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I ntroduction

1.  Thisinformation circular outlines the Canada Customs and Revenue Agency’s guidelines
and processes for the gpplication of the third-party civil pendtiesin section 163.2 of the
Income Tax Act (ITA) and section 285.1 of the Excise Tax Act (ETA). Theterm
“taxpayer” used within this circular dso gppliesto “registrant” under the ETA.

2. The Canadian tax system is based on the principle of salf-assessment. Taxpayers are
respongble for filing their tax returns accurately, truthfully, and ontime. Tax legidation
contains various measures to encourage compliance, including penaties for taxpayers who
provide fase or mideading information relating to tax maiters. However, prior to
enactment of the third- party civil pendties which came into force on June 29, 2000, there
was no civil pendty provison that gpplied to those who counsd othersto file their returns
basad on fase or mideading information.

3. Theobjective of the third-party civil pendtiesisto deter third parties from making fase
Satements or omissons in relaion to income tax or GST/HST matters. These pendties
are directed a ensuring tax compliance and deterring ingppropriate behaviour.

4,  The Canadian tax system has benefited from a cooperative relationship between
professonal advisors and Canadd s tax administration, the Canada Customs and Revenue
Agency (the CCRA). Sincethat rdationship is criticaly important to dl Canadians, and
to the continued hedlth of our taxation system, the CCRA is committed to applying the
pendtiesfairly, consasently and only when dearly justified. The CCRA recognizes that
tax professionas have aresponsbility to act in the best interests of their clients and this
indudes the right to minimize their tax ligbility within the law.

Principles of Application

5. Given the stated purpose of the third-party civil pendties, adminigrative principles have
been formulated to ensure that the pendties are gpplied in afair and reasonable way.
These principles are asfollows:



Principle No. 1

6. Thelegidation isintended to goply mainly to arrangements and plans that contain fase
gatements, often without the knowledge of the client. These are marketed typicdly as tax
shelter and tax-shdlter like arrangements that may be defective because of overvauations
of property, excessve or inflated codts, or lack of actua or intended business activity.
Tax-shdter like arrangements are those arrangements that do not fit into the definition of a
“tax shelter” in subsection 237.1(1) of the ITA, but they provide smilar tax benefits.

Principle No. 2

7.  Tax-planning arrangements that comply with the law are not affected by these pendities.
The legidation is intended to apply to those advisors, tax return preparers and promoters
who make (or participate in the making of) false statements knowingly or in circumstances
amounting to culpable conduct. Such behaviour goes beyond the bounds of the law in
search of aresult that under-reports tax payable or overstates arefund or rebate claim.

The legidation is designed to ensure the integrity of the tax law by deterring inappropriate
behaviour.

Principle No. 3

8. Thelegidationisintended to gpply to those tax return preparers and advisors who counsel
and assg othersin making fase satements when they file their returns. It aso appliesto
advisors and tax return preparers who are wilfully blind to obvious “errors’ when
preparing, filing or assding ataxpayer in filing areturn.

Principle No. 4

9. Thelegidation isnot meant to impede regular day-to-day business activities and
conventiond tax-planning involving the application of the law to issues such as etate
freezes, rollovers, reorganizations, amagametions and owner/manager remuneration.
These activitieswill not be impeded aslong as they do not contain a false satement made
knowingly or with culpable conduct.



Principle No. 5

10. Thelegidationisnot intended to gpply to honest mistakes, overaghts and errorsin
judgment. Evidence concerning a person’s conduct will be gathered to determine whether
the error was made honestly (with good faith) or dishonestly (with bad faith, or with a
wilful, reckless or wanton disregard of the law).

Principle No. 6

11. Thelegidation isnot intended to apply to differences of interpretation where areasonable
argument (an argument that is not obvioudy wrong) exists asto the gpplication of the law.
The case law will often indicate whether such an uncertainty exigts.

12.  Smilarly, the pendty would not be applied to honest differences of opinion on such issues
as.

capital expenditures vs. repairs,

capitdl gansvs. income;

persona vs. business expense determinations, and

taxable status of a particular good or service for GST/HST purposes,

I ssues such as these have been traditional sources of disagreement. However, application
of the pendty will be consgdered where an interpretative postion istaken that is clearly
contrary to the established industry practice, the Agency’s public postion, or the case
law, and for which no reasonable argument can be made.

Principle No. 7

13. Thelegidation isnot intended to create additiond audit or verification work for
accountants and lawyers who conduct their affairsin accordance with their professond
sandards. Advisors and tax return preparers are entitled to rely in good faith on
information provided to them by aclient, or another person acting on the client’s behdf,
that is not obvioudy incorrect, mideading or contradictory to other information.
However, this reliance in good faith does not apply to a person who is aso selling or
promoting tax shelters or tax-shelter like arrangements, since thisis defined as an
excluded activity (explained in paragraphs 38 to 40) in the legidation.

Principle No. 8



14. These pendties are not intended to gpply to activities that are adminigtratively acceptable

15.

to the CCRA as the correct application of the law. Examples include paying a bonusto
the principa shareholder-manager or other key employees to reduce small busness
income to the Smdl Business Deduction limit; and making an immaterid adjusment to a
GST/HST return for afiling period which is subsequent to the filing period in which the
transaction giving rise to the adjustment took place.

In summary, the legidation is designed to deter ingppropriate behaviour. These principles
of gpplication will be the gauge againgt which behaviour will be conddered. The pendties
do not gpply to those advisors and planners who act honestly in discharging their
professond responshilities. Since substantidly al professionas act respongbly, it is
expected that very few will ever be faced with athird-party pendty assessment. Itisin
the joint interests of both the CCRA and tax professonds that the ingppropriate
behaviour addressed by these penaties must not be condoned.

TheLaw

16.

17.

The legidative structures under section 163.2 of the ITA and section 285.1 of the ETA
arevery smilar. For each subsection under section 163.2 of the ITA thereisa
corresponding subsection under section 285.1 of the ETA. Therefore, as agenerd rule,
thiscircular will refer to the rlevant subsection or paragraph only. For example,
subsection 163.2(2) of the ITA and subsection 285.1(2) of the ETA will bereferred to as
subsection (2) of each Act. Where there are differences between the two Acts, a
complete reference will be given and the differences will be discussed.

Both section 163.2 of the ITA and section 285.1 of the ETA provide for two penalties,
one directed primarily at those who prepare (or participate in), sall or promote tax
shelters or tax-shelter like arrangements; and the other directed a those who provide tax-
related services to particular taxpayers. Thefirgt of these two pendties will be referred to
asthe “planner pendty” and the latter will be referred to asthe * preparer penaty” for the
rest of thiscircular.



Planner penalty

18. Subsection (2), the planner pendty, provides for a pendty on a person who makes,

furnishes, participates in the making of, or causes another person to make or furnish a
statement that the person knows, or would reasonably be expected to know but for
circumstances amounting to culpable conduct, is afase satement that could be used by
another person for a purpose of the ITA/ETA. Unlike the preparer penalty (defined in
paragraph 20), the person who could use the fal se statement does not need to be
identified in order to gpply this pendty. Examples of when this subsection could be
applicable are:

tax-shelter promoters holding seminars or presentations to provide information in

respect of a gpecific tax shdlter; and

appraisers and vauators preparing a report for a proposed scheme/shelter that
could be used by unidentified investors.

