for additional links in terms of quantum or timing to be established . .
58.

In the case of a forward contract that hedges ownership risk in relation to shares (as in

the present case), there is no need for physical delivery of the shares in order for it to constitute
a hedge within the Placer Dome test, and for the hedging rule to apply. The trial judge said
that because the Forward Contract was to be cash-settled, it was not a "partial same asset
hedge" of the BNS shares. 84 In so deciding, she ignored this Court's statements in Placer Dome
to the effect that mode of settlement has no bearing on whether the contract amounts to
hedging, and that treating cash settled contracts differently from those involving physical
delivery would create an "unjustified artificial distinction". 85
59.

The selection of Canada Revenue Agency private technical interpretations referred to

by the appellant were issued prior to the most recent developments in the jurisprudence, such
as the George Weston Ltd decision, and are not helpful for purposes of this appeal. 86 While
information circulars and interpretation bulletins held out to the public as representative of the
Minister's general policy respecting a provision of the Income Tax Act can be persuasive or
have weight, rulings or technical interpretations offered to specific taxpayers such as those
referred to by the appellant should not. 87

84

TCC Reasons at para 99 [AR, Voll, Tab Bat 32].
Placer Dome, supra note 55 at paras 31-34. See also Dennis Sykora, "The Income Tax Web
Surrounding Derivatives", Report of Proceedings of Forty-Seventh Tax Conference, 1995
Conference Report (Toronto: Canadian Tax Foundation, 1996) 30:1 at 30:4, 30:11 [Sykora]
[RBoA, Tab 17].
86
Appellant's factum at paras 71-73.
87
Hare! v Deputy Minister of Revenue(Quebec), [1978] 1 SCR 851 at 858-859; John Fluevog
Boots & Shoes Ltdv The Queen, 2009 TCC 345 at paras 31-32, [2009] DTC 1197; Owen Holdings
Ltd v Canada, [1997] 3 CTC 351 at para 12 (FCA), 1997 CanLII 16702; Shell Canada Ltd v R,
[1997] 1CTC2208 at para 46 (TCC), 1996 CarswellNat 2196 (WL Can).
85
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4.

If the hedging rule does not apply, then general principles regarding the
computation ofprofits and losses are examined

60.

According to the appellant, the hedging rule can only be considered after it is

established that the taxpayer did not intend to speculate on the derivative transaction and that
0

h e was not engaged in an adventure in the nature of trade. 88 This approach is not supported by
any authority, is inconsistent with the approach followed by this Court in Shell Canada, and
should be rejected.
61.

In Shell Canada, this Court first addressed the issue of characterization of the forward

exchange contract under the hedging rule, and then considered the argument presented by the
Crown that Shell had undertaken an adventure in the nature of trade. The Crown had argued
that "Shell was acting like a trader; and that the net gain did not arise fortuitously but rather
was the result of a carefully executed plan". The Court rejected the Crown's argument, holding
that once a derivative transaction has been found to be a hedge and characterized on capital
account, it is no longer necessary to consider whether the taxpayer was acting as a trader:
Fourth, it is not particularly relevant that the net foreign exchange gain did not arise
fortuitously but rather arose as a result of Shell's deliberate contractual obligations.
As noted, the proper tax treatment of a foreign exchange gain on both the initial
borrowing and any related hedge transaction is to be assessed in light of the
characterization of the underlying debt obligation.
62.

Consistent with Shell Canada, the hedging rule is applied first to determine the

character of a gain or loss arising from a financial derivative.
63.

If it is determined that the hedging rule does not apply because the financial instrument

is not a hedge, the characterisation of the profits or losses arising from the financial derivative

88

Appellant's factum at para 108.
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as between capital gains or business income is determined by general rules regarding the
computation of profits and losses, as described below. 89
64.

To the extent that the taxpayer has another source of income, such as a business, the

question is whether the transaction giving rise to gains or losses is sufficiently integrated with
the taxpayer's other profit making activities. If so, the profits or losses will be treated on
income accourit. 90
65.

