Corporate Tax Law with Cy Fien

Outline Prepared by Melanie Rempel

Introduction to the Course
Exam
- open book

- 100% final in December

Materials
- Income Tax Act
  - 30th ed. of the Act should be fine…note that the tax rate has changed, though


- he will teach based on rates for 2003

- extra materials from MDC

Other Resources
- CCH looseleaf series

- Carswell looseleaf series

Texts
- none (they’re all out of date!)

Class Time
- 8:45-11:00

Basic Concepts
- Definition of “person”:  includes corporations

- “individual”:  does not include corporations

- “taxpayer”:  defined in s. 248(1) ~ includes corporations

Residence of a Corporation
- s. 2(1):  subject to tax on world-wide income if resident in Canada at some point during the year

- tax calculated by s. 3
Three Categories (see notes)

- 3rd category is most practically relevant (foreign companies)

  - uses old common law test of residency:  place where central management of corporation is located (see DeBeers)


- DeBeers:  ratio = The test of residency is not where the company is registered, but where it really keeps its house and does its real business.  The real business is carried on where the central management and control actually abides.  Residency is a pure question of fact and must be based upon a pure scrutiny of the course of the company’s business and trading.

  - s. 102, CBCA & s. 97, MCA:  unless there is a U.S.A., directors are in charge of the management of the corporation.


- similar to statute law in the United States

  - depends on location of board of directors

  - if there is a U.S.A. that gives management power to shareholders, then look to their location

  - ALWAYS A QUESTION OF FACT

Split Residency

- sometimes residency may be split

  - see Crossley and Capital Life

- Crossley:  dual residency, as board of directors split between UK and Canada and both had equal power.


  - company resident in both jurisdictions for tax purposes

Control of a Corporation
- why is control important?

  - linked to ‘related corporations’ provisions

- ‘control’ is distinct from ‘management’

- ‘control’ is rarely defined in the Act – must look to the common law

  ex. S. 186:  does contain a SECTIONAL definition of control…but that is of limited use

- leading cases:  Buckerfield and Duha (see notes)

  - group of shareholders who have power (enough votes) to elect the board of directors are in ‘control’

  - most companies are ruled by majority (50% + 1), but some companies may require a higher percentage of votes

- be familiar with company’s by-laws…cannot give a canned answer about who controls a corporation without checked by-laws first!

- concept of ‘control’ complicated by U.S.A.:  may introduce other criteria, aside from holding majority of shares (i.e. votes)

Control Groups

- corporations may be controlled by a group

qu:  what constitutes a “group”?

  Ex. A, B & C are equal shareholders of a company.  Could you say A & B control the company?


- recently resolved in Silicon Graphics (2002)


  - needs to be a “common connection”, not just an aggregation of numbers



- Three Common Connections:



  - agreement to vote together or act in concert



  - history of business co-operation



  - family relationship

  - need one of these three things before shareholders may be considered a “group” in ‘control’ of a corporation

  - ALWAYS A QUESTION OF FACT

  - therefore, to be a group in control of a corporation, you need:

1. Enough votes to elect the board of directors AND

2. A common connection.

Ex. A, B & C own all the shares of a company.

  - A owns 60%

  - B owns 20%

  - C owns 20%

  - A clearly controls the corporation.  But what if A & B have a common connection?


- case law says there can be no control group where corporation is controlled by an individual


- see Southside Car Market Ltd.
Parent & Subsidiary Corporations
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  - SubsidiaryCo. is controlled by ParentCo.

  - SubsidiaryCo. is also controlled by Individual

  - SubsidiaryCo. is controlled by both

  - control is the power to appoint and remove the board of directors


- both ParentCo. and Individual have this power over SubsidiaryCo.

- Vineland Quarries Ltd. (1966), Exch. Ct. Rep. 417

  - it was thought that individual who owns parent corporation controlled both the parent and all subsidiaries

- but see Parthenon (page 203 of materials)

  - said individual would control the subsidiary corporation, but not the intervening ‘links’

  - BAD LAW!

[image: image15.wmf]Individual

owns more than 50% of

ParentCo.

owns more than 50% of

SubsidiaryCo.

- s. 256(6.1):  Act revised to put old common law position back into place

ex. 

