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For the Appellant: The Appellant himself
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JUDGMENT

The appeal with respect to assessments made under the Income Tax Act for the
2003 and 2004 taxation yearsis allowed, and the assessments are referred back to the
Minister of National Revenue for reconsideration and reassessment on the basis

that:

1. thedeductionsfor maintenance and repair on 205 Graham should be increased
by $500 in each taxation year subject to an adjustment for personal use; and

2. thepersonal use of 205 Graham in the 2003 taxation year is 50 percent.

Each party shall bear their own costs.
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Signed at Toronto, Ontario this 5" day of November 2008.

“J. Woods”

Woods J.
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[1] Pleaselet the record show that these are reasons delivered oraly in the matter
of Paulo M. Salgado and Her Mg esty the Queen.

[2] Mr. Salgado appeal s reassessments made under the Income Tax Act for the
2003 and 2004 taxation years.

[3] Thenotice of appedl filed by Mr. Salgado raises only one issue and that
concerns complaints in how the audit process was conducted by the Canada Revenue

Agency.

[4] Unfortunately for Mr. Salgado, flaws in the audit process are not a sufficient
basisto grant the relief that he is seeking, which is to reduce the reassessments. In
order to succeed, it must be shown that the Income Tax Act does not impose the tax
that the Minister has determined in the reassessments.
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[5] Atthetria, Mr. Salgado was asked what parts of the reassessments he
disagreed with. He specified these and the hearing then proceeded to focus on them.

[6] 1 will first set out abit of the background which led to the reassessments.

[7]  Thereassessments concern expenses that were deducted by Mr. Salgado in
relation to two houses that he owned during the relevant period. Mr. Salgado submits
that the expenses were properly deductible as expenses incurred to earn income.

[8] The circumstancesinvolving the two properties are quite different and | will
discuss each of them separately.

189 Graham

[9] Thefirst property was aresidential property located at 189 Graham St. in West
Lorne, Ontario. Mr. Salgado purchased the property late in 2002, and it was vacant
while Mr. Salgado undertook renovations on the property.

[10] After the renovations were completed early in 2004, Mr. Salgado moved into
the home along with his parents and his girlfriend.

[11] Theessence of Mr. Salgado’s argument isthat he charged rent to his girlfriend
for the use of a bedroom in the home and that as aresult he should be allowed to
deduct a percentage of the expenditures related to the home.

[12] Inthetwo yearsat issue, Mr. Salgado claimed rental 1osses with respect to the
property in the amounts of $5,827 and $3,426.

[13] Thelegal principlethat appliesin situations such asthisisthat if thereisa
persona element to the taxpayer’ s use of the property then it must be determined
whether the income-earning activity is sufficiently commercial to constitute a source
of income.

[14] Inthiscase, the use of the property has aclear personal element. Mr. Salgado
submits that he rented the bedroom to his girlfriend. However, the bedroomis his
only bedroom as well.

[15] Mr. Salgado submitted that he often dept on the sofa and not in the bedroom.
Evenif that istrue, that does not mean that the bedroom was not available for his use.
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[16] Inaddition, thereisastrong personal element for Mr. Salgado in having his
girlfriend living in the home. It is not necessary that | elaborate on that.

[17] Having decided that thereis apersona element, it remains to be considered
whether the arrangement was sufficiently commercial to constitute a source of
income.

[18] Based on the evidence as presented, | am not at al satisfied that it wasa
commercial arrangement. | would first note that Mr. Salgado claimed in hisincome
tax return that he charged rent to his girlfriend for this property in the amount of
$1,920 in each of 2003 and 2004. Thisis problematic because the girlfriend did not
live at the property at all during 2003.

[19] Mr. Salgado submitted that the fact that he and his girlfriend have separate
assets establishes that the arrangement was commercial.

[20] | do not accept this argument. Fundamentally, the relationship between

Mr. Salgado and his girlfriend is a personal one. The fact that Mr. Salgado purported
to charge rent for 2003 when the girlfriend did not even live in the property is
evidence of the non-commercial nature of this arrangement.

[21] If Mr. Salgado expectsto claim rental lossesfor his personal residence on the
basis of renting to his girlfriend, he needs to provide much better evidence that the
arrangement was truly acommercia arrangement.

[22] Findly, | would note that after al the evidence was presented, Mr. Salgado
stated that he had evidence of commerciality with him aslong as the court had a
printer because he had in his laptop copies of tax returnsfor later years which showed
that he reported rental income from the property. My recollection isthat Mr. Salgado
raised this point very late in the day, perhaps close to 6 pm. This was after Mr.
Salgado had been given every opportunity to present evidence. | do not think that it
would have been in the interests of justice to prolong the hearing so that Mr. Salgado
could present further evidence from his computer records. | would note that this
would have required an adjournment to another day and there would be considerable
cost and inconvenience involved.

