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THE CONCEPT OF INCOME As RELATED

TO THE NON-CHARITABLE NONPROFIT

SUBSECTOR IN CANADA

Lori McMillan *

1. INTRODUCTION AND CONTEXT

~~HETHER or not something is "income" is a question that has
jf ffrequently caused conflict since income taxation began. Usu-

ally, determining what constitutes income is important because
it establishes liability for taxation. For purposes of this article, however,
income classification is important for determining the existence of a pub-
lic subsidy for certain nonprofit organizations currently exempt from fed-
eral income taxation in Canada. Although the nonprofit sector
encompasses both charitable and non-charitable organizations, I will use
the specific term "nonprofit" in this article to refer to non-charitable enti-
ties exempt from taxation by virtue of paragraph 149(l)(1) of the Income
Tax Act' (ITA) (the "Provision"), explored later in this work.

This paper will examine the concept of "income" and will conclude
that: (1) these entities can earn income and would therefore be properly
subject to taxation but for the Provision; and (2) as a consequence, the
exemption from taxation that nonprofits enjoy is a tax expenditure. Fur-
thermore, the program supported by this spending should be evaluated to
determine its effectiveness.

11. NONPROFITS GENERALLY

There are three sectors to the economy: private, public, and nonprofit.
The nonprofit sector has been given other names in an attempt to de-
scribe its role with absolute precision,2 but that is not the focus of this
work, thus I will use this term throughout. The nonprofit sector contains
both charitable and non-charitable actors, and by virtue of the way the
private and public sectors are defined it is a sector composed of residual
actors, meaning if one is not a member of the governmental sector or the

*B.A. (Hons.) (Toronto), LL.B. (Queen's), LL.M. (NYU). Associate Professor of
Law, Washburn University School of Law.

1. Income Tax Act, R.S.C., ch. 1, § 149(l)(1) (1985) (Can.).
2. Jacqueline Thayer Scott, Session A: Defining the Nonprofit Sector, in The Emerg-

ing Sector: In Search of A Framework, 48-50 (Ronald Hirschhorn ed.) (1997),
available at http://www.cprn.org/documcnts/25944-.en.pdf. See also Richard Stein-
berg & Bradford H. Gray, The Role of Nonprofit Enterprise in 1993: Hansmann
Revisited, 22 NONPROFIT & VOLUNTIARY SrvcroR Q. 4, 298 (1993).
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private sector, then one is a member of the nonprofit sector.3 Charities
are the most visible actors in the sector, but are not the only ones. 4

Within the sector, the members typically have a non-distribution con-
straint, which prohibits profit-taking by owners, operators, or members of
the individual entities.5 Charities, at least ones that wish to be able to
issue tax receipts for donations, must be registered with the Canada Rev-
enue Agency,6 but thePromaster Memory Card other members of the sec-
tor may be much more informally organized to the point of being ad hoc.
I will further distinguish between charities and non-charities by referring
to the latter as 'nonprofits', which is how they are referred to in the head-
ing of the Provision. These nonprofits can be clubs, societies, or associa-
tions.7 Associations have been judicially interpreted to include
corporations, 8 which are the most organized type of entity contemplated
in this Provision, while clubs and societies can be loose and unorganized.
The use ot these three qualifying entities ensures that the types of organi-
zations which can avail themselves of the benefit of the Provision are
virtually unlimited, with the exception of inter vivos trusts and
partnerships.

III. THE PROVISION

The Provision exempting the income of nonprofits from federal income
taxation reads as follows:

No tax is payable under this Part on the taxable income of a person
for a period when that person was

Nonprofit organizations
(1) a club, society or association that, in the opinion of the Minis-

ter, was not a charity within the meaning assigned by subsection
149.1(1) and that was organized and operated exclusively for social
welfare, civic improvement, pleasure or recreation or for any other
purpose except profit, no part of the income of which was payable to,
or was otherwise available for the personal benefit of, any proprie-
tor, member or shareholder thereof unless the proprietor, member
or shareholder was a club, society or association the primary purpose
and function of which was the promotion of amateur athletics in
Canada.9

3. Scott, supra note 2, at 48-50.
4. Id.
5. Henry Hansmann, The Rationale for Exempting Nonprofit Organizations from

Corporate Income Taxation, 91 YALL L.J. 54, 56 (1981).
6. Income Tax Act, R.S.C., ch. 1, § 118.1(1). This grants a charitable donation tax

credit for gifts to registered charities and certain other entities. "Registered char-
ity" is in turn defined in ITA § 248, which requires application to the Minister of
National Revenue in prescribed form.

7. Income Tax Act, § 149(l)(1).
8. Minister of Natl' Revenue v. St. Catharines Flying & Training Sch. Ltd., [1 955]

S.C.R.738 (Can.).
9. Income Tax Act, § 149(l)(1).
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Thus the Provision bestows exemption on any person who can bring
itself within the wording of the paragraph, as no registration or recogni-
tion is required.' 0 Any person who claims exemption by virtue of the
Provision must file an information return for a taxation year in which the
person received certain passive income in excess of $10,000, had assets
with a book value of $200,000 at the close of the preceding fiscal year, or
had been required to file the information return In a previous year." Ac-
cordingly, there are likely a large number of entities claiming the benefit
of the Provision which are not known to the Canada Revenue Agency.
Estimates of the size of the nonprofit sector in 2003 range from 161,00012
to 200,000 entities,' 3 and further estimates place the percentage of chari-
table nonprofits to the nonprofit sector at just over half,' 4 leaving just
under half the entities as non-charitable nonprofits, likely numbering be-
tween 80,000 and 100,000 entities. 15 The number of information returns
that were filed in 2003, however, was a mere 12,399,16 leading to the con-
clusion that significant authoritative statistical information on the non-
charitable subsector is presently unavailable.

The requirement that a nonprofit entity be a club, society or associa-
tion is very broad, and excludes very few organizational forms, while the
need for the nonprofit organization (NPO) to be organized and operated
for a purpose other than profit is both strict and lax.'7 The mandatory
technical requirements are strict and must be met, including that no divi-
dends or other personal benefits can inure to shareholder/owners, the op-
erations of the organization must accord with its purpose, and that the
organization claims a purpose other than profit.' 8 The purpose require-
ments, however, are lax; there is no broad mandate that entities must

10. Id.
11. Id. § 149(12).
12. National Survey of Nonprofit and Voluntary Organizations (NSNVO), Corner-

stones of Community: Highlights of the National Survey of Nonprofit and Volun-
tary Organizations, No. 61 -533 XPE, at 8 (2005) available at http://www.statcan.gc.
calpubf6l -533-x161-533-x2004001 -eng.htm [hereinafter National Survey]

13. Scott, supra note 2, at 8.
14. Imagine Canada, How Many Charities and Nonprofits are there in Canada and the

Provinces, NONPROFIT LiIIRARY COMMONS, 2003, http://nonprofitscan.imagine-
canada.caltir-how-many..charities.

15. According to data supplied by Canada Revenue Agency (CRA), in 2005 approxi-
mately 82,200 registered charities existed in Canada. Using the information from
the National Survey, and taking 161,000 to be the whole of the sector, it would
seem that just under 80,000 non-charitable nonprofit entities exist in Canada. The
study states elsewhere, however, that forty-four percent of all nonprofit organiza-
tions are non-charitable entities, which would result in 70,840 non-charitable non-
profits, still a significant number. The truth undoubtedly rests somewhere between
the two figures, but ultimately the size of the entire sector is significant, as is the
specific part of the sector being examined here. Registered Charities Newsletter,
CANADA RE VENUE AOFNcy, No. 27, Fall 2006, at 2, http://www.cra-arc.gc.ca/E/
pub/tglcharitiesnews-27/charitiesnews-27-e.html#P51_3567.

16. Data from ATIA request A-041872 (on file with author) [hereinafter ATIA].
17. GST for Not For Profit Organizations and Registered Charities, BDO Dunwoody

LLP, http://www.bdo.ca/markets/notforprofit/documents/BDODunwoody-GSTfor
non profitorganizations.pdf.

