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Base Case Corporate Tax Rate

31.5%

· Built by applying various sections

· Is a combined “federal-provincial rate”

Base Case Individual Tax Rate

43.7%

· Top-bracket: combined top federal (29%) and top provincial (14.7%) rate

Gross-up & Dividend Tax Credit System (chapter 1)
Applies only to INDIVIDUAL shareholders

· Invented for all dividends received by individual shdrs from corps resident in Canada, to achieve integration:

· Ind. shdr is “given some credit” for corporate tax that is assumed to have been paid
Dividend received by individual shdr must be included in shdr income by reason of: 

· 12(1)(j) – include in income dividends paid by resident Can corp (as required by subdivision h)

Subdivision h: 
· 82(1)(a) – include in income taxable dividends [see (b)(i) below: also include gross-up] 

· 82(1)(a.1) – include in income eligible dividends [see (b)(ii) below: incl. gross-up]
82(1)(b)(i) – for ordinary dividends [paid out of income taxed at low rate], include an additional amount equal to: 
· ¼ (25%) of the dividend
· Then deduct a tax a credit of 92.17% of this gross-up amount
82(1)(b)(ii) – for “eligible dividends” [paid out of income taxed at base rate 31.5% (formula for GRIP determines amount in this pool s.89(1)], include an additional amount equal to:

· 45% of the dividend

· Then deduct a credit of 100% of this gross-up amount
NOTE: Individual shdr with no other source of income (p.12)
· Low rate of income tax applies

· Can receive up to approx $38,600 of dividends and pay no tax (fully credited, due to both personal tax credit, and fed & prov. tax credits)

Corporation that is shareholder – gross-up & credit system doesn’t apply

s.82(1)(a) – must include in income taxable dividends
112(1) – but (private or public) corp recipient of dividend is entitled to a deduction equal to that amount 

· dividend is tax free (effective exemption from Part I tax)
· principle: money should move freely within the group; one corp already paid tax on income coming in

But private corp recipient of dividend is subject to another, Part IV tax
· (which is refundable when the dividend is passed on to the private corp’s shds (whether shdr is ind. or corp)

GRIP – general rate income pool for CCPC (chapter 5)
Eligible Dividend - paid out of GRIP, pool of income on which the private corp must have paid general rate tax (31.5%)

· must notify shareholder at time dividend paid that its an eligible dividend (no prescribed form has to be filed with CRA)
· for a CCPC, income up to $400,000 will be taxed at the low rate (15.5%), so any dividends paid will be ordinary..

· only when it earns over $400,000 and that income taxed at base rate (31.5%) can it elect to pay eligible dividend

89(1) – GRIP is (A-B)

· A represents a series of rules to determine corp’s full rate taxable income

· B reduce that pool for losses carried back from previous years

· its an ongoing cumulative account, calculated at end of year
· If corp has less GRIP than it thought (elected for more eligible dividends than it was entitled to), it must make “excess elig. dividend election”

· that excess is liable to tax of 20% (plus an extra 10%, if anti-avoidance rule in 89(1)(c) is triggered)…unless – 

185.1(2)

· …with consent of shdrs, elect to convert this excess amount into an ordinary dividend

Public Corp
· all dividends are eligible dividends (except to extent corp has a LRIP account, then dividends have to be paid out of that 1st)
· LRIP – not looking at in detail, b/c it’s a course on private corps

· Basically, add up all components of income that were taxed under the preferential systems (e.g., small biz income, aggregate invest income)

· Calculated every time a dividend is paid
Classifying Corporations (chapter 2)
Private Corporation: (corp. law has said = less than 50 shdrs, with restrictions on share sales… but ITA has specific defn)
89(1) – point in time test:

· (a) resident in Canada; (b) not public; (c) not controlled by one or more pub cos

(a) resident in Canada
Deeming rules in statute:
· 250(4) – a corporation will be deemed to be resident in Canada if incorporated in Canada after April 26, 1965 (regardless of where managed or controlled)

· 250(5.1) – a corp deemed resident where it has continued into Can after July 1994 from another jurisdiction

CL test: if it’s a corporation not incorporated in Canada, may nonetheless be factually deemed resident:

· central management and control – where does this happen?

· generally it’s the jurisdiction where the board meets

· if head office & directors in Canada, it’s a Canadian resident

· look at the influence & power that Can. Directors exercise as compared with foreign directors

Dual US/Can residence, look to Treaty for tie-breaker (place of incorporation) 
· 250(5) – if tax treaty determines corp to be resident of another country, then its deemed non-resident of Can
(b) not public
89(1) – public = shares listed on prescribed stock exchange OR by election (or by Minister designation)

(c) not controlled by one or more public corporations – legal control
__________________________________________________________________________________________________

Legal (de jure) control = owning the no of shares that enables right to elect board 

· Typically more than 50% of voting shares (but the threshold required will be in the governing corp law statute & the articles of the corp) [so up to and including 50% is typically ok]
· where, by USA, shdrs take the powers over the corp as are normally exercised by directors, they have legal control

· 256(6.1) - looks thru tiers (overturns Parthenon) – Topco control Parentco control Subco = Topco control Subco
​​​​​​​​​​​​​​​​​​​​​​​​​​​​​​​​​​
Deemed legal control – broadens (means you can’t just look to share registry!)
251(5)(b) – for the purposes of evaluating legal control for a CCPC [comes into the evaluation b/c need to assess if corp is private, and consolidation rule]:
· if there are any existing rights to acquire shares, or rights to acquire votes, deemed to be exercised / acquired (and if any right to redeem or cancel shares, deemed to be so)
Excluding “shot-gun” or “right of first refusal (right to acquire shares at any time for specified price)” clauses

· CRA admin policy (Tech Interp) – note: can it be relied on? CRA doesn’t consider itself bound by these

___________________________________________________________________________________________________
Canadian-Controlled Private Corporation (CCPC):

· Piggy-backs on def’n of Private Corp, and adds further requirements

· Thumbnail: CCPC = private Canadian Corporation that isn’t controlled by non-resident, publico, combo
125(7) – any private corporation that is a “Canadian Corporation” – 
Except if:

(c) – have any class of its shares on prescribed stock exchange

(a) – FACTUALLY controlled (“directly or indirectly in any manner whatever”) by any non-qualifying entity… 
· non-resident; 

· public corp; 

· corp described in (c) above
· any combo of these

· *NOTE: already know that it cannot be LEGALLY controlled by public corp, from def’n of Private Corp above
(b) – LEGALLY controlled by a fictional person said to own combo of all the shares that are in fact owned by non-residents & public cos. & those that have shares on stock exchange [(c) above] [consolidation rule] 
· (ITA overturns Silicon on this point— Silicon said that to find legal control where 50% of shares held by non-residents, the non-residents need common connex—evidence that they act together to exert control over the corp; such common connection was absent in that case)

“Canadian Corporation”
89(1) – resident in Canada AND incorporated in Canada
· see 250(5.1) above—resident corp includes one that was incorp elsewhere but has continued into Can
_______________________________________________________________________________________________
Factual control (“directly or indirectly in any manner whatever”)
256(5.1) = even if not legal control (i.e., 50% plus share ownership) can find control where: 
· any direct or indirect influence over the affairs & fortunes of the corp (if exercised, is actual control) [smell test?]
· e.g., X only has 49% voting shares, but remaining are widely dispersed – X has factual control (or, e.g., husband & wife each hold 26%, hubby doesn’t have legal control but can influence wife..)
· don’t need to be shdr (e.g., Transport)

Silicon – 
· [still good law re comments on factual control; consolidation rule (above) overturns what it says about legal]

· to find de facto, need clear right & ability to effect a significant change in the board or powers of that board, or to influence in a very direct way the shareholders who have right to elect
Transport Courture – 
Facts: son built up Transport biz, it managed dad’s car washing biz pursuant to managmt agreement

Issue: did Transport have factual control over ML1&2 

· (no legal control issue, Transport did not hold any shares)

· court found factual control; because of—economic dependency on Transport, operational control of Transport, and familial connection amongst shdrs of all 3 corps
· (can have one co. manage the other (see 256(5.1)), but other factors overrode)
Exceptions – deemed no factual control: 

256(5.1) – franchise, lease, license, supply or management agreement, arm’s length

· dealing at arm’s length and the influence / control in fact derives from agreement, the purpose of which is to govern corp’s manner of business 

Lenester Sales – 
Facts: Lenester operated a Giant Tiger store under a franchise & licence agreement 

Issue: both are CCPCs—are they both entitled to the full smill biz deduction under s.125

· CRA tried to refuse to apply the 256(5.1) exception (prof thinks this would practically write exception out of 

Act)

Held (at both levels): court found that this fell within the exception—franchise agreement was normal, ceding considerable autonomy, CRA lost; was common economic interest but not control; their arrangement was precisely the sort of thing the exception is aimed at
256(6) – security arrangement, arm’s length creditor

· dealing at arm’s length and the control in fact or legal control is derives from arrangement, the purpose of which is to safeguard the controller’s rights in respect of a debt owed to the controller – look at overall purpose of the arrangement
SO if its factual control by non-qualifying entity due to franchise or creditor security agreement, can still be CCPC
Small Business Tax Rate for Active Biz Income of a CCPC (chapter 3)
15.5% - “small business corporate tax rate”
· Arrived at through entitlement to the “small business deduction” s.125(1)
· At Fed level – small business rate = 11% and in BC = 4.5% (p.78)
· NOTE: the deferral advantage to earning income thru a corp at this rate rather than directly as individual: 43.7% - 15.5% = 28.2%

125(1)(c) – each economic unit can use this rate on amount up to the “business limit”

125(2) – “business limit” = $400,000

NOTE: the Act strikes against devices that might be used to artificially reduce corp income –

· e.g., take profits out of corp as (deductible) salaries rather than dividends – but Act imposes “reasonableness” requirement s.67
· e.g., create several small CCPC instead of one – Act imposes rules for associated corps to share a single biz limit

125(5.1) – if you’re a CCPC that gets too big then you lose small biz limit
· greater than $15mil of debt & share capital employed in Can
Active Business

125(1)(a)(i) – must be carried on in Canada (low threshold, doesn’t have to be entirely or even primarily in Can)
125(7) – any business carried on by a corp (including adventure or concern in the nature of trade) 
EXCEPT: 