Penalty amount

19.

Subsection (3) provides that the pendty to which a person is liable under subsection (2)
for afdse satement is $1,000. However, when afase statement is made in the course of
aplanning activity or avauation activity, the pendty amount is the grester of $1,000 and
the total of the person's gross entitlements for the planning or vauation activity (caculated
at the time at which the notice of assessment of the penalty is sent to the person).

Tax-related services (preparer) penalty

20.

Subsection (4), the preparer penalty, provides for a penaty on a person who makes, or
participates in, assents to, or acquiesces in the making of a statement to, by or on behalf
of another person that the person knows, or would reasonably be expected to know, but
for circumstances amounting to culpable conduct, is a false statement that could be used
by or on behdf of the other person for a purpose of the ITA/ETA. Subsection (4) would
be applicable to the tax return preparer for each investor or taxpayer that can be
identified. Examples would include:

atax preparer preparing atax return for a specific taxpayer;

atax advisor providing tax advice to a specific taxpayer; and

an gppraiser or vauator preparing a report for a specific taxpayer or anumber of

persons who can be identified.



Penalty amount

21. For apendty levied under the ITA , subsection 163.2(5) provides that the pendty to
which a person is liable under subsection (4) in respect of afdse statement is the greater

of:
a) $1,000, and
b) the lesser of:

)] the penalty to which the other person (i.e. the person who could use
the false statement for a purpose of the ITA) would be liable under subsection
163(2) if the other person made the statement in areturn filed for the purposes of
this Act and knew that the statement was fase; and

i) thetota of $100,000 and the person’ s gross compensation, a the time at which
the notice of assessment of the pendty is sent to the person, for the fase
statement that could be used by or on behdf of the other person.

22. For apendty levied under the ETA, subsection 285.1(5) provides that the pendlty to
which aperson isliable under subsection (4) in respect of afdse satement is the greater
of:

a) $1,000, and
b) the lesser of:
)] the total of $100,000 and the person’s gross compensation, at the

time at which the notice of assessment of the pendty is sent to the person for the
false statement; and

1)) 50% of the decrease in the tax liability or increase in the net refund or
rebate claim caused by the reporting of afase statement by the other person.

23.  Subsections (2) and (4), the planner and the preparer pendties, could both apply to the
same fase statement. However, subsection (14) provides that a person who is liable to
pay pendties under both subsections (2) and (4) for the same fase statement is required
to pay pendties that are not more than the greater of the penalty under subsection (2) and
the pendty under subsection (4). Examples would include:

. abroker remunerated for promotional presentations of atax shelter that is
used by investors that can be identified; and
tax planners, appraisers and/or valuators preparing areport for a proposed
scheme/shdlter that is used by investors who can be identified.



I nter pretation and discussion
False statement

24. A fdse gatement is an incorrect satement, including a statement that is mideading
because of an omission from the statement, regardiess of whether the person making,
participating in, or assenting to the making of, the statement has any intention to deceive.
However, in order for the third-party civil pendties to be consdered, a person must
know, or be reasonably expected to know, but for circumstances amounting to culpable
conduct, that the statement is afadse statement that could be used for a purpose of the
ITA/ETA. The meaning of afase satement is aso modified by subsection (8) to deem
two or more fal se statements to be one fal se stlatement in cases when there is one or more
planning activities that relate to a particular arrangement (such as atax shelter, atax-
shdter like arrangement or flow-through shares) or avauation activity that relaesto a
particular property or service. This deeming provision does not apply to subsections (4)
and (5), the preparer penalty.

Statement

25. “Staement” includes an ora or documentary representation. Examplesinclude
information provided on: tax returns, eection forms, correspondence, invoices, donation
recei pts, statements, va uation reports, certifications, financia statements and their notes,
contracts, prospectuses, selling documents, and other publications.

Culpable conduct

26. *“Culpable conduct” must be present in the absence of actua knowledge of afase
gatement, in order for the third-party civil pendtiesto be consdered. Culpable conduct
refers to conduct that is not smply an honest error of judgement or failure to exercise
reasonable care (i.e., ordinary negligence). It refersto conduct (an act or afailure to act)
that is tantamount to intentiona conduct, shows an indifference as to whether the
ITA/ETA iscomplied with, or shows awilful, reckless or wanton disregard of the law.

Tantamount to intentional conduct

27. Theexpresson “tantamount to intentiona conduct” in the definition of cul pable conduct
means conduct that is equd in effect, to intentiona conduct, i.e., a person’s conduct (an
act or failure to act) shows that the person must have intended to make (or participate in
or assent to the making of) afdse satement.



Indifference

28. The expresson “shows an indifference as to whether this Act is complied with” in the

29.

definition of culpable conduct describes the passive aspect of culpable conduct. The
expression means that the person’s actions or failure to act indicate that the person was
wilfully blind regarding the application of the tax legidation. The person suspects thet the
Situation demands that certain questions be asked. However, inquiries are not made
because that would fix the person with knowledge. This behaviour was addressed in
Srois(L.C.) v. Canada, 1995 CarswelINat 555, [1995] 2 C.T.C. 2648 (TCC) which
relates to subsection 163(2) of the ITA, gross negligence on the part of the taxpayer. The
court described the taxpayer’ s behaviour as “He buried his head in the sand.”

The “indifference sandard’ is consdered to be grester than ordinary negligence. Itis
more or less equivaent to the standard used to measure the purposeful act of wilful,
reckless or wanton disregard of the law. As stated in Gerald Malleck v. Her Majesty
the Queen, 98 DTC 1019 (TCC) at page 1021 “Thereis, however, little, if any,
difference between gpproaching “the willful, the reckless, the wanton”, and “indifference
as to whether the law is complied with or not”.”

Wilful, Reckless, or Wanton Disregard of the Law

30. Theexpresson “shows awilful, reckless or wanton disregard of the law” in the definition

of culpable conduct points to the Stuation where a reasonable, prudent person would
know that his or her actions would result in afase statement but purposely continues with
the chosen course of action. For example, an accountant would reasonably be expected
to have knowledge of a particular issue that was dismissed at the Supreme Court level but
decidesto file on abasis that disregards the findings of that Court. The accountant would
be demongrating wilful or wanton disregard of the law if he or she counsds afiling
position that is clearly contrary to the Supreme Court decison.

Participate

31. Thedéinition of “participate’ includes causing a subordinate to act or to omit information;

10

and to know of, and to not make a reasonable attempt to prevent, the participation by a
subordinate in an act or omission of information.