To the extent that the transaction is found to be isolated from any other business or

source of income, the question is whether the transaction is an "adventure or concern in the
nature of trade" under the extended definition of the term "business". 91 That question is to be
resolved by applying factors derived from a wealth of jurisprudence, including whether the
taxpayer acted as a trader. 92 To the extent that the profits or losses arise from an adventure in
the nature of trade, they are deemed to arise from the conduct of a business and treated on
income account. Conversely, to the extent that the taxpayer was holding on to the financial
derivative as an investment and disposed of the property, the gains or losses deriving from this
disposition will be treated on account of capital. 93

89

FCA Reasons at paras 48-49 [AR, Vol 1, Tab Fat 107-108]; Brian J Arnold, "Cash Settlement
of a Derivative Contract- Capital or Income" (July 31, 2018) (Canadian Tax Foundation) 1at1
[Arnold] [RBoA, Tab 6].
90
Income Tax ACt, RSC 1985, c 1 (5th Supp), s 9; Atlantic Sugar, supra note 61at709-710; Echo
Bay, supra note 65 at paras 66-68; Ikea Ltd v Canada, [1998] 1 SCR 196 at paras 25, 33.
91
Income Tax Act, RSC 1985, c 1 (5th Supp.), s 248(1) "business".
92
Regal Heights Limited v Minister of National Revenue, [ 1960] SCR 902 at 906-907; Friesen v
Canada, [1995] 3 SCR 103 at paras 15-16; Minister of National Revenue v Taylor, [1956-60]
Ex CR 3 at paras 2, 35, 49, 59, 1956 CarswellNat 222 (WL Can).
93
Income Tax Act, RSC 1985, c 1 (5th Supp), ss 38, 39, 40, 54 "capital property".
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C. An intention to hedge should not be a component of the test for hedging

66.

The Federal Court of Appeal correctly held that no courts have decided that an

"intention to hedge" is a condition precedent for finding a hedge. 94 Contrary to the appellant's
argument, factual findings or observations by trial judges in prior cases that the taxpayer at
issue had a hedging purpose or intention, without more, are not authority that an "intention to
hedge" is a required element of the legal test for determining that hedging occurred. None of
the cases relied on by the appellant provide such authority.
67.

Introducing an "intention to hedge" requirement into the test for finding a hedge for

tax purposes ultimately risks forcing the courts to engage in what has been described by the
Federal Court of Appeal in a similar context as "endless exercises to determine the true
intentions behind certain transactions". 95 The hedging rule stated by this Court in Shell
Canada, which gives the hedging contract the same character as the hedged item, avoids this

risk.
68.

When faced with oral assertions of intentions at odds with objective evidence, tax

authorities rightly approach such assertions with caution. 96 After-the-fact selection by
taxpayers of those transactions which are to be treated as hedges is a risk in any test involving
the taxpayer's intention. In the interest of preventing hindsight manipulation by taxpayers after
outcomes have become known, some jurisdictions require taxpayers to designate those
transactions which are to be treated as hedges at the time of entering into the transaction. 97

94

FCA Reasons at para 67 [AR, Vol 1, Tab F at 113]; C Anne Calverley, Jehad Haymour &
Sophie Virji, "Taxation of Derivative Transactions", (2013-2) 26 Canadian Petroleum Tax
Journals 1 at 2-3 [RBoA, Tab 9]; Loveland, supra note 62 at 11 :28 [RBoA, Tab 13].
95
Friedberg v R, [1992] 1 CTC 1 at para 5, 1991 CarswellNat 669 (WL Can), aff d [1993] 4 SCR
285.
96
UKHMRC internal manual, Corporate Finance Manual, 16 April 2016, CFM57070.
97
United States Code, 2006 Edition, Supplement 5, Title 26 - Internal Revenue Code at 2106,
s 1221(a)(7); Code of Federal Regulations (annual edition), 26 CFR 1.1221-2 at 257, s 1.12212(e); Income Tax Act, RSC 1985, c 1 (5 1h Supp.), s 20.3(1), definition of "hedge"; Department of
Finance, Technical Notes (March 2001) regarding section 20.3 [RBoA, Tab 20]; Government of
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Such requirements may result m complexity and cost, both for taxpayers and tax
administrations. 98
69.