18. Id.

2010] 459
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fulfill, and no quid pro quo that must be given.' 9 As long as any object
other than profit is stated in conjunction with the other requirements, the
organization will be exempt under this provision. 20

The jurisprudence on ITA paragraph 149(l)(1) and its successors has
evolved over the years, largely causing the types of entities exerting a
claim to the exemption to change significantly. The biggest evolution re-
volves around the type of activities that a NPO can engage in, and by
extension the types of entities attempting to claim the exemption,
through the interpretation given to the purpose test.2 ' When the Provi-
sion was first enacted in 1917, small grass-roots type entities sought to
claim its benefit, but by the end of the 20th century large commercial
operations operating for the benefit of private groups were unabashedly
litigating to seek its application.22 Case law requires a few elements to be
present before exemption is granted under this provision. The nonprofit
purpose must actually be pursued by the entity claiming the exemption as
merely funding another entity to carry out the nonprofit purpose is insuf-
ficient. 23 Commercial activity is acceptable in a nonprofit entity, and it
does not matter whether it operates in an industry in competition with
members of the private sector, as long as the 'organized and operated'
elements are properly structured, and the true focus of the entity is its
stated nonprofit objectives.24 The purpose of an entity may be focused
solely on the benefit of a private group, such as lawyers, which are not
underprivileged and have no identified need for social support.25

IV. THE INCOME DEFINITION THEORY AND
CANADIAN NONPROFITS

The scholar who proposed that nonprofits do not earn income as we
understand the concept to be was American Boris Bittker; he focused on
the definitional difficulties faced by organizations whose revenue is gen-
erated mostly from donations.26 Bittker asserted that the concept of in-
come is an uneasy fit because the underpinnings are for entities that exist
to maximize profit, and these do not translate to nonprofit entities:
"When the familiar methods of income measurement proscribed by the

19. Id.
20. Id.
21. Income Tax Act, § 149(t)(1).
22. E.g., Income War Tax Act, 1917, 7-8 George V., c. 28, assented to Sept. 20, 1917;

Conner, Carter & Walters, New Canada Not-For-Profit Corporations Act and Its
Impact on Charitable and Non-profit Corporations, CANADIAN ASS'N, Jan. 2005,
http://www.axi.ca/tca/Jan2005/guestarticle_-3.shtml.

23. E.g., Woodward's Pension Soc'y v. Minister of National Revenue, [1962] CT1C I1I
(Can); Eliza Erskine, Can a Canadian Non-Profit Earn a Profit? CRA 's Views on
The Subject, GLOBAL PII1ILANTriIRO-Y, Nov. 11, 2009, http://www.globalphilan-
thropy.ca/index.php/bloglcomments/can a-canadian-non-profi-earn-aprofit.
cras-views-on-the-subject/.

24. Erskine, supra note 23.
25. Id.
26. Boris Bittker & George K. Rahdert, The Exemption of Nonprofit Organizations

from Federal Income Taxation, 85 YALE L.J 3, 307-14 (1976).
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Internal Revenue Code, the accounting profession, or administrative
practice are applied to nonprofit organizations, these methods must be
stretched to, or beyond, the breaking point."127 The primary cause of this
disjunct was the issue of how to classify donations for public service orga-
nizations, whether as income, gifts that would be exempt from taxation,
or capital contributions. 28 On the other hand, he also stated that the ex-
penditures incurred in carrying out the nonprofit mandate of an organiza-
tion would not be allowable deductions under existing taxation concepts,
as they were not incurred for the purpose of making a profit,29 the basic
standard for allowing deductions from income. In Bittker's opinion,
these problems mean that income cannot be accurately determined for
entities which rely on donations as a primary source of revenue. 30 But
the article in which Bittker made this assertion is very clear that only
donative nonprofits experience this problem, not mutual benefit organi-
zations, 31 which is Bittker's classification, and where many of the non-
charitable nonprofit entities at the focus of this article would fit. In Bitt-
ker's terms, donative nonprofits are a type of public service organization
which receives the bulk of its revenue from donations and gifts. Another
broad category, mutual benefit organizations, exist to provide goods or
services to their members, and are controlled by these members.32 The
non-charitable nonprofit entities at the center of this examination do not
earn a significant proportion of their revenues from donations or gifts,
but rather from active and passive income.33 Although some Canadian
academics have discussed the taxation of the nonprofit sector as a whole
and seem to understand and apply this income definition theory to the
whole sector rather than just donative entities, this is simply not what the
theory was meant to do. Bittker's income definition theory focuses exclu-
sively on donative entities, which are entities that receive the bulk of their
revenue from donations; he specifically states in this article that mutual
nonprofits should be treated as flow-through entities for tax purposes,
with individual members having an entity's income imputed to them.34

27. Id. at 307-8.
28. Id. at 308-9.
29. Id. at 310-12.
30. Id. at 314.
31. Bittker's classification of entities are subject to the same non-distribution con-

straint as donative entities, but which exist for the benefit of their members rather
than for public service. Id. at 305-6.

32. Bittker, supra note 26, at 305-6. See also l-ansmann, supra note 5, at 60 n.25.
33. For example, data provided by Canada Revenue Agency pursuant to Access to

Information Request A-041872 demonstrates that, for the 2006 tax year, gifts to
entities claiming exemption under ITA para. 149(l)(1) totalled just 0.34% of the
total revenue of these entities who filed the information return Form 1044. Active
income made up 49.68% of revenues, and passive income made up 5.94%. This
demonstrates the relative insignificance of gifts to these entities, and the fact that
they do not rely on donations for much of their revenue. While some categories of
entities within this class had higher percentages of gifts than others, at no time did
gifts form a significant part of the income of any category of entity type, and cer-
tainly did not rival active income as a revenue source. ATIA, supra note 16.

34. Bittker, supra note 26, at 306-07.

20101 461
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His theory recognizes that income can be earned by such organizations,
but the tax circumstances surrounding them would be the same as part-
nerships, which have some legal personality but are not taxed as a sepa-
rate legal person.35

Bittker's income definition theory has an alternative position which
centers on the concept of 'ability to pay' as something that must be deter-
mined before an entity can be subjected to taxation. 36 His primary con-
cern is that the true incidence or burden of taxation would be felt by the
beneficiaries of the public service works performed by the nonprofit en-
tity, and it would be impossible to determine with any accuracy their abil-
ity to pay, let alone who these beneficiaries are.3 7 Since their ability to
pay is not able to be accurately determined, as his theory states, it is not
appropriate to tax these organizations since they can properly be viewed
as mere conduits for the persons they service.38 While ability to pay is a
key tax policy concept, it is not one that has been often used in evaluating
entity-level taxation, but rather personal taxation; entity level taxation
does not generally take into account the ability to pay of the entity's un-
derlying shareholders and is not considered particularly progressive. 39 As
such, there is no precedent to view incorporated nonprofits as the mere
aggregate of their beneficiaries for tax purposes, which would require
taking their ability to pay into account when determining the income of
the overarching entity. If the activities of the nonprofit are carried on
through an unincorporated association, ability to pay is taken into ac-
count by attributing income to each of the participating members or part-
ners, to be included in their regular income and taxed at their ordinary
progressive rates.40

Finally, it also must be stressed that this alternate assertion also focuses
on public service nonprofits, which are not typically the entities that en-
joy exemption under paragraph 149(1)(1) of the Income Tax Act.41 The
entities which are exempted under paragraph 149(t)(1) run the gamut
from community-oriented entities with open beneficiaries (community
improvement, social welfare organizations) to mutual entities with re-
stricted beneficiaries (social and recreation clubs, and organizations with
any purpose other than profit), which demonstrates at least for the re-
stricted membership mutual entities that the underlying beneficiaries can
in fact be determined with absolute accuracy. 42 To the extent that some
organizations exist to benefit their members only, and these members can
be determined, this alternate theory does not fit the exemption given to
the non-charitable nonprofit subsector of the nonprofit sector through

35. Id
36. Id. at 315.
37. Id.
38. Id.
39. Hansmann, supra note 5, at 64-65.
40. Id.
41. Income Tax Act, § 149(l)(0.
42. Id.
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the Provision. This demonstrates a need to rationalize the exemption ac-
corded to these entities, as there is no focus or goal which can be seen to
be encouraged through the existence of the exemption.

As demonstrated in Hansmann's article, the income definition theory
does not apply to nonprofit entities which are exempted by operation of
paragraph 149(l)(1), as it was only meant to apply to entities which re-
ceive the bulk of their revenue from donations .4 3 In addition, Hansmann
has authoritatively contradicted this theory' 44 and no other academic has
published a defense of its core assertions to date. Therefore, using this
theory to assert that income is not something that can be earned by the
nonprofit sector in Canada does not work.