(1) Specified Investment Business (SIB): 
· 125(7) – principle purpose is to earn income through property (including investments in stock, etc.)
· but SIB can nonetheless be an Active Biz if:

· (i) it’s a biz that leases/rents property, other than real estate; or

· (ii) it’s a biz employing more than 5 full-time employees thru year 

· [purpose: consider it “active” if there is enough activity in the corp, indicated by needing over five full-time employees (Lerric)]
Lerric Investments – 
Issue: was the taxpayer’s biz a “SIB”—if so, not an active biz & not entitled to the small biz deduction provided by 125(1)

· Can the employees of the joint venture be attributed to the corp

Held: the corp itself didn’t employ 5 employees, the joint venture that the corp was a part of did—can’t 
attribute them to the corp to satisfy the “more than five full-time employees” requirement (corp was only paying a % of the salaries of the 5)
129(6) – deems what would otherwise be investment income from an associated corp 1 (e.g., rent, interest)—“deductible portion” (as a biz expense to corp 1—to be Active Biz income to corp 2
125(7) – “income of the corp for the year from an active business” – can include income if it is necessary for the carrying on of the biz (“incident to the biz”) (e.g., is the interest / rental income necessary for carrying on the biz?) – come back to this in Ch.4
· Note: an “active biz” can have 90% active biz income, and 10% investment income
(2) Personal Services Business (PSB): 
· 125(7) - business of providing services (via a corp) carried on by an individual shdr that owns (or is related to someone that owns) at least 10% of any class of shares of the corporation that is providing services

· And the service relation can be reasonably characterized as an employee-employer if it weren’t for (BUT FOR) the corporation 
· Consequence—can’t get small biz rate for the biz income, and: 18(1)(p) – biz expenses that a PSB can claim are severely limited

· but PSB can nonetheless be an Active Biz if: 

· (i) the corp is providing services to an associated corp

· (ii) it’s a biz employing more than 5 full-time employees thru year

S&C Ross – issue: was “Enterprises” a PSB? (so, not entitled to small biz deduction)

Held: “Enterprises” found to be indep. contractor not employee, not PSB (was active biz)
· used test from Weibe Doors – tax I case – control; tools & equipment; risk of loss (operating costs)
_________________________________________________________________________________________________
Active Biz Income Earned by Partnership 
· Partners have to share the Business Limit for Active Biz Income earned thru partnership
125(7) – “Specified Partnership Income” (SPI) – 

· massive formula (SPI is the lesser of A or B)
· calculates the net amount from partnership income that is eligible for the small business deduction—divide this amount by the number of partners

· calculates portion that can be used by each partner

125(6.2) – if partnership is controlled by non-resident or publico, then its Active Biz Income is deemed nil

· so, not eligible for the low rate
125(6.3) – for the purposes of 125(6.2):
· partnership is deemed to be controlled by X if X gets more than ½ of the partnership’s income
_________________________________________________________________________________________________
Associated Corporations 

125(2) – the associated CCPCs share the biz limit
125(3) – if file a prescribed form, can assign differential percentages of this limit

Control
· broad concept of “control” for the purposes of the associated rules

· legal, factual AND economic control

Economic control:

256(1.2)(c)(i) – own shares of corp having value of over 50% of the value of all the shares of the corp
256(1.2)(c)(ii) - own common shares of corp having value of over 50% of the value of all common shares of the corp
“Specified class” of shares
· both the economic control rule, and the “25% or more cross-shareholding” rule, ignore the “specified class”

256(1.1) – defines “specified class” of shares
· analogous to debt (not convertible, not voting, carry fixed dividend entitlement, etc.)
“Group of persons” –defined for the associated corp rules
256(1.2)(a) – any 2 or more persons, each of whom own shares of the corp

256(1.2)(b) – a corp can be controlled by 2 different groups of persons
Associated Corp rules (don’t’ think of corp as person for these rules, flatten out/look thru to real ppl)
256(1) – one corp is associated with another in a taxation year if, at any time in the year:

(a) one corp is controlled by the other corp

(b) both corps are controlled by same person or “group of persons” 

(c) each corp is controlled by a single person
· these persons are related
· either of these persons owns 25% or more of any class (except “specified class”) of the other corp

(d) one corp 1 is controlled by one person 1
· the other corp 2 is controlled by “group of persons” 2

· person 1 is related to each member of group of persons 2

· person 1 owns 25% or more of any class (except “specified class”) of corp 2

(e) each corp is controlled by its own “related group”
· each member of related group 1 is related to all members of related group 2
· one or more persons who were members of both groups own (either alone or together) 25% or more of any class (other than specified) of both corps
256(2) – where 2 corps are both associated with corp X, those 2 corps are deemed associated with each other
256(1.2)(g) – deems the value of all shares in all associated corp rules is to determined by assuming they’re all non-voting
Deemed to not be associated

256(5) – “corporate trustee rule” – corp controls another as a trustee / pursuant to a trust
256(4) – “common executor rule” – both corps controlled by same executor

Note: 256(6) – [recall this from Ch.2, it applies to whole Act] – if control arises from security/creditor arrangement, legal or factual control deemed to not exist
Deeming rules re who “owns shares” for purposes of associated corp rules – “look thru” rules
256(1.2)(d) – rule for looking thru holding corp

· shdrs of holdco are deemed to hold interest in the corp below, in proportion of their shareholding
256(1.2)(f) – shares held by a trust are deemed to be held by the beneficiaries

· fixed interest trust: beneficiaries deemed to hold shares proportionate to their interest

· discretionary trust (trustee uses discretion re benif’s interests): all beneficiaries own all of the shares at the same time
256(1.2)(e) – shares owned by a partnership are deemed owned by the partners in proportion to their interest

256(1.3) – shares of a corp owned by a child under 18 are deemed to be owned by the parent (except where kid manages the biz without parent’s influence)
256(1.4) – holder of an option or right to acquire is deemed to own that share
Related persons 
251(2)(a) – connected by 
· blood – 251(6)(a) – child or other descendent; siblings; not cousins

· marriage – 251(6)(b) – spouse & those connected by blood to spouse (in-laws)

· common law – 251(6)(b.1) – partner & those connected by blood to partner (in-laws)

· adoption – 251(6)(c) – adoptive parent, plus persons connected by blood to that parent (other than their siblings)

252(2) further defines:

· parent = includes spouse’s parents

· brother & sis = includes spouse’s siblings

· grandparent, aunt, great aunt, niece = includes spouse’s…
Related person & corporation – legal control only
251(2)(b)
(i) person controls corp
(ii) person is part of related group that controls corp
(iii) person is related to any person that is (i) or (ii)
Related corporation & corporation – legal control only (don’t confuse related corps with associated corps!)
251(2)(c)
(i) they are controlled by the same person or “group of persons” 

· for a “group of persons” to have legal control in this context, there must be a sufficient common connex between the individual shdrs (eg, biz or family arrangement, voting agreement)

(ii) each corp is controlled by one person

· these persons are related
(iii) corp 1 is controlled by person 1

· corp 2 is controlled by “related group”

· person 1 is related to any member of the related group

(iv) corp 1 controlled by person 1

· corp 2 controlled by an “unrelated group”

· person 1 is related to each member of the unrelated group

(v) corp 1 is controlled by “related group”

· corp 2 controlled by “unrelated group”

· each member of related group is related to each member of unrelated group

(vi) corp 1 controlled by unrelated group 1

· corp 2 controlled by unrelated group 2

· each member of unrelated group 1 is related to at least one member of unrelated group 2

251(3) – 2 corps related to same 3rd corp are deemed related
251(4) “related group” = group of persons, each member of group is related to every other member

· “unrelated group” = group that is not a related group

“group of persons” not defined for related persons; Silicon said to find legal control among group of persons, need more than that group of shdrs has more than 50% share ownership, must me a common connex such as voting agreement, biz or family relation

Deeming rules that apply just to 251(2)

251(5)

(a) a related group in a position to control a corp is deemed to control it
(c) a person owning shares in 2 or more corps – deemed related to himself
(b) where have a right to acquire shares, deemed to own them [relevant to the control issues in related entity provisions]
Anti-avoidance rule – still might catch you, even if don’t meet association rules
256(2.1) – can be deemed to be associated where it is reasonable to consider that one of the main reasons for the separate existence of the corps is to reduce the amount of taxes otherwise payable (if the operations carried out by Hughes and Lopa were realized as one corporation)
· question of fact, look at whole course of conduct

Hughes Homes – CRA tried to catch them here (deem them to be associated via 256(2.1)), but judge found the corps were created with sufficient biz purpose (her decoration biz, and her hubby’s house building biz)
Aggregate Investment Income of CCPC: Refundable via RDTOH – chapter 4

46.67% (built p.127)
· Basic idea: prevent deferral advantage by earning investment income thru corp/CCPC rather than personally
· So, prepay shareholder tax—but then integrate: a portion of tax paid is refundable when pay dividend
· [when earn agg invest income, 26.67% of it goes into the RDTOH account—refund comes out of RDTOH pursuant to 129(1)(a), when CCPC pays dividend]

· The net tax rate after refund is 20% (p.129)
· Note: top individual rate: 43.7% - so you’re 2.97% worse off than if earn directly (absolute disad)… but if you’re using money earned thru active biz income (15.5%), deferring payment of dividend by investing, then can still be worth it to swallow this 46.67% tax

Aggregate Investment Income – investment income except (dividends from other Can corps)
129(4) – the sum of: (p.124)
(a) net taxable capital gain (i.e., ½ of cap gain) (from disposition of property, which hasn’t accrued while held by non-CCPC)

(b) net income from property (other than a dividend from another Can corp, where s.112 deduction applied: this stuff taxed under Pt IV)…see inclusions/exclusions below:
“Income” or “loss” rule 
129(4) – re: income from property (b) above
· INCLUDE: income from specified investment business (SIB) of the CCPC (carried on in Can) [eg. Rental apt building, franchising biz]
· EXCLUDE: income from property that is incident to or pertains to an active business of the CCPC (b/c included in small biz deduction) 
· EXCLUDE income from “property that is used or held” principally to gain or produce income from active business… see:
Shamita – 
Issue: was the investment (interest) income active biz income… does it qualify as “property used or held for purpose of gaining or producing income from an active biz” 
Held: no—the relation between the income from property & the activities of the biz not close enough