Subordinate

32. Thedéfinition of “subordinate’ relating to a particular person includes not only employees,

but aso other persons over whose activities the particular person has direction,
supervison or control. For example, if aparticular person provides directionsto,
supervises or controls the activities of another person who is not an employee of the
particular person, the other person would be considered to be a subordinate of the
particular person for the purpose of determining whether the particular person participated
in making afdse satement. This provison may goply in astuation where a promoter,
advisor or tax return preparer carves out certain activities relating to the making of afase
statement and subcontracts these activities to an apparently unrelated person (e.g., in
order to maintain that he or she did not participate in the making of the false Satement).

Clerical or Secretarial Services

33.

Subsection (9) provides that a person is nhot considered to have made or furnished, or
participated in, assented to or acquiesced in the making of, afase satement soldly
because the person provided clerical services (other than bookkeeping services) or
secretaria services rdating to the statement.

For the purposes of the third-party civil pendties, clerical and secretaria duties do not
include any involvement in the preparation of financid accounts. Thisistrue, unlessif itis
of an adminigtrative nature such astyping or formatting without having any regard to
content other than the accurate reproduction of originasthat are prepared by others.
Bookkeeping services would include recording business accounts and transactions.

Good faith rdiance

35.

Subsection (6) provides for an exception in the gpplication of the third-party civil pendties
for reliance in good faith. This exception provides that an advisor who acts on behdf of
the other person (i.e. the person who could use the fa se statement for a purpose of the
ITA/ETA) isnot considered to have acted in circumstances amounting to culpable
conduct relating to afase satement solely because:
the advisor relied, in good faith, on information provided to the advisor by, or
on behdf of, the other person; and
because of such reliance, failed to verify, investigate, or correct the information
(i.e, did not look into the accuracy of the information).

1



37.

Good faith is described as * honesty of intention, and freedom from knowledge of
circumstances which ought to put the holder on inquiry.” The good faith rliance
exception is available when the information used by the advisor or tax return preparer is
not obvioudy unreasonable to a prudent person and does not raise questions in the mind
of the advisor or tax return preparer.  The good faith reliance exception isredtricted to a
person who acts on behdf of the other person, (i.e, taxpayer).

Per subsection (7), the reliance in good faith exception does not apply to a statement that
a person makes in the course of an “excluded activity”, as defined in paragraph 38 below.
Asareault, the good faith reliance exception is not gpplicable to a person who is sdling or
promoting, or accepting consideration for the promotion or sae of the arrangement.

Excluded activity

38.

39.

The definition of “excluded activity” isincluded in subsection (1). The term generdly
means the activity of promoting or salling (whether as a principa or agent, or directly or
indirectly) an arrangement where it can reasonably be considered that the arrangement
concerns a flow-through share, atax shelter, or atax-shelter like arrangement. It also
includes accepting (whether as a principa or agent, or directly or indirectly) consderation
for the sde of, or participation in, such an arrangement. Since tax shelters and flow
through shares are not relevant for the purposes of GST/HST, these terms are not
included in the definition of “excluded activity” in subsection 285.1(1) of the ETA.

Generdly, the use of rollover provisions, estate freezes and other conventiond tax-
planning techniques are not consdered excluded activities when the activity is carried on
for afee for a gpecific client. The client receives advice that istailored to their facts,
circumstances and needs. However, if atax plan is prepared for a specific client and is
subsequently promoted or sold to other clients, it may fal within the ambit of excluded
activity snce it would no longer be client-specific advice.

When an activity isan “excluded activity” the “in good fath” defenseis not available.
However, determination of whether the civil penaties would apply would still depend on
the existence of afdse statement and the knowledge thereof, or the reasonable
expectation of such knowledge but for culpable conduct.



Two or morefalse statements

41. Subsection (8) treats two or more false statements made or furnished by a person in the

course of one or more planning activities (or avauation activity) as one fase statement for
the purpose of gpplying the planner pendty relating to the person's fase satements. This
is the case when a person made or furnished fa se satements in the course of one or more
planning activities that are for a particular arrangement, entity, plan, property, or scheme
or in the course of avaluation activity that isin respect of a particular property or service.
For example, atax-planning scheme could include two fase satements, the over-
vauation of property, and the overstatement of expenses. These two statements would
be deemed to be one fa se statement for the purposes of applying the planner pendlty.
However, this trestment is not available for the gpplication of the preparer pendty.
Therefore, when the same fa se statement is used in the tax returns of more than one
individua, a separate pendty would be applicable to the fase statement in each return
(subject to the other limits stated in subsection (5)).

Special rulesfor valuation activities

42. Subsection (10) provides a specid rule that applies to a statement made by a person who

43.

expresses an opinion on the vaue of a property or service (refer to asthe “ stated value’)
or by a person who usesthat “ stated value’ in the course of an excluded activity. A
satement as to the “stated value® is deemed to be a false statement that the person made
in circumstances amounting to culpable conduct if the stated vaue is outside (either higher
or lower than) arange of values.

The bottom of thisrangeis created by the results of multiplying the prescribed percentage
referred to in paragraph (10)(a) and the fair market value. Thetop of thisrangeis created
by the results of multiplying the prescribed percentage referred to in paragraph (10)(b)
and the fair market vaue.

For example, assume that the prescribed percentage in paragraph (10)(a) is 75%, and the
fair market vaue of a property used in an excluded activity is $100,000. The lower limit
of the range would be 100,000 X 75% = 75,000. Assume the prescribed percentage in
paragraph (10)(b) is 133%. The upper limit of the range would be 100,000 X 133% =
133,333. Theresulting range, in this case, would be $75,000 to $133,333.

13



Despite the facts used in the above example, note that the regulations prescribing
percentages have not yet been issued. If the stated value isin the range described in
paragraph 43, the onus is on the CCRA to prove the existence of afase statement made
with knowledge or in circumstances amounting to culpable conduct. Factorsto be
consdered in determining whether pendties would be assessed include factors such as
those listed in paragraph 67. However, if the stated value is outside of the range, the
reverse onus rule gpplies.

Reverseonusrule

46.

47.

As gtated in the preceding paragraph, if the stated vaue of a property or service lies
outsde the range, a*“reverse onus’ rule will gpply, which means the vauation will be
deemed to be afadse statement made with culpable conduct unless the person establishes
that the va uation was reasonable in the circumstances and made in good faith and not
based on unreasonable or mideading assumptions.

Until the prescribed percentages are stipulated by the regulations, the deeming provison is
not effective. This meansthe CCRA will have to demondrate that a false Satement was
made either knowingly, or in circumstances amounting to cul pable conduct.

Multiple assessments

48.

49,

14

Subsection (12) provides rules for the purpose of applying the third-party civil pendty
rulesin section 163.2 of the ITA or section 285.1 of the ETA to a person.