V. INCOME: BACKGROUND THEORY

Even if Bittker's version of the income definition theory does not apply
to Canadian nonprofits, is it still possible that these entities do not earn
income as conceived in the Canadian system? To answer this question, a
theoretical and practical exploration of the underpinnings of 'Income' in
the Canadian system, put into the context of the nonprofit sector, is
required.

A. THEORETICAL CONTEXT: THE BEGINNING OF
A DEFINITION OF INCOME

In order to levy a tax on income or to exempt a certain type of income,
one must first define the word. This definitional exercise is one of the
most basic stumbling blocks to achieving consensus in the tax policy area.
A layperson might think that "income" can easily be defined, encompass-
ing mostly the wages she brings home and any interest or dividends she
might collect. But, academics view these types of receipts as the mere
beginning of what constitutes income, and one must look at what the defi-
nition will be used for, if at all. For legal academics, income is a concept
which must properly form the basis for a tax system, and therefore has a
practical purpose that requires black and white application .4 5 One must
also take into consideration other practical and theoretical concepts, such
as equity, simplicity, and political considerations. Various policy goals
will cause the actual income tax to depart from the academic "ideal con-
cept" of income, but the ideal must still be understood in order to know
what it is that one is 'missing'; in many ways, it is trying to understand the
"theory of the second-best" in action.46

43. Hansmann, supra note 5, at 59-63.
44. Id.
45. See, e.g., Bittker, supra note 26, at 305-14.
46. This is an economic theory that focuses on "what happens when the optimal condi-

tions are not satisfied in an economic model." This model was established by
Kelvin Lancaster and Richard Lipsey in 1956. Generally, this theory would apply
"1whenever all of the equilibrium conditions satisfying economic nirvana cannot
occur simultaneously," such as in the case of market imperfections or distortions.
The best outcome obtained would be less efficient than in the ideal, thus the moni-

2010] 463
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Income is a social construct, created by legislation and defined by each
nation to reflect priorities and values inherent to their respective socie-
ties, and accordingly, will differ from country to country.47 Under the
statute used to impose and collect taxes in Canada, the Income Tax Act,
non-charitable nonprofit entities earn income that would otherwise be
subject to taxation, but that income is exempted from taxation under ITA
paragraph 149(l)(1) as long as the recipient is organized and operated for
a purpose other than profit.4 8 This will be examined in greater detail
later in this article.

B. RELEVANCE

The definition of "income" is likely to be most relevant in the real
world in order to calculate liability under an income tax. Income differs
from the concept of "wealth," which, at its basic level, assesses the depths
of one's overall financial picture.49 Income deals with a calculation for a
specific period of time, a snapshot that usually encompasses a year, and
may or may not include every penny that touches a taxpayer's hands dur-
ing that time, as well as certain amounts that do not.5 0 Income is usually
defined by legislation, and certain receipts are included in a taxpayer's
income, while others are left out entirely. 51 Value judgments are made in
the development of this legislation; for example, is a dollar found on the
sidewalk considered "income" and therefore properly subject to taxa-
tion? Would the answer change if the finder of that dollar gave it to a
homeless person on the next corner? Or if she bought a coffee with it at
the corner store? Or if she directed the homeless person to pick it up
himself? In each of these scenarios, the individual made a specific con-
sumption choice and determined where the dollar would be consumed, or
by whom, so why should the treatment differ, if at all? Should a child's
birthday money from his mother be counted as income to the child?
Should it matter if that child is eight or twenty-eight? Or, is it true that "a
buck is a buck is a buck,"152 such that it is appropriate to classify any and
all receipts as income to a recipient? The reasons behind why the tax

ker of "theory of the second-best." Steven M. Suranovic, The Theory of the Sec-
ond Best, 1N1'j- TRAM-- TiII-URY AND) PUL'y, Feb. 16, 2007, http://
intern ation alecon.comlTradefTchl1 00/T1 00-2.ph p.

47. For example, Canada does not define 'income' to include lottery winnings, while
the United States does. Netherlands imputes income to taxpayers from owner-
occupied housing, which neither Canada nor the United States include in their
definitions of 'income'. See M. Peter van der Hoek, Taxing Owner-Occupied
Housing: Comparing the Netherlands to Other European Union Countries, PUn3.
FIN. AN1) McimT. 4, 7 (2007): 393-421, MPRA Paper No. 5876, available at http://
mpra.ub.uni-muenchen.de/5876/.

48. The Provision refers to these entities as non-profit organizations. Income Tax Act,
§ 149(1)(1).

49. BLACK'S LAW DicriONARY 1624 (8th ed. 2004).
50. Id. at 778.
51. Such as windfalls, like lottery winnings, under the Canadian tax regime.
52. A phrase popularly attributed to the findings of the Carter Commission. Kenneth

Carter, Royal Comm'n on Taxation, Report of the Royal Comm'n on Taxation,
Queen's Printer, Ottawa (1966).
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system contains the elements it does or does not contain certain other
elements are as much tax policy as politics. These questions need to be
explored when looking at a provision in order to understand what that
provision is supposed to accomplish, in order to assess and determine
whether or not it accomplishes its purpose and should remain, or if it
needs to be amended or abolished. Thus, it is necessary to enunciate the
tax policy behind the exemption for nonprofit organizations in order to
evaluate the provision, which although necessary is beyond the scope of
this paper.

C. THEORETICAL STARTING POINT: HAIG-SIMONs FORMULATION

The most widely accepted theoretical formulation of income is the one
put forth by Henry Simons in 1938, based on the earlier works of Robert
Haig and George von Shantz.5 3 Commonly referred to as the Haig-
Simons definition of income, or the comprehensive definition of income,
this states that income for a given period is the sum of a taxpayer's
change in real wealth and her consumption during this period. This can
be expressed as the following algebraic sum:

Al= C +AW

where Al is the taxpayer's annual income, C is the value of her annual
consumption, and W is the real value of her wealth. 54 Controversy arises,
however, in defining the terms used in the formula, specifically what con-
stitutes "consumption" 55 and what constitutes "wealth".

Determining 'Income' Is important for many reasons; for our purposes,
two reasons stand out. First, for discussion purposes, it is important to
have a framework for understanding the discussion behind the definition
of income; for as discussed above Bittker disputes the notion that non-
profit organizations can even have 'Income' because the concept is
unique to profit-oriented ventures.56 Second, when examining the cost of
the tax preference for nonprofit organizations, a benchmark norm must
exist to be able to quantify the deviation from the norm. An absolute
figure for this 'deviation,' or 'preference' as a tax person is more likely to
call it, is impossible to authoritatively quantify, since the real-world econ-
omy is heavily influenced by the presence of big government, through
taxes, regulatory requirements, and other overlapping laws, and one must
have a great imagination to hypothesize what the normative tax would be
in the absence of influence.

53. See Victor Thuronyi, The Concept of Income, 46 TAX. L. R13v. 45, 46 (1990).
54. Id.
55. For example, there is controversy about whether interest should be considered

part of a person's consumption. Some state that interest constitutes a reduction in
net wealth and is not consumption. Others argue that 'consumption' must include
expenditures which produce a current personal benefit, and therefore personal in-
terest should be non-deductible. See Stanley Koppelman, Personal Deductions
Under an Ideal Income Tax, 43 TAX. L. REV. 679, 716 (1988).

