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Abstract

This paper describes the tax policy rationale for allowing arm's-length loss
trading in specific circumstances, notwithstanding a general policy against
such transactions. It also provides a framework for analyzing whether a target
corporation's preacquisition operating losses should be available following an
acquisition of control, pursuant to the provisions of subsection 111(5) of the
Income Tax Act, Some of the transactional issues that should be considered when
value is ascribed to a target corporation's non-capital losses are also surveyed,
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Introduction

[7] he general policy of the Income Tax Act is against the trading of non-
capital losses by corporations, subject to specific limited circumstances.

OSFC Holdings Ltd. v. Canada
(Federal Court of Appeal; emphasis added)

It is not unusual, in a difficult economy, for accrued tax losses (most notably,
non-capital losses) to become a significant asset' of an operating corporation.
Questions arise as to the ability of such a corporation (referred to herein as a
"Lossco") to "monetize" its losses. In an era in which tax planning is subject to
increased moral scrutiny, such transactions, even if undertaken for sound com-
mercial purposes, may raise the spectre of inappropriate "tax loss trading." One
purpose of this paper is to articulate the position that not all tax loss trading is
contrary to the policy of the Income Tax Act;2 in fact, some loss utilization
transactions are encouraged and are even beneficial for the fisc.
The quotation from OSFC Holdings3 reproduced above asserts that there is a

general policy against arm's-length loss trading.' The words "loss trading" do

Canadian Tax Foundation, 2015 Conference Report, 9:1-26
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not, however, appear anywhere in the Act; rather, this policy is, for non-capital
losses, reflected in the loss-streaming provisions of subsection 111(5).5 It is
equally notable, however, that the Act expressly permits arm's-length loss trad-
ing in specific circumstances.
To focus the analysis on the specific exception for arm's-length loss trading

embedded in subsection 111(5), the discussion herein contemplates the scenario
where there has been an "acquisition of control"' of a Lossco with significant
preacquisition non-capital losses.' In that context, the focus of the paper is to
articulate the policy rationale for allowing arm's-length loss trading in specific
circumstances and to provide a framework for analyzing whether a Lossco's
preacquisition operating losses should be available following the acquisition of
control. Finally, the paper offers a survey of some of the transactional issues that
should be considered when value is ascribed to a Lossco's non-capital losses.

Overview of Subsection 111(5)

Subsection 111(5) provides that, following an actual or deemed acquisition of
control,' a corporation's preacquisition non-capital losses are deductible in tax-
ation years after the acquisition only if

1) the losses may reasonably be regarded as arising from the carrying on of a
business (referred to herein as "the loss business"); and

2) the loss business' is carried on, throughout the tax year during which the
deduction is claimed, by the corporation for profit or with a reasonable
expectation of profit.

Subsection 111(5) imposes an "all-or-nothing" approach: no loss carryforward
is allowed unless the loss business is continued during the particular tax year or
years in which such losses are claimed. If and only if this requirement is satis-
fied, subsection 111(5) goes on to provide that the losses can be deducted, but
only to the extent of income

1) from the loss business, or
2) where properties were sold, leased, rented, or developed or services were

rendered in the course of carrying on the loss business, from any other
business substantially all of the income of which was derived from the
sale, leasing, rental, or development, as the case may be, of similar prop-
erties or the rendering of similar services.

The second prong of this test is often referred to as the "same or similar business"
test.
Where the requirements of subsection 111(5) are satisfied, the indirect trans-

fer of non-capital losses to a purchaser is permitted through the acquisition of
equity interests in a Lossco, although the losses are never "traded" in the sense
that they remain with the Lossco or a predecessor by way of amalgamation or
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windup. That losses can be indirectly transferred between arm's-length parties
indicates some tolerance for the indirect monetization of tax losses. The reasons
for this are discussed below.
The thrust of subsection 111(5) is clear—non-capital losses can be used post-

acquisition of control only if there is a continuity of the loss business—but the
application of the test is ambiguous, For example, the text of the provision is
unclear as to whether the term "business" (that is, the loss business) refers to
the particular operation (specific assets, location, employees, etc.) or whether it
describes the type of endeavour. Since the provisions of the Act are to be inter-
preted using a unified textual, contextual, and purposive approach to find a
meaning that is harmonious with the Act as a whole,' it is necessary to under-
stand both the legislative purpose and the context of the loss business continuity
requirement in subsection 111(5) in determining whether the requirements of
that provision will be satisfied in any particular case.

Legislative Policy

Subsection 111(5) is part of the Act's regime governing corporate losses, which
includes rules denying the refundability or transferability of losses generally,
specifying the prima facie entitlement of a corporate taxpayer to loss carryovers,
providing specific limitations applicable in the context of an acquisition of
control, and encouraging economic risk taking. The regime is an attempt to
balance the following competing policy concerns, each of which is described
further below:

• Full transferability of tax losses is undesirable because of the deleterious
impact on government revenues and the possibility of encouraging trans-
actions motivated primarily by tax, rather than commercial, advantages.

• At the same time, preserving the ability of a corporate taxpayer to utilize
its losses is essential in properly measuring income on a multiyear basis
and enhancing the level playing field of the tax system.

• Restrictions on the utilization of preacquisition-of-control losses following
an acquisition of control and the corresponding change of shareholders is
based on a (possibly outdated) notion that a corporation is an intermediary
for its shareholders.

• It is recognized that economic risk taking should be encouraged, including
the investment risk inherent in the process of making a loss business profit-
able when such investment arises from new ownership.