[23] For these reasons the deductions claimed in respect of the property at
189 Graham will be disallowed.

205 Graham
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[24] | now turn to the other property, which isaresidentia property at 205 Graham.
This home was purchased by Mr. Salgado from his parentsin 1998.

[25] Inthetaxation yearsat issue, which were 2003 and 2004, the top floor of this
two story house was rented to third parties. During the 2003 taxation year,

Mr. Salgado, his parents and his girlfriend lived on the main floor while 189 Graham
was being renovated. After the renovations on 189 Graham were complete in 2004,
the entire 205 Graham property was rented to third parties.

[26] In the reassessments the Minister disallowed a number of the expenses that
Mr. Salgado claimed in respect of this property. Mr. Salgado has disputed all of these
adjustments.

[27] Thefirst adjustment that the Minister made wasto disallow a deduction for
interest on aborrowing of approximately $58,000. In hisincome tax return,

Mr. Salgado alocated the interest expense to the 205 Graham property. The problem
with thisisthat interest is only deductible if the borrowed money has been actually
used for an income-earning purpose. An alocation in atax return is not sufficient.

[28] Almost all of the borrowed money was actually used by Mr. Salgado to
purchase the other residentia property at 189 Graham. Interest on borrowed money
used for 189 Graham is not deductible because 189 Graham was a personal-use

property.

[29] Mr. Salgado argued that thisresult is unfair and that he should be alowed to
apportion the interest between his assets. | can understand how Mr. Salgado feels that
the result isunfair, but it is not open for me to take a different approach. The
Supreme Court of Canada has made it clear in Sngleton that atracing of the
borrowed money is required.

[30] That dealswith the bulk of theinterest. Mr. Salgado testified that a small
portion of the borrowed money, namely $2,700, was used to refinance the property at
205 Graham. The documents submitted into evidence do not seem to support this
clam and in the absence of corroborating evidence, | conclude that Mr. Salgado has
not satisfied the burden of proof with respect to the use of the $2,700 balance.

[31] For thesereasons, theinterest claimed should be disallowed in its entirety.
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[32] Another item that was disallowed by the Minister islisted in the reply under
the heading management fees. The amounts claimed are $300 for each year.
Mr. Salgado does not dispute the disallowance of these amounts.

[33] | now turn to other adjustments made by the Minister, which were made to
expenditures claimed for maintenance and repairs, utilities and a motor vehicle. The
adjustments that were made were in total approximately $2,000 for the two years.

[34] | think there should be some relief in Mr. Salgado’ s favour concerning these
expenses. My impression is that the auditor took a strict approach to auditing these
expenses. In circumstances where ataxpayer has provided receipts for most of the
expenses, it is gppropriate to provide some relief for expenditures that were incurred
but for which receipts are not available. | think it would be appropriate to increase the
amounts allowed by $500 in each of 2003 and 2004, subject to an adjustment for
persona use, which | will now consider.

[35] The personal-useissueiswhether the Minister was correct to reduce the
deduction of expenses on 205 Graham on account of the family’s personal use of this
property in the 2003 taxation year. In hisincome tax return Mr. Salgado did not make
any adjustment for persona use. In the reassessment, the Minister assumed that the
personal use was 60 percent, which was based on an apportionment using the number
of bedrooms in the home.

[36] Based on the evidence presented, | would conclude that it is more appropriate
to alocate personal use to 50 percent on the basisthat there is very little differencein
total square footage between the rented space and the personal use space.

[37] Mr. Salgado suggested that the personal use element should a so be adjusted
for the space used by hisgirlfriend. | do not think thisis appropriate. For the reasons
above, | do not think that any of the space used by the girlfriend is property that isa
source of income to Mr. Salgado. | would also note that in the rental questionnaire
that Mr. Salgado filled out during the audit, he did not list his girlfriend as a tenant of
this property.

[38] Findly, Mr. Salgado suggested that his home office be considered
non-personal use. It isreasonable to conclude that Mr. Salgado carried on some
business activity in the home because of the renta activity but | am not satisfied
based on the brief testimony that there was sufficient business use of any room for it
to be allocated to business use only.
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[39] Intheresult, | conclude that the only adjustments that should be made to the
reassessments are first, to increase the deductible expenses for maintenance and
repair on 205 Graham by $500 in each year subject to personal use, and second, to
adjust the persona use of 205 Graham in the 2003 taxation year from 60 percent to
50 percent. The appeal will be alowed and referred back to the Minister for
reassessment on that basis.

[40] Therewill be no order asto costs.

Signed at Toronto, Ontario this 5" day of November 2008.

“J. Woods'
Woods J.
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