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In a potentially precedent-set-
ting case, the Tax Court of 
Canada has determined that 

the  of ten  “harsh”  penal t ies 
imposed on taxpayers who mis-
report income in two out of four 
years cannot be imposed if due 
diligence is exercised in at least 
one of those years.

“This decision is a welcomed 
one as it sheds some light on the 
extent  of  the  due  d i l igence 
defence that is available to tax-
payers and essentially provides 
an additional decision for tax-
payers to rely on when faced 
wi th  these  pena l t i e s ,”  sa id 
Richard Weiland, a tax lawyer 
with Clark Wilson in Vancouver.

Toronto  tax  lawyer  Pe ter 
Aprile is hoping the decision 
will persuade the minister of 
national revenue “to reconsider 
the  rou t ine  impos i t ion  and 
dogged prosecution of a penalty 
that, in many cases, is dispropor-
tionate to the failure and exceeds 
other types of penalties that are 
d e s i g n e d  t o  p u n i s h  t h e 
most egregious conduct under 
the [tax] act.”   

The court, in Galachiuk v. 
Canada [2014] T.C.J. No. 141, 
examined the application of a 
penalty under subsection 163(1) 
of the Income Tax Act. The pen-
alty amounts to 10 per cent of 
the unrepor ted income, plus 
another 10 per cent imposed at 
the provincial level. 

“This  of ten  cons iderably 
exceeds the unpaid tax on the 
unreported income. As such, it 
has been described as a ‘harsh’ 
penalty by the Tax Cour t  of 
Canada,” said Laurie Beausoleil, 
an associate in tax litigation with 
Wilson & Partners, a law f irm 
aff i l ia ted with  PwC LLP in 
Montreal.

In Galachiuk, the taxpayer 
failed to report $683 in the 2008 
taxation year. However, in pre-
par ing  h is  2008 tax  re tur n , 
Robert Galachiuk, an Alberta 
resident, informed his invest-
m e n t  a d v i s e r s  t h a t  h e  wa s 
m ov i n g  t o  e n s u r e  t h a t  h e 
received his T-slips at his new 
address, arranged with Canada 
Post to forward his mail, and 
carefully prepared his tax return. 

“The court held that, in pre-
paring his 2008 tax return, the 
taxpayer took reasonable pre-
cautions to avoid the failure and, 
therefore, established the he was 
duly diligent with respect to the 
2008 taxation years,” said Peter 
Aprile, the principal of ATX 
Law in Toronto.

The fo l lowing year,  Gal -
achiuk failed to report $436,890 
and contended he was under the 
mistaken belief that his employer 
had reported all his income to 
the Canada Revenue Agency. 
However, he admitted that he did 
not review the relevant 2009 
documents or appreciate that the 
T4A slips f iled by his employer 
represented only 30 per cent of 
his income. 

“The court commented that 
the taxpayer’s mistake of fact 
was not reasonable and, there-
fore, the taxpayer was not duly 
diligent in preparing his 2009 
tax return,” said Aprile.

H oweve r ,  J u s t i c e  D av i d 
Graham found that due diligence 
in one year was suff icient to 
negate the imposition of a pen-
a l ty.  He  adop ted  a  b roader 
approach to the question on the 
basis  that  i f  Parl iament had 
wanted taxpayers to exercise due 
diligence every year it would 
have  exp re s s ly  l im i t ed  t he 
o p t i o n s  ava i l a b l e .  J u s t i c e
Graham also “emphasized that, 

contrary to common belief, the 
first failure does not seem to be 
intended to serve as a warning to 
t h e  t a x p ay e r ,”  B e a u s o l e i l 
observed.   

The Tax Court’s f inding is 
signif icant. Previous decisions 
on this issue have been inconsis-
tent. “In at least two prior cases,” 
Weiland said, “the courts had 

held that due diligence had to be 
proven for the second offence; it 
was not suff icient to prove due 
diligence for the first offence.”

All the previous cases dealing 
with this issue were informal 
procedure cases, which cannot 
be used as a precedent in any 
other case. Galachiuk, however, 
is a general procedure case, the 
first subsection 163(1) case with 
p r e c e d e n t i a l  v a l u e .  T h i s 
increases the likelihood that it 
will carry weight with judges in 
the future, although this is not 
mandatory.

“The judges of the Tax Court 
are not strictly bound by the 
Galachiuk decision and could 
very well decide to distinguish 
this decision on its facts and 
reject a taxpayer’s due diligence 
defense in respect of a f irst 
failure,” Beausoleil said. “As 
such, Galachiuk does not com-
pletely settle the matter.”

Still given the precedential 
implications, the federal govern-
ment may appeal, something that 
was atypical in previous cases. 

Justice Graham acknowledged 
this likelihood in his decision. “I 
think that there is a reasonable 
chance that the Respondent may 
appeal my decision to the Fed-
eral Court of Appeal in order to 
obtain clarity on the interpreta-
tion of subsection 163(1),” he 
stated. 