· Indication of close relation: losing the income from property has a “decidedly destabilizing effect…” on the income from biz – need interdependence between the income from property and the income from the biz

129(6) – source preservation rule for associated CCPCs (p.130)—deemed NOT to be agg.invest.income
· certain income that would otherwise be a CCPC’s income from property is deemed not to be

· deemed instead to be active biz income: 
· CCPC2 loans $ to CCPC1, and CCPC1 treats its interest payments as an expense for an active biz income: 
· interest income to CCPC2 is deemed active biz income to CCPC2

Part IV Tax – payable by Private (or Subject) Corp that receives “assessable dividend” from Can corp
33.33%
· purpose—prevent the potential for unlimited deferral of tax on dividends, when compare private corp receiving dividends, with individual receiving dividends (p.135):
· intercorporate dividends (include in income 82(1)(a) but) deductible s.112 – so is a tax free under Part I tax
· whereas dividend received by individual shareholder: effective tax rates—18.37% (unless it is dividend payed from GRIP, then 18.37%) (p.135)
· Spawned distinct Part IV rule to tax private (and subject) corp recipients of this dividend income (when receive deductible dividend)
· When the Part IV tax is paid, it is added to the private corps RDTOH account, and then fully refunded, pursuant to s.129(1)(a)
186(1) – any private or subject corp shall pay tax equal to sum of:
(a) 1/3 (33.33%) of all assessable dividends received by the corporation from ANY UNCONNECTED Can. corporation

(b) – for CONNECTED corps 

· private Can. corp A pays dividend to private corp B: when the dividend paid triggers a refund to corp A out of its RDTOH account – that same amount is owed in tax by corp B (and then also added to B’s RDTOH account)

· so the whole tax payment and RDTOH is shifted from A to B (e.g., calculation p.140)
· purpose of this part of the Part IV tax: “preserve” the tax effect of a prior addition to the RDTOH account of payer corp that is connected

· so when corp A does NOT have an RDTOH account (eg. Treats all income as active biz, not agg invest income), there will be no Part IV tax for the connected corps.
· see Canwest below: this wasn’t triggered for Tingley Co.
Assessable Dividend

186(3) – a taxable dividend that is deductible under s.112 in computing Part I income (intercrop dividend)
Private Corporation

186(3) – s.89(1) – see ch.2

Subject Corporation

186(3) – rare – a corporation (not private) resident in Can, controlled for the benefit of an individual or related group of individuals (other than a trust) – deemed to be a private corp here
Connected with 
186(4) – corps are connected if (a) OR (b):
(a) – when payer corp is controlled by the private/subject corp receiving dividend 
· refers us to 186(2)
· “controlled” means owning more than 50% of payer corp’s shares that have full voting rights

· …owned by: the other corp, or by persons with whom the other corp doesn’t deal at arm’s length

· (de jure/legal, b/c doesn’t have the words “directly or indirectly, in any manner..”; can’t look merely at share register – also look to relationships among the shdrs, see if corp is controlled by ppl who don’t deal at arms length)
 (b) – when the private/subject corp receiving the dividend owns shares of the payor corp that represent: (10% votes & value test)
· (i) more than 10% of the shares having full votes—AND—

· (ii) more than 10% of the value of all shares

129(1.2) – anti-avoidance rule

· where one of the main purposes for acquiring the share is to enable corp to get the dividend refund, it will be deemed to not be a taxable dividend (so can’t get refund?)
· Question of fact—a ratio of Canwest
Canwest Capital Inc. v. Canada
Facts: Canwest sold shares to various partnerships that were subsequently bought out by Mr.Tingley Co. (Canwest & Tingley Co. connected); Canwest had a lot of investment income, so some of that tax went into its RDTOH account and Canwest refunded when pays dividends; 
· in the end, there was a dividend refund to Canwest, without a payment of Part IV tax by Tingley Co. (b/c of special exeption in the rule for venture capital corps—got out of s.186(1)(b), which says that when a connected CCPC 2 (Tingley Co.) receives a dividend from CCPC 1 (Canwest) and CCPC 1 gets the dividend refund, the CCPC 2 is liable under Part IV to pay the amount refunded to CCPC 1)
· but under 129(2.1), CRA reassessed Canwest’s dividend refunds claimed 
Held: judge found on facts that the quest for dividend refund was not one of main purposes of the transactions in which Canwest shares were acquired by Mr.Tingley; s.129(1.2) doesn’t apply
Refund for all taxable dividends paid by Private Corp – RDTOH 

129(1)(a) – when a private corporation pays a dividend (whether ordinary or eligible), triggers a refund to the private corp called the “dividend refund” – equal to lesser of:

(i)1/3 of all taxable dividends paid in the year (while it was a private corp)

(ii)Its RDTOH account at end of year
129(3) – RDTOH account is the sum of:

(a) 26.67% of the CCPC’s aggregate investment income for current year 

(b) total taxes payable under Part IV for current year 

(c) the RDTOH account at end year (current year’s opening balance)
MINUS:
(d) the corp’s “dividend refund” for its preceding year
Basic Purpose: aggregate 2 types of tax (that are refundable via RDTOH system), minus amount of refunds received
Capital Dividend Account (CDA)

Overall:
The untaxed ½ of capital gains goes into this account, and then are available to be paid as a tax-free dividend out of corp (when file an election with CRA)
· the other half of the cap gain incl. in agg.invest.income as “taxable capital gain”

· thus, cap gains earned thru a corp are treated similar to gains earned directly by ind
83(2) – capital dividend
· permits private corp to pay a tax free dividend

· private corp has to elect (prior to paying the dividend) that it is a capital dividend

· this capital dividend is drawn from the corp’s CDA

83(3) – corp can elect late, if pay penalty

184(2) – if you think you have more in the CDA than you do, and dividend is greater than CDA, you pay penalty tax of 75% tax on the excess amount (Part III tax)
184(3)&(4) – however, can reduce this by electing to have that excess treated as taxable dividend (not capital dividend) – but need shareholder agreement
83(2.1) – where one of the main purposes for which share was acquired was to obtain the capital dividend, the dividend is deemed to be taxable dividend instead (question of fact, Canwest)
89(1) – capital dividend account – includes:

· the tax-free ½ of capital gains (less ½ of capital losses)

· capital dividends received from other companies

· the tax-free portion of gains from disposing of eligible capital property

· life insurance proceeds
· tax-free portion of capital gains flowed thru trusts
Shareholder Benefits & Loans – chapter 6
SUM: shdr gets taxed on employment income & dividends declared & paid… also taxed on benefits, as ordinary income:

· SH Benefits are punitive. Double taxation (to corp & shdr)—they don’t integrate [(taxed under s. 15 (not a dividend, no dividend integration); it’s not a salary or bonus (not deductible to company)]
15(1) – wide provision 

If a benefit is conferred by a corporation on a shareholder (or in contemplation of a person becoming a shdr), the amount of the benefit is included in shdr’s income

· except to the extent that it is deemed to be dividend by s.84

· excluding benefits conferred by:

· (a) reduction of PUC, redemption of shares, wind-up

· (b) payment of dividend

· (c) confer identical right to acquire more shares on all c/s shdrs
When is it a shdr benefit?
· has to be conferred on shdr qua shdr
· benefit to the shdr, not the corp

· if its primarily for biz purposes, but there is also personal use, that benefit is taxed
· if the personal use is merely incidental to the biz use, not taxed as a benefit 
How to value the benefit? 
Variety of methodologies used by courts:
(i) FMV Rental for use: before Fingold, where court finds item acquired was primarily for biz and incidental benefit for shdr, use method: how much would it have cost shdr to fmv rent for use of the asset?

(ii) FMV Rental for time available: Fmv not just when used, but when available for use
(iii) Cost of capital / capital outlay approach – how much did it cost the corp to provide that benefit to the shdr? 
· Not only how much they initially had to pay, but how much they lost in potential interest if they had kept that money & invested

· came out of Youngman, refined in Fingold
Hickson v. Canada (1988)

Facts: SH owns corporation which owns cottage.  Cottage made available to the personal use and benefit of the SH.  CRA assessed a benefit. Taxpayers argued that the benefit was valued incorrectly, that benefit is just the rent (the FMV of benefit for the time used).

Held: court upheld Minister’s assessment re: taxpayer’s personal use of cottage
· amount of benefit is the FMV opportunity cost 

· judge says he used Youngman approach, but prof says no – FMV approach distinct from COC approach

Youngman v. the Queen (1990) – COC approach
Facts: TP’s company bought land for subdivision development but rejected by city. TP decides to build a dream house using about $400K of company’s capital. TP charged himself very low rent, used the FMV Rental for use evaluation. CRA said benefit is really the capital that was laid out (the value of the corp’s equity in the house):
· fmv rent was $1,100 / mo.; also capital laid out on construction of house, mortgage, etc. Co [could have had risk free investment return of $36,000 / year] 
· deduct rent actually paid by TP from this amount of benefit, and balance included in income

Held: for CRA

· note: benefit assessed to Mr.Youngman alone, but his wife & kids were also shdrs benefiting 

· other cases: if all shdrs benefit, have to allocate the benefit to them

Queen v. Fingold (2007) – point - 
Facts: bros had their corp purchase a condo in Florida, CRA audited. Bros said the apt was used for biz entertaining, incidental personal use, so benefit should be calculated at FMV Rental for use method. Trial judge held for bros, but CRA appealed to Fed Ct.