56. Bittker, supra note 26, at 302.

2010] 465
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In attempting to define 'income,' Simons stated that "income must be
conceived as something quantitative and objective. It must be measura-
ble; indeed, definition must indicate or clearly imply an actual procedure
of measuring. Moreover, the arbitrary distinctions implicit in one's defi-
nition must be reduced to a minimum."157 Some commentators expect
that the Haig-Simons definition would confuse, as it is a concept bor-
rowed from the discipline of economics for use in the discipline of law,
and without the narrow meanings applied to the underlying concepts
used in economic theory, the "meaning collapses when it is applied in the
real world."158 The quest for the perfect definition of income is a chimera,
however, as the existential question of "what is perfect" will come back to
haunt one every time. In dealing with the ideal formulation of "income"
one must examine the goals of the tax system as a whole, as well as taking
into account numerous tax policy concerns, such as administrative ease,
fairness, efficiency, equity, and political constraints, to name a few. It has
been recognized that the tax system is more than just a simple revenue
raising tool for the various levels of government that employ it;59 it is also
a social tool used to re-engineer the burdens of society, encourage vari-
ous types of behaviors, and discourage others.60 The search for the per-
fect definition of 'income' would have to be done in a vacuum, which is
not possible in the real world. There is no absolute criterion for income
and what may be a constituent element of it; it is a social construct, and
therefore always open to debate. Simons recognized this, stating that
"one must face the fact that income is an actual tax base and that income
taxes must finally be appraised in terms of general rules of procedure
which best define their nature. Hence arises the need for rigorous, objec-
tive definition."16' The comprehensive definition is a starting point for
establishing income, taking a global approach, which is then modified to
suit the needs and norms of each taxing jurisdiction. Under this broad
theoretical definition of income, any accession to wealth experienced by
non-charitable nonprofit organizations would clearly be income, but since
each country is free to define income as it pleases, the practical applica-
tion of income in Canada could theoretically result in a definition that
does not result in income recognition for nonprofit organizations.

57. HENRY C. SIMONS, PERSONAL INCOME TAXATION: THlE DEFINITION OF~ INCOME
AS A PROBLEM OF FISCAL Poi-icy, 42-43 (1938).

58. Thuronyi, supra note 53, at 46.
59. "[Tjaxation serves many purposes in addition to the old and traditional object of

raising the cost of government from a somewhat unenthusiastic public." R. v.
Golden, [1986]11 S.C.R. 209, 1986 CarswellNat 236 10 (Can.).

60. See David G. Duff, Tax Treatment of Charitable Contributions in Canada: Theory,
Practice, and Reform, 42 Osgoode Hall L.J. 47, 52 (2001), available at http:/lpapers.
ssrn.com/abstract=293706 (the key purpose of an income tax is ". .. to impose a
social claim on a share of each taxpayer's annual gains from participation in the
market economy.").

61. Simons, supra note 57, at 139.
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VI. THE CANADIAN DEFINITION OF INCOME

To determine what "income" is, whether or not in the context of non-
profits, the ITA is the starting point. But, since nowhere in the ITA is
"income" actually defined, jurisprudence must also be examined to ex-

pand on our understanding of the concept.

A. TH-E STATUTE-ITA. ss.3(A)

The Canadian approach to income reflects its historical ties to the
United Kingdom, eschewing the comprehensive approach adopted by the
United States in favor of a schedular approach. As a starting point to
defining income in the United States, the Internal Revenue Code states
in section 61 that all income shall be included in gross income, regardless
of source, except as otherwise provided. 62 Thus the default position in
the United States is that everything is included in the definition of in-
come.63 The Canadian approach comes from the opposite direction; the
ITA expresses in section 3(a) that income of a taxpayer arises from an
office, employment, business or property,64 and despite global language
in the provision, it has been relatively narrowly interpreted so that if a
receipt is not on this list, it is not included in a taxpayer' s income and as
such is not taxable to her.65 There seems to be a presumption that some-
thing is not income unless it is of the type listed in section 3(a). As the
Federal Court of Appeal wrote, "Parliament has chosen to define income
by reference to a restrictive doctrine while recasting it in such a manner
as to achieve broader ends."166 Thus the Canadian approach uses the
'source' concept of income, meaning that a receipt by a taxpayer must be
''analyzed and allocated to a source which is either expressly enumerated
in the Act or recognized by case law" in order for it to be considered as
'income'. 67 This different approach is one reason why Bittker's assertion
that nonprofits do not earn income cannot be imported into Canada with-
out analytical thought, i.e. his assertion was meant to apply in the Ameri-
can context, which views income concepts far differently than do
Canadians. This is not to say that his theory fits any better in the Ameri-
can context, but rather that the two different concepts of income must be
taken into account when sending theory across national boundaries.

62. 26 U.S.C § 61 (a) (2006).
63. Comm'r v. Glenshaw Glass Co., 348 U.S. 426, 431 (1955). The Court developed a

three-part test to determine if something was income: undeniable accessions to
wealth, clearly realized, and over which the taxpayers have complete dominion.

64. Income Tax Act, § 3(a).
65. For example, lottery winnings and strike pay are not income. Fries v. Canada,

[19901 2 C.T.C. 439 (Can. Tax Ct.). Also, damages stemming from the cancellation
of an employment contract prior to the commencement of employment is not in-
come. Schwartz v. Canada, [1996] 1 C.T.C. 303 (Can. Tax Ct.).

66. Bellingham v. Canada, [1995], 1 F.C. 613, at 28 (Can. Fed. Ct.).
67. Tim EDGAR & DANIEL SAND)LER, MATERIAL.S ON CANADIAN INCOME TAX 79,

(Thompson Carswell, 13th ed. 2005).
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I. Liability to Tax-Persons

Who is liable to taxation is also important, and this is determined with
reference to the ITA. Tax legislation used to be subject to a rule of strict
interpretation, 68 but today is more properly interpreted using the ordi-
nary rules of statutory interpretation, using a teleological approach,69

meaning "a legislative provision should be given a strict or liberal inter-
pretation depending on the purpose underlying it, and that purpose must
be identified in light of the context of the statute, its objective and the
legislative intent."170 With this in mind, like any other statute, the word-
ing of the Provision must be carefully examined and all parts must be
given meaning including words like 'person' and 'taxable income.'

Subsection 2(l) states that "an income tax shall be paid, as required by
this Act, on the taxable income for each taxation year of every person
resident in Canada at any time in the year."171 Thus the object of taxation
is a resident 'person.' 72 'Person' is defined in section 248 to "'Include any
corporation, and any entity exempt, because of subsection 149(1), from
tax under Part 1 on all or part of the entity's taxable income."173 'Tax-
payer' is defined in a slightly different manner, to "include any person
whether or not liable to pay tax."174 The terms 'taxpayer' and 'person' are
generally used interchangeably, 75 and include individuals, which are per-
sons other than corporations. 76 General charging provisions in the ITA
attach to persons, not taxpayers, which mean if someone or something
falls within the definition of 'person' in the ITA, then they are liable to
pay tax pursuant to subsection to subsection 2(1) on their worldwide in-
come, as set out in s. 3(a).77 This is how liability attaches in the ITA; it
does not depend on what kind of person (i.e. private, charitable, etc.)
earns the income, but whether or not it is a 'person.' Since the definition
of 'person' is extremely broad, and the definition explicitly states that any

68. See, e.g., British Columbia Railway v. The Queen ,[19791 C.T.C. 56 (Can. Tax Ct.).
That traditional view went unchallenged until the decision of the Supreme Court of
Canada in Stubart Investments Ltd. v. The Queen, [1984] 1 S.C.R. 536, at 61. In
that case the Supreme Court displaced the rule of strict construction with the con-
textual approach to statutory interpretation advocated by E. A. Driedger in his
classic work, CONSTRUCTION 01F STATuTF-_S 87, (Toronto: Butterworths 2d ed.
1983). Qu~bec (Communauti urbaine) v. Corp. Notre-Dame de Bon-Secours,
[1994] 3 S.C.R. 3. "The tenets of the 'teleological' approach are, now, firmly en-
trenched in our jurisprudence." Bellingham v. Canada, supra note 44, at $ 30.

69. See EDGAR & SAND ER, supra note 67, at 763. Usually statutory interpretation
concepts in income tax law are used when determining whether a transaction is
within the reach of the ITA. The focus here is much more basic.

70. Id.
71. Income Tax Act, § 2(1).
72. 1 will assume for purposes of this paper that all persons are residents.
73. Income Tax Act, § 248(l).
74. Id.
75. This is usually the case. But see, Oceanspan Carriers Ltd.v. R. [1987] 1 C.T.C. 210,

1987 CarswellNat 340 (Can. Fed. Ct.) (where the Federal Court of Appeal ruled
that 'taxpayer' does not include a non-resident corporation with no Canadian
source of income).

76. See Income Tax Act, § 248(l) (defining individual).
77. Id. § 2(l).
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entity claiming exemption under subsection 149(1) is a person, there can
be no doubt that nonprofit organizations are persons under the ITA, and
would therefore be subject to taxation on their worldwide income if no
exemption provision existed. This might seem like circular reasoning, as
the Provision both gives the exemption and results in personhood, but the
definition of person merely states the obvious, that these entities are per-
sons just like entities which exist for a profit purpose, and the definition
of person was amended to include this statement in order to require enti-
ties seeking exemption under the Provision to file information returns. 78

The focus of their activities does not have anything to do with whether
one group is a person and an identical group with a different focus is not.

