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REFERENCE:  Paragraph 18(1)(a)  (a lso subsect ions 18(9.1) ,  40(1)  and 
127(9) ,  paragraphs 18(1)(b) ,  18(1)(c) ,  18(1)(h) ,  18(1)( t )  
and 20(1)(c) ,  and paragraph (d)  of  the def in i t ion of  
"e l ig ib le capi ta l  expendi ture"  in  subsect ion 14(5)  of  the 
Act  and c lause 2902(a)( i ) (H)  of  the INCOME TAX 
REGULATIONS) 

At  the Canada Customs and Revenue Agency (CCRA),  we issue 
income tax in terpretat ion bul le t ins ( ITs)  in  order  to prov ide technical  
in terpretat ions and posi t ions regarding cer ta in prov is ions conta ined in  
income tax law.  Due to thei r  technical  nature,  ITs are used pr imar i ly  
by our  s taf f ,  tax specia l is ts ,  and other  ind iv iduals who have an 
in terest  in  tax mat ters.  For  those readers who prefer  a less technical  
explanat ion of  the law,  we of fer  other  publ icat ions,  such as tax guides 
and pamphlets.  

Whi le the comments in  a par t icu lar  paragraph in an IT may re late to 
prov is ions of  the law in force at  the t ime they were made,  such 
comments are not  a subst i tu te for  the law.  The reader should,  
therefore,  consider  such comments in  l ight  of  the re levant  prov is ions 
of  the law in force for  the par t icu lar  taxat ion year  being considered,  
tak ing in to account  the ef fect  of  any re levant  amendments to those 

–  1  –  



 

prov is ions or  re levant  cour t  decis ions occurr ing af ter  the date on 
which the comments were made.  

Subject  to  the above,  an in terpretat ion or  posi t ion conta ined in an IT 
general ly  appl ies as of  the date on which i t  was publ ished,  unless 
otherwise speci f ied.  I f  there is  a subsequent  change in that  
in terpretat ion or  posi t ion and the change is  benef ic ia l  to  taxpayers,  i t  
is  usual ly  ef fect ive for  fu ture assessments and reassessments.  I f ,  on 
the other  hand,  the change is  not  favourable to taxpayers,  i t  wi l l  
normal ly  be ef fect ive for  the current  and subsequent  taxat ion years or  
for  t ransact ions entered in to af ter  the date on which the change is  
publ ished.  

I f  you have any comments regarding mat ters d iscussed in an IT,  
p lease send them to:  

Manager,  Technical  Publ icat ions and Projects Sect ion 
Income Tax Rul ings Directorate 
Pol icy and Legis lat ion Branch 
Canada Customs and Revenue Agency 
Ottawa ON  K1A 0L5 
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Most  of  our  publ icat ions are avai lable on our  Web s i te  at :  
www.ccra.gc.ca  

This version is only avai lable electronical ly.  

The 2004 Budget  proposes that ,  wi th two except ions,  a l l  f ines or  
penal t ies imposed by federal ,  prov inc ia l  or  munic ipal  governments in  
Canada or  by a fore ign country are not  deduct ib le.  This  inc ludes any 
f ines or  penal t ies imposed by a government ,  a government  agency,  
regulatory author i ty ,  cour t  or  other  t r ibunal ,  or  any other  person wi th  
a s tatutory author i ty  to  levy a f ine or  penal ty .  The two except ions are:  

• Penal ty  in terest  imposed under the EXCISE ACT,  the AIR  TRAVELLERS 
SECURITY CHARGE ACT and the GST/HST por t ions of  the EXCISE TAX 
ACT wi l l  cont inue to be deduct ib le.  

• There is  to  be regulated author i ty  to  exc lude prescr ibed f ines and 
penal t ies.  The House of  Commons Standing Commit tee on Finance 
wi l l  be consul ted wi th respect  to  any recommendat ion put  forward.  