CA Held: for CRA 
· benefit consisted of the luxury home, over which he had exclusive use & control 

· if there is a benefit, use Youngman COC method 

· reject lower court’s FMV rental approach: there was nothing in the wording of section 15(1) to support a rule that if there was a business purpose in the acquisition and use of a property (biz entertaining) also used by a shareholder for his private benefit, it followed that the valuation of the benefit must be on the basis of a fair market rental.
Note: there is debate about whether after Fingold there is only one way of valuation, or if it depends on context
· Fingold & Youngman seem to say COC
_________________________________________________________________________________________________
Shareholder Loan
15(2) – (this section can include a loan (or debt) in a shdr’s income in the year received unless one of the exceptions apply; and when loan is not included in income, benefit is included in income to extent the interest rate on the loan is less than a rate prescribed for the purpose—80.4(2))

15(2) - If a person (other than a corporation resident in Can) or a partnership (other than one where each member is a corp resident in Can):

· Is a shdr in a corp, or
· Is connected with a shdr of a corp, or
· Is a member of a partnership, or a beneficiary of a trust, that is a shdr of a corp;
· and that person received a loan from (or become indebted to) the corp or any corp related to it, the amount of the loan must be included in income in the year the loan was granted

· (broader than just a loan of money)

15(2.1) – connected with a shdr = a person who doesn’t deal at arm’s length [except a foreign affiliate of the corp, or a foreign affiliate of a person resident in Can with which the corp doesn’t deal at arm’s length]
· (generally, this catches relatives) - 251(1) not dealing at arm’s length - relatives; otherwise, question of fact—look at degree of influence or control, directing mind, p.171)
Exceptions to 15(2): 

15(2.6) – where the loan is repaid within one year of end of company’s tax year, provided it isn’t part of a series of loan transactions (see Meeuse)
· E.g., loan made Feb.1,07 – co. tax year ends dec.31,07. If repay prior to Dec.31,08 then loan isn’t incl. in income; if not repaid prior to Jan.1,08, then its incl. in income of shdr for 2007 (year loan received)
20(1)(j) – where the loan is caught by 15(2) (so, not repaid within year and no exemption via 15(2.6)) but is then repaid (say after 5 years), can deduct from income the amount that was earlier required to be included in income (if repayment was not made as part of a series of loan) [Recall s.20 from Tax I – stuff that is not ordinarily deductible within s.9]
Series of loans & repayments – question of fact

Meeuse v. the Queen (1994)

Facts: M pulled various loans out of company for business purposes (note: loans made to Diane, not John the shdr, but 15(2.1) catches Diane b/c connected to shdr). All loans repaid in accordance with s.15(2.6) exception. CRA argued it was a series of loans, thus exception did not apply. 

H: against CRA
Reasoning:

· A mere succession of loans is not enough to constitute a series of loans w/o more – bona fide borrowing for genuine business purposes and unrelated subsequent borrowing for another bona fide purpose

· Series = where loan made to SH and repaid near end of expiry period, then immediately a similar amount reloaned to SH after year end

Other exceptions to 15(2):

15(2.3) – lending is in the ordinary biz of the corp and at time debt arose bona fide arrangements were made for repayment within a reasonable time

15(2.2) – loans between non-resident persons (b/c other rules pick this up)

15(2.4) – particular exemptions for loans to an employee

(a) who is not a “specified employee” (i.e., defined in s.248 – specified shareholder (owns at least 10% of the stock) or one who is otherwise not at arm’s length):

(b) loan to employee (or their spouse) to buy a house


(c) loan to employee (or employee of related company) to buy un-issued fully paid shares in the corp or one of its related corps


(d) loan to assist employee in acquiring a car to be used as part of their employement

For all of the above:


(e) must be reasonable to conclude employee got loan by reason of their employment, not e.g. b/c shdr (a TEST: is loan offered to all employees on same terms?)

(f) at time loan made, bona fide arrangements made for repayment within reasonable time

80.4(2) – shareholder interest – when shdr receives a loan (that is not included in income), there is a deemed benefit included in income – equal to the difference (if any) between the prescribed interest rate and the interest paid (Reg. 4301)


Two exceptions (80.4(2) doesn’t apply when):
· 80.4(3)(a) – ordinary biz is lending $, loan isn’t made by reason of employment or shareholding, and the interest rate is an arm’s length rate (rare)

· 80.4(3)(b) – the loan has been included in income
Read the following 2 provisions together (they are “a wash”)
80.4(1) – employee interest – rule for “low interest” loans to employee or corp carrying on “personal service business”:

· if lender had to pay interest, that amount is included in amount of the benefit (not just the amount of the loan under 15(2))
· i.e., deemed benefit included in income of employee who received loan, equal to difference (if any) between the prescribed interest rate and the interest paid 

80.5 – but if the loan is used to gain or produce income (e.g. buy stocks), then the deemed interest benefit (via 80.4) can be deducted from income under 20(1)(c)

· so 80.4 & 80.5 are a “wash” – former deems interest benefit as income (inclusion), latter deems it to be interest paid (deduction) – no NET income benefit while loan outstanding
· but still must repay loan within a year (15(2))
Note: (p.175) – e.g. company pays dividend in the form of a car

· “taxable dividend” = (s.248, leads to s.89(1)) = any dividend (except a dividend out of CDA)

· The car is a “dividend in kind” as opposed to simple cash dividend (no difference in tax law)

· The “amount” of the dividend is simply the value of the car

· Effect on company—s.69(4)—deemed sale of car at fmv

PUC & Deemed Dividends – chapter 7
Every share owned by shdr has 3 characteristics: FMV (current value of shares), ACB (what shdr paid for share), PUC

PUC – a corp must maintain a separate stated capital account for each class & series of shares that it issues. This account is to be credited with the full amount of any consideration that it receives in respect of the particular shares
· Corporate level PUC = amount the corp can return to shdr without its being reported as a deemed dividend (corp can always return its PUC to its shdrs on tax-free basis)

· (rationale: taxpayer paid for share with $ already taxed)
· PUC is not affected when shdr sells its share to someone other than corp repurchase (b/c no new share issued)

· In any disposition involving company as purchaser (84(2) & (3)), do both DD and capital gain calculation:
· “proceeds of disposition” – s.54(j) – PD does not include any amount that would otherwise be proceeds but was deemed dividend by 84(2) or (3)

· (b/c DD is subject to tax and shouldn’t be double counted in the cap gain or loss)

89(1) – Paid-Up Capital – 

· (b) PUC of a class “without reference to this Act” (i.e. opening PUC / amount directors record as corp share capital), except for alterations by s.84.1 and s.85(2.1) 
Directors record the amount corp received for issuance of share

· if no par-value, entire issue amount goes into PUC

· if par-value of share is $1, and issued for $2, then PUC is $1

PUC is an average, over time, of issue prices of shares in a particular class

· (a) the PUC of a single share =
· number of shares of that class / PUC of that class of shares at that time

E.g.

Joe buys 1,000 common shares at ACB $1,000 - corp’s PUC is $1,000

Then Bill buys 1,000 common shares at ACB $100,000 – now corp’s PUC for that class is $101,000
· the PUC gets allocated equally among all shares of the class: 

· Joe’s shares have PUC of $50,500; Bill’s shares have PUC of $50,500

Deemed Dividends
84(3) – redemption, acquisition, cancellation of shares by corp –
· Any time a corp resident in Can has redeemed, acquired, or cancelled any shares of its capital stock it is deemed to have paid a dividend if amount paid exceeds the PUC
· deemed dividend = (amount paid to SH) – PUC

· also calculate capital gain (need to subtract the DD)
E.g.

Corp buys back shares of Joe & Bill for $100,000 to each person

Joe 

	Deemed dividend calculation
	(ii)
	Capital gain calculation

	
	
	
	

	amount paid by corp
	$100,000
	PD
	$50,500 ($100,000 less $49,500 dividend)

	tax PUC of share
	$50,500
	ACB
	$1,000

	s.84(3) deemed dividend
	$49,500
	capital gain
	$49,500 


Bill 

	Deemed dividend calculation
	(ii)
	Capital gain calculation

	
	
	
	

	amount paid
	$100,000
	PD
	$50,500 ($100,000 less $49,500 dividend)

	tax PUC of share
	$50,500
	ACB
	$100,000

	s.84(3) deemed dividend
	$49,500
	capital gain/loss
	($49,500)


Exception to 84(3):

s.84(6)(b) – if public company buys back shares in the “open market”, there is no deemed dividend under s.84(3)

· rationale for not deeming dividend on SH seller ( may not know that it is the company buying back the shares

· SH will thus get a CG, not deemed dividend ( taxed at lower rate

Anti-avoidance:
s.183.1(2) Part II.1 tax ( where company uses s.84(6)(b) to buy back on an annual basis instead of declaring dividends, company will be charged 45% tax on the buy-back price

· 183.1(6) – this Part II.1 tax will not apply if “none of the purposes” was to distribute funds to SHs as PoD rather than as dividend (was the buy-back a scheme to avoid a normal-course dividend? Question of fact)
________________________________________________________________________________________________

84(2) – corp wind up – 

· same calculation as 84(3)  – 

· any time a corp resident in Can is wound up, etc, it is deemed to have paid a dividend if the amount paid exceeds the PUC; and same CG calculation
_________________________________________________________________________________________________
84(4) – reduce PUC w/out any shares being bought back – cash is paid out as a reduction of PUC (also reduces fmv, p.209)
· Any time a corp resident in Can makes distributions in excess of PUC, those are deemed dividends 

· will be deemed to be received by each person who held any of the shares in that class on pro rata basis
53(2)(a)(ii): the amount paid on a reduction of capital reduces the ACB of share for shdr (by amount paid out), unless the amount is deemed to be a dividend 
· If ACB “goes negative”, CG is realized by SH w/o disposing of any shares (s.40(3))

Exception to 84(4): 

84(4.1) - for public company, ANY amount paid is a dividend
_______________________________________________________________________________________________

84(1) – where company increases PUC, without paying any cash out, or receiving any cash or prop [e.g. capitalizes retained earnings by adding them to PUC, increases value of the shares]– 

· This sets corp up for a capital reduction—has created tax PUC “room”, pay out without getting caught by 84(3)

· So 84(1) causes a deemed dividend at the time of the addition [Prevents directors from manipulating PUC in order to get money out tax-free]

53(1)(b) – deemed dividend amount will also be added to ACB of holder’s shares
4 exceptions to s.84(1) no dividend if:

· (b) value of assets also increases along with PUC (e.g., simple share subscription)
· (c) increase PUC one class of shares offset by corresponding decrease to another class of shares – net PUC remains same 

· (c.3) conversion of “contributed surplus” (at time share was issued) into share capital ( exceptions are banks and insurance companies

· (a) payment of stock dividend – (would seem to trigger 84(1) b/c PUC increases, but no consideration received)