First, paragraph (12)(a) concerns cases in which a person is assessed a planner pendty at
aparticular time regarding a specific planning or va uation activity and another assessment
of the pendty is made a alater time regarding the same activity. |If the pendty is
reassessed because the gross entitlements of the person are greater at the subsequent
time, then under subparagraph (12)(a)(i) the reassessment of the pendty at that later time
is considered to be a separate pendty (for an example see paragraph 51). In any other
case, the notice of assessment of the earlier pendty is deemed not to have been sent for
the purpose of applying section 163.2 of the ITA or section 285.1 of the ETA (see
subparagraph (12)(a)(ii)). Thisdeeming providon isrelevant in the cdculation of the
gross entitlements for the purpose of that later assessment. The caculation is provided for
in paragraph (12)(b).



50.

51

52.

Paragraph (12)(b) excludes certain amounts from a person’s gross entitlements (in repect
of aplanning or avauation activity in which there is afd se satement made or furnished
by the person). In generd, this rule operates to base each assessment of a pendty under
the planner pendty for afdse statement on the gross entitlements of the person not
counted in caculating the amount of the person's pendty(ies) previoudy assessed for the
fdse statement. However, when subparagraph (12)(a)(ii) applies (i.e., the first notice of
assessment is deemed not to have been sent), paragraph (12)(b) does not apply to reduce
the amount of the second assessment since the origina notice of assessment is deemed not
to have been sent. Asaresult, the penaty amount on the second assessment in that case
Is based on the person's tota gross entitlements at the time the notice of that assessment is
sent.

As an example, presume that a person is assessed a planner pendty at a particular timein
the amount of $10,000, which represents the amount of the person’s gross entitlements
from aplanning activity at that time. At alater time, it is discovered that the person’s
gross entitlements from the same planning activity have increased to $25,000 and another
assessment of a penaty is made at that later time, under subsection (2) against the person.
The effect of subparagraph (12)(a)(i) in these circumstances is to deem the second
assessment to be the assessment of a second penalty, and the effect of paragraph (12)(b)
isto reduce the person’ s gross entitlements at the later time to $15,000, in order to take
into account the previous assessment of $10,000. Thus the end result is that the person is
liable to pay two pendties: one of $10,000 as of the particular time, and another of
$15,000 as of the later time.

As another example, suppose that the facts are the same as above, except that at the time
of the first assessment the person’s gross entitlements were $700. In that case, the
person would have been assessed $1,000 under paragraph (3)(a) at that time. When the
person is assessed at the later time, paragraph (12)(b) reduces the person’s gross
entitlements at that later time by $1,000, the amount of the previous assessment of the
pendty. Aswel, subparagraph (12)(a)(i) deems the second assessment to be the
assessment of a second pendty. In these circumstances, the person would be liable to
pay a pendty of $1,000 as of the time of the first assessment and would be liable to pay a
second pendlty of $24,000 as of the later time.

In short, the amount of the gross entitlements used for the calculation of the second

asessment is caculated by totdling the gross entitlements to date and reducing that
amount by the pendty(ies) aready assessed (and not vacated).
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4.

Subsection (12)(c) deds with the calculation of a preparer pendty. The amount of the
gross compensation relating to the false statement is the total of the gross compensation to
date less the amount of the preparer pendty aready assessed (and not vacated).

Exemption for employees

55.

56.

57.
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Subsection (15) provides that the third-party civil pendty provisons do not apply to an
employee of the “other person” (i.e., the person who could use the fa se statement)
referred to in the planner or preparer pendties. That is, an employeeis protected by this
exemption only for his employer’ stax returns or information. The exemption in subsection
(15) does not extend to employees who are engaged in excluded activities or who are
specified employees (see paragraph 56). Under subparagraph (15)(b), the conduct of the
employeeis attributed to the employer for the purpose of gpplying subsection 163(2) of
the ITA or subsection 285 of the ETA (the gross negligence pendties) to the employer.

“Specified employee” is defined in subsection 248(1) of the ITA to mean an employee of
the person who is a specified shareholder of the person, or who does not ded at arm’s
length with the person. Essentidly, a specified shareholder of a corporation is a person
who owns, directly or indirectly, 10% or more of the issued shares of any class of the
capital stock of the corporation or arelated corporation.

For certain corporate groups, employees of one corporation maintain the accounting
records and do tax-planning and tax return preparation for the entire corporate group.
Such employees are not technicaly covered by the exemption provided in subsection (15)
for their work related to other members of the corporate group. However, in such a
Stuation, the CCRA would generdly assess the preparer pendty againg the employer and
not the employee since the employee would be consdered to have engaged in conduct
that resulted in a pendty Situation in the course of the employee' s employment duties.
This policy will aso gpply to other groups of organizations that have consolidated their
accounting or tax functions in one of the member organizations.



Burden of proof

58.

Under subsection 163(3) of the ITA and subsection 285.1(16) of the ETA, the burden of
proof of the gpplicability of the third-party civil pendtieswill liewith the CCRA. The
standard of evidence used for these third-party pendtiesis the balance of probabilities
with the benefit of the doubt going to the third-party (see paragraph 63 for additiona
comments). Specificdly, there must be more evidence to indicate that the pendty should
be gpplied than there is evidence to indicate that the penaty should not be gpplied.

Other issues

Professonal standards

59.

60.

61.

Professionals are expected to act in accordance with the code of ethics and rules of
professond conduct of their governing bodies. The wording of the rules may differ but
the professions generaly require that their members not associate themsdlves with any
information that they know, or should know, isfase or mideading. The third-party civil
pendty provisons do not impose a higher slandard.

The accountants Notice to Reader communication, as described in the CICA
Handbook, is not considered to be an admission of indifference as to whether the
ITA/ETA iscomplied with. In order for the civil pendtiesto goply, there must be afdse
gatement made knowingly, or in circumstances amounting to culpable conduct. This
determination would be made based on the facts. The Notice to Reader standard
acknowledges that, generdly, the public accountant is not required to make inquiries or
perform other proceduresto verify, corroborate or review information provided.
However, when there are obvious incons stencies, the public accountant may become
aware that the information supplied is obvioudy incorrect, incomplete or otherwise
unsatisfactory with the result that the financid statements may be fse or mideading. In
this case, he or she could be exposed to the civil pendtiesif additiond or revised
information was not requested and acted upon.

A disclamer of the tax return preparer’ s respongbility for information received from the

client does not absolve the preparer from the pendtiesif the conditions for gpplying the
penalties exist (described in paragraphs 18 and 20).
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62.

Failure to meet professond standards that give rise to sanctions by professiond bodies or
financid liabilities to a client because of negligence or mal practice would not necessarily
result in the gpplication of the third-party civil pendties. Each Stuation will haveto be
consdered individualy before any pendty assessment occurs. The CCRA would il
have to prove that the person knew, or would reasonably be expected to know, but for
circumstances amounting to culpable conduct, that there is a fase statement capable of
being used for a purpose of the ITA/ETA.

As stated in paragraph 58, the burden of proof lies with the CCRA. The CCRA hasto
prove that an advisor or tax return preparer knew of the false statement or that culpable
conduct existed in agiven Stuation. This can only be established by reviewing the facts of
the Stuation. Certain measures taken by an advisor or tax return preparer can assst the
CCRA in determining whether the knowledge of afase statement or circumstances
amounting to culpable conduct existed in agiven Stuation. These include a systematic
approach to inquiring about questionable statements, following up and resolving such
inquiries, and retaining evidence of such actions.