Non-Refundability and Non-Transferability of Losses

The Act contains no system for the direct monetization of tax attributes; a corpor-
ate taxpayer is not entitled to "sell" its losses, It has been argued that losses should
be freely tradable, since that would ensure that the benefit of the losses would
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accrue to the true participants (the shareholders of the corporation) who suffered
the burden. The American Law Institute has, for example, argued that "unfettered
trafficking" in losses may actually serve a positive good by distributing tax
benefits where they belong." If a corporation (or its shareholders) has incurred
losses through the investment of funds in its business, why does the corporation
not have the right to recoup a portion of its investment by selling the loss to others
through an appropriate market transaction? The answer to this question rests, in
part, in a policy decision as to the extent to which the government should share
in the losses as well as the profits of a business.
The issue has been the subject of considerable governmental' and academic

study. Some commentators" suggest that losses should be refundable to the
taxpayer in the same way that profits are taxable, so as to ensure neutrality of
the tax system. Full refundability of losses would mean that, when a loss was
incurred, the government would provide a refund or offset equivalent to the tax
value of the loss, thus treating annual losses and profits symmetrically. Given
that a lack of refundability may deter corporations from making risky investments
because the prospect of tax reduces profits without equally mitigating anticipated
possible losses, it has been recognized that allowing such refundability could
improve competitiveness and market efficiency and eliminate discrimination
against more risky businesses that have greater volatility in earnings.'
While many economists regard full refundability of losses as the most con-

ceptually pure treatment, the approach has been rejected by the governments of
most, if not all, countries owing to its fiscal implications. In particular, such an
approach has been described as offering an inappropriate incentive for inefficient
businesses, creating the potential for abuse, and resulting in an "unacceptable
loss of revenue to government."' This concern is significant when one considers
that the Department of Finance, in 2008, estimated that Canadian corporations
had access to over $206 billion in unutilized non-capital losses.'
Accordingly, losses are generally non-refundable. A corollary of this is that

the only person who should be entitled to benefit from a tax loss is the person
who suffered the associated economic loss. Thus, because the corporation is a
stand-alone unit for taxation purposes, it is not permitted to transfer losses.

Treatment of Losses Generally

Acknowledging that the government should provide some credit to taxpayers
who have suffered losses, the Act permits business losses to be taken into ac-
count in determining income for prior or subsequent taxation years. This general
policy to permit loss use subject to specific restrictions was acknowledged in
Landrus as follows:

[W]here there is a general provision in the Act allowing for the deduction
of a loss, subject to a restriction or exception in certain circumstances, the
limited nature of the exception can be seen as underscoring the general
policy of the Act to allow the loss,"
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The basic rule for utilizing non-capital losses is found in paragraph 111(1)(a),
which provides that, absent an acquisition of control, non-capital losses can be
deducted to offset income earned in the year or during the permissible carryforward
(20-year) or carryback (3-year) period. In this way, losses are available to shelter
income from one business against profits from the same or any other business or
property—that is, there is no streaming of losses to a particular business18—and
relief is provided to taxpayers whose income or loss fluctuates from year to year.
The permissibility evident in paragraph 111(1)(a) has itself evolved.19 Until

1942, no rules existed to permit losses incurred in one year to be carried over to
other years. In 1942, the precursor to paragraph 111(1)(a) permitted the deduction
of losses incurred in one year in the following year only if the taxpayer carried
on "the same business" in both years;2° the carryback period was extended in
1944,2' The relaxation of the "same business" requirement began in 1958 pursuant
to amendments permitting losses to be applied to reduce income from other busi-
nesses,' at the same time as the enactment of the precursor to subsection 111(5).23
That provision retained the "same business" requirement where more than 50 per-
cent of the shares of the corporation had been acquired by persons who were
not shareholders of the corporation in the year in which the loss was incurred.
Viewing the loss deductibility rules in this historical context, it becomes evi-

dent that, as paragraph 111(1)(a) was amended to permit greater flexibility in
the use of losses from prior years, subsection 111(5) was introduced to curtail
that flexibility in a specific context, namely, where there was a significant change
of shareholders. The basis for this restriction seems to be the view taken on the
"ownership" of corporate losses.

"Ownership" of Corporate Losses

Adopting the policy that the benefit of any tax loss ought to be restricted to the
persons who suffered the associated economic loss raises the related issue of
identifying the true owner of corporate tax losses. While a corporation is an
independent taxable unit, its losses have long been viewed as, in a sense, "be-
longing" to the corporation's shareholders, on the basis that the corporation is
an intermediary acting for its shareholders.'
Whether the notion that a corporation is an intermediary for its shareholders

is appropriate in today's marketplace of widely held and freely tradable public
corporations is debatable, but this policy decision appears to have been firmly
made, and it seems unrealistic to expect any revision of such view in the loss
utilization context. It follows that losses should not normally be claimed by the
corporation after a significant change of shareholders, on the basis that the former
shareholders, who bore the economic costs of the losses, are no longer partici-
pants in the corporation's affairs.'
The precursor to subsection 111(5) that was introduced in 1958, at the same

time as the scope of paragraph 111(1)(a) was expanded, utilized an aggregate-
change-in-shareholdings test. An acquisition-of-control test was added in 1963,26
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and the aggregate-change-in-shareholdings test was eliminated in 1972.2' The
result, as under current rules, is a loss-streaming provision applicable on an
"acquisition of control," but not, however, on a mere significant change of owner-
ship. The acquisition-of-control test has been subject to criticism on the basis
that the availability of tax attributes should not be entirely different depending
on the change in any particular ownership threshold. Should the restrictions apply
merely because of the acquisition of 51 percent of a Lossco's voting shares, but
not if there is an acquisition of 48 percent of those shares?' The validity of the
criticism aside, reliance on the acquisition-of-control threshold appears to be
firmly embedded in the legislative scheme, likely as a matter of practicality.