2. The Provision

Further, an examination of the wording of 149(l)(1) itself is instructive,
and necessary under the cannons of statutory interpretation. The object
of the Provision is a person, as the opening of subsection 149(1) states
that the subsection applies to persons, for taxable periods during which
that person was one of the enumerated entity types which are set out in
the paragraphs following, (1) being nonprofit organizations. 79 Thus, if
there were no person, there would be no availing oneself of the benefits
of the exemption granted by paragraph 149(l)(1), which would obviate
the very existence of the Provision. In addition, the exemption applies to
the taxable income of the person, which means that the Provision itself
anticipates that these entities will earn income. There is a presumption
that the words are in a provision for a reason, and this means that the
only ones who may benefit from the Provision are persons who earn in-
come. Put in another way, if it was not possible for anyone to get the
benefit of the Provision (i.e. the person cannot earn income), the pre-
sumption is that the Provision would not have been created in the first
place. Generally, statutory provisions are made to be used.

3. Source

As stated earlier, in order for an amount to be income for Canadian
income tax purposes, it must be from an office, employment, business, or
property source.80 If the amount has no source and is not a taxable capi-
tal gain, it is not subject to taxation. 8' It is the character of the source
that determines income status, not the character of the earner. In the
ITA, a 'person' is defined to specifically include any club, society, or asso-
ciation which claims the benefit of the paragraph 149(l)(1) exemption.82

78. This filing requirement was added in § 149(12) by 1992 Technical Bill, effective for
fiscal periods ending in 1993 or later. Such an organization must file Form T1044.

79. See Income Tax Act, § 149(l)(0).
80. Income Tax Act, § 3(a).
81. Taxable capital gains are not 'income' but are still subject to taxation.
82. Income Tax Act, § 248(1). "person", or any word or expression descriptive of a

person, includes any corporation, and any entity exempt, because of subsection
149(l), from tax under Part I on all or part of the entity's taxable income and the

2010] 469



470 LAW AND BUSINESS REVIEW OF THE AMERICAS [Vol. 16

The two most likely sources of income for a nonprofit to earn are busi-
ness and property income because a non-corporeal person, such as a non-
profit, would be unable to serve as an employee or hold office. 83

In determining whether something is from a source, the Supreme Court
of Canada stated, "whether the taxpayer intends to carry on the activity
for profit, and whether there is evidence to support that intention"~ is an
appropriate consideration.84 That statement would seemingly prevent
any amount earned by a nonprofit from being classified as income, be-
cause the focus is on the intent to generate profit, and a nonprofit must
have as its purpose any purpose other than profit. This seeming conun-
drum can be clarified by understanding that the definition of profit as
used in the case law relating to the source concept of income is from a
merely mathematical perspective, 85 meaning simply that in respect of a
revenue stream it generally refers to any amount that remains after allow-
able expenses (i.e. net income) as profit. There are two different focuses
for the concept of 'profit' in the context of this exemption, and this is the
reason for the confusion. Profit, in the context of determining if an entity
has made a profit on a particular endeavor, is calculated pursuant to ordi-
nary commercial practices,86 which may reflect generally accepted ac-
counting principles as well as specific legislative provisions. In the other
context, determining that the purpose of the nonprofit organization is for
a purpose other than the generation of profit, such as community im-
provement, has no impact on whether or not it actually has revenue in
excess of expenses with regard to a particular endeavor. The dichotomy
of having pure mathematics on one side, and focus and purpose on the
other is essential for resolving this; one concept refers to a particular en-
deavor that the entity enters into, and if the entity intends to make
money on the endeavor, while the other refers to the existentialist issues
surrounding the creation and raison d'6tre for the organization. The con-
fusion is reflected in the literature in this area. Specifically, in the first
Canadian article that addressed NPO taxation, the author, Ronald
Knechtel, stated that "since an organization, to qualify for exemption
under para.149(1)(l) cannot carry on any activity for the purpose of
profit, it appears that it cannot carry on a business within the ordinary
meaning of that word. Thus, all of its activities must be non-business ac-
tivities."187 Case law decidedly contradicts this assertion, since entities

heirs, executors, liquidators of a succession, administrators or other legal repre-
sentatives of such a person according to the law of that part of Canada to which
the context extends.

83. Profit includes income from business and investments. Ronald C. Knechtel, "Tax
Treatment of Non-Profit Organizations" in Report of Proceedings of the Forty-First
Tax Conference, 35:1, at 35:5 (1991) [hereinafter Knechtell. See also IT-459-Ad-
venture or Concern in the Nature of Trade, Canada Revenue Agency, Sept. 8,
1980, available at http://www.cra-arc.gc.ca/E/pub/tp/it459/README.html.

84. Stewart v. R., [2002] 2 S.C.R. 645, 2002 SCC 46, at 61 (Can.).
85. Knechtel, supra note 83, at 35:5.
86. See, e.g., The Royal Trust Co. v. Minister of Nat'l Revenue, [1957] Ex. C.R. 70, 9

D.L.R. (2d) 28 (Can. Fed. Ct.).
87. Knechtel, supra note 83, at 35:5-35:6.
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which carry on active businesses have qualified for nonprofit status;88 the
distinction is in the drafting and ordering of their objectives and opera-
tions, so that the entity's purpose is anything other than profit, even if
certain for-profit activities are pursued.89 In making his assertion,
Knechtel confused the entity's objectives and purposes with the specific
activities it undertakes, and continued this confusion throughout his arti-
cle, so that the idea of "profit" is confusing and indefinite.90 Thbis leads to
ludicrous results, presuming that everything these types of entities do is
destined to lose money. A Trappist monastery in Virginia may intend to
sell cheese from its dairy for more than the costs incurred in its produc-
tion and marketing so that the monastery can take the profit to use for its
stated nonprofit purposes.91 It defies common sense to state that a non-
profit entity cannot earn a profit on an endeavor, which would just be the
excess of its receipts over its costs. Nonprofit entities would not engage
in the sale of any goods or services if this were the result, which is not the
case in reality, as active income forms a significant proportion of the in-
come earned by these types of entities in Canada.92

Jurisprudence on the "source of income" concept states that an income
source may recur on a periodic basis, involves a marketplace exchange,
generates legally enforceable claims to payment, and arises from a pursuit
of profit in a business or property source context.93 This "pursuit of
profit" element merely recognizes that the nonprofit tried to earn reve-
nue in excess of its expenses in the related endeavor. 94 From a statutory
and jurisprudential perspective, nonprofit entities are capable of earning
income.

88. See, e.g., Gull Bay Dev. Corp. v. R., [1984] C.T.C. 159 (Can.); Can. Bar Ins. Ass'n v.
R., [19991 2 C.T.C. 2833 (Can.).

89. See Otineka Dev. Corp. v. Canada, [1994] 1 C.T.C. 2424 (Can.).
90. See Knechtel, supra note 83, at 35:8.
91. Jean Denton, Our Lady of the Angels Monastery: Prayer, Work, & Community,

CA-T-1101-IC VIRGINIAN, Apr. 7, 2008, http://www.catholicvirginian.org/archive/2008/
2008vo183iss12/pages/parishprofile.html. For other food businesses run by monas-
tic orders, see Mary A. Jacobs, Gourmet Goodies Gives Monasteries, Convents a
Boost, DAL LAS MORNING NiL-ws, Oct. 28, 2006, http://www.dallasnews.com/shared
con ten tldws/dn/rel igion/stories/D N-h olychow.28rel. ARTO. State. Ed itionl 1.3e68790.
html.