The requirement that a taxpayer have knowledge or foresight of an impending risk is

a factor that can coexist with taxpayers having a variety of intentions or purposes. As such, it
creates fewer difficulties in its application than a requirement that there be an intention to hedge
and does not open the door as widely to subjective and self-serving evidence. 99
D. The Federal Court of Appeal's decision promotes predictability and certainty, while
the appellant's approach creates opportunities for manipulation and asymmetry

70.

The appellant proposes an approach that limits the application of the hedging rule by

making the taxpayer's intention to hedge a condition precedent, thus putting taxpayers in a
position to be tempted to make self-serving assertions to ensure a favorable tax treatment. 100
The hedging rule as applied by the Federal Court of Appeal, which focusses on the effect of
the hedging contract, avoids such mischief.
71.

The appellant's approach, should it be adopted, would yield greater instances of

mismatch, such as in this case, where a taxpayer would be entitled to claim income losses from

Australia, Exposure Draft - Tax Laws Amendment (Taxation of Financial Arrangements) Bill
2008, Explanatory Material" at para 8.84 [RBoA, Tab 26].
98
Australia, Review of Business Taxation, A Platform for Consultation - Building a on Strong
Foundation, Discussion Paper 2, Vol 1 (Canberra: Australian Government Publishing Service,
Feb 1999) at 170-171, paras 6.56-6.62 online: Review of Business Transaction
<rbt.treasury.gov.au> [Australia, A Platform/or Consultation] [RBoA, Tab 22]; Policy Advice
Division of the Inland Revenue Department, and New Zealand Treasury, "The tax consequences
of adopting international financial reporting standards: An officials' issues paper" (September
2006) at para 5.31, 5.36]; Weston, supra note 34 at para 95; Department of Finance, Report of the
Technical Committee on Business Taxation, December 1997 at 10.3 [RBoA, Tab 19].
99
Ludco Enterprises Ltdv Canada, 2001SCC62 at paras 50-51, 53, [2001] 2 SCR 1082; Venne
v R, [1984] CTC 223 at para 36 (FCTD), 1984 CarswellNat 210 (WL Can); T Clearwater, "The
Judicial Role in Derivative Taxation: The Queen v. Shell Canada Limited and Financial Contract
Economics" (1998) 46:6 Canadian Tax Journal 1212 at 1225 [RBoA, Tab 10].
100
Government of Australia, "Exposure Draft: Tax Laws Amendment (Taxation of Financial
Arrangements) Bill 2008, Explanatory Material" at para 8.14 [RBoA, Tab 24].
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the hedging contract, while reporting sales of the underlying assets as capital gains. 101 Such
asymmetry runs counter to the hedging rule, and counter to the principles espoused by this
Court.102

72.

The legal test adopted by the Court ought to accord with valid policy considerations.

This Court has emphasized the desirability of having and applying rules that promote
predictability, certainty and fairness in tax matters. 103 Consistency and symmetry are additional
goals. 104
73.

The use of derivative instruments creates opportunities for taxpayers to attempt to
change the character of income (from income to capital, or vice versa) as well as to defer tax. 105
Taxpayers may seek asymmetrical tax treatment as between the hedging transaction and the
item or transaction being hedged when it is advantageous to do so. As expressed in a 1995
International Fiscal Association report concerning the taxation of derivatives, an "unwarranted
detriment or benefit to either taxpayers or to the government can result when a taxpayer uses