  - both ParentCo. and A & C control SubsidiaryCo.

- whether it is an individual or control group at the top of the chain doesn’t matter – same result!

Direct vs. Indirect Control

- Other sections refer to corporations “controlled directly or indirectly in any matter whatever” (see notes)

- doesn’t relate to chain of corporations addressed above – top individual is considered at common law to have DIRECT control

- s. 256(5.1):  defines “direct or indirect” control for the whole Act

  - this is statutory terminology (not part of the common law)

- Silicon Graphics also dealt with this concept:  if person simply has influence to direct who shareholders will vote onto board of directors, they have INDIRECT control

  - need not even be a shareholder

- IT64R3 para 19:  CCRA gives examples of when this indirect ‘influence control’ would occur

  ex. One person/group owns a large percentage of shares, while rest are widespread (big block of votes compared to anyone else)

- see article @ p.2A of extra materials for a real life example

- case law example:  Mimotex (2001), DTC (Tax Ct.)

  ex. Creditor holds large debt against company


- obviously very persuasive influence

  ex. Dependence on single supplier or customer


- may be in dept to supplier


- see Rosario (2002) DTC (Tax Ct.)

Related Persons
- non-arm’s length transactions are governed by s. 69
  - deemed to be at fair market value

- need to know when s. 69 is engaged

- s. 251(1) says that related persons are non-arm’s length

- s. 251(2) explains when persons are related

  - see page 2B of the notes
- Pages 2C, 2D & 2E contain problems on this issue & an answer key

- s. 251(4):  related vs. unrelated groups

  - related group = common connection arising out of family relationship

  - unrelated group = common connection arising out of agreement to vote together or history of business co-operation

  - look back at Silicon Graphics for explanation of ‘common connections’

Computation of Taxable Income
- s. 249 & s. 249.1:  corporation’s fiscal year-end need not coincide with calendar year

- for corporations, ‘calendar year’ should be read as ‘tax year (i.e. fiscal year) ending in that calendar year’

  - see s. 249.1(1)(a)
- may not be more than 53 weeks long

  - this was just added for practical reasons…companies don’t always pick exact dates (ex. Last Saturday in November, instead of November 30th).

- s. 249.1(7):  company must specify year-end date selection process…cannot change it without permission of the Minister

- s. 249.1:  special application/exception for incorporated professionals

- corporations must file their tax returns 6 months after their year end (s. 150(1)(a))

- individuals may pay tax in quarterly instalments

  - corporations may do so monthly

  - see notes on p.3

Calculation of Taxable Income ~ s. 3
- if corporation is resident in Canada, then it is taxable on its world-wide income

- ‘taxable Canadian corporation’ defined in s. 89

  - for our purposes, read this as ‘corporation resident in Canada’

  - don’t be concerned with the details

- the actual calculation is much the same as it is for individuals

  - need to know what we learned in this regard last year

  - NOTE:  companies will never have employment income


- only business, property & taxable gains

  - NOTE:  capital gain exemption in s. 110.6 only applies to individuals, not corporations

- s. 2(2):  take taxable income from s. 3 minus Division C deductions

A Note on the Treatment of Dividends

- significant difference in treatment of dividends for companies as opposed to individuals

ex. SubCo pays out dividends to individual shareholders

vs.

  SubCo pays out dividends to ParentCo, a corporate shareholder

  - see page 4 of notes
  - individual must include 125% of dividend into their income

  - ParentCo includes 100% of dividend, but by Division C it may subtract from taxable income 100% of the dividend (see s. 112)

  - why is this?  You’ll see later…

A Note About Dividends
- s. 40, MCA and s. 42, CBCA
  - directors cannot pay dividends unless corporation can still cover its debts

  - otherwise, directors are personally liable

- this essentially means that corporations may pay dividends out of retained earnings (i.e. profits)

- see balance sheet on p.6(a) of the notes
  - NOTE:  assets are recorded at cost…may have changed in value

  - before declaring dividends, directors should have balance sheet which shows assets at value, to see whether corporation can cover their liabilities & paid-up capital.