In the early 1980s, to tighten the carryover restrictions further, subsection
111(5) was amended to permit the carryforward of losses only where the loss
business was carried on with a reasonable expectation of profit and to limit
deductibility of preacquisition losses to the corporation's income from the loss
business or a similar business.' The loss business continuity requirement serves
as a constraint on the "benefit" that can be derived by the shareholders of a
Lossco on the sale of their equity interests. On a sale, the former shareholders
will be able to obtain value from the preacquisition losses only to the extent that
the post-acquisition Lossco can use the losses. In this way, the value that the
former shareholders can expect to realize on their shares will, roughly, be based
on the prospects of the corporation's existing business or a similar business prior
to the acquisition.

Tax-Avoidance Concerns

The 1963 budget materials surrounding the introduction of the acquisition-of-
control test indicate that this measure was intended "to stop the device whereby
a company that has experienced losses is purchased for the purpose of applying
those losses against income from another business?'" Similarly, the 1981 budget
materials indicate that the 1981 amendments were made in response to "un-
profitable corporations becoming targets for takeover bids solely because of tax
considerations and not because of the underlying economic profitability of their
businesses."' Thus, in the absence of any business or financial reasons for a com-
bination, the loss business continuity requirement may serve to preclude a tax
inducement to the combination of a Lossco with a profitable business. This is
consistent with the general policy behind tax legislation of raising revenues in an
economically efficient manner without distorting corporate decision making.
The budget commentary notwithstanding, subsection 111(5) does not incor-

porate a purpose test. Such inclusion was explicitly rejected by the Department
of Finance in the 1980s, largely on the basis that the fist's concerns with loss-
trading transactions existed whether or not the participants had "malevolent
intent" and also in recognition that a purpose test might rarely be satisfied, since
the main purpose of an acquisition would generally be to acquire a business,
with the loss attributes being only an additional factor.'
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Although subsection 111(5) does not refer to any tax-avoidance concern, this
factor has been given significant weight in the jurisprudence. In Gaz Metropoli-
tain," the Tax Court stated that the purpose of paragraph 88(1.1)(e) (which is
comparable to subsection 111(5)) is to prevent taxpayers from acquiring control
of a company more for the tax losses than for the business carried on by it.
Similarly, in Manac,34 the Tax Court indicated that, in enacting subsection 111(5),
Parliament intended, in part, to prevent companies from speculating in compan-
ies with losses.
Arguably, the emphasis on tax purpose in the jurisprudence is not appropriate

given the text of the provision. So long as the requirements of subsection 111(5)
are satisfied, and absent any analysis under the general anti-avoidance rule (GAAR),
losses should be available following an acquisition of control—notwithstanding
the taxpayer's motivation for the transaction. That said, it is clear that, at least
from a practical perspective, the parties' motivations will be a central factor, and
it is beneficial to an acquiror to demonstrate the commercial purpose for the
acquisition.

Encouraging Profitability and Growth

The foregoing policies could be satisfied by a strict denial of loss carryforwards
after an acquisition of control, but this is not what the rules provide. Rather,
losses can continue to be utilized post-acquisition of control so long as the loss
business is continued. This explicit permission is based on two interrelated
principles. First, although a loss belongs to the corporation, it also belongs to
the business that gave rise to it.35 Given the rebuttable presumption that a cor-
poration earns income from a business,' if a corporation is to have an identity
independent of its shareholders, then perhaps such identity is based upon its
particular business. Second, it is economically desirable to encourage the revi-
talization of a loss business, including through an acquisition of control and the
replacement of management.'
The Department of Finance has acknowledged that the loss business continuity

test is "[Ole single major exception" to the policy against loss trading, indicating
that this exception is made in an attempt to support the recovery of unprofitable
enterprises.' The ability to utilize losses post-acquisition offers a period of respite
from tax burdens and may be the boost required to support the recovery of a
loss business. The nature of the disincentive that could result in the absence of
such permission has been explained as follows:

There are some net-loss corporations for which there is some hope of turning
profitable. In some cases a change of ownership might help to effect a turn-
around. In the absence of taxes, a prospective purchaser would bid on the
basis of what he thought he could do with the business, and if he thought he
could do better than the old owners thought they could do, . . then the cor-
poration would be worth more to the prospective purchaser than to the old
owner, and a sale would be likely to occur. If the greater optimism of the
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purchaser has any foundation in fact about his managerial capability, then
the change is likely to be socially beneficial.
Disallowance of loss carryovers on a transfer of ownership will distort

the operation of this simple market mechanism, however, since a purchaser
will have to predict pretax income substantially higher than the old owner
predicts in order to achieve the same after-tax return, which is presumably
what the bids are based upon.39

The acquisition of a loss (or any) business is generally based on the pur-
chaser's being more optimistic than the current holder as to future after-tax
income, If losses cannot be carried forward by a purchaser, but can be used by
the current vendor, the result is that an acquisition would occur only where the
purchaser's predictions of post-acquisition revenue were so much higher than
those of the current holder as to compensate for the increased tax burden. In
many cases, the result is that a loss business would be worth more to the current
holder than to a potential buyer, thus impeding transactions and potential post-
acquisition improvements that could be made to the business.