101 Partial Statement of Agreed Facts at paras 42, 50, 58, 64 [AR, Vol II, Tab Nat 78, 80, 82, 83];
Loveland, supra note 62 at 11:9, 11 :32-11 :33 [RBoA, Tab 13].
102 Tennant v MNR, [1996] 1 SCR 306 at para 25; Daishowa-Marubeni International Ltd v
Canada, 2013 SCC 29 at para 43, [2013] 2 SCR 336.
103 Canada Trustco Mortgage Co v Canada, 2005 SCC 54 at paras 31 , 61, 75, [2005] 2 SCR 601.
104 Fundy Settlement v Canada, 2012 SCC 14 at para 16, [2012] 1 SCR 520; Daishowa-Marubeni,
supra note 102 at para 43; Tennant, supra note 102 at para 25. See also Tony Ancimer and Byron
Beswick, "Foreign Exchange Legislation in Canada: Current State and Future Policy", Report of
the Proceedings of the 691h Tax Conference, 2017 Conference Report (Toronto: Canadian Tax
Foundation, 2018) 17:1at17:4-17:5 [Ancimer] [RBoA, Tab 5].
105 Sykora, supra note 85 at 30:6 [RBoA, Tab 17]; P Mark Meredith, "Current Problems and
Future Directions in Derivatives Taxation", Report of Proceedings of Forty-Sixth Tax Conference,
1994 Conference Report (Toronto: Canadian Tax Foundation, 1995) 18:1 at 18:2-18:4 [RBoA, ·
Tab 14]; Australia, A Platform/or Consultation, supra note 98 at 146, 205, paras 5.7, 7.31 [RBoA,
Tab 22]; UK HM Revenue & Customs, "Modernising the Taxation of Corporate Debt and
Derivative Contracts", Technical Note, 8 April 2014 at 3 [RBoA, Tab 28].
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a [derivative financial instrument] to hedge another position, but the two transactions are taxed
differently." 106

74.

The Organization for Economic Cooperation and Development ("OECD") has also

expressed concern about certain domestic and cross-border tax avoidance schemes involving
hedging which rely on asymmetric tax treatment. In a 2013 report, the OECD stated: "Any
country that taxes the results of a hedging instrument differently from the results of the hedged
transaction/risk is potentially exposed [to such schemes].

." 107 Amongst the OECD report's

recommendations, countries concerned were counselled to
"Introduce rules to avoid or mitigate the disparate tax treatment of hedged
items and hedging instruments.'' 108
75.

The hedging rule adopted by this Court in Shell Canada is consistent with the OECD's

recommendation. Properly applied, the hedging rule avoids mismatches as to the
characterization of income as between capital and income in hedging transactions. It is neutral
as between taxpayers and the government. A rule that leads to a differential tax treatment can
create incentives for taxpayers to structure transactions to achieve that result. 109
76.

The hedging rule furthers the goal of tax neutrality. 110 Hedges are ordinarily structured

on a pre-tax basis, and asymmetric or differential tax treatment as between the derivative
106

Charles T Plambeck, H David Rosenbloom & Diane M Ring, General Report, in Cahiers de
droit fiscal international, vol LXXXb, subject II, "Tax Aspects of Derivative Financial
Instruments" (Cannes: 1995) 653 at 668, para 2.2.3 .1, at 689, paras 6.1, 6.1.1 [Plambeck] [RBoA,
Tab 15]. See also UK HM Revenue & Customs, "Modernising the taxation of corporate debt and
derivative contracts", Consultation document (June 6, 2013) at 58 [RBoA, Tab 27].
107
Organization for Economic Co-Operation and Development, "Aggressive Tax Planning based
on After-Tax Hedging"(OECD: 2013) at 8 [OECD, Aggressive Tax Planning] [RBoA, Tab 25].
108
OECD, Aggressive Tax Planning, supra note 107 at 9 [RBoA, Tab 25].
109
Imperial Oil Ltd v Canada, 2006 SCC 46 at para 66, [2006] 2 SCR 447, per Lebel J [Imperial
Oil].
110

.