· (s.248(1) – “amount” of stock dividend = the amount of the increase to the tax PUC on the dividend)
· why? dividend already taxed as an ordinary dividend under s.82, thus excluded from s.84(1) 

Benefits to SH – s.15

· Benefits under s.15 exclude – share buy-backs, reduction of capital, winding up, stock dividend, contributed surplus and rights offering ( these are all already dealt with in other parts, so the exclusion from benefits avoids double taxation

Section 85.1: Share-for-share mergers – chapter 8

2 Arm’s length Can. Corps: Sale of shares for share only consideration
E.g., Encana acquires AB Energy Ltd. shares, paying with Encana shares
Prior to EnCana’s acquisition, AEC shdrs had the 8 millions shares of AEC, market value $1.2 billion 

· nothing changes for the EnCana shdrs (continue to hold shares in same legal entity)

· Do AEC shrds realize capital gain or loss, in disposing of the AEC shares & acquiring the EnCana shares?
· Should roll-over: they’ve disoposed of AEC shares for EnCana shares (retaining property, just different form)

[image: image1]
85.1 – is an automatic rollover, but transferor can elect out (e.g. might choose to realize the cap gain if have other capital losses want to offset)

aec shareholders (Transferor)
85.1(1)(a)(i) – deemed to have disposed of the AEC shares for: 
· PoD = ACB of the AEC shares prior to the exchange
· i.e., no capital gain or loss

85.1(1)(a)(ii) – deemed to have acquired the EnCana shares at:

· ACB of the AEC shares prior to the exchange

· [so, roll-over the attributes of old shares into the new shares]
Exceptions / 85.1(1) does not apply if:

· Shdr has included any portion of the gain or loss in income in their tax return

85.1(2) – 4 more exceptions:

· The AEC shdr & EnCana were not dealing at arm’s length immediately before the exchange (e.g. if there is a significant shdr of both co’s, or factual control issues)

· If, after the transfer, the AEC shdrs (and persons not at arm’s length with the AEC shdrs) control EnCana or own more than 50% of the FMV of all EnCana stock (so, 85.1 won’t apply to RTOs)
· The parties file a joint election under s.85(1) – this trumps 85.1

· The AEC shdrs receive consideration other than shares (of a particular class of) EnCana stock…
But: if deal is shares-plus-cash (or more than one kind of share) do 2 exchanges (parcel the consideration—transfer some AEC shares for one class EnCana, etc.), so each share is transferred for only one class of shares in acquiror (p.217)
· Note: CRA allows cash to be paid for what would otherwise be a “fractional share” in the purchaser / EnCana (the case reduces the ACB of the other EnCana shares received by AEC shdrs)
ENCANA (Purchaser)
· What is Encana’s tax cost of the AEC shares it has acquired?

85.1(1)(b) – the cost (ACB) of each AEC share acquired by EnCana is deemed to be the lesser of:

(i) the FMV of the AEC share immediately before the exchange


(ii) the tax PUC of the AEC share immediately before the exchange

Note: if 85.1 rollover doesn’t apply, the cost is equal to the amount added to EnCana’s own PUC/corp share capital, as a result of issuing the new EnCana shares
Note: Purchaser might be able to get a higher tax cost via 85(1)
Captial Stock: TAX PUC OF ENCANA SHARES ISSUED TO AEC SHDRS

Purpose of “PUC grind”:
· Tax PUC of purchaser shares issued to the transferor must be reduced to equal the tax PUC of the vendor shares before the exchange
· The “grind” effectively means that the increase in PUC as a result of the issuance of shares by purchaser is limited to the PUC of the transferor’s shares

· PUC grind is done to eliminate any artificial increase in tax PUC of the new “corporate group” – tax PUC is supposed to reflect what company received by issuing shares and in reality they only received the tax PUC from the vendor’s old shares in a straight exchange
85.1(2.1) - 
Opening PUC of EnCana shares = value of new shares issued by Encana
Tax PUC of EnCana shares = opening amount – (X-Y)

· X = the value of the new shares issued
· Y = the tax PUC of the AEC shares acquired
(good explanation of the C/A bit – p.293)
(Short-cut/check: add the two old PUCs – the old PUC of Encana + old PUC of AEC)
Section 85 Transfers (broadest, most utilized) – Chapter 9

Taxpayer disposes of eligible property to Can. corp for consideration that includes shares—and they elect

85(1)

Taxpayer can dispose of ELIGIBLE PROPERTY to a taxable Canadian corp w/out taxable capital gain, for consideration that includes shares & if they jointly elect
· Need at least one share as consideration
· Election deadlines in 85(6)
85(1.1) – eligible property:

(a)&(b) most “capital property” (s.54 includes “depreciable property”) [furniture, shares, land]

(c)&(d) resource properties

(e) “eligible capital property” (intangible, non-depreciable biz assets, goodwill and other purchased, non-depreciable intangibles)

(f) most inventory (but not real property – if it is inventory, you cannot transfer real estate or an interest or option in real estate)

85(1)(a) – the elected amount is deemed constitute:
· The transferor’s PoD
· The corporation’s tax cost / ACB of property acquired

If parties elect an amount equal to cost of the consideration property to the transferor, then PoD and cost to transferor the same thus no gain (most do this, that’s the whole point of the rule)
· Might elect between cost & FMV of property, to realize some of the gain (can’t go below cost, or above FMV)
Further limits for agreed amount:
85(1)(b)
· Can’t elect below the FMV of the non-share consideration (unless (c) below applies)
85(1)(c)

· Can’t elect above the FMV of the property transferred (rare)
Specific limits depending on type of property transferred: 

85(1)(c.1) – re: “capital property” and “inventory” - sum:

· If tax cost of property is lower than the FMV, can’t elect below the tax cost of the property

Specifically says: 

Can’t elect for lower than lesser of: 

(ii) the “cost amount” to taxpayer of the property,

· “cost amount” is defined in s.248(1) as:

· For capital property = ACB

· For inventory = cost / amount originally paid for the prop

85(1)(d) – re: “eligible capital property” (goodwill)
· cannot elect lower than the lesser of:

· 4/3 of whole “cumulative eligible capital account” (like UCC, but for eligible capital property s.14)

· Original cost of the particular property

· FMV of the particular property

· These lower limits prevent taxpayer from creating an artificial loss – only can claim loss on disposition if the FMV is actually less than the UCC

85(1)(e)&(e.1) – re: “depreciable property” (s.248 – property on which CCA may be claimed)
· cannot elect lower than the lesser of:

(i) UCC of the whole Class ( usually this one (all assets of that class transferred in “one shot”) and so in practice (e.1) is ignored (essentially (e) says: can’t elect below UCC)
(ii) Original cost of the particular property

(iii) FMV of the particular property

(UCC (undepreciated capital cost) = residue after CCA is deducted from the cost)

· [also look to 85(5) for depreciable property]…
85(5) – re depreciable property – need to account for any CCA already claimed on the property by the vendor (relevant for any recapture or loss when acquiror later sells property)
· where the elected amount (PoD for transferor) is less than transferor’s cost of the property, the Act deems the receiving corp to:

· Acquire the property for an amount equal to transferor’s cost, and

· The excess is deemed to have been deducted as CCA
In effect, the cost of prop to transferor flows thru to purchaser, and so does any CCA previously claimed on the property by the transferor

· Hence, company may realize recapture into income on subsequent sale of that property

TRANSFEROR: 
-Any Capital Gain on disposition? [PoD (deemed amt) – ACB]
-Tax cost of the consideration received
85(1)(f),(g),(h)

(f): the cost of non-share consideration = fmv of that consideration

(g): the cost of pref shares received = (deemed PoD less the non-share consideration)

(h): the cost of common shares received = (deemed PoD less the non-share consideration less the deemed cost of pref shares)

· Example where Bob gets preferred shares worth $30, common shares worth $20 and $100 cash

· And the election amount is $100 (deemed PoD)
· Cost allocated first to the non-share consideration – so all $100 cost allocated to that $100
· Cost allocated to preferred shares is the FMV allocated to those shares i.e. $30 less the non-share consideration

· In this case, none of the proceeds for the preferred shares can be allocated to cost so the tax on the $30 (and the $20 common share value) are nil
ACQUIROR
New Captial Stock PUC grind
Note: if 84.1 applies, it takes precedence over 85(2.1) - If PUC of shares issued by purchaser corporation exceeds FMV of property transferred to it, Act deems SH to have received a dividend… [Act sees this as improperly valued transfer of property to corp]

85(2.1) - this section grinds down the tax PUC of shares issued by the company ( prevents artificial increases in PUC of shares, prevent conversion of taxable surplus into PUC [like s.85.1(2.1) for share-for-share mergers]

· Opening PUC = corporate share capital (CSC)

· New PUC = Original PUC (CSC) – Grind Amount (A-B)
· A = the increase in the PUC of the Class as result of issuing the shares: i.e. CSC addition (FMV) on issuance of the share consideration and 

· B = company’s cost of property acquired: i.e. elected amount less non-share consideration paid by company for the assets

[C/A part of formula only applies if more than one class of shares is issued as consideration for the property transferred]
· C = the increase in the PUC of the particular class of shares as a result of the acquisition

Indirect Benefits Rule

Intended to prevent taxpayer from disposing of property for inadequate consideration in order to benefit a related person
85(1)(e.2) –Only applies where: 

· The FMV of the property transferred exceeds the greater of:

- the consideration received by X (in exchange for prop transferred to a corp); or

- the amount elected; 

· AND it is reasonable to regard this excess as a benefit that X desires to confer on a person related [b/c quite unlikely to confer a benefit on a complete stranger]

· THEN the agreed amount (PoD for the transferor and ACB for purchaser) is deemed = original elected amount plus any of the excess meant for the related persons
· (except for the purposes of paras (g) & (h))
E.g. X disposes of property valued at $1 million to a corporation controlled by X’s child, in exchange for consideration valued at 400k. the shortfall of 600k would accrue to the benefit of X’s child… so 85(1)(e.2) adds the value of the benefit conferred to the PoD elected by X (i.e., the elected PoD are increased by the value of the benefit) [and as such, may trigger a capital gain on the property transferred]…

· Effect is that SH realizes higher CG on transfer to co. (b/c deemed elected amount higher than ACB)
· So: can’t get less value in the new shares than you gave up in the old shares

