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Safe Income Calculation – Treatment of 
Non-Deductible Expenses 

As indicated in the d iscussion under the heading "Safe Income 
Calculat ion – the KRUCO Case" in  INCOME TAX TECHNICAL NEWS #34,  
the decis ion of  the Federal  Court  of  Appeal  (FCA) in  THE QUEEN V.  
KRUCO  INC. ( 1 )  caused a great  deal  of  uncerta inty concerning the 
cont inued val id i ty  of  many of  the CRA's guidel ines for  determining 
the amount  of  a corporat ion 's  safe income on hand,  as descr ibed in 
var ious papers ( 2 )  presented by senior  CRA of f ic ia ls  and supplemented 
by subsequent  technical  in terpretat ions issued by the CRA.  

As a resul t  of  concerns that  taxpayers might  at tempt to obta in an 
advantage by fo l lowing those CRA posi t ions which were favourable to 
them whi le re ly ing on the KRUCO decis ion to avoid those adjustments 
that  would reduce a corporat ion 's  safe income on hand,  the CRA, 
fo l lowing consul tat ion wi th other  government stakeholders,  decided 
to publ ish an ar t ic le in  INCOME TAX TECHNICAL NEWS #33,  expla in ing 
i ts  in terpretat ion of  the KRUCO decis ion and implement ing an 
administ rat ive pract ice that  would address i ts  concerns.  
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In  var ious publ ished documents and statements made at  annual  
conferences,  the CRA has stated that  i ts  in terpretat ion of  KRUCO was 
that  an amount  would general ly  on ly be inc luded in a corporat ion 's  
safe income to the extent  that  i t  is  inc luded in the determinat ion of  
i ts  net  income for  tax purposes or  is  an adjustment  speci f ica l ly  set  
out  in  paragraph 55(5)(b)  or  (c) .  Simi lar ly ,  an amount  that  is  deducted 
in comput ing a corporat ion 's  net  income for  tax purposes would 
reduce the corporat ion 's  safe income. Otherwise,  safe income would 
general ly  only be reduced by those cash out f lows that  occur  af ter  the 
determinat ion of  net  income, but  before  the d iv idend is  paid (such as 
taxes and d iv idends)  to the extent  that  such d isbursements reduce 
the income to which the capi ta l  gain may be at t r ibutable.  The CRA 
fur ther  announced that  i t  would fo l low th is  approach.  Statements 
were a lso made to the ef fect  that  under th is  approach,  non-deduct ib le 
expenses would not  general ly  reduce a corporat ion 's  safe income on 
hand.  

Since publ icat ion of  i ts  in terpretat ion of  the KRUCO decis ion,  the CRA 
has received numerous enquir ies seeking c lar i f icat ion of  i ts  posi t ion 
re lat ing to the t reatment  of  non-deduct ib le expendi tures in the 
computat ion of  safe income on hand.  In many of  these scenar ios,  the 
safe income on hand as determined under the approach descr ibed 
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above would lead to anomalous resu l ts  in  that  the amount  determined 
would exceed the fa i r  market  value of  the corporat ion 's  shares.  
Moreover,  th is  approach may ef fect ive ly  undermine the tax pol icy 
under ly ing subsect ion 55(2)  to the extent  that  where the safe income 
on hand as determined is  not  supported by the net  fa i r  market  value 
of  assets reta ined by the corporat ion,  i t  may permi t  the payment of  a 
safe d iv idend that  reduces the por t ion of  the gain on a share that  is  
at t r ibutable to unreal ized gains on the under ly ing assets of  the 
corporat ion.  

Consequent ly ,  the CRA has decided to reconsider  i ts  in terpretat ion of  
the KRUCO  decis ion,  as descr ibed in ITTN's 33 and 34,  in  par t icu lar  
wi th reference to the t reatment  of  non-deduct ib le expendi tures in the 
computat ion of  safe income on hand.  