Imperial Oil, supra note 109 at para 66; Ancimer, supra note 104 at 17:4-17:5, 17:9-17:11
[RBoA, Tab 5]; Australia, A Platform for Consultation, supra note 98 at 145, para 5.3 [RBoA,
Tab 22].
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contract and the hedged item may often put at risk the tax effectiveness of the hedge on an
after- tax basis. 111 The objective of tax neutrality is to "remove, as far as possible, any distorting
effects of taxation on commercial decision-making." 112 A rule that ensures that the character
given to the hedging instrument is the same as that given to the hedged item best furthers the
objective of tax neutrality. 113
77.

The appellant would further limit the hedging rule by making the characterization of

the financial derivative dependant on the taxpayer's decision as to the timing of the recognition
of gain or loss on the asset or liability exposed to risk. 114 A taxpayer could thus choose to delay
the sale of the hedged item to ensure a timing mismatch with the hedging contract, thus opting
out of the hedging rule once the outcome (gain or loss) has become known. Practitioners as
well as tax policy designers have commented on the undesirability of taxpayers having the
opportunity to determine whether hedging has occurred after the outcome has become
known. 115
78.

The appellant incorrectly postulates that certainty and predictability can only be

achieved if the characterization of the hedging contract accords with the taxpayer's "intention
and expectation" as to the tax treatment "that the transaction would engender". 116 The
appellant's submission is misconceived because, as this Court has explained in Fairmont and

111

Loveland, supra note 62 at 11:9, 11:27 [RBoA, Tab_]; Plambeck, supra note 106 at 658,
668-669 [RBoA, Tab 15]; OECD, Aggressive Tax Planning, supra note 107 at 15 [RBoA,
Tab 25]; Government of Australia, Exposure Draft - Tax Laws Amendment (Taxation of
Financial Arrangements) Bill 2008, Explanatory Material" at para 8.3 [RBoA, Tab 24].
112
Government of Australia, "Exposure Draft - Tax Laws Amendment (Taxation of Financial
Arrangements) Bill 2006, Explanatory Material" at para 1.15 [RBoA, Tab 23]; Imperial Oil, supra
note 109 at para 66; Jinyan Li, Joanne Magee & J Scott Wilkie, Principles of Canadian Income
Tax Law, 9th ed (Toronto: Thomson Reuters, 2017) at 51 [RBoA, Tab 12].
113
OECD, Aggressive Tax Planning, supra note 106a{15 [RBoA, Tab_].
114
Arnold, supra note 89 at 3 [RBoA, Tab 6].
115
Ancimer, supra note 104 at 17:19-17:20 [RBoA, Tab 5]. UK HMRC, "Modernising the
taxation of corporate debt and derivative contracts", Consultation document (June 6, 2013) at 58
[RBoA, Tab 6].; Australia, Review of Business Taxation: A Tax System Redesigned, (July 1999)
Section 9: Financial Assets and Liabilities, Recommendation 9.5 at 349 [RBoA, Tab 27].
116
Appellant's factum at para 100.
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Group Jean Coutu, an intention to achieve a particular tax result does not entitle the parties
involved to the intended tax consequences. 117 Predictability is better achieved by including an
element of knowledge or foresight of an impending risk as a factor in determining the existence
of a hedge.

79.

The appellant raises the spectre of"significant, immediate and far reaching" effects on

derivative transactions from the decision below. There is little if any foundation for such
claims. In making them, the appellant relies on an affidavit submitted as part of the appellant's
leave application, which is not evidence on this appeal. The appellant fails to mention that the
principles discussed in this matter have little or no impact on taxpayers who would generally
be required to report gains or losses from derivative transactions on income account, such as
professional derivative traders and financial institutions.
80.