To cover this risk, standard practice to employ a “price adjustment clause”

· says that the redemption value is the parties’ best estimate of the value. If the CRA subsequently evaluates at a different value, then the redemption value of the shares will be adjusted

E.g., Freeze Transaction (fixed-value pref shares freeze transferor’s interest in the biz at a certain value): 

· Typical use of s.85 – client owns sole proprietorship and wants to give children and wife ownership; if he sold would be a big capital gain, so instead ( incorporates new company with 4 C/S SHs and issues shares to children and wife for negligible cost

· Client then transfers all assets from old company to new company and elects under s.85(1) to rollover gains

· New company pays non-share consideration in the form of promissory note (or assumption of business debt) up to available “tax cost amount” of assets, which will be the agreed amount in respect of each asset transferred

· Transferor gets preferred shares having FMV for balance of the FMV consideration required

(pp.231-233)

· So, transferor got consideration equal in value to what he sold at the time of the transaction (and so CRA won’t challenge, even though…( fixed value of the preferred shares freeze the transferor value in the business at that value, and the C/S represent future growth in the value of the company

· Freezing allows any future gain to be taken up by new C/S SH

· It has become common to include in these transactions a “price adjustment clause” (in case the determination of the fmv of the property at the time sold was off)

· Rationale for rolling over gains via s.85 – s.69 deems the sale to be at FMV if the parties aren’t dealing at arm’s length, which could result in a gain ( if there is a gain, need to use the reorganization rules to put the accrued gain into the shares issued to the taxpayer/transferor

· TP elects the PoD to be cost of the transferred property to avoid immediate recognition of accrued gain for tax purposes

· Gain is deferred until point when taxpayer sells the shares

· If sold back to the company = deemed dividend

· If sold to 3rd party = possible CG

Sections 86 & 51 – share for share exchange WITHIN a company
s.86 - internal reorganization involving same corp, where shdr disposes of ALL shares of a particular class and consideration includes other shares

86(1) – automatic when meet cond’ns, no election

Where corp is reorganizing capital such that shdr disposes of (to corp) all the shares of a particular class (old shares), and corp gives back property including other shares (new shares), then:
(a) the cost to shdr of any NSC received is deemed to be its fmv;

(b) the cost to shdr of the new shares received is deemed to be: (ACB of old shares less the fmv of non-share consideration)
(c) the shdr’s PoD is deemed to be the total cost of (new shares plus non-share consideration)
[so, where no NSC, no Capital Gain—it’s a rollover]
PUC grind
86(2.1) – [familiar grind rule: preserve original PUC, by subtracting any NSC from the PUC of old shares to arrive at PUC of new shares]
PUC grind = (A-B)   
A = the increase in the corporate share capital on the exchange

B = the extent to which the PUC of old shares exceeds the non-share consideration [old PUC – NSC]
· tax PUC of the shares given to shrd in consideration = opening PUC – PUC grind

· (PUC of the new shares is grinded down by s.86(2.1) back to the same PUC as the old shares (less any NSC)—there will be a higher grind down if any NSC)
Deemed Dividend – since shdr is selling its shares back to corp
84(3) – deemed dividend – where corp redeems, acquires or cancels any shares, and “amount paid” to shdr (as consideration) is more than the PUC of shares redeemed, that excess is a DD (DD = “amount paid” – PUC of old)
· deemed dividend in s.84(3) is driven off the “amount paid” on the acquisition of the old shares by the company

· where the “amount paid” includes a share, s.84(5) helps prevent DD:

84(5) – (b)&(d): the “amount paid”, for the purposes of 84(3), is the PUC of the new shares
· so, “amount paid” for the share = PUC of new
Now go back & insert this deemed “amount paid” for share into 84(3): 
· DD = “amount paid” for share (+ any other “amount paid” (any NSC)) – PUC of old
So, if there is no NSC:

· DD = PUC of new – PUC of old (and they are equal where no NSC)
· so no DD
E.g. where NSC (p.240)
Capital Gains / Losses [Must compute the potential deemed dividend before any CG or loss under s.86]
Remember s.54: 

· actual PoD = amount paid (non-share consideration and share consideration) – DD

Indirect Benefit Rule

86(2) –if FMV of shdr’s old shares is greater than the consideration that the shdr received, and it is reasonable to regard that excess as a benefit that the shdr desired to go to a related person, then:
(c) the taxpayer shall be deemed to have disposed of the old shares for PoD equal to the lesser of:

(i) the total cost to the taxpayer of the property as determined under s.86(1)(a) plus the gift portion and

(ii) the FMV of the old shares immediately before the disposition

(d) any capital loss on disposition of old shares deemed to be nil

(e) Transferor deemed to have acquired the new shares at cost equal to the amount by which ACB of old shares exceeds the total of FMV of consideration + gift portion

· Transferor thus usually realizes CG on transfer of old shares AND ACB of new shares is reduced

· Avoid this rule using “price adjustment clause” for the new Class of preferred shares – requires reasonable attempt to value shares before the transaction
_______________________________________________________________________________________________
s.51 – another internal reorganization rollover involving same corp
· applies where: share is acquired in exchange for another share of the corporation 

· no other consideration is received other than these shares (whereas 86 allows NSC)
· don’t have to sell all shares of the class held (whereas 86 required this)
· [never a DD for s.51 exchanges]

51(1) – automatic, where a share of a corp is acquired by a taxpayer in exchange for another share; and no consideration other than the share(s) is received, then,

(c) the exchange is deemed not to be a disposition

(d) the cost of the new shares received is the ACB of the shares given up to the corp

· If more than one class of shares received, ACB of old shares is distributed among the shares received based on value

51(3) – PUC grind, so that original PUC is preserved
(A-B) 
A = increase in corp PUC due to addition of new shares

B = PUC of old shares immediately before the exchange

51(4) – s.51 doesn’t apply if s.85 or s.86 do. In case of overlap, there is a ranking:
(i) 85(1) 

(ii) 86(1)

(iii) 51(1)

Amalgamation – chapter 11

Fusion of the amalgamated corps into one new entity which acquires all assets & assumes all liabilities; shdrs receive as consideration ONLY shares of amalco
· S.87 provides a tax-free rollover of each predecessor’s property & a carryover of various tax attributes and pools (such as the cost of properties, RDTOH, CDA)

87(1) – conditions – merger of 2 or more taxable Can corps such that:
(a) all property of predecessor corps (except amounts receivable from, or shares of, predecessors) becomes prop of new

(b) all liabilities of predecessor corps (except amounts payable to predecessors) become liabilities of new corp

(c) all the shdrs (except corp shdrs) of predecessor corps receive shares of new corp [only shares – 87(4)]
[all inter-corporate accounts receivable, accounts payable and shareholdings are eliminated upon amalgamation]
Consequences of Amalgamation for New Corporation 
87(2) – where above conditions are met, the following rules apply:
(a) new entity is deemed to be a new corp, whose 1st taxation year begins at the time of amalgamation (and predecessor corps’ taxation years are deemed to end immediately prior to amalgamation)

(b) inventory costs carried over from predecessor corporations to new corporation

(d)&(d.1) depreciable property – capital cost and UCC for depreciable prop of the new = capital cost and UCC of the old
· If there is recapture on the class of assets, the new company will have to pay tax on the recapture

(e) non-depreciable capital property (e.g. shares) - cost of capital property (other than depreciable property and partnership interest) to new corporation shall be deemed to be the amount that was the ACB of the property to the predecessor corporation immediately before amalgamation

(f) eligible capital property (CEC) (e.g. goodwill) - the predecessor’s cumulative eligible capital immediately before amalgamation is added to the new corporation’s CEC account ( deemed “continuation” of the old companies

(z.1) capital dividend account (CDA) – flowed through…
· Anti-avoidance rule - …other than a predecessor corp to which 83(2.1) applies

(aa) RDTOH – flowed through (the accounts of the predecessors are added together and comprise the account of the new) [where new corp is a private corp]
89(5) - GRIP – add together GRIP of predecessor corps (but see 87(2)(vv) if corp ceases to be CCPC (p.250 of notes))
[Note: there is no PoD regarding the property—property has not been disposed of; the property has simply “become” property of the continued amalco
· 87(4) deems a certain amount to be shdr’s PoD for disposition of old shares… (absent this rule, could be an immediate CG for shdr if the FMV of his shares is greater then their ACB)
Consequences of amalgamation for Shareholders
87(4) – where each shdr of predecessor (except corp shdrs) received no consideration other than shares of the new amalco, for disposing of their old predecessor shares on the amalgamation:
          Then the following is deemed:

(a) PoD of old shares = ACB of old shares (no cap gain)

(b) Cost of new shares = PoD above

Except where amalgamation results in benefit to person related to shdr (“benefit rule”)

         Specifically, where FMV of old shares exceeds FMV of new shares and it is reasonable to regard excess as benefit that SH desired to confer on person related to the SH then:

(c) SH has deemed PoD that is equal to lesser of:

· ACB of old shares + gift portion, and

· FMV of the old shares before amalgamation
[Again, make sure old share has an appropriate redemption value, with a price adjustment clause in the event of gov’t re-evaluation]
Tax PUC of new Amalco shares
87(3) – PUC grind (such that PUC after = PUC before—i.e., no increase in PUC allowed)
· under grind rule, opening PUC of the new company must be reduced to the extent that opening PUC exceeds the combined tax PUCs of the old companies
· recall: tax PUC is a class concept (divide total for class by number of shares) 
· so tax PUC of the old companies becomes balanced b/w the two SHs,where it might have been unequal before… so:
87(3.1) – elect for 87(3) to not apply – so that PUC will track directly
· Condition: need shdrs & characteristics of shares (i.e., amalco issues same classes with same features to same shdrs) to be identical to the predecessors
Liquidations – chapter 12 

When Subco is wound-up and at least 90% of each class of its shares were, prior to wind-up, owned by Parent
· Winding-up is a process; CRA understands the “event” to occur when it commences (not completes), so long as reasonable time & orderly fashion