In OSFC Holdings, the Federal Court of Appeal acknowledged the commercial
objective encouraged by the loss business continuity requirement:

Where a corporation with unused losses is taken over, and the new managers
make the acquired corporation's business profitable, then the acquired cor-
poration's unused losses can be applied against the profits from the formerly
unprofitable business, even though the profits were earned after the change
of control. In that situation, the takeover has accomplished the sound com-
mercial objective of making an unprofitable business profitable, and there
is no reason why the unused pre-takeover losses should not continue to he
available.°

The foregoing demonstrates that the loss business continuity requirement in
subsection 111(5) is to encourage making an unsuccessful business profitable.
Similar statements were made by the Tax Court in Garage Montplaisir41 and by
the Federal Court of Appeal in Manac.42 This is an express recognition by Par-
liament that economic growth, including job creation or preservation, may be
enhanced by providing incentives (or not providing disincentives) for sustaining
or reviving a failing business. Permitting a carryforward of losses in these cir-
cumstances creates an incentive for the combination of a Lossco with a profitable
corporation, since the benefit of the loss carryforward can be realized only if
there are future earnings and the combination enhances the chance of fulfilling
that condition.
While the Canadian tax literature is largely silent on the reason for the "simi-

lar" business restriction, I submit that this requirement reflects a desire to avoid
a tax inducement toward uneconomic behaviour. If a loss carryover could be
deducted from the profits of an unrelated business so long as the loss business
was continued, there would be an incentive to continue the loss business even
if it was only marginal to the other business, simply to preserve the benefit of
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the loss carryover. The ability to use losses only in the same or a similar business
arguably prevents this.

Specific Requirements of the Loss-Streaming Rules

While the requirements of subsection 111(5) are easy to articulate, applying those
requirements to specific circumstances can be difficult. Notwithstanding that
there are about 35 cases considering subsection 111(5) and its predecessors, the
result in most is fact-specific and there are few definitive guidelines.
One source of difficulty in the jurisprudence is the absence of a clear articula-

tion of the purpose of the loss business continuity requirement. While the analysis
in any particular case will necessarily be fact-specific, using a purposive an-
alysis of subsection 111(5) should give rise to a more principled approach and
help to illustrate the logic that runs through the case law. Applying such an ap-
proach would, it is submitted, not usually change the result but would provide a
useful predictive tool to determine whether the requirements of subsection 111(5)
will be satisfied in any particular circumstance. Many of the leading cases have
been discussed in the literature;" rather than repeat such discussion, the follow-
ing portion of this paper attempts to extract the key principles from the case law,
having regard to the legislative intent to support the recovery of unprofitable
enterprises.

Identification of the Loss Business

Subsection 111(5) permits the carryforward of non-capital losses after an ac-
quisition of control only where the losses arise from carrying on a business and
"that business" (that is, the loss business) is carried on by the taxpayer after the
acquisition of control with a reasonable expectation of profit. It is accordingly
necessary to identify the loss business. This requirement tends not to be explicitly
discussed in the jurisprudence, and has historically been subsumed in the discus-
sion of the loss business continuity requirement, discussed below. However, given
that the purpose of subsection 111(5) is to encourage the revitalization and re-
newed profitability of a loss business, I suggest that the identification of the loss
business should take on a greater importance in the judicial analysis.
From a policy perspective, there is clearly a greater chance of reviving a failing

business where a taxpayer has the flexibility to change its operations. Given this,
the courts should focus on the defining characteristics of the loss business, as
opposed to any particular component of its operations. While such reasoning is
not explicitly stated, the approach taken in the limited jurisprudence on the point
is supportive.
The term "business," as used in subsection 111(5), is not a technical term44 and

is to be given its "normal or popular meaning?' In particular, there is a distinction
to be made between the "business" of a corporation and the various operations
through which the corporation carries on business.' As a consequence, identi-
fication of the loss business is not necessarily restricted by the location of its
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operations, management and employees, machinery, or customers at any par-
ticular time. Rather, the focus is to identify the "essence" of the business' or
the long-term "primary purpose" of the corporation's activities.' The charac-
terization issue will also depend on factors specific to the industry in question

and the expertise of the Lossco's principals. This approach is reflected in the
following examples from the case law:'

• The loss business was broadly identified as marine construction, rather
than being limited to marine construction in a specific location, based upon
evidence that marine construction businesses typically operate in various
areas throughout the country.'

• The loss business was a retail hardware business, rather than the operation
of a particular hardware store or the serving of a particular clientele,'

• Notwithstanding that the bulk of the corporation's revenues initially came
from the conversion of vehicles to natural gas to facilitate future sales, the
loss business was found to be the sale of natural gas, given the long-term
purpose of the initial activities,'

• The loss business was found to be selling clothes, whether those clothes
were sold to individuals or to retail and wholesale merchants, and whether
they were ladies' clothing or men's and boys' clothing.'

• The loss business in relation to real estate can be generically defined. The
high-water mark of this concept is reflected in a case where the loss business
was determined to be the exploitation of a recreational site, which could
encompass both the use of the site as an amusement park preacquisition
and the use of the site as a marina and condo development post-acquisition.'
In another case, the loss business was described as the business of develop-
ing property, selling property, and renting property;" in yet another, the
loss business was found to be land speculation and land development,
particularly given that the corporation's principals were experienced and
knowledgeable in both elements (and thus were considered to he "savvy
real estate operators").56

• The loss business was the cutting and processing of timber, lumber, pulp-
wood, and other forest products, rather than being limited to the cutting and
processing of timber,' suggesting that a loss business involving production
may be described by the generic industry, as opposed to the particular
product involved.

• The loss business was the sale of an electronic shelf labelling system used
to register and display prices on grocery shelves, but did not extend to the
use of that technology in other industries, in the absence of any evidence
that other applications had been considered by the Lossco prior to the
acquisition."