- see p.5 of the notes:

  - s. 121:  dividend tax credit of 1/6 (16.67%)

  - s. 82(1)(b)
- deduction against taxable income

- Manitoba’s provincial tax statute also gives a dividend tax credit

  - 6.25% of the dividend

- see example on page 5
  - showcases new rates, too

Scale of Taxation
- ordinary income = taxed most

- dividends = taxed a little less

- capital gains = taxed least

Corporate Tax Rates & the Theory of Integration

- since Salomon, companies have been treated as separate legal entities

- however, the tax paid by individuals and companies doing the same thing should be taxed at the same rate

Two Possibilities:

1. Tax law could ignore the corporation.

- this would lead to huge tax avoidance

  - individuals would leave money corporations as much as possible

2. Apply tax to corporation at same rate as individual.

- wouldn’t work well in corporations with more than one shareholder

The Canadian Solution
- a compromise:  the theory of integration

  - apply tax at both company and individual level and then integrate them

  - comes out to the same amount of tax paid by an individual when added together

The American Solution
  - in comparison, the US simply collects tax at both levels

- see page 8 of the notes
  - the theory of integration is based on a theoretical corporate tax rate of 20%

  - individual must report 125% (s. 82)


- initial amount that company earned

  - tax credits give back pretty well all of the tax that the company pays

  - the reason for any discrepancies is that province is not giving back as much as feds expected, but they can’t do anything about it

  - government doesn’t want to take more tax simply because a corporation is interposed

  - the nice thing is, it doesn’t matter what bracket the shareholder is in

- see chart on page 9
  - something like an algebraic proof

  - shows the theory works in all brackets

- in Manitoba, for every $100 earned, running money through a company costs $1.67 (because government is short-changing businesses in its tax credit)

- Feds take the 20% at the corporate level for managerial reasons – a ‘cash flow’ issue

  - otherwise, they would have to wait until dividends were actually paid out

- p.10:  sets out the various brackets

- feds & provinces fiddle with the 20% rate

  - sometimes they lower it to encourage business growth

  - more often than not, rate is increased so government makes more money

- see chart on p.11
  - incentives given to Canadian-controlled private corporations (CCPCs)


- increases credits (give back too much)

Implications of Integration Theory for Corporate Chains
- only applies to top & bottom persons

  - middle ‘links’ are exempted

- though it would be algebraically possible to have each corporation pay a proportionate share of tax, it would be incredibly complicated

- see p.14
- see article on p.15:  sometimes intermediate corporations don’t pay tax because their income is from dividends

Effects on Integration Theory of Changes to Tax Rates

- p.16:  where rate is too high, taxpayers get short-changed

  - credits not enough to cover the tax paid

- p.16(B):  costs 4-6% more to incorporate/run money through company

- p.16(C):  some corporations are taxed at 39%

  - integration theory is thereby demolished

- p.16(D):  now pay 14-16% more to run money through company

  - this is a huge cost!

  - usually applies to huge corporations that would have great difficulty un-incorporating (usually large public companies)

  - hit the companies who have few alternatives


- main alternative:  relocate to places with lower tax rates (some States vary from 28-30%)

The Hidden Benefit of the Integration Theory
- one major thing to note:  dividends are rarely paid out the year the money is earned

  - this means that even where tax rate is greater than the mythical 20%, savings are made by deferring tax


- most shareholders are in the top bracket


- time value of money

- this makes up for the absolute cost of running money through a company

Tax Rates & Types of Companies
- corporate tax rates don’t depend on amount of income but category of corporation and type of income

Four Types of Companies
1. Public Corporations

- shares traded on a Canadian stock exchange

2. Private Corporations

- not public nor controlled by a public corporation

3. CCPCs

- subset of Private Corporations

- not controlled by non-residents

NOTE:  if 50% controlled by residents and 50% controlled by non-residents, still a CCPC

NOTE:  non-residents deemed to own shares they have the option to purchase

  - see s. 251(5)(b)
4. ‘No Label’ Corporations

- non-resident companies & subsidiaries of Public Corporations

- don’t fall into any of the preceding categories

Parthenon (p.203)

- held that ‘ultimate’ control rested with Canadians

- thus, this was a CCPC

- BAD LAW:  law returned to proper state by s. 256(6.1)
IT458R2:  published after enactment of s. 256(6.1)
Tax Rates
- starting point:  s. 123(1)(a)
  - companies to pay 30%

- s. 124(1):  deduction for provincial income (10%)

  a.k.a. “provincial tax abatement” or “taxable income earned in a province”

- s. 124(4)(a):  what do we mean by “earned in a province”?

