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1

APPLICANT’S REPLY MEMORANDUM OF ARGUMENT
A.

The Crown Misstates the Law

1.

The Respondent Crown’s Memorandum of Argument1 significantly misstates the state of

the law prior to the Federal Court of Appeal’s (“FCA”) decision below.2 Contrary to the Crown’s
position, this Court has not decided the proper legal test applicable to the determination of whether
gains or losses arising from a derivative instrument should be taxed as a hedge. Moreover, no
court, including this Court, has ever found a hedge to exist for tax purposes in the absence of a
taxpayer’s intention to hedge, as determined by reference to objective factors relating to the
taxpayer’s conduct.
2.

Paragraph 20 of the Response is particularly demonstrative of the ways in which the Crown

has misstated the law in its effort to defeat this Application for leave. 3 In that one paragraph, the
Crown: (i) skirts critical facts girding this Court’s decisions in Placer Dome Canada Ltd. v.
Ontario (Minister of Finance)4 and Shell Canada Ltd. v. R.,5 (ii) contradicts its own arguments
made in the Courts below, and (iii) contorts the century-old test for determining whether tax is
assessed on account of income or capital beyond recognition.
(i)
3.

Incorrect Interpretation of Placer Dome and Shell

The Crown contends that this Court’s jurisprudence has decided that a hedge exists for tax

purposes so long as three elements exist: “(a) a party had assets or liabilities exposed to market
fluctuations; (b) there existed business or commercial reason for the hedge; and (c) the hedge
reduced or eliminated risk to which the party was exposed.”6 The second element of the Crown’s
proposed novel test has no basis in law.
4.

In support of element (b), the Crown cites paragraphs 32, and 69 to 70, of Placer Dome

1

Crown’s Response to Application for Leave to Appeal, filed October 30, 2018
(“Response”).
Court of Appeal Reasons, Application for Leave to Appeal (“AR”), Tab 2F.
Response, supra note 1 at para. 20.
Placer Dome Canada Ltd. v. Ontario (Minister of Finance), 2006 SCC 20, [2006] 1 S.C.R.
715 [Placer Dome].
Shell Canada Ltd. v. R., [1999] 3 S.C.R. 622 [Shell].
Response, supra note 1 at para. 17.
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and Shell, respectively.7 Neither of these two cases support the Crown’s proposition.
5.

Nowhere in paragraph 32 of Placer Dome, or in the rest of the decision, does this Court

state that an amorphous business or commercial reason detached from the taxpayer’s intent is
sufficient to find a hedge. At paragraph 32 of Placer Dome, this Court merely explained the
distinction between hedging and speculation. In fact, this Court’s example of hedging
contemplates that the taxpayer’s intent is required to find a hedge:
An example may be useful at this stage to better illustrate how
hedging transactions work and to identify the distinction between
hedging and speculation. Assume that on January 1, 2006, the price
of gold is $200/oz. Company A is a gold producer and wishes to
hedge its exposure to fluctuating gold prices. On January 21, A
enters into a forward sale contract for 100 oz. of gold at $200/oz. If
the price of gold falls, the value of the hedging contract increases.
Conversely, if the price of gold increases, the value of the contract
decreases. It is this characteristic that separates a hedge from a
purely speculative transaction. The producer who faces genuine
exposure to price fluctuations effectively trades some of the
opportunity for gains that would accompany increasing gold prices
for security against decreasing gold prices.8
[Underlining added. Italics in original.]
6.

Shell is similarly of no avail to the Crown. At paragraph 70, this Court noted that “Shell

entered into the Forward Exchange Contract in order to hedge with US$ the market risk on the
[underlying agreements]. Indeed, Shell would not have entered into the [underlying agreements]
in the absence of the Forward Exchange Contract”9 (emphasis added). Quite to the contrary of the
Crown’s position that some “business or commercial reason” is all that is necessary to find a hedge,
this Court acutely recognized that there must be some intent to hedge a closely linked underlying
asset.
(ii)
7.