It will be to the taxpayer's advantage to define the loss business as expansively
as possible. This identification necessarily drives the remainder of the analysis:



WHEN IS "LOSS TRADING" EfliVIISS I BLE? 9: 1 1

where the loss business is defined broadly (for example, as manufacturing), there
is a greater likelihood that the loss business will be found to be continued, as
compared with the case where the loss business is defined narrowly (for ex-
ample, manufacturing of a certain widget). In other words, whether losses are
available post-acquisition of control will often follow from how broadly the
court defines the loss business.
Case law suggests that the loss business will he defined broadly and in con-

ventional categories (for example, real estate development or production) so
long as the evidence adduced by the taxpayer supports the expansive character-
ization. As a practical point, potential Losscos should ensure that their business
is described in a broad-brushed manner in all public disclosures and in its in-
come tax and financial records. If challenged, it will be incumbent on the Lossco
(or its acquiror) to adduce evidence as to the breadth of its preacquisition activ-
ities, overall business plan, and long-term goals that supports a broad definition
of its business consistent with the industry within which it operates, and that
shows that its principals (both pre- and post-acquisition) have the expertise and
knowledge to pursue that wide range of activities.

Continuity of the Loss Business Prior
to the Acquisition of Control

Once the loss business has been identified, it is necessary to establish that that
business was carried on continuously prior to the acquisition of control. In many
cases, the Lossco business will be ongoing with no significant changes from its
historical practice, and establishing continuity will not be a practical issue. The
issue can arise, however, where the Lossco is in financial distress and its oper-
ations have been significantly circumscribed. Where there is insufficient activity
to demonstrate the continuance of a loss business, restarting of the business after
some time (including after the acquisition of control) will not be sufficient.
The jurisprudence on this issue has focused on the degree and nature of the

activity undertaken in the period in question to determine if a business continues.
While minimal sporadic activity may not be sufficient to demonstrate the con-
tinuance of a business, a period of dormancy or low activity is not necessarily
fatal to the analysis unless such low activity is also associated with a sale of the
business's assets and the termination of most of its employees.' For example,
in one case, the retention of uncollectible accounts receivable by an automobile
sales business after the disposal of all its inventory, the forfeiture of its dealer-
ship franchise, and the discharge of its employees were held to be insufficient
to constitute the continuance of a business;' however, in other cases, the con-
tinued collection of accounts receivable was held to be sufficient where the
corporation's business previously consisted of the retail sale of household goods
and the collection of money therefor,' or where the corporation remained in a
position to execute and complete contracts in a manner that was consistent with
the loss business's prior operations, including the continued retentio❑ of skilled
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labour.' In contrast, the performance of formalities to keep a corporation in
existence, such as filing annual information returns, is insufficient,' as are minor
activities undertaken to preserve long-term goodwill," or the hiring of a single
salesman in the absence of any other commercial activities.'
The issue of continuance may arise in circumstances where a Lossco is under

creditor protection pursuant to the Companies' Creditors Arrangement Act (CCAA)
or the Bankruptcy and Insolvency Act (BIA).' Paragraph 128( )(g) provides
that, where an absolute order of discharge is granted in respect of a corporation,
the corporation's non-capital losses are no longer available for carryforward.6'
Absent such a discharge, the question whether a Lossco's business continues
while under creditor protection is determined under general principles.' This
position is consistent with the purpose of the BIA, which is to provide for an
orderly distribution of assets where it is clear that the business can no longer
continue, and with the purpose of the CCAA, which is to permit the continuation
of normal business operations while restructuring to relieve financial distress.'

Continuity of the Loss Business Following
the Acquisition of Control

Once it is established that the loss business has not ceased prior to the acquisition
of control, it must then be determined whether the "smile" business continues
following the acquisition. First, the analysis described above on the degree and
nature of the continuing activity must be undertaken to determine whether a
business continues. While a short period of low activity is acceptable,' the test
is broader than the threshold of having a going concern.'
With respect to the "same" business requirement, the case law is clear that

the requirement is for the "exact same business"' to be carried on, rather than
just the same type of business.' It is this test that should, in my view, be applied
having regard to the policy rationale for the loss business continuity test. From
a practical perspective, it would be impossible to ever satisfy the requirement if
it required continuity of all assets and operations and employment of all personnel.
Business is subject to evolution, mid to fulfill the legislative purpose of invigo-
rating a loss business to make it profitable, new management needs to have the
flexibility to significantly alter aspects of that business, including the integration
of the acquiror's existing operations. Not all changes in operations will be fatal;
i ndeed, some are practically necessary. As stated in Crystal Beach, "the changes
effected demonstrate [the taxpayer's] efforts to enhance those aspects of the
business that had been successful while improving those that had not,"74
Conversely, to give the test any meaning, there ought to be more to the re-

quirement than generic activities in a similar industry. Subsection 111(5) is
designed to allow the use of loss carryforwards after an acquisition of control
where the transaction encourages the profitability of the loss business. Given
this, I suggest that the analysis should focus on whether, post-acquisition, there
are sufficient indications that the essence of the loss business continues and that
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most significant alterations were commercially reasonable efforts to make the loss
business profitable. In other words, the same business test in subsection 111(5)
should be satisfied where the actions taken post-acquisition are a justifiable at-
tempt to revitalize the loss business.
The focus of the courts to date has been on evidence of the interconnection,

interlacing, or interdependence of the various business elements both pre- and
post-acquisition—that is, the overlap between the operations of the Lossco prior
to the acquisition of control and the operations post-acquisition. Where there is
significant overlap, the "same" business has generally been found to continue.
There are several judicial and administrative authorities that provide a number
of factors and considerations to be taken into account in determining whether
a taxpayer continues to carry on the same business following an acquisition of
control:

• The nature of the business activity. Although not determinative on its own,
a finding that a taxpayer's post-acquisition business is of the same nature,
kind, or type as the business carried on prior to the acquisition of control
is generally a strong indicator that the loss business is continued, particu-
larly if it can be said that the taxpayer "continued to do business as before."75
As above, consistency in the nature of the business activity is essential to
the characterization of the loss business.