  - look at the Regulations (#400-413)
  - all provinces have adopted the federal regulations


- see s. 7(1) of the Manitoba Income Tax Act
- income allocated on a formula basis

  - company will only be taxed in a province if it has a “permanent establishment” there (i.e. a fixed place of business)

  - formula averages revenues and salaries paid at each P.E., then divides them rateably among all provinces where corporation has a P.E.

*NOTE:  THIS FORMULA IS NON-EXAMINABLE*

- ex. Corporation has $9 million in revenues

  - $3 million in Manitoba

  - total salaries = $900,000

  - Manitoba salaries = $600,000

  - formula will allocate ½ of company’s income to Manitoba…the rest would be divided-up among other provinces

- see 1999 Canadian Tax Conference Report Ch. 10 Auger & Belanger article for more on allocation.

- these provisions allow provinces to participate in the tax system at the rate of 10%

  - Manitoba tax rate:  16%

- tax structure is most complicated for CCPCs

- ‘no label’ corporations simply taxed at 39%

- for a breakdown of tax rates, see p.26 of extra materials
- p. 25 explains relationship/correlation between s. 3 categories and categories of income for which CCPCs get rate relief

Active Business Income (ABI)
- defined in s. 125(7)
  - basically, any income that is not from a Personal Service Business or Investment Income

Personal Services Business (PSB)

- taxed at 39%

- defined in s. 125(7)
  - “specified shareholder” = employee owns or is related to someone who owns 10% of more of the company 

  - company sells services (NOT a product)

- the test:  take away corporate structure…would employee be seen as employed by the customer?

  - if yes, then this is a PSB

EXCEPTION:  if company has more than 5 full-time employees, you are outside the definition of a PSB

Real Life Examples
1.  Ken Dryden:  employed as a goalie with the Montréal Canadiens back in the 1960s & ‘70s

  - income taxed at a very high rate (50%+)

  - formed a company, which he owned 100%

  - the company then contracted with the Canadiens to provide goaltending services

  - now income only taxed at 17%, at least while it stays in the company

  - CCRA challenged this arrangement…but the case settled without going to court

2.  Sasio, 69 DTC 5001:  case about prominent football coach who worked for the Hamilton Tigercats

  - did the same thing as Ken Dryden

  - CCRA equally displeased

  - Sasio appealed to Exch. Ct. – and won!

- court said Revenue Canada would only be right if there was some illegality in incorporating (ex. Doctors formerly not allowed to incorporate; see also Potvin, 97 DTC 1538 T.C.C.)

3.  M.N.R. v. Leon, 76 DTC 6299 FCA (FCA replaced Exch. Ct. in early 1970s)

  - 3 executives:  Eddie, Tommy & Louie

  - sons of original owners of Leon’s Furniture

  - each incorporated to avoid high taxes

  - Revenue Canada took them to court – and won!


- no bona fide business reason for incorporation…thus, corporation may be treated as a sham ~ can be ignored for tax purposes


- no precedent for this decision

- But see Stubart, 84 DTC 6305

  - not a PSB, but court held that corporation was a sham…SCC overruled that finding

  - held the Leon was wrongly decided, too

- Act then amended to counteract these decisions:  s. 125(7)

  - 39% sounds good…except you’re being double-taxed ~ huge penalty!

- hard to advise in these circumstances…don’t advise unless you’re VERY sure this is not  PSB!

Employees vs. Independent Contractors
- Numerous Tests:

  - control test

  - integration test

  - freedom to delegate test

  - specific results test

  - economic reality test

- look at Wiebe Door and 671122 Ont. Ltd. v. Sagaz (2001, SCC)

  - need to balance all these factors

- useful article:  1997 Can. Tax. J. 594 by Magee

  - on distinction between employees & independent contractors

David MacDonald (p.169A of extra materials)

- MacDonald Co. owned by MacDonald family

- MacDonald is an employee

- provided management & marketing services to Status Shoe Co.