If a person exercises due diligence, the third-party pendty cannot be applied.

Application of the legidation

65.

67.
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The third-party civil pendty provisons gpply to statements made after June 29, 2000.
The pendties may apply to any fase Satement made after thisdate. Thereisno Satutory
limitation regarding the time period during which an assessment of these pendties hasto
be issued.

When two or more persons are involved in the making of afase satement, the CCRA
may apply the pendties to each of the persons.

Whether pendties will be assessed in a given stuation will depend upon the facts of the
Stuation. Factorstha may be rdevant include:
- whether the fa se statement compromises the integrity of Canadal's self assessment
system of taxation by eroding the tax base;
whether the fase statement is widespread and/or abusive;
whether the amount of taxes sought to be avoided by the taxpayer or by the other
taxpayers affected by the false Satement is sgnificant;
evidence to the effect that the advisor or tax return preparer or valuator has made
fdse datementsin the pagt;
the advisor's knowledge of the taxpayer’s business, financia, and/or persond
circumstances, and
experience of the advisor or tax return preparer.



False statementsin prior years

68. If an advisor or tax return preparer finds himsdf in a Stuation where he or she discovers
that another person had made a fase statement for tax purposes (e.g., he or she obtains a
new client and finds that the previous accountant has made a fase statement), the new
advisor or tax return preparer would be expected to rectify the Situation to the extent that
the false statement affects the tax return of the current year. The advisor or preparer
should advise his or her client to make a voluntary disclosure as described in Information
Circular (IC) 00-1, Voluntary Disclosures Program, for the prior years or file amended
returns for each of the affected years. If the client does not follow this advice, the advisor
or preparer is not exposed to the third-party civil penaltiesin respect of prior years. If the
current-year return not reflect the corrections because the taxpayer did not agreeto it,
and the advisor or preparer prepared the return knowing of the discrepancy, the advisor
or preparer as well asthe taxpayer may be subject to pendties. The advisor would be
subject to the third-party civil pendties, and the taxpayer to a gross negligence pendty
(subsection 163(2) of the ITA and section 285 of the ETA).

Per sons subject to penalties

69. The CCRA will look closdly at the source of culpable conduct to determine who should
be subject to the pendties. Generdly, the CCRA will seek to apply the pendtiesto the
person(s) directly involved in causing the false statement to be made. A corporation acts
through its officers. Subject to the exception for employees mentioned previoudy and
described in subsection (15), if the officers knew of the fase statement, or were
reasonably expected to know but for culpable conduct, both they and the corporation
might be exposed to the pendties. For example, a corporation may be engaged in
planning and/or promoting or salling an abusive tax shelter with overvauations or inflated
cods. Inthelikely Stuation that these activities are conducted by the officers of the
corporation, the officers and the corporation would be exposed to the third-party civil
pendties. In another Stuation, an employee may be engaged in a Situation subject to
third-party pendties, without the knowledge of the employer. In this case only the
employee will be subject to the pendties. 1t should be noted that subsection 163(2.9) of
the ITA dlowsfor a partnership to be assessed the third-party civil penaties as an entity.
In a partnership, only those partners who are engaged in an activity subject to third-party
pendties would be assessed a pendty rather than the other partners.
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Price Adjustment Clause

70.

71.

Interpretation Bulletin IT-169, Price Adjustment Clauses, states that when a property is
transferred in a non-arm’ s length transaction, the parties often include a price adjustment
clause in the covering agreement under which the parties may agree that if the CCRA
determines that the fair market vaue of the property is greeter or less than the price
otherwise determined in the agreement, that price will be adjusted to take into account the
excess or the shortfal, provided that al of the following conditions are met:

The agreement reflects a bona fide intention of the parties to transfer the
property at fair market value and arrives a that value for the purposes of the
agreement by afair and reasonable method.

Each of the parties to the agreement notifies the CCRA by aletter attached to
the return for the year in which the property was trandferred
. that he or sheis prepared to have the price in the agreement reviewed

by the CCRA according to the price adjustment clause,

that he or she will take the necessary steps to settle any resulting excess

or shortfdl in the price, and

that a copy of the agreement will be filed with the CCRA if and when

demanded.
The excess or shortfdl in priceis actualy refunded or paid, or alegd liability
therefore is adjusted.

If dl the above conditions are met, there would not be a fase statement made with actua
knowledge or in circumstances amounting to culpable conduct. Hence, the third-party
civil pendties would not be gpplicable.

Notices of Objection and Appealsto the Court

12.

73.

If after careful consideration of the representations made by the third-party, it is decided
that athird-party penalty is warranted and an assessment againgt the third-party isissued,
the normal objection and appeal procedures will apply.

The role of the Appedls Branch isto carry out fair and impartia reviews of objectionsto
the CCRA’s assessments. In the event that the pendty is confirmed, the third-party has
the option of appedling to the Tax Court of Canada and, as applicable, to higher courts.



74. Thereisno third-party pendty in the absence of afase satement. Where the taxpayer
has filed aNotice of Objection relaing to an assessment arising from afase satement (for
which the planner or preparer has been pendized), the CCRA may hold the advisor’s or
tax return preparer’ s Notice of Objection in abeyance pending the outcome of the
taxpayer’ s objection or gpped, if the following conditions are met:

the assessment related to the fal se Satement is dready under objection by the
taxpayer; and
the advisor or tax return preparer has requested in writing that consideration

of his or her objection be held in abeyance pending the outcome of his or her client’s
case.

The General Anti-Avoidance Rule

75. The pendties are not intended to apply to arrangements by reason only of a determination
that they are subject to the application of the Generd Anti Avoidance Rule (GAAR). The
GAAR agpplies only if an arrangement is otherwise technically effective. This means that
the particular filing position is based on true statements rather than false satements. Thus,
the pendties cannot apply. However, if the courts have decided a GAAR case in favor of
the Crown and an identical plan isthen proposed by the advisor, the pendties may apply.

Non Residents

76. Thethird-party civil pendties can be applied to non-resident advisors. For example,
where anon-resdent parent caused a Canadian company to file areturn containing afadse
satement, the non-resident will be subject to the penalties.

Process

77.  Should circumstances necessitating the consderation of the gpplication of the third-party
civil pendties arise, the CCRA intends to drictly control the application of these pendlties.
Procedura checks and balances are in place to ensure that no one person can direct the
application of the penalties or otherwise inappropriately apply the penaties.

78. Theaudit and referrd process requires senior management involvement of the fid office
and Headquarters to ensure that the pendlties are gppropriately applied.
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79.

81.

82.

When an auditor first consders the possibility of gpplying the third-party civil pendties
and prior to any discussion with the affected third party, both the management of the field
office and Headquarters will be consulted to determine whether to pursue the matter
further.