• Serviceslproductslmaintenance of customer relationships. The courts have
recognized that, if the structure of a loss business is not maintained, at the
very least its production of goods or services should be,76 even if on a re-
duced scale. The capacity to perform the same services or provide the same
products post-acquisition77 and evidence of continuous marketing activity78
have been critical factors. In a situation where the nature of the activities
has changed, it is helpful to show that the change was designed to address
the needs of the business's clientele and maintain their patronage.'

• Scale of the business. The courts generally recognize that a business that
has sustained losses will likely have to take corrective measures (including
a reduction in staff, inventory, and/or operating costs). Furthermore, in
any acquisition involving the subsequent integration of two businesses, the
staffing needs and asset requirements of the combined entity will be re-
viewed, and redundancies may arise. For example, in one case, the loss
business was found to be continued notwithstanding the disposition of a
majority of the fixed assets, the elimination of its administrative office,
and the reduction of its permanent personnel from 20 to 2.80 In another
case, the loss business was found to have continued notwithstanding that
only 2 of the acquired company's 29 employees were rehired.' Where the
reduction of scale is due to a reduction in market activity, the taxpayer
must be able to show that its approach is more than a passive "wait-and-
see" attitude and that its assets and capital are capable of being deployed
quickly when market conditions improve.82
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• Continuity of income-producing assets. Some continuity of assets used in
the loss business is helpful. For example, courts have held that the test is
not satisfied where a Lossco in the building industry is acquired when it
has no assets or liabilities, even if building activities are carried on post-
acquisition, on the basis that there was no continuity of the activities of
the loss business but rather the commencement of a new building business."
That said, in contrast to other provisions of the Act that specifically track
tax pools to income from particular assets following an acquisition of
control," there is nothing in the text of subsection 111(5) to indicate that
continuity of assets is necessarily required.

• Location of operations, While a change in the location of the business's
operations or head office can indicate that the same business is not con-
tinued, this factor is not generally afforded significant weight so long as
the location of activities was not part of the essence of the loss business.

• Change of name. While a change of name is not generally given weight in
the analysis," the use of the same name can be helpful where other factors
might indicate a different business post-acquisition.'

• Allocation of time and financial resources. Although not expressly identi-
fied as a relevant factor in the jurisprudence, the Canada Revenue Agency
(CRA) has indicated that the allocation of time and financial resources to
the loss business following the acquisition is a significant factor,'

The degree to which changes may be made to the loss business following an
acquisition of the Lossco without impairing the ability to utilize preacquisition
losses is a question of fact, dependent on the particular circumstances of the
business. In general, ensuring continuity of a significant number of employees
and substantial assets from the preacquisition operations should demonstrate
integration and the continuance of the loss business. Taxpayers are advised to
adduce evidence to demonstrate that any changes were intended to enhance the
successful aspects of the business, while remediating those aspects that were
not as successful. A well-documented business plan where this is evidenced
could well prove useful in the fullness of time.

Reasonable Expectation of Profit

Subsection 111(5) requires both that the loss business continue to be carried on
and that it be carried on with a reasonable expectation of profit (REOP). The
leading case on this element of the analysis is NRT Technology," the facts of
which have been described elsewhere." In that case, the Tax Court confirmed
that although the REOP test might not apply in the determination of whether
there is a source of income, it remains alive and well in the context of subsection
111(5). The court relied on comments in previous cases in articulating the fac-
tors to be considered in the analysis.
NRT Technology indicates that the following non-exhaustive criteria should

be considered:
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• profit and loss experience in past years and the persistence of the factors
causing the historical losses;

• education, background, and experience of the taxpayer;
• the operational plan of the business and its intended course of action;
• the taxpayer's good faith and reputation;
• the time and energy devoted to the endeavour; and
• the capability of the venture as capitalized to show a profit.

Prior case law has indicated that reasonableness is to be assessed on the basis
of all the relevant factors. While the factors are likely to expand over time, the
test, at its core, requires a detailed look at the business in the context of its oper-
ations to assess whether profitability is reasonable in the foreseeable future, with
such analysis being grounded in economic reality. A taxpayer should ensure that
it can adduce evidence of its business plans and financial projections, and that
the business is appropriately capitalized, with a view to showing that the poten-
tial market for the business has expanded or will soon expand, the management
team and operational employees have the appropriate technical and commercial
expertise, and commercially reasonable efforts are being made to pursue profit-
able opportunities.

Same or Similar Business

Once it is established that the loss business has continued post-acquisition with
a reasonable expectation of profit, subsection 111(5) goes on to provide that
preacquisition losses can be deducted only to the extent of income

1) from the loss business, or
2) where properties were sold, leased, rented, or developed or services were

rendered in the course of carrying on the loss business, from any other
business substantially all of the income of which was derived from the
sale, leasing, rental, or development, as the case may be, of similar prop-
erties or the rendering of similar services.