In th is  regard,  the only case that  speci f ica l ly  addresses the t reatment  
of  non-deduct ib le expendi tures is  that  of  GESTION JEAN-PAUL 
CHAMPAGNE ( 3 ) ,  which was c i ted wi th approval  by both the Tax Court  
of  Canada (TCC) and the FCA in KRUCO. In  GESTION JEAN-PAUL 
CHAMPAGNE,  the Court  held that  the safe income of  a corporat ion had 
to be reduced to ref lect  previously d is t r ibuted prof i ts ,  notably in  the 
form of  d iv idends and non-deduct ib le expendi tures.  
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With respect  to the KRUCO case,  i t  should be noted that  at  the 
TCC level ,  Dussaul t  J .  had to examine the val id i ty  of  three negat ive 
adjustments made by the CRA to the taxpayer 's  safe income. The f i rs t  
two adjustments were wi th respect  to investment tax credi ts  c la imed 
by the corporat ion.  The purpose of  these two negat ive adjustments 
was to reduce the safe income of  the taxpayer by the amount  of  
"phantom income" generated by these investment  tax credi ts .  Wi th 
respect  to both adjustments,  the Tax Court  Judge found in favour of  
the taxpayer.  The th i rd adjustment  examined by Dussaul t  J .  re lated 
to a t ransact ion that  gave r ise to a cash out lay that  was found to be 
equivalent  to a non-deduct ib le expense.  In paragraph 84 of  h is  
decis ion in KRUCO, Dussaul t  J .  indicated that  e lements such as non-
deduct ib le expenses "ref lect  cash f low shown on the balance sheet  
which in no way af fects the calculat ion of  income for  the purposes of  
the Act . "  Fur thermore,  in  paragraph 93 of  h is  decis ion,  Dussaul t  J .  
held that  the cash out lay made by the corporat ion wi th respect  to the 
th i rd adjustment  was not  ref lected in the computat ion of  the 
corporat ion 's  income for  tax purposes,  a l though i t  reduced the amount  
of  d isposable af ter- tax income by an equivalent  amount .  In h is  v iew, 
the reasoning appl icable in  the case of  the th i rd adjustment  had to be 
the one adopted in GESTION JEAN-PAUL CHAMPAGNE.  Thus,  the safe 
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income of  the corporat ion had to be reduced to ref lect  the cash out lay 
made by the corporat ion.  Dussaul t  J .  f ina l ly  found that  the method 
adopted by the Minis ter  wi th respect  to the th i rd adjustment  was 
reasonable.  I t  should be noted that  the taxpayer d id not  appeal  the 
issue of  the th i rd adjustment  deal ing wi th the impact  of  the cash 
out lay.  

In paragraphs 35 to 38 of  the reasons for  judgement in  KRUCO, the 
FCA sets out  the general  pr inc ip les that  should govern the calculat ion 
of  safe income. The FCA recognizes that  the calculat ion of  safe 
income is  only the f i rs t  s tep and that  a second step,  the determinat ion 
of  the "safe income on hand",  is  required by the Act .  On th is  point ,  
Noel ,  J .  s tates the fo l lowing in  paragraph 38 of  the decis ion and 
re l ies on GESTION JEAN-PAUL CHAMPAGNE  in  support  of  h is  s tatement:  

There can be no doubt  that  th is  exerc ise [ i .e .  the second step – the 
calculat ion of  "safe income on hand" ]  ca l ls  for  an inquiry as to 
whether " the income earned or  real ized" was kept on hand or 
remained disposable to  fund the payment of  the d iv idend.  I t  
fo l lows,  for instance,  that  taxes or  d iv idends paid out  of  th is  
income must  be extracted f rom safe income (see DEUCE HOLDINGS 
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LTD. ,  SUPRA and GESTION JEAN-PAUL CHAMPAGNE INC. ,  SUPRA).  
(emphasis added).  

Also,  in  paragraph 41 of  h is  reasons for  judgement in  KRUCO, Noel ,  J .  
s tated:  

Reducing th is  income by reference to cash out f lows,  which 
take p lace af ter  i t  has been computed in conformi ty  wi th 
paragraph 55(5)(c) ,  but  before the d iv idend is  paid,  does no 
v io lence to the deeming provis ion s ince the deemed amount  is  
accepted as the star t ing point  and modi f ied only by reference to 
subsequent  events which are relevant  to the subsect ion 55(2)  
computat ion,  i .e . ,  cash out f lows which take p lace af ter  the income 
has been determined – in conformi ty  wi th the deeming provis ion –
 and which reduce the income to which the capi ta l  gain can be 
"reasonably .  .  .  a t t r ibutable" .  

