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This paper will discuss the manner in which Revenue Canada
Taxation deals with people affected by family law
judgments. It will consider the tax effects of orders
relating to alimony and maintenance as well as those
relating to transfers between husbands and wives. I hope
that it will help to forestall the unexpected and unwanted
hand of the taxman whose seeming goal is to frustrate the

intent of many of those judgments,

MAINTENANCE AND ALIMONY

An observer of our tax system might be forgiven for
questioning the zeal with which Revenue pursues marginal
maintenance claims through the courts--particularly when the
individual amounts of money seem trivial. Or why Revenue
takes a rigorous legalistic approach even when that approach

is obviously contrary to the intent of the legislators,(l)

The answer is money. In 1978, 144,815 Canadians paid a total
of $387,026,000 in alimony. But only 107,694 individuals
reported $296,610,000 in alimony. So $90,416,000 in taxable

income has become lost in the shuffle. (2)

Because most paying husbands are in higher income tax brackets
than their receiving wives, the tax '"leakage" increases.

Consider too the accelerating pace of divorce and the apparent
granting of spousal tax status to some common law or de facto

relationships. Revenue Canada has a legitimate worry.



If we are to be sensitive to the taxman's view of this issue
we must understand two things:

First--without express statutory provisions, alimony would
be neither deductible nor taxable. (3) It's a consumption
expense. It rewards conduct that may be contrary to public
sentiment. Yet we permit deduction of alimony, maintenance
and child support. The United States permits the deduction
of alimony to the wife but denies deductibility to child
support payments. Australia ignores the whole issue, except
to permit the early alienation of trust income payable to

an estranged spouse. (Unalienated income is taxed in the
hands of the debtor for seven years.) Alimony and mainten-
ance is deductible (and taxable) in Canada, but only if

all the rules are obeyed.

Second--the essential character of tax deductible alimony
is to be considered. It is better described in the french

translation - pension alimenter - literally meaning "an

annuity or a pension to provide sustenance."

Pratte, J of the Federal Court of Appeal, defines a
maintenance allowance as:

",..a limited predetermined sum of money paid to
enable the recipient to provide for certain kinds
of expense; its amount is determined in advance,
and, once paid, it is at the complete disposition
of the recipient who is not reguired to account

for it. A payment in satisfaction of an obligation
to indemnify or reimburse someone, or to defray

his or her actual expenses is not an allowance; it
is not a sum allowed to the recipient to be applied
in his or her discretion to certain kinds of
expense." (&)



Farlier, the same Judge said:
",..alimony is a periodic allowance not only in
the sense that the payor must make payments at regular
intervals, but also in the sense that at regular

intervals the payor must provide a sum adequate to
maintain the payee until the next payment..." (5)

I find it useful to think about these definitions before
advising whether payments are properly tax deductible

maintenance or are simply masquerading as such.

To summarize the characteristics which together create certain

deductibility to court ordered maintenance, the payments must

be:

- in favour of the wife for the use of herself and/or
children of whom she has custody; (6)

- payable and paid monthly, quarterly, semi-annually or
annually; (7)

- payable only during the wife's lifetime - but not after; (8)

- not assignable; (9)

- payable after the entry of an order; (10)

- limited and predetermined; (11) and

- payable to a legally married spouse. (12)

To reemphasize - all of the above must be satisfied.



Some Specific Comments and Suggestions,

- Third Party Payments may be deductible.
In 1974 legislators enacted new sections of the Income Tax
Act, by which it was obviously intended that payments
made in favour of third parties instead of to the other
spouse, yet pursuant to court orders for mortgages,
tuition fees, property taxes etc. would be deductible fo
the payor and taxable to the recipient.(13) Revenue Canada,
carefully reading all of the words of the new sections,
noted that those new sections required all of the conditions
of their predecessor sections to be fulfilled. Revenue
quickly issued Interpretation Bulletin IT 118R to assure
taxpayers that they would be taxed on all but direct
payments in favour of the recipient wife. Ffortunately,

the Federal Court thought otherwise in Bryce v MNR (14) and

permitted the deduction of such payments. Revenue Canada
apparently considers the Bryce decision to have no wide
significance because another case involving similar facts
remains on the "appeals pending"” list.(15) Judges ordering
third party payments must therefore consider that the

payor is exposed to possible reassessment,

- A lump sum is not deductible,
This is so,even if it is determined by commuting the
present value of the maintenance payment that would other-
wise be made. Also, the mere division of a lump sum into
a number of instalments will not convert a lump sum into

deductible maintenance. A recent decision of the Federal



Court--Trial Division denied the deduction of a fixed
amount spread over some five years.OQThis important decision
reminds us that the Pasco definition remains in high regard

by the Federal bench,

Catch up payments may be deductible.