If the taxpayer carries on more than just the loss business, it is necessary to
determine whether the other business is "similar."
This second arm of the test requires more than that the businesses be similar:

the actual products or services provided must be similar, and substantially all
(generally interpreted as 90 percent or more) of the income of the business must
be derived therefrom. The CRA has interpreted the word "similar" to mean "of
the same general nature or character," but to have a narrower meaning than
"having characteristics in common."' In Manac,91 the Federal Court of Appeal
held that that the test requires a comparison between two similar activities, such
that the sale, leasing, or development of properties, and not the sale, leasing,
and development of properties, is required. In that case, the Tax Court held that
a "similar business" will exist for the purposes of subsection 111(5) where there
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are (1) a commercial activity, (2) similar properties, and (3) income, The court
suggested in obiter that the "similar" requirement was not satisfied where, prior
to the acquisition of control, the taxpayer manufactured and sold one type of
property (steel and aluminum panels), and after the acquisition of control that
property was incorporated into another type of property (trailers) that was sold.
Where the loss business is integrated into the business of the acquiror, it is

unclear whether the similar business test even has to be considered. In such a
situation, presumably the income is from the loss business. The decision in Gaz
etropolitain92 has created some uncertainty on the point but is nevertheless

generally helpful to the taxpayer. There, the Tax Court observed that where the
business of the Lossco has been merged with the business of the acquiror, it is
i mpossible to determine what income is derived from the loss business versus
the integrated business; it then becomes necessary to determine whether the in-
come is earned from a business where substantially all of the income was derived
.from the sale, leasing, rental, or development of property similar to that sold,
leased, rented, or developed by the subsidiary or target. The court held that the
fact that it was not necessary to create a separate division to operate the loss
business activities was evidence of the similarity between the loss business and
the integrated business.
On the basis of the foregoing, determining whether one business is "similar''

to another for the purposes of subsection 1 1 1(5) is a question of fact and law,
but so long as the products sold or developed are of the same general nature or
character, they should be considered "similar." Furthermore, if the activities of
one business can be incorporated into the activities of the other business without
creating a separate division, it is more likely that the businesses are similar.

Transactional Issues

Preserving the potential tax advantages arising from the acquisition of a Lossco
raises a different set of issues from other acquisition transactions. The tax-related
considerations, generally, of a corporate acquisition have been well canvassed
in the literature' and will not be repeated here; rather, the following portion of
this paper considers key transactional issues that arise where value is being
ascribed to tax losses of a target corporation, including, specifically, the alloca-
tion of risks associated with the use of such losses post-acquisition.

Value of Losses

The price to be paid for non-capital losses of a target Lossco will depend on
many factors. Anecdotal evidence and limited publicly available materials dem-
onstrate a range of values, from $0.03 to $0.10 per dollar of non-capital losses,
i ndicating that most purchasers will discount the predicted post-acquisition value
of the losses. Aside from the valuation issues associated with any share acquisi-
tion, the appropriate "value" to be ascribed to non-capital losses will require an
analysis of at least the following:
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• Verification of losses. A first step is the verification of loss balances and
an analysis of the factors that contributed to the creation of such balances,
through due diligence and/or through representations and warranties.
Losses attributable to prior aggressive tax positions taken by the Lossco
should be more highly discounted owing to the risk that the losses will be
denied when ultimately claimed. While a well-advised vendor may not
feel comfortable providing a representation that there have been no "ag-
gressive" positions taken, a higher ascribed value for the losses may be
sought in circumstances where the Lossco shareholders are prepared to
provide representations as to the quality of the tax losses being acquired.

• Post-acquisition revenues. The predicted post-acquisition revenues from
the loss business or a similar business and the impact of such revenues on
the time to use such losses are also key factors. Losses have diminishing
economic value because of the time value of money. A natural consequence
of this is that a Lossco that operates in a business sector in which there are
many profitable participants can reasonably expect its tax attributes to have
more substantial value than a Lossco engaged in a sector in which there
are few profitable participants, since in the latter case there would be less
demand for the losses' and less post-acquisition revenues available to
absorb such losses.

• Risk of legal change. Perhaps the most difficult factor to evaluate is the scope
under current laws for loss deduction post-acquisition and the risk of a
change in the law. For example, in the public examples of trust conversions
i mplemented as a unit-for-share exchange using a Lossco (implemented
prior to the introduction of paragraph 256(7)(c.1)),' the prices reported to
be paid for the losses were in the vicinity of S0.055," presumably on the
basis that the technical rules, as they then existed, did not preclude the use
of the losses post-acquisition. Where significant value is attributable to a
Lossco's non-capital losses, consideration may also be given to including
a purchase price adjustment in the event that, in the period after signing
but prior to closing, the Act is amended, or proposed to be amended, in a
manner that would be expected to have an adverse effect on the ability to
utilize the loss carryforward balances after the acquisition of control.

Representations as to Tax Attributes

It is typical in most share acquisitions to obtain a representation from the target
corporation that all tax returns required to be filed as of the closing date have
been filed, and are true and correct, and that all taxes have been paid in full. It
is arguable that such a clause includes by necessary implication a warranty that
the non-capital loss balances shown on such returns are accurate. That said,
where a portion of the purchase price is attributable to a Lossco's non-capital
losses, consideration should be given to the necessity for a specific representa-
tion as to the quantum of the Lossco's non-capital losses as of its taxation year
ending immediately prior to the acquisition of control.
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The provision of such representations necessarily creates a tension between
the goal of ensuring that the parties obtain what they bargained for versus con-
cerns about. drawing attention to "loss-trading" aspects of the transaction. Since
the acquisition of a Lossco for the purpose of reinvigorating the underlying
business is encouraged by the legislation, there should, in theory, be no dis-
advantage to seeking the appropriate representations. This, unfortunately, is not
always the case in practice, with some courts having drawn a negative inference
from the inclusion of such provisions. For example, although dealing with a
transaction structured to avoid an acquisition of control and thus the loss business
continuity requirement, in Birchc...4f/Energy,' the fact that the target corporation
made representations and warranties as to its tax attributes was viewed by the
Tax Court as evidence that the transaction was motivated primarily by the Lossco's
tax attributes.
Where such a representation is desirable, the challenge is to provide adequate