Contrary to the appellant's claims, it is the appellant's position that has the potential

of creating disruption in derivatives markets and uncertainty. A rule which permits
asymmetrical mismatches such as that which the appellant seeks to achieve has been the subject
of criticism and concern. 118 In contrast, a broader approach to the hedging rule that is not
restricted by the taxpayer's intentions or choices as to the timing of transactions better accords
with the expectations of the tax community, promotes tax neutrality, and preserves the
expectations of derivatives market participants. 119

117

Canada (Attorney General) v Fairmont Hotels, 2016 SCC 56 at paras 21, 23-24, [2016] 2 SCR
720; Jean Coutu Group (PJC) Inc v Canada (Attorney General), 2016 SCC 55 at para 41, [2016]
2 SCR 670.
118
Ancimer,supranote104at 17:4-17:5, 17:9-17:11 [RBoA, Tab5]. Plambeck, supra note 106
at 658, 668-669 [RBoA, Tab 15]; Stephen R Richardson & David G Broadhurst, chapter on
Canada, in Cahiers de droitfiscal international, vol LXXX:b, subject II "Tax Aspects of derivative
financial instruments" (Cannes: 1995) 119 at 128 [RBoA, Tab 16].
119
Arnold, supra note 89 at 3 [RBoA, Tab 6]; J Beitel, "Hedging Transactions: MacDonald
reversed" (2018) 66:4 Canadian Tax Journal 919 at 922 [RBoA, Tab 7]; Loveland, supra note 62
at 11:27 [RBoA, Tab 13]; OECD, Aggressive Tax Planning, supra note 107 at 15 [RBoA,
Tab 25].
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E. The Federal Court of Appeal did not apply the wrong standard of review
81.

The Federal Court of Appeal did not exceed the scope of appropriate appellate review

by substituting its own assessment of the evidence for the Trial Judge's findings of fact. The
conclusions of the Federal Court of Appeal which the appellant challenges do not represent an
unjustified interference with the factual conclusions of the trial judge. 120
82.

The standard of correctness applies to determining whether the Federal Court of

Appeal applied the wrong legal principles in determining the tax character of the Forward
Contract.
83.

Where the Federal Court of Appeal has justifiably intervened in the trialjudgment and

disagreed with the trial judge, or has drawri necessary conclusions in order to apply the correct
legal standard, this Court will intervene with the conclusions of fact of the Federal Court of
Appeal only ifthere is "clear satisfaction that an error has occurred in the first appellate court's
assessment of the facts". 121 Thus, the onus is on the appellant to demonstrate the error.
84.

In order to succeed, the appellant is required to establish:
a. each finding of the Federal Court of Appeal represents an unjustified interference
with a factual conclusion of the trial judge; or
b. ifthe Federal Comt of Appeal was justified in interfering with trial judge's findings
of fact, that the Federal Court of Appeal committed a clear error in its own
assessment of the facts. 122

85.

The factual conclusions of the Federal Court of Appeal are not inconsistent with those

of the trial judge. The Federal Court of Appeal held that the trial judge had erred in law by

120

Appellant's factum at para 104.
Salomon v Matte-Thompson, 2019 SCC 14 at para 34 [Salomon].
122
Housen v Nikolaisen, 2002 SCC 33 at paras 23, 37, [2002] 2 SCR 235; Salomon, supra note 121
at paras 34, 40.
121
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incorrectly adding requirements to the application of the hedging rule and failing to consider
other factors. To the extent that the Federal Court of Appeal made findings in order to apply
the correct legal test, those findings were open to it on the evidence adduced.

86.

At the heart of the appellant's argument is that the findings of the Federal Court of

Appeal unjustifiably interfered with the conclusions of the trial judge that "Mr. MacDonald
did not have a clear intention to hedge when he entered into the Forward Contract" which
conclusion was in turn based on her finding that the appellant's "sole intent was to
speculate". 123 Those conclusions were conclusions of mixed fact and law because they
involved the application of a legal standard, namely the proper test for the hedging rule. 124
87.

Consistent with the guidance of this Court in Housen v. Nikolaisen, the Federal Court

of Appeal identified crucial flaws in the trial judge's decision, insofar as the trial judge had
found that intention was a condition precedent for hedging, and that hedging did not apply to
ownership risk. 125 Having determined that the trial judge incorrectly focussed on certain factors
while discarding others, the Federal Court of Appeal justifiably examined the evidence and set
out its own conclusions of fact.
88.