As a matter of administrative policy, Revenue Canada
permits the deduction of a lump sum "catch up" payment but
it is essential that such payment be referable to some

antecedent periodic amount. . (17)

Payments prior to an order will not be deductible. (18)
Sometimes Counsel request the court to "order" payments
from some previous date so as to include actual earlier
payments made. Unfortunately, a court order speaks from

the date of pronouncement or entry (it is not absolutely

clear which) and, like Omar Khayyam's moving finger:

"....having writ

Moves on: nor all your piety nor wit

Shall lure it back to cancel half a line

Nor all your tears wash out a word of it."

Periodic payments may be weekly, monthly, quarterly,
semiannually or annually. (19)

But an order requiring a husband to pay his wife's income

tax would be attacked on the basis that such a payment is

not "limited and predetermined."



- Inclusion of the intended tax burden in a pronouncement
in an otherwise borderline situation may influence the
tax courts.

The Tax Review Board noted with favour the inclusion
of a provision burdening one party with tax costs in

an otherwise tax defective agreement, (20)

- Alimony or maintenance obligations payable after the

death of either party will be denied tax relief and may be

taxable to the recipient or her personal representative,

I am aware that Section 10 of the Divorce Act permits

alimony to continue after the death of the payor, but
there is no provision for the deduction of a payment

by an estate in favour of the deceased's spouse or

for a surviving husband paying to the estate of a
deceased wife -lperhaps for the benefit of the children.
The Federal Court (perhaps wrongly) has suggested that
"alimony or maintenance continues through the joint
lives of the husband and wife, but terminates on the

death of either." (21)

TAX ON PROPERTY TRANSFERS

Next, I want to spend a few minutes talking about the tax
consequences. of property transferred from one spouse to the
other as a result of marriage breakdown. It is an area of
great concern to the judges of my acquaintance because those
taxes may change the balance that the judge intended to

achieve.



In 1971 the Canadian Government introduced the taxation of
capital gains into our tax system, The general rule is that
one half the difference between the tax cost and the sales
proceeds of a capital property (not all properties are capital
properties) would be added to the seller's taxable income.
Among the many rules for calculating capital gains are special
rules for "deemed dispositions", including transfers between
married and formerly married persons, The rules apply whether

or not there is actual consideration for the property transfers.

The general effect of these rules is to permit transfers between
spouses (or former spouses in settlement of matrimonial property
rights) to occur without tax costs. 1 am coming to some
important exceptions and refinements, but the effect of these
general rules is that the wife steps into the tax shoes of her

husband.

Closely related to the property transfer rules are those
respecting the attribution of income. Those old rules, first
introduced in 1917, required that the income from property
transferred from one spouse to the other would always be

taxed in the hands of the donor spouse - even unto substituted
property. The wife could own the tree and the fruit but the
husband must always pay tax on the fruit.

On February 26, 1981, important and welcome amendments were

made to the provision dealing with inter-spousal transfers



and attribution.

0ld Rule

Wife assumes husband's tax
cost (i.e. adjusted cost base)
before written separation
agreement and/or Decree
Absolute.

Wife assumes (former)
husband's tax cost after
written separation agreement
and/or after Decree Absolute

Income from transferred prop-
erty attributable to the husband
until the Decree Absolute

Taxable capital gains from the
sale of transferred property
attributed to the husband until
the Decree Absolute

I am recommending to lawyers that,

These changes are as follows:

New Rule

No change

No change, unless the husband
elects that specific proper-
ties pass at fair market value
resulting in his paying tax
and his wife's tax cost
equalling fair market value.

Income ceases to be attributed
after the written separation
agreement or after a judgment
or order.