The formal deadline to appeal 
expired on July 10. However, 
Federal Court rules allow a party 
to late-f ile a notice of appeal. 
This second deadline expires 
this fall.

“It would be ironic if the gov-
ernment late-f iles a notice of 
appeal in a case in which the 
government argued that missed 
deadlines warrant a harsh pen-
alty,” observed Aprile, a tax dis-
pute resolution and litigation 
lawyer. 

A decision of the Federal 
Court of Appeal on this matter, 
the next step in any appeal pro-
cess, would provide more clarity 
and more certainty for the tax-
payers  s ince  the  Tax  Cour t 
judges would be bound by its 
conclusions. 

M a ny  t a x  p r o f e s s i o n a l s 
believe victory in an appeal 
would be a victory for taxpayers. 

“If this decision is sustained 
by the FCA, then it is good news 
for taxpayers,” said William 
Innes, a tax lawyer with Rueter 
Scargall Bennett in Toronto. “It 
would make it much more diffi-
cult for CRA to impose these 
penalties since they could not 
concentrate on only one taxation 
year.”

While the appeal question 
remains unsettled, accountants 
should take action in the wake of 
the court decision. The first is to 
be proactive in ensuring that all 
T-sl ips are received and tax 
returns carefully reviewed before 
filing. In addition, Aprile recom-
mends reviewing the T-sl ips 
listed on the CRA’s “my account” 
online database prior to filing.  

“Moreover, check notices of 
assessment carefully,” he said. 
“ T h e  C R A  m a y  a d d  a n 
unrepor ted T-sl ip uncovered 
under the CRA matching pro-

gram and add the amount to a 
notice of assessments. The tax-
payer may have a f irst failure 
and not realize it is triggering 
a signif icant  penalty on the 
second failure.” 

If the reporting omission is 
f irst discovered by the taxpayer 
or the accountant, consider using 
the voluntary disclosure process 
to correct the tax f ilings, Wei-
land said. “A successful volun-
tary disclosure will allow the 
taxpayer to avoid the penalties.”

A T1-Adjustment Request 
should also be f iled. If this is 
done, Aprile said, CRA policy 
dictates the omission will not be 
considered under ss. 163(1).

If the CRA uncovers the over-
sight f irst, a notice of objection 
should be filed and not an appli-
cation to the minister of national 
revenue’s fairness committee, 
said David Sohmer, a founding 
partner of Spiegel Sohmer, a 
Montreal-based law firm.

“The courts can only send 
a refusal to grant relief back to 
the minister for reconsideration 
i f  the minister’s  decis ion is 
unreasonable, but the Tax Court 
can overturn a penalty by finding 
due diligence,” he said. 

“Many tax advisers ask for 
r e l i e f  f i r s t ,  and  when  i t  i s 
refused, it is too late to f ile a 
notice of objection.”

Decision reining in taxman’s penalties cheered

Tax court finds 
penalty ‘harsh’

Due diligence dissected

The Income Tax Act gives 
the CRA the legal clout to 
impose a penalty on tax-

payers who fail to report their 
full income in any two out of 
four years. That penalty is exces-
sive, according to the Tax Court 
of Canada.  

“Subsection 163(1) is a harsh 
prov is ion ,”  Jus t ice  David 
Graham stated in Galachiuk v. 
Canada [2014] T.C.J. No. 141, 
the first case to potentially set a 
precedent on this issue. 

The penalty, Justice Graham 
noted in his 11-page decision, 
“imposes a 10% penalty on the 

amount  of  the  unrepor ted 
income, not the amount of tax 
which has not been paid. When 
the corresponding penalty is 
applied under the Alberta Per-
sonal Income Tax Act,  the 
result is a combined penalty 
equal to 20% of the amount of 
the unreported income. In Mr. 
Galachiuk’s case, if the income 
tax that was withheld at source 
is treated as having already 
been  pa id,  the  subsec t ion 
163(1) penalty amounts to a 
penalty in excess of 220% of 
his unpaid taxes.”

• Donalee Moulton

Courts are less likely to 
impose a penalty on tax-
payers if due diligence 

has been demonstrated. But 
what constitutes due diligence? 

“The taxpayer can either 
establish that he took reasonable 
precautions to avoid the event 
leading to imposition of a pen-
alty, or that he made a reason-
able mistake of fact that a rea-
sonable person would have 
made in the circumstances,” 

said Laurie Beausoleil, a tax 
lawyer with Wilson & Partners.  

Still, demonstrating due dili-
gence can be diff icult .  “It 
is important to note the compos-
ition of a due diligence defence 
that has the ability to persuade 
is delicate,” said Toronto tax 
lawyer Peter Aprile. “It requires 
the appropriate evidence, fac-
tual foundation, emphasis and 
structure.”  

• Donalee Moulton
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“If this decision is sustained 
by the FCA, then it is good news 

for taxpayers.”
 William Innes, Rueter Scargall Bennett

aPRile

“It would be ironic if the government 
late-files a notice of appeal 

in a case in which the government 
argued that missed deadlines 

warrant a harsh penalty.” 
Peter Aprile, Toronto tax lawyer
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