The appellant alleges that "there was absolutely no evidence that Mr. MacDonald was

aware that the Forward Contract would mitigate any theoretical risk arising from his mere
ownership of BNS Shares." 126 The appellant ignores his own admission at trial that he had a
risk arising from his ownership of his BNS shares throughout the time that he owned them 127

123

Appellant's.factum at para 105; TCC Reasons at paras 59, 80, 96 [AR, Vol 1, Tab Bat 17, 2526, 31).
.
124
Shell, supra note 55 at para 70; Placer Dome, supra note 53 at para 29; Ludco, supra note 99
at para 34.
125
Salomon, supra note 121 at para 40; Housen, supra note 122 at paras 36-37.
126
Appellant's factum at para 105.
127
FCA Reasons at paras 71, 72 [AR, Vol 1, Tab Fat 22-23]; MacDonald Transcript at 60 [AR,
Vol VI, Tab X at 50].
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but, even without such an admission, it was obvious that he had exposure to risk of fluctuations
in the value of the shares, whether he had an intention of selling them or not. 128
89.

In the absence of any finding by the trial judge that the appellant failed to understand

the hedging effect of the Forward Contract, it was entirely open for the Federal Court of Appeal
to draw from the facts an inference that the appellant, "a sophisticated business person with
over 40 years of capital markets and corporate finance experience", understood the hedging
effect of that contract. 129 The Federal Court of Appeal committed no palpable and overriding
error in having done so.
90.

Finally, the Federal Court of Appeal made no error in concluding that the appellant

wanted the credit facility and took steps proposed by the lender in order to obtain it. The
appellant testified that he had an aversion to debt and that he "had a financial requirement" 130
in regards to the proposed $4 million investment in ECM. He admitted that he borrowed in
excess of $4 million under the credit facility, which he proceeded to use to make investments
in ECM and other securities. 131 Before the Tax Court of Canada, he alleged that "a sale of the
BNS Shares would have resulted in significant and unnecessary transaction costs".
91.

132

Indeed, no other view is consistent with the evidence. Had a more attractive means

been available to the appellant to make the $4 million investment in ECM, the appellant would
not have borrowed the money, in view of his expressed aversion to debt.

128

FCA Reasons at para 85 [AR, Vol 1, Tab F at 119]; Arnold, supra note 89 at 2-3 [RBoA,
Tab 6]. See also Wortsman, supra note 81 at 8:15 [RBoA, Tab 18], and paragraph [56] of this
factum above.
129
Appellant's factum at para 12; Starr v Houlden, [1990] 1 SCR 1366 at 1407; R v Seymour,
[1996] 2 SCR 252 at para 19; R v Giannotti, [1956] OR 349 (ONCA), 1956 CarswellOnt 11 (WL
Can), referring to Hosegood v Hosegood (1950), 66 TLR 735 at 738.
130
MacDonald Transcript at 44-45 [AR, Vol VI, Tab X at 34-35].
131
Partial Statement of Agreed Facts at para 22 [AR, Vol II, Tab Nat 74]; MacDonald Transcript
at 35-36, 44-46 [AR, Vol VI, Tab X at 24-25, 34-36].
132
Amended Notice of Appeal to the TCC at para 10 [AR, Vol I at 141].
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PART IV - SUBMISSIONS CONCERNING COSTS
92.

As there is no reason to depart from the general principles that costs follow the event,

the respondent asks for her costs of this appeal.

PART V - NATURE OF ORDER SOUGHT
93.

The respondent requests that the appeal be dismissed with costs.
ALL OF WHICH IS RESPECTFULLY SUBMITTED

Dated at Ottawa, Ontario, this

(}.fl { ay of August, 2019.

Daniel Bour
Eric Noble,
Suzanie Chua,
Of Counsel for the Respondent
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PART VI - SUBMISSIONS ON CONFIDENTIALITY
94.

None.
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