- court decided MacDonald would have been an independent contractor, were corporate structure ignored

  - thus, not a PSB

Sociète de Projet (p.169F of extra materials)

- Paquin employed by Sociète

- Sociète does package design and marketing for IBL

- Revenue Canada felt this was a PSB

- Paquin had been employed by IBL for 20 years before incorporating

- court again held that he was an independent contractor

  - thus, this was not a PSB

- Fien feels this case is as close to the line was you can get…doesn’t know why this guy wasn’t found to be an employee

Independent Contractors Must Abstain From Employee Benefit Plans

NOTE:  Employee may not participate in benefits package provided by customer entity

  - MacDonald did not participate

  - Paquin stayed on as part of the plan, but reimbursed employer for premiums

Criterion Capital
- Mason incorporates Criterion

  - he is its sole shareholder & director

- Mason is also the president of Clearly Canadian Beverages

  - would do day-to-day stuff himself

  - special projects done by his company (Criterion)…i.e. by him

- Revenue Canada didn’t like this

- however, court found that he was both an employee (in some respects) and an independent contractor (in other respects)

  - nothing in law which prevents people from doing this

- Fien though this would go the other way…that he would be found to be an employee

Other Relevant Cases

Healy Financial & Bruce E. Morley Law
- Bruce E. Morley was the lawyer for Clearly Canadian (in-house counsel)

- incorporated himself

- he lost, on the facts of the case

  - clearly, the court didn’t like this taxpayer

- how to reconcile with Criterion:  facts dictate different results

Effect of Number of Customers
- the more customer entities one has, the greater the chance one has of avoiding the PSB label

- most PSBs only have one customer

A Note About ‘Specified Shareholders’
- defined in s. 248(1)

  - 10% of a CLASS of shares

  - may own 10%+ of a related corporation & still be caught by definition


- cannot avoid these provisions by interposing a holding company

  - deemed to own shares of related persons (e.g. husband & wife; brother & sister)

- ‘non-arm’s length’ is slightly broader than ‘related’, but includes all related persons

- deemed ownership of shares you have the option to purchase

More than 5 Full-Time Employees Exception
- a PSB cannot employee more than 5 full-time employees throughout the year

Hughes case (p.170)

- involved a Specified Investment Business, however they are subject to the same 5 employee exception

- needed to determine whether this company had more than 5 full-time employees

- had 4 full-time employees & several part-time employees

- this left Mr. Hughes…a full-time lawyer in Winnipeg

- even if he were considered to be a full-time employee, this would still only be 5 full-timers…need MORE than 5 full-time employees

- trial judge found that the exception applied

- CCRA appealed

  - trial judgment overturned

  - Hughes was not a full-time employee

  - also, court held that you would need a minimum of 6 full-time employees to meet the exception


- thus, the exception did not apply here

Lerric (p.210)

- joint venture of companies owned a number of apartment buildings

- issue:  whether this company had more than 5 full-time employees

- involved Specified Investment Business again

- court held that in joint ventures, you have no employees of your own

  - exception thus did not apply here

- but, at p.214, the court seems to say that they would overrule Hughes (go back to trial judge’s position)

  - for CCRA’s current position, see p.47(c) of the extra materials
Ben Raederc & Woessner 1999 DTC 1039 TCC

- trying to decide whether building caretakers are employees

- Fien can’t reconcile these cases

  - Ben Raederc used a much more liberal approach

  - CCRA prefers Woessner; feels Ben Raederc was wrongly decided

Five Full-Time Employees Must Be Employed ‘Throughout the Year’
- IT70R5 (now IT70R6)
  - temporary loss of 6th person won’t make you into a PSB if you are diligent in hiring a replacement (6th staff member)

Difficulty in Recognising PSBs
- PSB might not be the only thing the company does

  - might manufacture a product on the side

  - need to separate employees by the work they do

  - see 2001-010587A published April 25, 2002

Why Corporations Want to Avoid Being Labelled as PSBs

- s. 18(1)(p):  PSBs may not take deductions other than for employee salaries & benefits

  - highly punitive

  - not sure how this would impact mixed assets (used for both PSB & making a product)

Associated Corporations
- first $200,000 of ABI for CCPCs is taxed at a lower rate (this is the “small business limit”)

ex. Own a hardware store.  Make $600,000.