Taxable capital gain from sale
of transferred property will
not be attributed if after the
written separation agreement
or judicial pronouncement the
parties elect jointly that

the attribution rules shall
not apply. Interestingly, a
requirement that the parties
continue to live separate and
apart for twelve months after
the transfer, is applicable

to those transfers following
written separation agreements
but not applicable to court
ordeTs.

when their agreements

contemplate some future election on the part of one or both of

the parties, that they consider a mutual indemnification clause

in the event that either party fails to cooperate in making the

election.

to your judgments.

It may be that this technique has some application



COMMON LAW SPOUSLES

This is an area where the legislators again obviocusly intended
to change the rules to accommodate an increasingly common
social phenomenon - one that has been formally recognized in
the statutes of most provinces. It is of some interest to
observe the .manner in which that intent was carried out by

the draftspeople,

First we turn to Paragraph 60(c) of the Income Tax Act where

we are told that maintenance payments may be deducted if
paid pursuant to an order of a competent tribunal to a per-
son who is either a spouse or "an individual described in
Paragraph 73(1)(d)." To learn about this individual, we

turn to Paragraph 73(1)(d) and find two alternatives:

1. that the recipient must be within a prescribed
class of persons,
or
2. that the recipient must be receiving the payment
pursuant to a written separation agreement.

As to the first alternative, the definition section of the

Income Tax Act says that "prescribed" means prescribed by

regulation to the Income Tax Act. Regulation LXV provides

that, for the purposes of Paragraph 73(1)(d), a prescribed
class of persons means persons referred to in the Family Law

Reform Act of Ontario! Of course that Ontario act covers

only Ontario residents and, in any event, the criteria for
recognizing maintenance obligations between common law spouses

differ from province to province. We are thus left with the



paragraph 60(c) requirement that the payment must be pursuant
to an order or judgment,and the paragraph 73(1)(d) alternative
that it must be pursuant to a written separation agreement.

It seems to me that you are placed in the position of ordering
the parties to enter into agreements! I think you should

consider specifying where you intend the tax burden to fall,

JOINT AND SEVERAL LIABILITY FOR TAXES

The final instalment to this gloomy paper is a quick look at
Section 160 - in my view, the most unfair in the whole Income
Tax Act., This section places a joint and several liability

for unpaid income tax on spouses in two ways. First, if a donor
spouse has had income attributed back to him, and if he fails to
pay the required tax on that attributed income, then the wife
will be liable for it. Second, if, at the time of a property
transfer, the transferor spouse owed tax, the transferred
property may\be attached to pay that tax debt to the extent

of the property value on the date of transfer, This joint
liability does not disappear merely because the property transfer

is in accordance with a judgment or court order. (22)

Fortunately, the solution is fairly simple. If you believe
that a husband has a tax bill to pay, and if it is your decision
that he should pay it out of his remaining assets, then you
should order the deferral of the transfer until after the grant-
ing of the Decree Absolute. In that way the transfer is not

between spouses and cannot be attached.

10



FOOTNOTES

(1) Bryce v MNR 80 DTC 6304 (F.C.)

(2) Taxation Statistics - 1980, Revenue Canada Taxation

(3) Cotton v the Queen 76 DTC 6232 (F.C.)

(4) The Queen v Pascoe 75 DTC 5427 (F.C.A.)

(5) Veliotis v the Queen 74 DTC 6190 (F.C.)

(6) Bulletin IT 118R; Exceptions arise when payments are
made into court for the wife and children; when they
are made to third parties at her request; and when
made to a third party on the children's behalf when
the children are in the wife's custody. (Sec.60.1)

(7) "IT 118R

(8) MNR v Trottier 67 DTC 5029 (Exc.Ct.)

(9) See footnote (8)

(10) Brooks v MNR 77 DTC (T.R.B.) and

Rodney v MNR 75 DTC 113 (T.R.B.) These decisions

oppose one another.
(11) See footnote (4)
(12) See notes on "Common Law Spouses" herein,
(13) Section 60,1 and Section 56.1

(14) Bryce v MNR 80 DTC 6304 (F.C.)

(15) Biles v MNR 79 DTC 358 (T.R.B.)

(le Queen v Dorion 81 DTC 5111 (F.C.)

(17) Sills v MNR 80 DTC 1436 (T.R.B.)

(18) Rodney v MNR 75 DTC 113 (T.R.B.)

(19) Bulletin IT 118R

(20) Collins v MNR 76 DTC 1056 (T.R.B.)

(21) See footnote (8)

(22) Payette v MNR 79 DTC 81
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