Penal t ies charged pursuant  to contracts (e.g. ,  penal t ies for  la te 
per formance) are not  covered by the proposal .  They wi l l  cont inue  
to  be deduct ib le i f  they meet  the general  ru les under the ITA.  
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The amendment appl ies to f ines and penal t ies imposed af ter  
March 22,  2004.  ( 1 )   

 

 

 

 

 

 

 

 

 
 

(1)  Added on September 16,  2004.  
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Application 
This bul le t in  replaces and cancels Interpretat ion Bul le t in  IT-104R2 
dated May 28,  1993.  

Summary 
The decis ion f rom the Supreme Court  of  Canada in 65302 BRIT ISH 
COLUMBIA  LTD.  V.  THE QUEEN is  the leading case concerning the 
deduct ib i l i ty  of  f ines and penal t ies.  

This  bul le t in  d iscusses the impact  of  th is  decis ion,  and a lso refers to 
general  and speci f ic  prov is ions in  the INCOME TAX ACT that  could be 
re levant  to  the quest ion of  the deduct ib i l i ty  of  cer ta in f ines or  
penal t ies.  
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Discussion and Interpretation 
Introduction – Types of Fines and Penalties 
¶ 1.   F ines and penal t ies can be categor ized as fo l lows:  

• Judic ia l  –  These are imposed by a cour t  of  law or  other  competent  
t r ibunal  for  a breach of  any publ ic  law,  inc luding carry ing on an 
i l legal  business.  

• Statutory – These are imposed as a resul t  o f  the appl icat ion of  
s tatutes ( for  example,  the INCOME TAX ACT,  CUSTOMS ACT,  
COMPETIT ION ACT or  prov inc ia l  business pract ices legis lat ion) .  

• Levied by professional  and s imi lar  organizat ions – Certa in 
organizat ions recognized by statute as the governing bodies of  
speci f ic  businesses,  professions or  t rades are empowered to levy 
f ines and penal t ies against  thei r  members for  in f ract ions of  thei r  
own ru les.  Provinc ia l  law societ ies,  account ing inst i tu tes,  co l leges 
of  physic ians and stock exchanges are examples of  such 
organizat ions.  

• Levied by t rade organizat ions and s imi lar  bodies – Associat ions in  
which persons wi th common business or  vocat ional  in terests 

–  7  –  



 

par t ic ipate for  the col lect ive benef i t  o f  those in terests (such as 
t rade associat ions,  farmers '  associat ions and s imi lar  bodies)  of ten 
set  s tandards of  per formance to be met  in  the operat ions of  thei r  
members and,  pursuant  to voluntary agreements,  impose penal t ies 
on in f ract ions.  

• Penal t ies lev ied under pr ivate contracts – A par ty  to a pr ivate 
contract  may incur  a penal ty  for  fa i lure to fu l f i l  an obl igat ion 
thereunder.  

The 65302 Brit ish Columbia Ltd. Decision 
¶ 2.  The leading decis ion f rom the cour ts  wi th respect  to  the 
deduct ib i l i ty  of  f ines or  penal t ies is  65302 BRIT ISH COLUMBIA  LTD.  V.  
THE QUEEN,  [2000]  1 CTC 57,  99 DTC 5799,  in  which the Supreme 
Court  of  Canada a l lowed as a deduct ib le expense an over-quota levy 
incurred by the taxpayer in  respect  of  i ts  egg-producing hens.  The 
fo l lowing general  pr inc ip les are found in the reasons for  th is  decis ion:   

• The character izat ion of  a levy as a " f ine"  or  "penal ty"  is  of  no 
consequence ( i .e . ,  does not  make i t  any less deduct ib le) ,  because 
the income tax system does not  d is t inguish between lev ies (which 
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are essent ia l ly  compensatory in  nature)  and f ines and penal t ies 
(which are puni t ive in  nature) .  

• The deduct ion of  a f ine or  penal ty  cannot  be d isa l lowed sole ly  on 
the basis  that  to  a l low i t  would be considered contrary to publ ic  
pol icy.  

• Prohib i t ing the deduct ib i l i ty  of  f ines and penal t ies is  inconsis tent  
wi th the pract ice of  a l lowing the deduct ion of  expenses incurred to 
earn i l legal  income. 