  - $200,000 in hammers

  - $200,000 in nails

  - $200,000 in wrenches

- ‘associated corporations’ provisions make sure you cannot incorporate 3 companies to split this small business limit and therefore be taxed at a lower rate

  - makes associated companies share the small business limit

Five Rules
1.  s. 256(1)(a)
  - where one corporation controls the other, directly or indirectly in any manner whatever

A. ‘De jure’ control

ex. One corporation is the majority shareholder of the other corporation

B. ‘De facto’ control (control in fact) – s. 256(5.1)
- exercising influence that would result in having de jure control

ex. Owning 49% of shares, while remainder of shareholdings are widespread

- see IT64R4 for further explanation

ex. Being a company’s sole supplier or major creditor

C. Deemed control – s. 256(1.2)(c)(i)
Ex. Owning 60% of a company’s non-voting shares

Ex. Owing 50%+ of fair market value of ALL shares

- doesn’t actually have control, but is deemed to have control (see Act for wording of provision)

- see also s. 256(1.2)(c)(ii):  owning 50%+ of fair market value of COMMON shares

  - Must own MORE THAN 50% of shares

* NOTE:  These expanded definitions of ‘control’ apply to all 5 rules *

2.  s. 256(1)(b)
  - both corporations controlled directly or indirectly in any manner whatever by the same person or group of persons

  - group need not own each corporation in same proportions

- just need to have control
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- X, Y & Z are completely unrelated


- still, any combination of X or Y or Z amounting to more than 50% have control under these rules


- see definition in s. 256(1.2)(a)
  - may be controlled by a number of persons or groups (s. 256(1.2)(b)(ii))
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  ex. 


- A & C are associated according to s. 256(1.2)(b)(i).  Same goes for B & C and A & D.


- note that C & D are thus related based on s. 256(2)
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3.  s. 256(1)(c)
  ex. 


- X & Y are related


NOTE:  either of the persons must own “not less than” 25% in each corporation.  Rules 3, 4 & 5 require this measure of cross-ownership.


- must own AT LEAST 25%


- remember definition of related persons…same will apply here!


  - see p.2(b) of extra materials
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4.  s. 256(1)(d)
  ex. 


- father is related to each member in control of B Ltd., however, he lacks cross-ownership


  - needs to own at least 25% of shares in B Ltd.
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  What if…


- s. 256(1.5) says you are related to yourself


- thus, A Ltd. & B Ltd. are associated


  - have control by related group


  - have sufficient cross-ownership

  NOTE:  qualifier = “specified class”…defined in s. 256(1.1)

- non-voting shares


- not convertible or exchangeable (into debt or another class)


- entitled to fixed amount of dividend no greater than CCRA’s prescribed rate (~3%)


- can’t get back more than you paid for the shares
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  ex. 


- specified class comes into play in cross-ownership calculation.


- don’t fulfill cross-ownership requirement
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5.  s. 256(1)(e) – Related Groups

  ex. 


- B1, B2 & B3 are brothers; S1, S2 & S3 are sisters


- these corporations are controlled by related groups (as defined in s. 251(4)), but do not meet the cross-ownership requirement


NOTE:  cross-ownership requirements could have been met if, between B1, B2 & B3, they’d own 25% of B Ltd.

A Few More Rules to Consider...

1.  s. 256(1.2)(d):  The ‘Look Through’ Rule
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  ex.


- X controls both A Ltd. & C Ltd.


- A Ltd. & C Ltd. are associated by s. 256(1)(b)
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  ex2.


- look through rule deems X to own 40% of B Ltd.’s 60% shareholding in A Ltd.


  - i.e. 24%


  - thus, A Ltd. & C Ltd. are associated

  - the look through rule deems shareholders to hold company’s shareholdings in proportion with their own shareholdings

  NOTE:  B Ltd. also controls A Ltd. (under s. 256(1)(a))


- thus, they too are associated

  - the look through rule applies to partnerships (s. 256(1.2)(e)) and trusts (s. 256(1.2)(f)), too


- partners treated in same way as shareholders


- same goes for beneficiaries under non-discretionary trusts


- in discretionary trust situations, each possible beneficiary is deemed to own 100% of shares owned by trust.