After initid consultations with Headquarters the field office management will discuss the
issue with the affected third-party. The purpose of these discussons will be to inform the
third party that consderation is being given to gpplying the pendties and to solicit
representations from the third party that could be included in a potentid referrd of the
issue to Headquarters. Based on the information provided, field office management may
determine the pendties are not warranted, and advise Headquarters accordingly.
Alternatively, the issue, dong with any representation received from the third party would
be referred to Headquarters.

Headquarters will review the facts of each case before a pendty proposa is madeto a
third party. To thisend, a Pendty Review Committee (PRC) at Headquarters will meet
as necessary to congder third-party civil pendty referrals. The PRC will include, for the
foreseegble future, senior representatives from the CCRA’ s Compliance Programs
Branch and Policy and Legidation Branch, and representatives from the Departments of
Finance and Justice.

Subsequent to the issuance of a proposd |etter, the CCRA will invite further written
representations by, or on behdf of, the third party for consderation by the PRC.

The CCRA is prohibited by section 241 of the ITA and section 295 of the ETA from
disclosing to the taxpayer any information relating to the advisor or tax return preparer.
Consequently, a no time will the taxpayer be informed that the CCRA is gathering
information to determine whether the taxpayer’ s advisor or tax return preparer could be
subject to the third-party civil pendties. However, the CCRA will, in appropriate cases,
gather information from dl rdevant sources including from athird party’ s client.

Periodic Update

84.

The CCRA is committed to providing the tax community with periodic updates on the
CCRA’s experience in gpplying the pendlties either directly at practitioner events, or
through information provided to various groups in writing.



Appendix A - Examples

The following examples consider only the possible gpplication of the third-party pendties. Asa
result, we are limiting our comments. Any other tax issues that may arise out of these examples
are not considered.

Example One: Good faith reliance

A newly acquired dient, who is sdf-employed, brings to his accountant alisting of his busness
expenses. The client dso provides the accountant with afigure for histota revenue. He
ingtructs his accountant to prepare an income statement and his tax return based on this
information. The accountant has a quick look at the expenses. The expenses seem to be
related to the type of business of the client and nothing stands out as obvioudy unreasonable.
After the client’ sincome statement is prepared, it reflects $80,000 of revenue and $55,000 of
expenses and the income tax return isfiled on that basis.

Upon audit, the CCRA finds alarge proportion of the expenses claimed cannot be substantiated
by adequate documentation and may not have been incurred. Furthermore, the reported
revenueisonly haf of actud revenue.

Comments

There was nothing in the income statement that would have made the accountant question the
vaidity of the information provided to him. Therefore, he could rely on the good faith defense
and would not be subject to the preparer pendty.

Example Two: Reiancein good faith on another professional

An accountant relies on the financia statements prepared by another professiona accountant to
report his client’s self-employment income. The statements were not obvioudy unreasonable.
The CCRA conducts an audit and discovers that the income statement contained materia
misrepresentations.

Comments

Although the tax return contains one or more fase satements, the accountant would be entitled
to the good faith defense since he rdlied, in good faith, on information provided by another
professond on behdf of the client that was not obvioudy wrong. Therefore, he would not be
subject to the preparer penalty.



The third-party pendties may be applied to the other accountant if he knew or would be
expected to know, but for circumstances amounting to culpable conduct, thet the financia
Statements contained a fase statement.

Example Three. Honest error

Near the midnight deadline on April 30, aT1 is prepared and filed. Due to the hurry in meeting
the statutory deedline, and confidence in the quadifications of the senior personnd who prepared
the return, the return is filed without normd review. During an audit, it is discovered that
carrying charges were misstated because of an gpparent recording error. The actua amount of
$1,098 was claimed as $10,098.

Comments

The tax return preparer would not be subject to the third-party pendties. While the preparer
might have been negligent in making the error, his actions were, in the circumstances, neither
tantamount to intentional conduct nor was he showing an indifference as to whether the law was
complied with.

Example Four: Failureto ask questions

An accountant who lives in an expendve neighborhood notices that the house next door has just
been sold. It wasligted for $1 million. The accountant introduces himsdlf to the new neighbor
and they become friends. At tax time the friend comesin and hires the accountant to prepare
his return. The accountant is given a T4 with $25,000 in income reported. Thinking that the
grossincome is on the low side, the accountant asksiif thisis dl the income he has and the friend
repliesthat it isso. The accountant does not ask any further questions but prepares and files the
return. When the taxpayer is audited it is discovered that he has over $200,000 in income.

Comments

The accountant could be subject to the pendties for assigting in the understatement of atax
ligbility. The filing was highly suspect and even though the accountant asked one question, the
response did not address the concern. An advisor or atax return preparer who has knowledge
of the persond circumstances of a client is expected to recognize obvious inconsstenciesin the
information provided by the client. In this case the accountant could not rely on the good faith
defense. The accountant wasin effect turning a*“blind eye’ to the false filing by not asking
questions and obtaining plausible answersto the question of how the client could afford a house
worth amillion dollars despite having such asmadl income.
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Example Five: Indifference asto whether thetax legidation is complied with

An accountant has severd clients who have been reassessed for atax shelter. The accountant
knows that the CCRA is chdlenging the tax benefits claimed for the tax shelter on the basis that
the shelter is not a business, is based on a sgnificant overvaluation of the related property and,
dternativdy, istechnically deficient.

The Tax Court of Canada, in atest case (genera procedure), denies deductions claimed for the
tax shelter in a previous year by a client of the accountant. The client's gpped isdismissed. The
caseis not appealed and the accountant is aware of the Court's decision.

The accountant prepares and files atax return on behaf of a different client that includes a clam
for the same tax shelter that the Tax Court determined was ineffective.

Comments

On these facts, the CCRA would consider assessing the accountant with the preparer pendty.
However, if the accountant had determined, and was able to demondtrate that there was a
reasonable bas's upon which the Tax Court decision could be overturned by a higher court, the

pendty would not gpply.

Example Six: Indifference asto whether the I TA iscomplied with

A taxpayer approaches atax return preparer to prepare and e-file histax return. Prior to this,
the tax return preparer and his firm did not provide any services to the taxpayer and they did not
know each other.

The taxpayer provides the tax return preparer with a T4 dip indicating that the taxpayer has
$32,000 of employment income.

The taxpayer tells the tax return preparer that he made a charitable donation of $60,000 but
forgot the receipt a home. The taxpayer asksthat the tax return preparer immediately prepare
and efile the tax return without obtaining the receipt.

Comments:

Onthesefacts, if the tax return preparer were to prepare and e-file the taxpayer's return without
obtaining the charitable donation receipt, the CCRA would consder assessing the tax return
preparer with the preparer penaty. Given that the quantum of the deductionis so
disproportionate to the taxpayer's apparent resources as to defy credibility, to proceed
unquestioningly in this Stuation would show wilful blindness and thus an indifference asto
whether the ITA/ETA is complied with.
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Example Seven: Tax-shelter like arrangement

A promoter sdlls atax-shdter like arrangement to individua taxpayers involving 10,000 pieces
of art.