• In  order  for  a f ine or  penal ty  to  be deduct ib le in  comput ing income 
f rom a business or  property ,  paragraph 18(1)(a)  of  the Act  requi res 
that  i t  be incurred for  the purpose of  gain ing or  producing income 
f rom that  business or  property .  

• Paragraph 18(1)(a)  conta ins no requi rement  that  a f ine or  penal ty  
must  be unavoidable in  order  for  i t  to  be deduct ib le.  

• Notwi thstanding that  a f ine or  penal ty  may have been incurred for  
the purpose of  gain ing or  producing income f rom a business or  
proper ty  wi th in the meaning of  paragraph 18(1)(a) ,  i ts  deduct ib i l i ty  
can never theless be d isa l lowed by another  prov is ion in  the INCOME 
TAX ACT.  
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For  fur ther  comments on paragraph 18(1)(a) ,  see ¶ 3 and a lso ¶ 8.  
Other  prov is ions in  the Act  that  can have a bear ing on the 
deduct ib i l i ty  of  f ines and penal t ies are d iscussed in ¶ 4 to ¶ 7.  

Paragraph 18(1)(a) 
¶ 3.  Paragraph 18(1)(a)  of  the Act  prov ides that ,  in  comput ing a 
taxpayer 's  income f rom a business or  proper ty ,  no deduct ion shal l  be 
made in respect  of  an out lay or  expense except  to the extent  that  i t  
was made or  incurred by the taxpayer for  the purpose of  gain ing or  
producing income f rom the business or  property .  As stated by the 
Supreme Court  of  Canada in the 65302 BRIT ISH COLUMBIA  LTD.  
decis ion:  "  .  .  .  i f  the taxpayer cannot  establ ish that  the f ine was in 
fact  incurred for  the purpose of  gain ing or  producing income, then the 
f ine or  penal ty  cannot  be deducted .  .  .  . "  

For  purposes of  establ ish ing whether  a f ine or  penal ty  has been 
incurred for  the purpose of  gain ing or  producing income: 

• the taxpayer need not  have at tempted to prevent  the act  or  
omiss ion that  resul ted in  the f ine or  penal ty ;  and 
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• the taxpayer  need only establ ish that  there was an income-earning 
purpose for  the act  or  omiss ion,  regardless of  whether  that  purpose 
was actual ly  achieved.  

In  the 65302 BRIT ISH COLUMBIA  LTD.  decis ion,  the Supreme Court  of  
Canada a lso stated:  " I t  is  conceivable that  a breach could be so 
egregious or  repuls ive that  the f ine subsequent ly  imposed could not  
be just i f ied as being incurred for  the purpose of  producing income."  
The Court  d id not ,  however,  g ive any guidel ines wi th respect  to  th is  
s tatement  other  than to indicate that  "  .  .  .  such a s i tuat ion would 
l ike ly  be rare .  .  .  . "  I t  would have to be one in which the 
egregiousness or  repuls iveness of  the act  or  omiss ion g iv ing r ise to 
the f ine or  penal ty  is  suf f ic ient  to  refute any a l legat ion that  the 
purpose of  the act  or  omiss ion was to gain or  produce income. 

Other General Provisions 
¶ 4.  In  addi t ion to paragraph 18(1)(a) ,  there are other  general  
prov is ions in  the Act  that  could apply to d isa l low the deduct ion of  an 
out lay for  a f ine or  penal ty  as a current  expense:  

• paragraph 18(1)(b)  – i f  i t  is  a capi ta l  out lay (see,  however,  ¶  5) ;  
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• paragraph 18(1)(h)  – i f  i t  is  a personal  expense;  or  

• paragraph 18(1)(c)  – i f  i t  is  incurred to earn tax-exempt income. 

Subject  to  subsect ion 18(9.1)  (see ¶ 7) ,  a  penal ty  paid on prepayment  
of  a mortgage would not  be deduct ib le as a current  expense,  pursuant  
to  paragraph 18(1)(b) ,  unless the penal ty  is  incurred in  the course of  
carry ing on a business,  e.g. ,  t rading in  mortgages.  (See a lso the 
d iscussion of  mortgage prepayment  penal t ies in  ¶s 5,  6 and 7.)  