92. ATIA request, supra note 16.
93. See e.g., Peter W. Hogg & Joanne E. Magee, Principles of Canadian Income Tax

Law 76-77 (2005); Knechtel, supra note 83, at 35:5.
94. "[A]n adventure or concern in the nature of trade" is included in the definition of

"business" under ITA § 248(1). Income Tax Act, § 248(l). IT-459 states that if a
transaction was handled in the same way as a normal business transaction, in terms
of quantities or a commodity purchased, method of promotion and sale, etc., there
may be evidence of an adventure in the nature of trade leading to the finding of a
business. Adventure or Concern in the Nature of Trade: Income Tax Interpreta-
tion Bulletin, Canada Revenue Agency, Sept. 8, 1980, available at http:/lwww.cra-
arc.gc.caIElpubltp/it459/it459-e.html. The Interpretation Bulletin also states, in
para. 1, that as a general principle, "when a person habitually does a thing that is
capable of producing a profit [i.e. revenue in excess of expenses], then he is carry-
ing on a trade or business." Id. at 1 1.
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B. JURISPRUDENCE ON INCOME, GENERALLY

Since the ITA does not actually define income, one must turn to judi-
cial interpretation. WhAile no single case exhaustively states what is and
what is not income, there are certain factors considered when weighing
the status of a receipt. Courts will look to see if the taxpayer had an
enforceable claim to the payment in question, and whether there was an
organized effort to receive the payment.95 They will also consider
whether the taxpayer sought after or solicited the payment, and whether
the taxpayer specifically or customarily expected it.96 Other indicia in-
clude whether there is a foreseeable possibility of recurring payments,
whether the payor was a customary source of income to the taxpayer, and
whether the payment was "in consideration for or in recognition of prop-
erty, services, or anything else provided or to be provided by the tax-
payer."097 In short, if the taxpayer does not earn the revenue item as a
result of any activity or pursuit of gain on its part, even if for only one
transaction, then the item is more likely a windfall than income from a
source, and therefore is not taxable. These characteristics depend on the
activities of each nonprofit, not on characteristics inherent to the organi-
zational form of the entities claiming exemption. There is no distinction
to be made here between for-profit and nonprofit organizations gener-
ally, just between individual entities and their activities to generate
revenue.

C. JURISPRUDENCE ON ITA 149(l)(L) AND INCOME

The Provision anticipates that exempt entities do in fact earn income:
it begins with the very specific words, "No tax is payable under this Part
on the taxable income of a person for the period." 98 The 1917 act creating
the original version of the exemption also made reference to the income
of nonprofits being exempt from taxation, clearly recognizing that not
only will these entities earn income for purposes of the Income Tax Act,
they will also earn taxable income. The Exchequer Court in the St. Cath-
arine 's case further illuminates this point, clarifying that the object of tax-
ation is the person and not the income itself.99 The identity of the person
who earns the revenue stream does not change the nature of that revenue
from being income to not being income; all that changes is whether or not
that income is subject to taxation. The court specifically stated that the
statutory provision assumes that non-charitable nonprofit organizations
will earn income as defined under the ITA, and this income could be
taxable except for the exemption provision.' 00

95. Bellingham, I C.T.C. 187 at 37.
96. Id.
97. Id
98. Income Tax Act, § 149(I)(1) (emphasis added).
99. St. Catharine's, C.T.C. 362.

100. Id. at 15.
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An examination of the entire body of case law on the Provision and its
predecessors over the years shows that in all cases, the question is
whether the nonprofit's income is exempt from taxation, not whether the
receipts constitute income as defined under the income tax statute.'0 '
The two cases decided on the basis of the definition of income dealt with
the question of who had ultimate control of the money, rather than of
whether the funds might be taxable in the abstract.' 02 It is always possi-
ble that money received by any organization, nonprofit or for-profit, does
not actually belong to the entity, under the same principles that deter-
mine whether income belongs to any person. Specifically, if the person
does not have the right to control the funds, and they must be paid over
to another person, then these funds simply do not belong to the organiza-
tion initially receiving them.

No other case law exists considering whether a putative nonprofit's re-
ceipt is income in its hands. It is clear from the tone of existing jurispru-
dence that income characterization is not the focus of the dispute; rather,
the focus is the taxability of the income based on the entity's status. This
also means that the exemption is extrinsic to the income tax, rather than
intrinsic; but for this provision, the income of NPOs would be subject to
taxation under the Income Tax Act just as it is for any other non-exempt
person. The fact that the body of case law supports income characteriza-
tion for the receipts of nonprofits helps to build our understanding of the
law in this area. Borrowing heavily from and paraphrasing a statement
by Justice Rand in a Supreme Court of Canada decision in the related
field of municipal taxation,

to characterize . . .[certain bodies] as. . .[nonprofit organizations]
merely because of the... .destination of the net revenues, would be to
distort the meaning of familiar language; and to make that ultimate
application the sole test of their. ... [nonprofit] quality would intro-
duce into the law conceptions that might have disruptive implications
upon basic principles not only of taxation but of economic and con-
stitutional relations generally.103

D. ADDITIONAL CONSIDERATIONS: TAX POLICY AND POLITICS

The debate behind the constituent elements of income is framed in
terms of definitions, as the definition of words like "wealth" and "con-
sumption" will drive the discussion of what is "income." Many factors
can influence what one considers each of these elements to be, or what
they should be, and equity may be a consideration in determining these
definitions. Equity, at its basic construct, is a codification of what society

101. See e.g., Can. Bar. Ins., 2 C.T.C. 2833; Gull Bay, C.T.C. 159; Woodward's Pension
Soc'y v. Minister of Nat'l Revenue, [1962] C.T.C. 11 (Can.); Milk Producers Coop.
Agric. Ass'n v. Minister of Nat'l Revenue, [1958] C.T.C. 1 (Can.).

102. St. Catharine's, C.T.C. 362; Minister of Nat'l Revenue v. Begin, [1963] C.T.C. 148
(Can.). Woodward's also discussed an income definition argument as an alterna-
tive argument, which was dismissed by the court. Woodward's, C.T.C. 11.

103. Pasteur v. R., [1952] 2 S.C.R. 76, $ 40 (Can.).
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considers "fair" in particular circumstances. 0 4 This can be interpreted to
be yet another subjective minefield, but there are areas of equity which
can be authoritatively stated. For example, it would almost certainly be
perceived to be unfair if the government levied a tax of 100% on a per-
son's income, or if redheads are taxed at seventy-five percent on all their
receipts, while brunettes are only taxed at ten percent. The extremes are
easy, but problems will arise in establishing equitable treatment for the
rest of the spectrum.

Horizontal and vertical equity considerations are both important as
they relate to nonprofit organizations. Horizontal equity means that tax-
payers with similar abilities to pay should bear similar tax burdens,105

while vertical equity holds that taxpayers with greater ability to pay
should bear a greater tax burden.' 06 Since nonprofit organizations are
exempt from taxation, both concepts of equity are violated. A regular
taxpayer having an ability to pay similar to that of a nonprofit will have to
pay tax on her income, while the latter will not. Nonprofits with high
revenues will not pay any taxes, despite having a greater ability to do so
than taxpayers that earn less but must actually pay taxes. The existence
of a nonprofit tax exemption appears to violate both elements of equity.
Some scholars, however, have interpreted the Simons definition as having
intended equity to weigh in when determining the definition of 'income.'
Thuronyi, for example, stated in his interpretation of Simons that "in-
come is to be defined in such a manner as to lead to an equitable distribu-
tion of tax burdens." 107 Thus, equity could be satisfied by carefully
crafting the definition of income, and not just in the application of a tax
on income. From an analytical perspective, however, that approach is
more awkward, as it does not allow for a true assessment of horizontal
equity, or for true evaluations of policy trade-offs between exempt and
non-exempt entities. Be that as it may, a government balances the com-
peting elements that must be weighed in establishing a tax system, and
the revenue raised by personal and corporate income taxes fuels the
workings of governments around the world. In any case, the tax system is
not only used as a method of collecting money, but also as a method of
spending money.

VII. TAX EXPENDITURES IN GENERAL

[W]e must review special tax preference. In a fully employed econ-
omy, special tax benefits to stimulate some activities or investments
mean that we will have less of other activities. Benefits that the Gov-

104. See Richard A. Musgrave, Horizontal Equity Once More, 43 NAT'L_ TAX J. 113,
113-14 (1990).

105. Joseph J. Cordes, Horizontal Equity, in The Encyclopedia of Taxation and Tax
Policy (1999), available at http://www.taxpolicycenter.org/publications/url.cfm?ID=
1000533.

106. Vertical Equity, ECONOMisIr, http://www.economist.com/research/economics/al-
phabetic.cfm?letter=V (last visited June 14, 2010).