Contradicting Positions Taken Below

The correct test for a hedge, including the requirement to analyse the taxpayer’s objective

intent, was in fact acknowledged and accepted by the Crown in the proceedings below. At trial,
7
8
9

Response, supra note 1 at para. 17 and footnote 14.
Placer Dome, supra note 4 at para. 32.
Shell, supra note 5 at para. 70.
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the Crown argued that the Applicant’s intention was to reduce the risk of fluctuations in the value
of his Bank of Nova Scotia shares.10 And on appeal, the Crown argued that “a financial derivative
instrument will be considered a hedge for tax purposes where […] the business or commercial
reason for the financial derivative transaction was to hedge identified risk…” (emphasis added).11
By contrast, in its Response before this Court, the Crown now limits its proposition of law solely
to “there existed business or commercial reason for the hedge”.12
(iii)
8.

Contortion of Case Law

The Crown submits that its novel test for hedging in the tax context is logical and supported

by the case law.13 The Crown refers to this Court’s Atlantic Sugar Refineries Ltd. v. Minister of
National Revenue14 decision. In doing so, the Crown cites to the concurrence, 15 ignoring the
lengthy discussion this Court’s majority gave to the importance of a taxpayer’s objective intent in
classifying whether gains or losses are income or capital in nature.16
9.

Nor does the Crown’s proposed test for classifying whether a derivative transaction is taxed

as income or capital make sense. The Crown submits that:
Had the Forward Contract been determined not to have hedged the
applicant’s BNS shares, the linkage principle would not have
applied and as such, the taxpayer’s intention would have been
relevant to the tax issue which was did the taxpayer’s course of
conduct amount to an adventure in the nature of trade?17
10.

The above proposition renders taxpayer intent entirely unnecessary. If a cash settled

forward contract such as that in issue in this case is not a hedge, then it must be speculative. Gains
or losses from a speculative transaction are necessarily taxed on income account as a speculative

10
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Trial Reasons, at para. 29, AR, Tab 2B.
Crown’s Memorandum of Fact and Law at the FCA, at para. 38, [Tab 2]; and Court of
Appeal Reasons, at para. 36, AR, Tab 2F.
Response, supra note 1 at para. 17.
Response, supra note 1 at paras. 20-24.
Atlantic Sugar Refineries Ltd. v. Minister of National Revenue, [1949] S.C.R. 706 [Atlantic
Sugar].
Response, supra note 1 at para. 20.
Atlantic Sugar, supra note 14 at pp. 707-10.
Response, supra note 1 at para. 24
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activity constitutes an adventure or concern in the nature of trade.18 The entirety of the
jurisprudence with respect to this issue for the last century has adopted an approach that involves
assessing whether, objectively, the taxpayer intended the gain or loss to be on account of income
or capital. In the derivative transactions context, this means that the threshold is to determine
whether the taxpayer intended the derivative contract to be speculation or a hedge. If the taxpayer
intended a hedge, the second step is to determine whether it was a hedge of a capital or income
asset.19 The Crown’s proposed test results in a fait accompli. If, at the first stage, there is no hedge
(without considering a taxpayer’s objective intention), then there is no need to consider intention
at all. In effect, the Crown’s submission is that cases discussing intent, including this Court’s
Atlantic Sugar decision, can be discarded.
B.

No Substantive Response to the Public Importance of the Case

11.

In the three paragraphs it has devoted to this issue, the Crown puts forth no substantive

response to the Applicant’s public importance submissions.20 The only substantive response is the
Crown’s incorrect assertion that the issues raised in this Application are all settled law. For the
reasons above, there is no basis to this position.
12.

The Crown’s lack of effort in advancing a rebuttal to the issues and evidence raised by the

Applicant is telling. As the Bank of Canada recognized, the Canadian derivatives market is of
widespread and systemic importance to the Canadian economy. Disruptions in these financial
markets could affect the financial system and the broader economy as it would impede access to
funding.21
13.

There can be no doubt that the FCA’s decision creates significant uncertainty in the

Canadian derivatives markets. Derivatives are contracts. They are entered into between parties
seeking a financial benefit. Part of the calculus of the financial benefit that can be obtained is the
tax treatment that will be applied to gains or losses arising from those derivative contracts. Parties

18

19
20
21

See Applicant’s Memorandum of Argument for Leave to Appeal, at paras. 21-26
(“Applicant’s Leave Memorandum”), AR, Tab 3.
Shell, supra note 5 at para. 68.
Response, supra note 1 at paras. 25-27.
Applicant’s Leave Memorandum, at para. 1, AR, Tab 3.
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