¶ 5.  I f  a  f ine or  penal ty  is  incurred in  connect ion wi th the 
acquis i t ion of  an asset  for  which capi ta l  cost  a l lowance (CCA) may be 
c la imed,  the cost  of  the f ine or  penal ty  is  inc luded in the capi ta l  cost  
of  that  asset  (or  the CCA c lass to which the asset  belongs) .  

I f  a  f ine or  penal ty  is  incurred in  connect ion wi th the acquis i t ion of  an 
e l ig ib le capi ta l  proper ty ,  the cost  of  the f ine or  penal ty  is  an e l ig ib le 
capi ta l  expendi ture prov ided a l l  the other  tests in  the subsect ion 14(5)  
def in i t ion of  "e l ig ib le capi ta l  expendi ture"  are met .  

I f  a  f ine or  penal ty  is  incurred in  connect ion wi th the acquis i t ion or  
product ion of  inventory,  the cost  of  the f ine or  penal ty  is  inc luded in 
the cost  of  inventory.  
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I f  a  f ine or  penal ty  (e.g. ,  a  mortgage prepayment  penal ty)  is  incurred 
in  connect ion wi th the d isposi t ion of  a capi ta l  proper ty ,  the cost  of  the 
f ine or  penal ty  is  taken into account  under subsect ion 40(1)  for  
purposes of  ca lculat ing any gain or  loss on that  d isposi t ion.  

Specific Provisions 
¶ 6.  A f ine or  penal ty  may be subject  to  one of  the fo l lowing 
speci f ic  d isa l lowance prov is ions in  the INCOME TAX ACT:  

• Paragraph 18(1)( t )  prohib i ts  a deduct ion for  any amount  paid or  
payable under the INCOME TAX ACT (other  than tax under Part  XI I .2  
or  XI I .6) .  Thus,  no deduct ion is  a l lowed for  any in terest ,  penal ty  or  
f ine imposed under the Act .  

• Fines and penal t ies are l is ted as "prescr ibed expendi tures"  in  
c lause 2902(a)( i ) (H)  of  the INCOME TAX REGULATIONS.  As a resul t ,  
any type of  f ine or  penal ty  is  exc luded f rom the def in i t ion of  
"qual i f ied expendi ture"  for  sc ient i f ic  research and exper imenta l  
development  in  subsect ion 127(9)  and is  not  a l lowable for  
investment  tax credi t  purposes.  
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• A penal ty  paid on prepayment  of  a mortgage does not  qual i fy  as  
an "e l ig ib le capi ta l  expendi ture" ,  by v i r tue of  paragraph (d)  of  that  
def in i t ion in  subsect ion 14(5) .  

¶ 7.  One of  the fo l lowing speci f ic  a l lowance prov is ions in  the 
INCOME TAX ACT may be re levant :  

• Subsect ion 18(9.1)  appl ies in  cer ta in cases to a penal ty  or  bonus 
payable by reason of  the repayment  before matur i ty  of  a l l  or  par t  of  
the pr inc ipal  of  an outstanding debt  obl igat ion.  I t  may a lso apply to 
a fee or  penal ty  paid to reduce the rate of  in terest  payable on such 
an obl igat ion.  These amounts are considered prepaid in terest  and,  
prov ided the other  requi rements of  paragraph 20(1)(c)  are sat is f ied,  
are deduct ib le in  comput ing a taxpayer 's  income f rom business or  
property  over  the per iod that  the in terest  rate is  to  be reduced,  or  
over  the per iod that  would have been (but  for  the prepayment)  the 
remain ing term of  the debt  obl igat ion.  

• A mortgage prepayment  penal ty  may qual i fy  as an e l ig ib le moving 
expense for  the purposes of  subsect ion 62(3) ;  see the current  
vers ion of  IT-178,  MOVING EXPENSES.   
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Noteworthy Court Decisions Rendered Prior to the 65302 
Brit ish Columbia Ltd. Decision 
¶ 8.  The cour t  decis ions d iscussed below were rendered pr ior  to  
the 65302 BRIT ISH COLUMBIA  LTD.  decis ion.  Nevertheless,  they can 
st i l l  be re l ied upon,  because they d id not  involve the d isa l lowance of  a 
deduct ion for  a f ine or  penal ty  for  the sole reason that  i t  was 
avoidable or  contrary to publ ic  pol icy (see ¶ 2) .  