Each taxpayer acquires one piece of art for its fair market value of $100. The valuator is aware
of thisinformation but agrees to appraise each art piece at $1,000.

Concurrently, the promoter solicits aregistered charity that agrees to accept the art as charitable
donations and issue a charitable donation receipt in the amount of the appraised vaue ($1,000
per artwork). This charity immediately auctions off the art to the highest bidder, and the price
paid reflects the $100 vaue per piece.

A tax return preparer, who does not have any direct knowledge of the false statement, prepares
the income tax return of his client, who had acquired and donated art making use of the above-
mentioned arrangement.

The CCRA conducts areview of the client’s return and determines that it contains afase
statement (the overvauation of the property donated).

Comments

The promoter organized an arrangement that he or she knew included a false satement (e.g.,
about both the $100 value of the art and the issuance of $1,000 charitable donation receipts)
and is, therefore, liable to the pendties.

The vauator has furnished fase satements knowingly relating to the arrangement and is liable to
the penalties unless he can prove the stated va ue was reasonable in the circumstances and that
the statement was made in good faith.

If the charity knew, or would have reasonably been expected to know but for circumstances
amounting to culpable conduct, that the vauations were incorrect, it would be liable for the
pendtiesfor issuing fase recepts.

Although the tax return did contain a fadse satement, the tax return preparer did not know of the

fase statement, nor would he reasonably be expected to know but for circumstances amounting
to culpable conduct. Asareault, the preparer would not be assessed a third-party civil pendty.
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Example Eight: Personal expenserecorded as business expense

An accountant receives a box of persona and business receipts from his client and agreesto
prepare a business expense statement for him. The accountant includes the $10,000 cost of the
client’s family vacation (which he knew to be a non-deductible persond expense) as a business
expensein the dient’ s tax return.

The accountant prepares and finalizes the client’ s tax return and advises the client that he will be
receiving a$5,000 tax refund. The dlient filesthe tax return.

The CCRA conducts an audit and discovers the $10,000 of personal expenses deducted in the
client’stax return. The auditor dso discovers that the families of the accountant and the client
vacationed together. Therefore, the accountant knew the expense was persond at the time he
included it in the business expenses.

Comments

The CCRA would consider ng the accountant with the preparer pendty because the
return was prepared and filed despite his knowledge of the fase statement.

Example Nine: Bonus down to small business deduction limit

Xcoisasmdl business, usudly with less than $200,000 annua income. When preparing
financia statements, the external accountant determines taxable income to be $250,000 and
books a bonus payable of $50,000 to be paid after the year end to the principa shareholder-
manager. Thetax return is prepared and filed on this basis snce the generd practice of the
corporation isto digtribute the profits in the form of bonuses.

Comments

In generd, the CCRA does not challenge the reasonableness of sdlaries and bonuses paid to the

principa shareholder-managers of a corporation when:

(& the generd practice of the corporation isto distribute the profits of the company to its
shareholder-managers in the form of bonuses or additiond sdaries; or

(b) the company has adopted a policy of declaring bonuses to the shareholders to remunerate
them for the profits the company has earned that are, in fact, attributable to the specia
know-how, connections, or entrepreneuria skills of the shareholders.

Bonuses paid to shareholders other than principa sharehol der-managers will be subject to the
normal test of reasonableness.

In view of the above, the preparer pendty would not apply.
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Example Ten: Salaries paid to family members

Financid statements and tax returns for Familyco are prepared by an accountant with asmall
practice. Familyco pays sdariesto dl family members, two of which arein University and one
of which lives outsde Canada. The taxpayer informs the accountant that the family meets afew
times a year to discuss company business.

Comments

Generdly, reasonableness of sadariesto family members who provide servicesin the course of
the businessis not an issue that would be subject to the third-party civil pendties. In extreme
Stuations these pendties may apply. Where family members have provided no services and the
accountant knows this fact, third-party civil pendties would be considered.

If the accountant knew that no services were provided by the family members to Familyco, but
filed the T2 return that included a deduction for such payments, he would have participated in
making afase satement and as such could be lidble to a preparer pendty.

If the accountant did not know, but would be reasonably expected to know of the false
gtatement, one needs to determine if the accountant’ s action resulted in culpable conduct. Facts
to be consdered with regard to whether the penaties will be gpplied include those listed in

paragraph 67.

Example Eleven: Inflated royalties

A tax advisor is one of the partnersin afirm that has a particular corporate client. The client has
recently increased the roydty payments to its non-resident parent company as ingructed by its
parent company. The tax advisor suspects that the corporate client is deducting inflated
roydties. The tax advisor discusses the concerns with a specidist in the firm who confirms the
suspicions. Nonetheless, the tax advisor files the client's tax return based on this information,
snce the Vice-President of the corporate client dluded to the fact that its Sgnificant business
could be taken to a competitor who iswilling to file on that basis. None of the other partnersin
the partnership are aware of the tax advisor’s actions.

28



Comments

The tax advisor was very suspicious of the information provided by the client. By having his
suspicions confirmed, the advisor arguably knew that there was a fase satement and he
participated in usng the fa se satement for tax purposes. Therefore, applying the criterialisted
in paragraph 67 to the facts, the CCRA would consider applying the preparer penalty to the tax
advisor who participated in making the fase satement and the gross negligence pendty
(subsection 163(2) of the ITA and section 285 of the ETA) to the corporate client in whose
return the false statement was made. As per paragraph 69, only the tax advisor involved in the
making of the false statement would be assessed the third-party civil pendty rather than the
other partners. The pendty amount is calculated in accordance with paragraph 21.
Presumably, the gross compensation would be the fees from the amounts to which the tax
advisor or partnership is entitled to receive for the activity.

Example Twelve: Estate planning

An accountant refers his client to atax practitioner who specidizesin edtae freezes. The client
informs the tax practitioner that he purchased the shares of his company 20 years ago for $2
million and that his accountant had told him that the shares were now worth $15 million (based
on acasud comment). The rollover was executed by the specidist using thisinformation. A
subsequent review by the CCRA shows that both the adjusted cost base (ACB) and the fair
market vdue (FMV) wereincorrect. The client had paid only $150,000 for the shares. The
other $1,850,000 was to pay for the balance in the shareholder’ s loan account. It was aso
discovered that there was no systematic gpproach to determining the FMV of the shares. The
CCRA’s vaduetion determined that the FMV of the shares was $20 million, and the vauation
was not contested.

Comments

Thetax pecidig isinvolved in a planning activity asthe term is defined in subsection (1) of the
tax legidation. However, heisnot involved in an excluded activity but in conventiond tax-

planning.

It is reasonable to expect that atax practitioner specidizing in estate freezes would request
source documents or take other steps to verify the ACB of the shares prior to executing a
rollover. The practitioner knew that the shares were acquired 20 years ago and that there was a
good chance that the client did not know the meaning and implication of the term “ACB”.

Given the likelihood that the verba answers he would get could be wrong, the practitioner
would be exposed to the pendties without further corroborative evidence. With respect to the
FMV of the shares, if the tax specidist had no reason not to believe the information given by the
client or on the client’s behdf, the specidist would not be exposed to the penalties since the
good faith reliance defense would be avallable to the specidis.