107. Thuronyi, supra note 53, at 50.
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erment extends through direct expenditures are periodically re-
viewed and often altered in the budget-appropriation powers, but
too little attention is given to reviewing particular tax benefits.
These benefits, like all other activities of Government, must stand up
to the tests of efficiency and fairness.108

Tax legislation has an obvious purpose: to raise money through the im-
position of tax on a defined tax base. Less obvious is the purpose tax
legislation has in spending public money through the granting of various
preferences and exclusions. Tax expenditures are a concept developed by
U.S. academics Stanley Surrey and Paul McDaniel, which conceptually
equates foregone tax revenue with direct governmental subsidy, allowing
a dollar amount to be placed on many tax preferences.' 09 The Organiza-
tion for Economic Co-operation and Development (OECD), defines a
tax expenditure to be a "transfer of public resources that is achieved by
reducing tax obligations with respect to a benchmark tax, rather than by
direct expenditure. "110 To illustrate, if the government exempts from tax-
ation the income of a corporation that would otherwise have had to pay
$100 in tax, then the corporation has received a subsidy of $100, and the
government has 'spent' $100 subsidizing that corporation. Conceptually,
any tax incentive, subsidy, or other deviation from the normal tax struc-
ture which favors a particular group of taxpayers, such as industry, activ-
ity, class, or persons, is a tax expenditure. In form, a tax expenditure can
be a deduction, credit, deferral, rate reduction, or exclusion from in-
come;"1I basically any deviation from the normal tax system, in any shape
or form, is a tax expenditure and as such is government spending deliv-
ered through the tax system. Tax expenditures are primarily used to ef-
fect social policy goals and to promote economic development. 1' 2 Since
tax expenditures are the economic equivalent of direct governmental
spending, they should be evaluated by much the same criteria that is used
to examine direct governmental spending, which are driven by the con-
cepts of efficiency, effectiveness, and accountability. The U.S. govern-
ment has been using tax expenditure reports to evaluate tax provisions
since 1968, while the Canadian government has been using them since

108. 113 Cong. Rec. H. 16890 (1967) (statement of Rep. Wilbur D. Mills, Chairman,
Comm, on Ways & Means of the House of Reps.).

109. See generally STANLEY S. SURREY & PAU- R. McDANIL L, TAX ExPIEND)ITURE_.S
(1985).

110. Best Practices Guidelines -Off Budget & Tax Expenditures, ORG. FOR ECONOMIC

CO-OPE.RATrIoN & DFV., June 9-10, 2004, at 10, http://www.olis.oecd.org/olis/2004
doc.nsf/Linklo/NT000041 AA/$FI LE/JT00164525.PDF [hereinafter OECD
Report].

111. These can take almost any form. For example, a sales tax exemption is a tax ex-
penditure, as is a tax holiday; the benefit need not be permanent, as timing differ-
ences can give rise to tax expenditures.

112. See, e.g., Stanley S. Surrey, Tax Incentives as a Device for Implementing Govern-
ment Policy: A Comparison With Direct Government Expenditures, 83 HARV. L.
RE~V. 705 (1970); see also D. Larry Crumbley, Behavioral Implications of Taxation,
48 Accr. REV. 759-63 (1973).
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1979.' 13

The entire concept of tax expenditures hinges on a normative tax sys-
tem as a benchmark to measure deviation. The Haig-Simons definition of
income" 4 is one benchmark that has been proposed, but is by no means
accepted by all. Differences in opinion exist as to what the benchmark
should be, so it should be no surprise that differences in opinion exist as
to what deviations from the benchmark should be. The concept of the
benchmark is essential; without a starting point, no deviation can be mea-
sured and the exercise is useless. According to the OECD, a benchmark
need not necessarily be the normative tax base, but "should be compre-
hensive and unique.""15 A benchmark tax includes considerations such
as "rate structure, accounting conventions, the deductibility of [varying]
compulsory payments," and administrative provisions, to name but a
few.' 16 There is a lack of consensus among countries about what should
constitute the benchmark for evaluating tax expenditures, and for the
most part this disagreement is rooted in differences of opinion about the
normative tax base.' 17 Defined, "the normative tax base is the monetary
sum in the hands of private households to which the tax ought to be ap-
plied, for instance income, value added, profit, [or] sales."' 18

As discussed earlier, while the Haig-Simons/accretion definition may
be well-regarded, there are definitional problems with its conceptual un-
derpinnings, which make it unworkable as a benchmark. The accretion
concept takes the sum of the taxpayer's change in net worth and con-
sumption to be income, so both consumption and savings constitute in-
come. Problems arise in defining both consumption and savings, and
since the return on savings is subject to further tax while the return, in-
tangible as it may be, on consumption is not, this leads to what some
perceive to be a bias toward consumption."19 Certain subtractions, such
as business expenses, are properly allowed as deductions in reaching this
base, but do not constitute savings or a change in net worth, and there-
fore are not "income." After these "appropriate" deductions, any addi-
tional reductions would be categorized as tax expenditures. Arbitrary
judgments about whether and to what extent such "appropriate" deduc-
tions should be excluded in determining "Income" seem to be employed.
Should interest be considered consumption, for example? If not, then it
should be deductible. How is the valuation of assets to be made on an

113. Albert J. Robinson, Tax Expenditures and the MacEachen Budget, 8 CANADIAN
Pun. PoL'Y / ANALYSE DE POy-iTQUEs 2, 249 (Spring, 1982); 1986 Ri-P. OF -m
AUITOR G-N. OF CANADA II 4.141, available at http://www.oag-bvg.gc.ca/in-
tern etlE ngl ish/parl-oag-j1 98611 .04_e41 95.html1.

114. Bruce Bartlett, Why the Capital Gains Tax Rate Should Be Zero, NCPA Policy
Report No. 245 (2001), available at www.ncpa.org/studies/s245/s245.html.

115. OECD Report, supra note 110.
116. Id.
117. Id.
118. Id.
119. See Vice Chairman Jim Saxton, I111Ith CONG., TAX EXPE-_NDITURZES: A REVIEW &

ANALYSIS 4 (Aug. 1999).
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annual basis; mark-to-market assessment of all taxpayer assets, even
above a de minimus threshold, would be inconceivably complicated to
administer, and it would be unwise to impose a tax that cannot be po-
liced, as evasion would become much more attractive, and faith in the tax
system would suffer.

The purpose behind the tax expenditures concept is to hold up to pub-
lic scrutiny the government's allocation of resources, both through direct
concessions and through indirect effects like the distortion occasioned by
such allocation.' 20 To the extent that a spotlight is focused on allocation
decisions, tax expenditure analysis may be a useful tool in balancing
spending priorities against revenue needs. Nonetheless, there are weak-
nesses inherent in the tax expenditure concept that set limits on its useful-
ness. First of all, tax expenditures are dependent upon the existence of a
defined benchmark norm, and the constitution of this norm is controver-
sial, since inclusion or exclusion from this benchmark tax base is fraught
with value judgments unique to each society.121 Thbis is likely why no two
countries define their benchmark the same.

Aside from the insight gained from its application, it is unclear what
effect tax expenditure analysis has: it is not quantifiable what tax expend-
itures would have been in the absence of the scrutiny given them. In
addition, while the analysis captures a quantified measure of tax liability
reduction stemming from a particular provision, it does not purport to
quantify the amount of tax that would be collected should the particular
provision cease to exist, behavioral changes that arise as a response to
legislative changes are not accounted for, nor are related or complemen-
tary provisions adequately determined. Even so, "periodically evaluating
the size and effectiveness of tax expenditures is a necessary (although not
sufficient) requirement for good government." 122 In carrying out this
"4necessary requirement," using the actual tax base as a benchmark is the
best tool to identify and quantify tax preferences. The actual tax base as
a benchmark shows the best approximation of what effect the Provision
has in a real-world context, and the deviation that it causes, to the extent
that the Provision is looked at in isolation.

VIII. TAX EXPENDITURE: THE PROVISION

Since nonprofits can earn income as that concept is defined in Canada,
this income would be properly subject to federal income taxation but for

120. See e.g., Julie Roin, Truth in Government: Beyond The Tax Expenditure Budget, 54
HASTING~S LIJ. 603 (2002-2003); Michael J. McIntyre, A Solution to the Problem of
Defining a Tax Expenditure, 14 U.C. DAVIS L. REV. 79 (1980-81).