88(1) – automatic rollover when: (generally a rollover but not always)
· Subco (taxable Can corp) wound up into its Parent (Can corp)
· Not less than 90% shares of each class of Subco owned by Parent and
· Any minority SH of the subsidiary is “at arm’s length” w/ the Parent
Note: 88(2) – all other wind-ups (where 88(1) not met): 

· fully taxable

· Winding-up Co. is deemed to sell its property at FMV

· SHs of Winding-up Co. have FMV PoD; deemed dividend rules under s.84(2) will apply
Consequences to SubCo
(1) Subco transfers property to parent: 

88(1)(a)(iii) – Subco PoD deemed to be equal to Subco’s “cost amount” – thus, no gain or loss
· Recall: “cost amount” defined in s.248, as per type of property

· “depreciable property” = UCC of the Class

· “capital property” = ACB

· “inventory” = the cost

· “eligible property” = pro rata portion of 4/3rd of the cumm eligible capital account

Consequences to Parent
(2) parent disposes of shares of Subco (i.e., cancels) on the winding-up: 
88(1)(b) – deemed PoD is greater of:
(i) the lesser of: PUC of those Subco shares immediately before winding-up, and the total “cost amounts” of Subco’s property [88(1)(d)(i)];
(ii) the ACB of the Subco shares immediately before winding-up (what Parent paid to acquire Subco)
So, parent can’t realize a loss (b/c deemed PoD cannot be less than their ACB to parent)

· in most cases, the greater amount will be the ACB (so PoD = ACB, no gain)

· but if PUC is greater than ACB, must use that PUC amount for the PoD, and since ACB is less there will be a gain

(3) parent acquires Subco property
88(1)(c) – tax cost to parent of acquiring SubCo property upon the windup
· equal to SubCo’s PoD (which has been deemed to be SubCo’s “cost amount”)

· so, SubCo’s tax cost becomes Parent’s tax cost
· plus, add a possible “bump amount” for NON-DEPRECIABLE property (land & shares)
Purpose of the Bump (p.254)
· (back when Subco became Sub of Parent) if Parent bought Subco at a time when the FMV of Subco’s capital property exceeded its tax cost to Subco [land or shares accrued in value between time of Subco’s purchase of them and Parentco’s purchase of Subco…
· then what Parent actually paid (FMV) for Subco is more than its deemed cost for Subco property under 88(1)(c) (i.e., SubCo’s cost)

· the bump helps to preserve the purchase price, to a limited extent

· the bump amount will equal the gain in SubCo’s assets before the windup (equals the difference between what parent paid for subco and what subco paid for its property)
88(1)(d) – the bump
Cost of non-depreciable capital property can be stepped up by an amount equal to: 
· the amount by which the total determined in 88(1)(b)(ii) [i.e., ACB of the shares of Subco immediately before windup] 
· exceeds the total of 88(1)(d)(i) & (i.1):

· (i) Subco’s total tax cost amount of all its properties (net; i.e., less its debt)

· (i.1) dividends previously paid to Parent via its shares in Subco

88(1)(d)(ii) – cannot bump Parent’s cost up to more than FMV of that particular non-depreciable property at the time that Parent acquired control of Subco
· So even if bump amt calculated is $310, if FMV is $300 at relevant time (and Parent’s deemed cost of the property is $75 (i.e., Subco’s tax cost), then the cost can only be bumped by $225 (i.e., only up to $300)
88(1)(e.2) – continuity rules – refer back to amalgamation rules 87(2) to avoid repetition 
Capital Gain Exemption (CGE) for QSBC Shares – Chapter 13

110.6(2.1) – available if an individual (resident in Can throughout the year) disposes of QUALIFIED SMALL BIZ CORP SHARE (QSBC share) – [CGE not avail. to corps; assess each disposed of share to see if it qualifies]
· Amount of capital gains that can be exempt: up to $750,000 (so, max deduction from taxable income is $375,000—i.e., the taxable portion of capital gain)

110.6(1) – defines QSBC share – three tests:
(a) 90% asset – time of sale test
· Share is a share of a “small business corporation” owned by the ind (or spouse, or partnership related to ind)

s.248 – small business corporation (SBC)– 

· CCPC; and 

· “all or substantially all” (i.e., 90% or more) of the value of its assets are attributable to assets:

· (i) used “principally” (i.e., more than 50%) in an active business (chapter 3) that is carried on “primarily” (i.e., at least 50% of the time) in Canada, by the CCPC or a company related (chapter 3) [directly];
· (ii) which are shares or debt of a small business corporation (SBC) connected with (chapter 4) the CCPC [indirectly];
· (iii) a combo of (i) & (ii) above.
[90% of the value of the assets are: used directly in an active biz; or consist of shares or debt of a SBC connected with the CCPC (indirectly); or combo]
(b) share ownership test – “2 year hold test” - throughout the 2 years before the sale, the share was not owned by anyone other than the individual (or person, or partnership, related to the individual)
· If owned by any unrelated person within the 2 years, its not a QSBC share and CGE doesn’t apply
110.6(14)(f) – newly issued shares are deemed to be owned by an unrelated person prior to their issue 
· UNLESS issued:

· (i) as consideration for other shares

· (ii) as consideration for a transfer of assets of an active business
· (iii) as a stock dividend

So, if share issued for reasons (i)-(iii), the issued share can pass the 2 year hold period test… but re (i) only if the share substitution is not caught by anti-avoidance rule:

· 110.6(1)(e)(i) - the old share (on the share exchange) met the 2 year hold test—held by same individual for 2 years prior to the substitution
(c) 50% asset test – for 2 years preceding the sale, the share was a share of;
· a CCPC; and

· more than 50% of the value of the assets of the CCPC attributable to assets:

· (i) used principally in an active business carried on primarily in Canada by the CCPC (or related co) [directly]
· (ii) which are shares or debt of a CCPC2 connected with CCPC1, and more than 50% of the CCPC2’s assets were used in active business (or consisted of shares or debt of another CCPC3 connected to the connected CCPC2) [indirect];

· (iii) a combo of these.
[for 2 years, 50% of the value of the assets are: used directly in an active biz; or consist of shares of debt in a connected CCPC that meets the (direct or indirect) 50% test—

· So can have a chain of CCPCs meeting indirect test, so long as at end of chain a CCPC meets direct test

· But then there is another test—anti-stacking rule:
(d) anti-stacking rule WRT 50% asset test – this rule applies if the qualifying assets of the Parent are (partly) made up by a Subco

· If the qualifying assets of Parentco [direct active business assets and qualifying CCPC shares/debt in Subco] total less than 90% of the total value of Parentco’s assets at any time during the 2 year hold, then need to re-evaluate the assets of Subco: 
· 50% is not good enough for Subco—it must meet a 90% asset test (during the period that Parentco dropped below 90%)
· If not, then Parentco doesn’t meet the 50% test
110.6(14)(a) – first-in, first-out (FIFO)—deemed to dispose of the shares in the order in which they were acquired
110.6(14)(b) – even if CCPC has entered into an agreement to sell to publico or non-resident, individual’s share can still qualify for purposes of CGE (recall 251(5)(b)—said that when enter into such agreement, no longer CCPC)
Hudon – at issue—did TP meet criterion of being “active biz” for 2 years prior to sale

Ratio 1: when does an active biz commence (depends on facts of each case)
· Not easy to delimit the content & concept of carrying on a biz

· Outer limits of when it does NOT occur include: when company has been incorp but not actually commenced operation; company has become dormant

· In this case: to say that Hall River never carried on biz during all the time it spent money and energy to realize the purposes stated in its letter of incorporation—too restrictive (Held: found an active biz, held for TP)

Ratio 2: Also states rationale for the CGE: provides economic stimulus to encourage more Canadians to invest in small & large Can biz; help the development of Canadian biz enterprises

NOTE: so, looking at assets to determine qualification of shares 

· its gross assets not net assets (don’t net liabilities)
s.84.1 - “Dividend-strip” – Chapter 14

Individual sells share of Can resident corp to another (non-arm’s length) corp
· transaction designed to remove profits from a co. in the form of capital gain to individual (so can use CGE for QSBC share sale), rather than dividend 
· substantive business sale within a family can trigger
E.g. Opco has 1 mill profits; client’s share in Opco has fmv 1mill, acb 100.00
· wants the profits (and wants to retain control) but wants to avoid: s.15(1) benefit; a deemed dividend under s.84 (wind-up, etc.); paying salary; paying actual dividend
· So, client sells its share of Opco to the Holdco it sets up. Then Holdco pays client consideration for the share: promissory note (think of as cash) for $750K and 1 c/s in Holdco worth $250K

· So, looks like PoD to client of $1 mill total; BUT client does a s.85(1)… elect at 750K

· (all the cost allocated to this note (NSC) under 85(1)(f)… so c/s has acb of 0)

· So client’s capital gain is [750K – 100.00] = roughly 750K 
· and this sheltered under the CGE on QSBS (crystallization – realize the cap gain now)
· also: Holdco borrowed the $1mil from client to buy his Opco share, so client can extract these repayments tax-free
But 84.1 is triggered:

84.1(1)

Preamble – sets out preconditions:

· An individual (not corporation) disposes of shares that are ind’s capital property (referred to in this s. as “subject property”)
· The subject shares are shares of a corp resident in Can (“subject corp”) - Opco
· The subject shares are disposed of to another, non-arms length corp (“purchaser corp”)

· Immediately after the transfer, subject corp is connected with purchaser corp (as per 186(4) – ch.3)
If the consideration paid by Purchaser Corp consists only of shares, no really nasty effects

· Just that PUC may be reduced para (a) [and then if client later sells share back to Holdco, DD – 84(3)]
· But with NSC, para (b) – nasty bite – will deem a dividend to the extent of the NSC
When Purchaser Corp / Holdco pays (at least part) of the consideration by issuing shares:
84.1(1)(a) – PUC grind

· (A-B)
A = increase in PUC of purchaser corp as a result of issuance of new shares

B = the greater of: (the PUC of subject corp shares immediately before disposition) and (the ACB to the client of the subject shares, immediately before the disposition, subject to (a.1)), 
· less: the FMV of any NSC paid by purchaser corp

So, calculate PUC for the newly issued c/s in Holdco that client received

· A=250K
· B= ($100.00) less 750K = nil

· 250K grind 
[opening PUC was 250K – 250k grind] = tax PUC of 0

· Prevents further tax-free distributions to client from Holdco—not enough PUC
When Purchaser Corp / Holdco pays (at least in part) cash / NSC:
84.1(1)(b) – deemed dividend amount = (A + D) – (E + F)