2.  s. 256(1.3):  Shares Owned by Children (Under 18)

  - deemed to be owned by both parents


- each parent is deemed to own the shares wholly

  - helps avoid cross-ownership problems


- like moving Rule 3 to Rule 2 (thus, no need for cross-ownership)

3.  s. 256(2):  Associated Through Another

  - two corporations associated with a common 3rd corporation are deemed to be associated with each other
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- again, avoids cross-ownership dilemma

  ex.


- thus, A Ltd. & C Ltd. are associated with each other

  NOTE:  This section only refers to CORPORATIONS

4.  s. 256(1.4):  Share Purchase Options

  - deemed to own shares you have an option to purchase

  - usually built-into shareholder agreements, but those types of options are excluded by the Act (see wording of s. 256(1.4)(a))

  - CCRA’s policy is not to pursue many of these cases, as share purchase options are so common & come in so many different packages.
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Associated Corporations Problems
a)  

  - not associated under Rule 1 or Rule 2

  - no cross-ownership (as required for Rules 3, 4 & 5)
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  - thus, NOT ASSOCIATED

b)  

  - not associated under Rules 1 or 2

  - associated under Rule 3 (s. 256(1)(c)) because brothers are related


- even by adoption
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c)  

  - SmithCo & JonesCo:

- not associated under Rules 1 or 2

- no cross ownership…so can’t use Rules 3, 4 or 5

- not associated (yet)

  - SmithCo & RentCo:


- these corporations are associated under Rule 4


  - father related to himself & his son; owns 25%+ of RentCo

  - JonesCo & RentCo:


- also associated under Rule 4


  - son related to himself & his father; owns 25%+ of RentCo

  - Back to SmithCo & JonesCo:


- thus, these two are associated under s. 256(2)
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  - both are associated with RentCo

d)  

  - X Co. and Z Co. are associated through s. 256(1)(b) (Rule 2)

  - X Co. and Y Co. are associated through s. 256(1)(a) (Rule 1)


- also by fact that Mr. X controls both (s. 256(1)(b))


- also by fact that Mr. X is deemed to own 51% of shares due to look through rule

  - Y Co. and Z Co. are associated through s. 256(1)(b), and also through s. 256(2)
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e)  

  - HoldCo & ChildCo are associated under s. 256(1)(d)

- father & children related


- father owns 25% of shares of ChildCo (not of a specified class) via look through rule
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f)  

  - father has stock option.  Deemed to own 60% by s. 256(1.4)
  - thus, OpCo. and SonCo. are associated by s. 256(1)(c) (Rule 3)

  - if stock option provision didn’t apply/exist, they would not be associated
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g)  

  - are X Co. & Y Co. associated?


- Yes…s. 256(1)(b) (Rule 2)


- Mr. X & Mr. Y are a group, even though they’re not related

i)  Associated under s. 256(1)(e) (Rule 5)

  - all members of groups are related

  - Mrs. A has sufficient cross-ownership

j)  A Co. and B. Co. are associated by s. 256(1)(d) (Rule 4)

k)  Use look through rule.  Mr. A. still deemed to own 25% of B Co.

More Associated Corporation Problems
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1.  

  Assume no specified class of shares.  Are Co1 & Co2 associated?


- No, not associated, since no 25% cross-ownership


- s. 256(1)(e) (Rule 5) does not apply, since A doesn’t own 25% of each corporation
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2.  

  Assume no specified class of shares.  Are Co1 and Co2 associated?


- Yes, they are associated under s. 256(1)(e) (Rule 5)

3.  [image: image35.wmf]Co1
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  Assume X & Y are related.

  Assume strangers are not related to X or Y.

  Assume no specified class of shares.

  Are any of X Co., H Co. or Y Co. associated?


- X Co. and H Co. are associated by s. 256(1)(b) (Rule 2)


- H Co. and Y Co. are associated by s. 256(1)(d) (Rule 4) (see s. 256(1.2)(d) and s. 256(1.5))


- X Co. and Y Co. are associated by s. 256(2)
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4.