• In  CLINTON W. ROENISCH V.  MNR, [1928-34]  CTC 69,  1 DTC 199,  the 
Exchequer Court  of  Canada concluded that  income tax paid to the 
prov ince of  Br i t ish Columbia was not  an expense for  the purpose of  
earn ing income, wi th in the meaning of  what  has become a 
predecessor  of  present-day paragraph 18(1)(a) :  

" I t  is  se l f -ev ident  that  the amount  of  the income tax paid to the 
prov ince is  not  an expense for  the purpose of  earn ing the income, 
wi th in the meaning of  6(1)(a) .  When such payment  of  taxes is  made 
to the prov ince,  i t  is  not  so made to earn the income, i t  is  paid 
because there is  an income showing gain and prof i t .  The word prof i t  
is  to  be understood in i ts  natura l  and proper sense,  in  the sense in 
which no commercia l  man would misunderstand i t . "  
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DISCUSSION:  This decis ion conf i rms that  a prov inc ia l  income tax is  
not  an expense incurred for  the purpose of  gain ing or  producing 
income. Any f ine or  penal ty  imposed under a prov ince 's  income tax 
law is  a lso considered not  to  be an expense incurred for  the 
purpose of  gain ing or  producing income. 

• In  QUEMONT MINING CORPORATION L IMITED,  RIO ALGOM MINES 
L IMITED,  AND MACLEOD-COCKSHUTT GOLD MINES L IMITED V.  MNR, 
[1966]  CTC 570,  66 DTC 5376,  the Exchequer Court  of  Canada,  
re ly ing on the above-ment ioned ROENISCH decis ion,  concluded that  
i t  is  c lear  that  a tax on prof i ts  imposed by a d i f ferent  or  fore ign 
jur isd ic t ion is  not  an expendi ture la id out  to  earn prof i t .  

DISCUSSION:  This decis ion conf i rms that  a fore ign income tax is  not  
an expense incurred for  the purpose of  gain ing or  producing 
income. Any f ine or  penal ty  imposed under a fore ign jur isd ic t ion 's  
income tax law is  a lso considered not  to  be an expense incurred for  
the purpose of  gain ing or  producing income. Nevertheless,  i t  should 
be noted that  an income or  prof i ts  tax paid to a fore ign jur isd ic t ion 
may qual i fy ,  under the prov is ions of  the INCOME TAX ACT,  for  a 
fore ign tax credi t  or  for  a deduct ion in  comput ing income. However,  
nei ther  a f ine nor  a penal ty  paid to a fore ign jur isd ic t ion would so 
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qual i fy  because nei ther  is  an income or  prof i ts  tax.  (For  fur ther  
par t icu lars,  see the current  vers ion of  IT-270,  FOREIGN TAX CREDIT 
and IT-506,  FOREIGN INCOME TAXES AS A  DEDUCTION FROM INCOME, 
respect ive ly . )  

Explanation of Changes 
Introduction 
The purpose of  the EXPLANATION OF CHANGES is  to  g ive the reasons for  
the rev is ions to an in terpretat ion bul le t in .  I t  out l ines rev is ions that  we 
have made as a resul t  o f  changes to the law,  as wel l  as changes 
ref lect ing new or  rev ised in terpretat ions of  the CCRA. 

Reason for the Revision 
This bul le t in  has been rev ised to ref lect  the decis ion of  the Supreme 
Court  of  Canada in 65302 BRIT ISH COLUMBIA  LTD.  V.  THE QUEEN,  
[2000]  1 CTC 57,  99 DTC 5799.  
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Legislative and Other Changes 
The bul le t in  has been ent i re ly  rewr i t ten because of  the 65302 BRIT ISH 
COLUMBIA  LTD.  decis ion.  For  fur ther  par t icu lars see the SUMMARY 
statement  at  the beginning of  the bul le t in .  
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