121. See Boris Bittker, A "Comprehensive Tax Base" As a Goal of Tax Reform, 80
HARV. L. REV. 925, 929 (1967) ("To determine the extent of erosion, we must first
have some notion as to what the tax system ought to be. Since this is to a large
extent a matter of equity, and since equity judgments are highly personal, no single
standard will meet everybody's approval.").

122. Leonard E. Burman, Is The Tax Expenditure Concept Still Relevant?, 9/1/03 NAT'!_
TAX J. 613 (2003).
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the existence of the Provision. As a result, the exemption found in the
Provision is a deviation from the benchmark norm of income as the Ca-
nadian system has, in practice, defined it. It is a tax preference given to
nonprofit organizations, and as such is the functional equivalent of direct
spending.

A. INCOME TAX THEORY

Classical economic theory discourages high levels of taxation that it
views as a disincentive to hard work and entrepreneurship, and thus
would encourage supply-side policies.' 23 Supply-side policies deal with
improving the workings of the markets and the economy's capacity to
produce, and are aimed at enabling the economy to expand without infla-
tion.124 At the heart of classical economic theory is the belief in a free
market economy as being the most important factor in fueling economic
growth, so that any tax levied by a government should be kept to an abso-
lute minimum. In addition, classical theory has no role for income redis-
tribution.125 In the 20th century, taxes have been used as a tool for
redistributing income and wealth, because large disparities have arisen
under the free market system.126 Adam Smith asserted as the rationale
behind such redistributive policies that men are essentially equal but for
circumstances,' 27 although Smith would likely be turning in his grave if he
was aware of the levels that governmental intervention have achieved. In
recent years, redistribution has become somewhat less of a concern for
governments: the level of distortion and economic inefficiency resulting
from redistributive policies is less attractive to government and harder for
the electorate to swallow.' 28 Taxes are also used as a tool by govern-
ments to manage the economy, encourage economic stability, interna-
tional competitiveness, economic growth, and development in general.' 29

Tax expenditure analysis focuses on every departure from a normative
base as either a tax expenditure or a subsidy. Aside from Bittker, most
scholars accept without question that the tax exemption accorded to the
nonprofit sector is a subsidy. William D. Andrews posed the question of
"whether the provision can intelligently be seen as reflecting a refinement

123. See, e.g., Edmund S. Phelps, Taxation of Wage Income for Economic Justice, 87 Q.
J. of Econ. 331-354 (1973); A COMPANION -rO Tim HisI-ORY OF ECONOMIC
TiiouG~irr 122-126 (Warren J. Samuels et a]. eds., 2003).

124. See Robert E. Lucas, Jr., Supply-Side Economics: An Analytical Review, Oxford
Econ. Papers, New Series, Vol. 42, No. 2, Apr. 1990, at 293-316.

125. See A.B. Atkinson, Bringing Income Distribution in from the Cold, ECON. J., Mar.
1997, at 297-321.

126. William R. Johnson, Income Redistribution in a Federal System, 73 Am. ECON.
Riu-v. 570-573 (1988).

127. John W. Danford, Adam Smith, Equality, and the Wealth of Sympathy, Am. J. OF-
POL. Sci. Vol. 24, No. 4, Nov. 1980, at 674-695.

128. See, e.g., Erich Weede, Income Inequality, Democracy and Growth Reconsidered,
EUR. J. OF POL. ECON., Vol. 13, Issue 4, Dec. 1997, at 751-764.

129. Eric M. Engen & Jonathan S. Skinner, Taxation and Economic Growth (Nat'l Bu-
reau of Econ. Research, Working Paper No. W5826, 1996), available at http://ssrn.
comlabstract=22561 3.
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in our notion of an ideal. .. .income tax, rather than a departure from
it."113 0 If not, then and only then can a provision be considered and evalu-
ated as a tax expenditure, according to Andrews.13' This approach re-
quires examining the object and purpose of the income tax itself, as well
as of the provision. The express stated object of the non-charitable non-
profit exemption is unknown. It is likely that the Provision is aimed at
encouraging socially desirable behavior, rather than merely encouraging
a certain legal form of entity to exist.13 2 The purpose of the income tax
must also be explored. Many state the primary purpose of the income tax
to be a revenue-raising device for the federal government, with secondary
purposes being the encouragement of economic development and social
redistribution. Some theorists do not see the income tax in quite this
light: they view it not as a tax on income per se, but rather as one on,

aggregate personal consumption and accumulation of real goods and
services and claims thereto-the uses to which income is typically put
rather than the sources from which it is derived. . .[I]t is consistent
with the primary, intended, real effect of the tax, which is to reduce
private consumption and accumulation in order to free resources for
public use. The practical operating base on which the tax is com-
puted consists of income transactions, but the ultimate object of the
tax is to lay a uniform graduated burden on aggregate consumption
and accumulation. 1 33

Since the income tax exists to effect social policy goals through tax ex-
penditures, amongst other methods, income tax theory could state many
reasons why a provision which gives a special preference should exist in a
taxing statute. But in this case, the design and delivery of the Provision
has become disconnected with any underlying purpose. The design of the
Provision has the effect of encouraging a particular form of organization
with a non-distribution constraint and operational compliance with stated

130. William D. Andrews, Personal Deductions in An Ideal Income Tax, 86 HAizv. L.
RE-V. 309, 312 (1972).

131. See id.; Bittker, supra note 121, at 928 ("Implicit in the reference is the idea that
the income tax has an essential integrity; that there is a fundamental standard for
determining the tax base and the applicable rates; that maintenance of the stan-
dard (restoration where it has been eroded) is important to society, high on its
scale of values; that the proponent of a measure which deviates-which creates a
preference-has a burden of proof which goes as much to the use of the tax system
as the means of accomplishment as to the measure's specific social or economic
objective.").

132. See e.g., Ontario Law Reform Commission, Report on the Law of Charities (1996),
http://www.mtroyal.ca/wcm/groups/public/documents/pdf/npr03-lawcharities.pdf;
Duff, supra note 60, at 64 ("Since the subsidy is designed to support only activities
having a public benefit, however, it is reasonable to require eligible recipients to
devote all of their resources to these activities, or related activities for the purpose
of activities having a public benefit, and to deny or revoke eligibility to organiza-
tions engaging in other activities that are either detrimental to the public good or
carried on primarily for private advantage. In order to ensure public accountabil-
ity for these tax expenditures, it seems reasonable to enforce these requirements
by regular audits and to require public reporting of revenues and disbursements by
eligible recipients.").

133. Andrews, supra note 130, at 313.

20101 479



480 LAW AND BUSINESS REVIEW OF THE AMERICAS [Vol. 16

goals. 134 There is no requirement that these goals advance a social good,
or any other social policy. It does not advance a coherent, directed goal.
Rather, it overshoots its likely target of encouraging socially desirable
behaviors, with the result that it cannot be said to advance a social policy
that society would want to support. It would be reasonable to connect
the benefit that society wishes to derive from the Provision to the qualify-
ing requirements for receiving the benefit of the Provision, but that con-
nection does not exist. As a result, the effect of the Provision cannot be
said to be a redistribution of wealth to benefit society as whole, but rather
to create a potential inefficiency which must be re-evaluated.

IX CONCLUSION

Non-charitable nonprofit entities may earn income as the concept is
understood under Canadian tax law, as liability to taxation arises from
being a 'person' under the Income Tax Act who earns profit from an of-
fice, employment, business, or property source. Non-charitable nonprofit
organizations are "persons" under the law, and therefore their earnings,
as long as they fit within the listed sources, will be considered "income";
there is no distinction made in determining the character of income based
on the character of the earner. As a result, the exemption from taxation
that these entities enjoy by virtue of the Provision is a special preference,
a tax expenditure. Tax expenditures are used to advance social policy, as
the privilege of being excused from common burdens comes with a price.
The Provision, as a tax expenditure, must be evaluated to determine if it
does effect the likely goals it was meant to achieve, and whether the indi-
rect spending done through this tax subsidy is effective.

134. The requirements of ITA § 149(l)(1) are technical and relate only to form (club,
society, or association) giving no personal benefit to owner/members and broad
purpose (any purpose other than profit). By having no other requirement for
qualification, it cannot be said to encourage anything but what it requires. See also
Robert B. Hayhoe, An Updated Introduction to the Taxation of Nonprofit Organi-
zations, PILANITHROPIST, Vol. 18, No. 2 (2004).
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