In our  v iew, in  in terpret ing paragraph 41 of  the FCA's decis ion,  
proper emphasis must  be g iven to the general  pr inc ip les set  out  in  
paragraphs 35 to 38.  We bel ieve that  safe income on hand reduct ions 
made to ref lect  the impact  of  cash out f lows (such as non-deduct ib le 
expenses),  which are not  deducted in the computat ion of  the 
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corporat ion 's  net  income for  tax purposes but  s t i l l  have the ef fect  of  
reducing the amount  of  d isposable af ter- tax income by an equivalent  
amount ,  are in  l ine wi th the general  pr inc ip les set  out  by the FCA. 

Accordingly,  we are now of  the v iew that  the amounts that  must  
reduce a corporat ion 's  "safe income on hand" are not  l imi ted only to 
taxes and d iv idends.  The use of  the terms " for  instance" in  paragraph 
38 of  the FCA's decis ion supports th is  v iew. Fur thermore,  one would 
th ink that  the statement by the FCA that  the second step in the 
process of  determining a corporat ion 's  safe income requires an 
" inquiry"  as to whether  the income earned or  real ized was kept  on 
hand,  is  ev idence that  such second step impl ies more than the mere 
reduct ion of  a corporat ion 's  net  income by taxes and d iv idends paid 
only.  

We are a lso of  the v iew that  an interpretat ion of  the  KRUCO decis ion 
that  a l lows the reduct ion of  safe income by the amount  of  non-
deduct ib le expenses incurred by a corporat ion is  in  accordance wi th 
the intent  of  subsect ion 55(2) ,  which is  to permi t  a tax- f ree 
intercorporate d iv idend to be paid to reduce a potent ia l  capi ta l  gain,  
to the extent  however that  such gain is  at t r ibutable to the retention  
o f  "post-1971" income. 
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Consequent ly ,  for  any d iv idend paid af ter  the date of  re lease of  
th is  ITTN (other  than a d iv idend paid in a t ransact ion,  or  as par t  of  
a ser ies of  t ransact ions,  the arrangements for  which,  ev idenced in 
wr i t ing,  were substant ia l ly  advanced at  the date of  re lease of  th is  
ITTN),  i t  is  the CRA's posi t ion that  non-deduct ib le expenses must  be 
deducted in comput ing the safe income on hand at t r ibutable to the 
shares on which the d iv idend is  paid,  as computed before the safe-
income determinat ion t ime for  a par t icu lar  t ransact ion.  With respect  
to any d iv idend paid on or  before the date of  th is  ITTN (and any 
d iv idend paid af ter  the date of  re lease of  th is  ITTN that  is  e l ig ib le 
for  the t ransi t ional  re l ie f  descr ibed above),  due to the uncerta inty 
associated wi th the impact  of  non-deduct ib le expenses on safe 
income dur ing such per iod,  the CRA's general  posi t ion wi l l  be not  to 
make any new downward adjustments to a corporat ion 's  safe income 
on hand in respect  of  non-deduct ib le expenses.  
                               

1  CANADA V.  KRUCO INC. ,  2003 DTC 5506,  [2003]  4 CTC 185.  

2 CAPITAL  GAINS STRIPS:  A REVENUE CANADA PERSPECTIVE ON THE 
PROVIS IONS OF SECTION 55 ,  presented by J.R.  Robertson at  the 
1981 annual  conference of  the Canadian Tax Foundat ion;  
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SECTION 55:  A REVIEW OF CURRENT ISSUES ,  presented by Robert  
J .L.  Read at  the 1988 annual  conference of  the Canadian Tax 
Foundat ion;  and INCOME EARNED OR REALIZED:  SOME REFLECTIONS ,  
presented by Michael  Hi l tz  at  the 1991 annual  conference of  the 
Canadian Tax Foundat ion.  

3 GESTION JEAN-PAUL CHAMPAGNE V.  M.N.R. ,  [1996]  2 CTC 2537,  97 
DTC 155.  
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