protections to the purchaser, without the Lossco's taking unnecessary or unintend-
ed risks. For example, representations that losses are "not less than" a specific
number, that the losses are available in the normal course for deduction under
paragraph 1 1 1(1)(a), that such losses are not restricted by any previous acquisition
of control, and that the losses were incurred in the same business as currently
operated by the Lossco would all be within the Lossco's knowledge. Such rep-
resentations should make it clear that the loss balances are calculated as of a
particular time (normally, Lossco's taxation year ending immediately prior to the
acquisition of control), and such computations should take into account income

earned by the Lossco up to such time, including, where applicable, the effect of

writedowns under paragraph 111.(4)(e) and subsections 111(5.1) and (5.2).
In contrast, neither the Lossco nor its shareholders will be in a position to

provide a representation as to the availability of the losses post-acquisition, since
satisfaction of the requirements of subsection 111(5) and/or the potential ap-
plicability of GAAR are factors outside present management's control; these are
risks that should be borne by the purchaser. It may be possible to deal with this
latter point by including explicit language that the vendor is making no repre-
sentation or warranty as to the ability of any person to utilize the losses after
the acquisition, except to the extent that such inability arises as a result of a
prior acquisition of control or solely as a result of an action taken by the Lossco
or its shareholders prior to the closing.

Survival Period

The accuracy of tax representations and warranties in a public deal is generally
a condition of closing, but such representations and warranties will not, subject
to limited exceptions, typically survive closing. A representation as to the quan-
tum of non-capital losses is worthwhile, notwithstanding the limited recourse
that it provides, if only to ensure that the correct people's minds have been fo-
cused on the accuracy of the representation.
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In a private deal, it is typical for representations and warranties to be provided
by the target corporation's shareholders and to survive closing, thereby provid-
ing the purchaser with recourse should it subsequently be determined that any
statement was untrue. Typically, the survival of tax-related representations and
warranties is tied to the expiry of the reassessment period for pre-closing tax
years. Such a survival period can, however, be problematic in the context of
representations as to loss balances. In this regard, the normal reassessment per-
iods in the Act do not start with the year in which a loss is realized; rather, absent
a loss determination under subsection 152(1.1), the CRA can assess to deny a
loss carryforward in any future year when it is claimed, since that future year
will not be statute-barred." Since the year in which a Lossco's losses are applied
in the future is outside the control of the Lossco's preacquisition management,
reliance on the normal reassessment period as the survival period for a repre-
sentation regarding loss balances can, in practice, amount to an open-ended
representation (at least until the expiry of the losses).
As noted above, where the purchaser is providing consideration for loss bal-

ances, such consideration will generally account for the estimated time horizon
to utilize such losses. In such circumstances, it is not unusual for the parties to
agree to an explicit survival period in respect of representations relating to tax
loss balances; a survey of the limited public disclosure available indicates a
range of six to seven years from closing of the acquisition.

Damages and Indemnities

Where the shareholders of a Lossco have provided a representation as to the
quantum of non-capital losses that survives closing and it is subsequently de-
termined that the actual non-capital loss balances are lower than represented,
the purchaser will presumably have recourse to the shareholders for breach of
representation. The question then is whether the damages should be based on
the value of the losses—calculated as the Lossco's effective tax rate multiplied
by the shortfall in the represented non-capital loss balances—or on the purchase
consideration ascribed to the losses.
To avoid disputes as to the calculation of damages, it is generally preferable

for the Lossco shareholders to provide a stand-alone indemnity or separate and
independent covenant' for deficiencies in the non-capital loss balances (presum-
ably only to the extent that such shortfall does not arise solely as a result of
actions of the purchaser or the Lossco after the acquisition). Such a clause would
specify a methodology for valuing any shortfall in the non-capital losses, either
using an assumed effective tax rate or specifying a dollar figure, with an upper
cap set at the amount of the purchase consideration allocated to the non-capital
losses. In this way, a properly drafted indemnification provision should restore
the parties to the intended economic results negotiated at the time of the trans-
action. It will also be necessary to consider the appropriate indemnification
obligation where, for example, a reduction in available non-capital losses is
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offset by an increase in another tax attribute (such as a lower non-capital loss
balance that is offset by a higher undepreciated capital cost balance).
Consideration should be given to whether the indemnity provides an exclusive

remedy to the purchaser, or whether the purchaser can also choose to sue for
breach of representation. As is the case with all tax indemnities, the indemnity
clause should specify a process to deal with CRA audit activities, tax assess-
ments, and appeals pertaining to the quantum of tax pools.
A related issue arises in respect of a representation provided by the Lossco

that all taxes have been paid. Where a subsequent assessment arises that could
make the Lossco cash taxable in a preacquisition period, the Lossco shareholders
will want to ensure that no indemnification or other damages obligation arises
for such cash tax to the extent that there are preacquisition non-capital losses
(or other tax attributes) of the Lossco that could, electively, be used to reduce
such cash tax liability. Absent such a clause, there would be no need for the
purchaser to claim the deduction under paragraph 111(1)(a) for the prior-year
losses and to instead seek an indemnity payment from the vendor and preserve
the losses for future use.

Conclusions

The carryforward of losses following an acquisition of control is not, in and of
itself, disallowed. Rather, Parliament has made a specific and well-considered
policy decision to allow loss carryforwards where a loss business is continued
following an acquisition of control, and subsection 111(5) specifies the limitations
within which the indirect transfer of losses to a new purchaser is considered to be
legitimate and permissible. Indeed, such transactions may facilitate transactions
considered to be beneficial to the fisc. Structuring a commercial transaction to
benefit from the use of losses within the confines of that rule should not result
in a transaction viewed to be aggressive or abusive, even if accessing the losses
is a significant motivation of the purchaser, since the use of such losses post-
acquisition is clearly within the legislative plan.
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