A = increase in PUC of purchaser corp as result of issuance (250k)

D = FMV of any NSC received on the sale (750k)

E = greater of: PUC of subject shares immediately prior to disposition (100.00); 
· And: ACB to client of the subject shares immediately prior to disposition (subject to a.1)(100.00) [so E=100.00]

F = the PUC grind amount, as per 84.1(1)(a) (250k)

· So Deemed Dividend = 750K

· Dividend is deemed to the extent of the NSC (as if funds had been received directly)
_________________________________________________________________________________________________
Look to this when facts are different: someone sells Opco shares to a related person, and claims a CGE. Shares have high ACB—so:
· if sell to non-related (b/c think will have no CG), (a.1)(ii) seems to apply to back out the previous CGE from the ACB—so, CG
· if sell to related (while the normal motivation (CG, and CGE, but retain ownership) we se in 84.1 cases isn’t there, so seems dumb), again ACB would be reduced… and then DD (the high ACB would have prevented this)
ACB of Subject Corp (Opco) Shares: 
When the client’s share was subject to previous dispositions (client acquired it from related person), its ACB may be adjusted
· E.g., Change above example so that client bought the share from mom (who had negligible cost); now its ACB=750K (so mom’s PoD were 750K, capital gain of 750K [mom did a CGE]), FMV still=1 mill
· Now when client sells Opco share to Holdco, s.84.1(b) causes a dividend… (A+D) – (E+F) [use reduced ACB for E] (p.296)
84.1(2)(a.1)(ii) – the share was acquired after 1971, from someone not at arm’s length: 
· Reduce what would otherwise be the ACB by any capital gains realized on the share
· Mom’s capital gain on the share was 750K
· reduce client’s ACB by any CGE under 110.6)

· So, reduce client’s ACB by [750K-750K]=0

· Note: if ACB is reduced, would affect PUC grind calculation & deemed dividend calculation

Anti-avoidance rule

84.1(2)(b) – client deemed not to deal at arm’s length with the purchaser corp if:
· (i) client was (immediately before disposition to purchaser corp) part of a group of less than 6 persons that controlled the subject corp; AND

· (ii) client was (immediately after the disposition) part of the same group of less than 6 persons that controlled the purchaser corp

So this deeming provision works to trigger 84.1 when a group of related persons try to swap shares and use CGE 

· Group of 5 ppl, technically unrelated, each owns 20% of Opco

· Each incorp a Holdco, and start selling their shares to each other’s Holdco (instead of their own, which would clearly trigger 84.1), and use CGE

· This section deems the vendor individuals to be NOT at arm’s length with each other’s purchaser Holdco
Queen v. Allan McLarty (arm’s length case)
Issue: whether the seismic data acquired by a joint venture (pool held by investors) was acquired in an arm’s length TX (Compton owned the seismic to be sold, and was agent for investors—he was on both sides of TX?)

Tax Ct. - Held: taxpayer won (b/c TP and investors were at arm’s length, whatever they decided re FMV was FMV
Fed Ct. of Appeal: Then CRA appealed—taxpayer lost - there was a “common mind” directing both sides of TX:

· Cited another case that said 3 questions can be used as framework for analyzing whether parties at arm’s length:
· (1) existence of a common mind that directs the bargaining for both parties to the TX

· (2) parties to a TX acting in concert without separate interests

· (3) de facto control

Now on appeal to SCC – will consider whether acting as vendor as well as agent for the purchaser means not independent / acting in concert / not at arm’s length
s.55: “Capital gain strip” – chapter 16
Sale of shares of Opco (biz/assets, that have accrued in value) to arm’s length purchaser at a reduced price, b/c value of Opco been stripped out 1st via intercorp dividend to Holdco (intercorp dividend, s.112 but no Part IV tax b/c Opco had no RDTOH account)
· Holdco doesn’t want capital gain (CGE only available to individual)

· But s.55 can turn dividend into a CG—[s.55 is anti-avoidance rule]
· Unless 

· (1) dividend is attributable to safe income OR

· (2) all involved are related

Rationale re safe income: the increased value of assets should be a capital gain; intercorporate dividend should derive from income already taxed 

· so, the money that company earns as income & pays tax on & retains in the company = safe income 

· 55(2) only wants to tax the increase in the value of the assets that has not already been taxed
· Cash has generally been taxed, so any cash on hand is generally safe income—but not the accrued value of assets

Purpose of 55(2) as stated in 729658 Alberta Ltd. v. the Queen

· As prelim step to certain sales of shares, corporate vendor extracts what are in substance sale proceeds in the form of tax-free intercorporate dividends or deemed dividends to decrease the value (or increase the cost base) of shares to the point where capital gains are avoided 

· Such excessive dividends are usually motivated only by the vendor’s desire to reduce exposure to capital gains tax

· On most arm’s length intercorp share sales, a capital gain should arise at least to the extent that the sale proceeds reflect the unrealized & untaxed appreciation since 1971 in the value of underlying assets
E.g.
· Client owns the share in Holdco, which owns the share in Opco (Opco has apt. building asset)

· Client wants to sell to purchaser 

· If Opco sells, will be cap gain (same goes for if Holdco or client sells)

· So instead, Opco pays Holdco a dividend equal to the accrued gain on the assets (1.9m) (assets=Opco’s apt building) [s.112-deductible intercrop dividend]

· So, Opco stripped the accrued capital gain out 
· now the Opco share has value of 100k (rather than 2m); since share had ACB of 100k – so now when Holdco sells shares of Opco to purchaser for FMV (100k), Holdco has no CG

· And yet Holdco received the value of 1.9m via dividend

· (e.g. in text – Opco didn’t have the 1.9m on hand to pay the dividend, so purchaser lent that money to Opco)

55(2) – preconditions:

· Corporation resident in Canada receives a taxable dividend (actual, or deemed under 84(3)) of which it is entitled to a deduction under s.112 (and not subject to Part IV tax)
· Dividend is part of a series of transactions…

· One of the ​purposes of which (if actual dividend); one of the results of which (if deemed dividend)…

· Was to effect a significant reduction in the portion of the capital gain that, but for the dividend, would have been realized on a disposition of any share at FMV 

If all these conditions fulfilled then the dividend to Holdco is recharacterized:

(a) shall be deemed not to be a dividend received by the corporation

(b) where a corporation disposed of the share at time of intercorp dividend (so, wherever Opco redeems or repurchases shares, there is a dividend and also a disposition​), shall be deemed to be PoD of the share (to dividend recipient, Holdco)
(c) where a corporation has not disposed of the share at time of intercorp dividend, shall be deemed to be a straight capital gain of the corporation (to dividend recipient) 
Exceptions to 55(2)
55(3)(a) – if all involved are related persons, s.55(2) doesn’t apply and intercorp dividend will continue to be treated as dividend
· (look at whether purchaser of (increased interest in) Opco is related to person who got dividend)

· 55(3.01)(a) “unrelated person” 

· Brothers & sisters are deemed to be unrelated for this section only
55(4) – where it can be reasonably considered that one of the main purposes of the series was to cause ppl to be related (or one corp to control another), so as to fall in this exception, they will be deemed not to be related (or to control another)
55(2) – intercorp dividend paid out of income attributable to safe income, s.55(2) doesn’t apply and intercorp dividend will continue to be treated as dividend
729658 Alberta Ltd. v. the Queen

Facts: the 2 shdrs of Comcare sold their shares to the 2 Holdcos they set up—took back notes & c/s as consideration

· Via 85(1) roll-over (each elected at FMV of the note, as required)

· Since it was a sale the their own Holding co, s.84.1 triggered—sale at non-arm’s length, designed to remove profits out of Comcare as a capital gain (notes) rather than dividend—so they each had a DD

[this was anticipated—the tax on DD was lower at that time than on CG; 
· dividends attributed by shdrs to safe income (so not recharacterized as capital gain or proceeds via 55(2))
· Then the shdrs sold their Comcare shares to a 3rd party

· CRA reassessed them under 55(2)—wanted to cut the amount of safe income they’d attributed to the dividends to 1/6th the amount (there should be pro rata / averaging allocation)

Issue: how to calculate safe income

Held—no, not appropriate to do so—the shdrs didn’t have anti-avoidance motivation

· “The accrued gain should be allocated based on the particular circumstances of the case to counter the mischief that was sought to be addressed”

· Purposive approach to ITA interpretation

· 55(2) – catches value that “could reasonably be considered to be attributable to anything other than income earned or realized”… as safe income

· Accepted approach is not to average value between “income earned or realized” and “unrealized appreciation of value of assets”—rather, the gain is 1st allocated to “income earned or realized” and only if dividends exceed this amount, gain is then allocated to latter

VIH Logging

Issues: 

(1) were the dividends that Norrie had 401277 pay up to VIH Logging payed for the purpose (use purpose test b/c actual not deemed dividend) of reducing the capital gain that would have occurred had 401277 been sold prior to the dividend?

(2) Does 55(5)(c) modify the safe income calculation in 55(2) by excluding periods that are less than complete taxation years (exclude profits earned during the stub period)

Tax Court held: (2) No. 

· And the cash dividends approximated this safe income, so 55(2) doesn’t catch them. What about the stock dividends? No, b/c no to (1). One reason why purpose test not met: when stock dividend was paid, there was no value on the shares of 401277.
Fed Ct.Appeal agrees with both: re (2) No, b/c the phrase “income for the year” doesn’t appear in 55(2). 
· CRA was incorrect in its allegation that “safe income” is includes only income on which tax has actually been paid

· The question is whether there is valid corp income earned prior to the TX (not whether tax actually paid)

Another Ratio: courts refused to expand the scope of 55(2)

· Purpose of 55(2): prevent sale of assets/biz by X to unrelated Y when prior to the sale there was an intercorp dividend, the purpose / effect of which was to reduce the capital gain that would have occurred had the assets/biz been sold prior to the dividend

· There was no such sale of biz/assets in VIH—Norrie had 1st moved the biz assets from 401277 up to VIH (then dividends up to VIH, then sale of 401277 to Y)
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