The accountant, who provided the vauation opinion for the shares, could be subject to the
pendtiesif the accountant knew that the valuation was fase or would reasonably be expected to
know that the vauation was fase. This can only be determined by reviewing thefacts. If the
vauation is within the range described in paragraph 43, then the CCRA is required to determine
that there was a fd se statement made with knowledge or in circumstances amounting to
culpable conduct. However, if the other hand the vauation is outside the range, then the
accountant would be deemed to have made a fal se satement that he would reasonably be
expected to know, but for circumstances amounting to culpable conduct, is afdse statement.
However, the accountant will be able to rely on the soundness of the assumptions used asa
defense.

Example Thirteen: Transfer pricing

An advisor is respongible for the filing of returns of a group of related subsidiary companies. He
isemployed by one of the companies (a Canadian company) in the group. The transfer prices
used have been provided by the foreign parent and may not be appropriate for Canadian
income tax purposes. The internd advisor suspects that the transfer pricing may be incorrect
but he doesn’t know. He makes arequest to each Canadian company to provide details of
their pricing decisons. Some companies respond that they keep records for transfer pricing
purposes in accordance with subsection 247(4) of the ITA, while othersinform the interna
advisor that athough they do not keep records in accordance with subsection 247(4), they
would be able to defend their transfer pricing decisons.

Upon audit of one of the Canadian companies, it is determined that the non-resident related
supplier did not keep records in accordance with subsection 247(4) and the CCRA made an
adjustment of more than 10% to the transfer prices.

Comments

Whether the pendlties are gpplied would depend on whether there is culpable conduct. The
criteriastated in paragraph 67 will be used to determine if the pendties are gpplicable. In the
Stuation a hand, the advisor knew that certain members of the related group were not
complying with the documentation requirements of subsection 247(4). While the interna
advisor made some inquiries, he could have made some more, (e.g., discussions with the
management of the affected Canadian companies). The employer of the internd advisor is at
risk if his employee (the internd advisor) knew that the transfer prices were incorrect and the
return was filed notwithstanding that knowledge.



Regarding the applicability of the employee exemption, the internal advisor is not an employee
of the company that was reassessed. Therefore, in law, the subsection 163.2(15) exemption
would not be available to the internd advisor. However, if a pendty wereto be applied, it
would not be applied to the internal advisor but to his employer as per paragraph 57.

The subsection 247(3) pendty appliesto stuations that are unreasonable. The CCRA would
not normaly consider gpplying a pendty under the third-party civil pendty provisons unlessthe
unreasonable Situation is extreme in quantum and methods used. In those cases, we would
consder applying both the subsection 247(3) pendty on the taxfiler and the third-party pendties
on the person advising or counsdling on the transfer prices.

Regarding the gpplication of the civil pendties to the non-resident personnd, the non-resident

company (through its employees) appears to be the person that recommended or decided the
transfer prices that were used by the Canadian company. Therefore it could be subject to the
penalties as discussed in paragraph 76.

Example Fourteen: Abusivetax shelter

A company issdling unitsin alimited partnership tax shelter. The company had acquired
software for $50,000 on the open market and transferred it to the limited partnership on the
same day for $10,000,000. The prospectus prepared by the company states that the fair
market vaue of the software is $10,000,000 and is supported by an gppraisal. Thetax shelter
is regigtered with the CCRA and is available as an investment opportunity in the current year.
The company’s gross entitlements are $2,000,000.

The CCRA reviews the tax shelter and determines that the fair market vaue of the software on
the day of transfer into the limited partnership is $50,000. The gppraisal supporting the
$10,000,000 value was prepared by an apparently independent appraiser. However, it was
not prepared usng normal vauation principles. The gppraiser informed the CCRA that dl his
ca culations were based on the assumptions and other relevant facts provided to him by the
company. The appraiser was paid $75,000 for the appraisal.
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Comments

The prospectus prepared by the company contains a fase statement (overstated fair market
vaue of the software) that could be used for tax purposes. The company knew or would
reasonably be expected to know that the fair market vaue of the software was afase

gatement. Since the company is engaged in an excluded activity, it cannot rely on the good faith
defense with respect to the vauation. The CCRA would consider assessing the company with
third-party penatiesin the amount of $2,000,000. The CCRA would also consider assessing
the gppraiser with third-party civil pendties. The amount of the pendty would be his gross
entitlements from the vauaion activity, which is $75,000.

Example Fifteen: Estimated information on GST return

An annud GST return filer informs her accountant that she had not kept records of the GST
paid or payable on her business purchases for the year. The accountant informs her that he
would make an ITC clam based on the financid statements of her business.

The accountant applies afactor of 7/107 to dl expenses shown in theincome statement. This
includes the cost of sdes and dl acquisitions shown in the balance sheet. The amounts are
reasonable and have been incurred. The income statement includes a large amount of payroll
expenses and interest expense on which GST is not paid or payable.

The cost of sdesincludes alarge proportion of purchases that are zero-rated. The accountant
appliesthe 7/107 factor to payroll, interest, and zero-rated purchases. Thisresultsin an over
statement of input tax credits reported on the GST return.

Comments

The factors in paragraph 67 would be considered in determining whether the preparer pendty
would be gpplied. The accountant is expected to know that GST is not payable in respect of
payroll expense, interest expense and zero-rated purchases. Infiling aclaim that includes the
above items, the accountant made a fd se satement, either knowingly, or in circumstances
amounting to culpable conduct. Consequently the CCRA would consider ng the
accountant with the third-party civil penaty, specificaly, the preparer pendty.

Example Sixteen: Promotion involving false statement
A personis salling GST exemption cards to consumers. For a payment of $150, a consumer
would receive a card that states that the cardholder is entitled to purchase goods and services

free of GST.

Comments
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The person sdlling the GST exemption cards is reasonably expected to know that the GST
exemption card does not entitle the consumers to purchase goods and services free of tax. In
providing such assurance and issuing the card, the person is making afase statement elther
knowingly or in circumstances amounting to culpable conduct. Consequently, the CCRA would
consder assessing the person with the third-party civil pendties. Specificdly, the planner’s
pendty since the false statement is not included in the tax return of another person. The
person’s gross entitlements are the totd of dl amounts heis entitled to collect from the sde of
the GST exemption cards.

Example Seventeen: Unreasonable argument

An organization is advocating that GST is uncongtitutiona, and, therefore people should not
pay, collect, or remit the GST. The organization makes presentations and publishes a number
of publications containing Satements of that nature.

Comments

The statement that the GST is uncondtitutiond is clearly afdse satement. A person would
know or would reasonably be expected to know that the statement is afalse satement. The
CCRA would congder assessing the person who has made the fa se satement with the third-
party civil pendty. In the absence of gross entitlements (e.g., revenues from the sde of
publications containing fase satements), the minimum penaty amount of $1,000 would gpply.