  Are any of X Co., H Co. or Y Co. associated?


- X Co. and H Co. are associated by s. 256(1)(b) (Rule 2)


- H Co. is not associated with Y Co. since no 25% cross-ownership

Active Business Income
- see p. 38 of extra materials
- p. 39:  term ‘Small Business Deduction’ is misleading

  - not offsetting income

  - really, it is a ‘small business rate reduction’

- s. 125(1)(a)(ii):  anti-avoidance provision
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  - companies in partnership cannot multiply the benefit of this deduction

ex. 

  - Company has one $200,000 limit

  - then formed a partnership…
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 - now $600,000 could be divided (triple the original limit)

- CCRA didn’t like this…now member corps must prorate $200,000 among the partnership

  - can no longer multiply the benefit by forming a partnership

- partnerships addressed on p. 40 of the extra materials

- s. 125(1)(a)(iii) & (iv):  only NET income is eligible for deduction

- Business Limit (s. 125(2) & (3)) = $200,000

  - unless corporation is associated with another…then they must share this limit

- making associated corporations share this limit was an anti-avoidance provision

  ex. People splintered their companies up & split their profits, which would’ve allowed for multiplying this benefit (as with partnership, discussed above)

Miscellaneous Notes on These Provisions (see p.41)

- prorated for short years

- next level (26% from $200,000-$300,000) must also be allocated among associated corporations

- s. 125(4)(3):  7% rate reduction (p.38)

  - a function of s. 125(1)
  - all the same limits & ceiling apply here

Joint Ventures vs. Partnerships (p.41)

- partnership = group carrying-on business together with a view to profit

- joint ventures = also meet this definition, but are treated differently

- Canadian law has accepted the concept, but case law is sparse

- however, if you could engineer a proper joint venture, you could multiply the SBD (prorating of $200,000 SBD would not apply)

  - highly favourable tax treatment, but hard to do

NOTE:  US law doesn’t recognise joint ventures…they are all considered partnerships.

Benefit of the SBD ~ Tax Deferral

- pay 17% instead of personal rate of 46%

  - even if you pay dividends, there is a savings because it is lower than the integration rate

- even the second level ($200,000-$300,000), which is taxed at 26%, is below integration target

SBD & Income from Property
- s. 129(4):  excluded income from a property source

  - linked to definition of income of the corporation from active business contained in s. 125(7)
- refer back to chart/diagram on p.25
  - this property income will be included in ‘investment income’

- neither s. 125(7) nor s. 129(4) distinguish or define ‘income from a business’ of ‘income from a property source’

  - need to turn to the case law

Walsh McKay case from last year

- short year

- went to calculate CCA…Regulation 1100(3?) says you must prorate CCA for business income, but not for property source

- court held this was income from property source; no prorating necessary

  - held that difference between business & property sources is level of activity/involvement

- here, they were passive

- no simple way to measure activity

  - cannot merely calculate hours worked, or look at number of employees

Elm Ridge Country Club Inc., aff’d 99 DTC 5127 FCA

Pointe Grey Golf & Country Club 97 DTC 854 TCC

- help to distinguish between business & property income & how to measure level of labour/activity required to generate the income

  - property = return from capital (labour is minor by comparison)

  - business = return from labour & capital


ex. Labour = service business (like a law firm)


ex. Labour & capital = manufacturing

See also 1991 Can. Tax. Journal article by J. Dornford, p.1131

- sets out principles re: business vs. property income

Presumption = Business Income
- when dealing with corporate taxpayers, there is a slight tilt in favour of finding business income.

- came from old cases…presumed that if you’ve incorporated, you intended to carry on a business

- if it’s a borderline case, courts will favour finding its business income

- though terminology, sections numbers & reasons people litigated have changed, the portions of old decisions regarding business vs. property income are still relevant

Burri (p.113(g))

- like the Walsh McKay case, in a corporate context

- found income was from property

- rental income is not always property income (think of hotels!)

- depends on amount of labour involved

- Burri also addresses ‘corporate presumption’ that it will be business income

  - Justice Strayer doesn’t like it…thinks it’s outdated


- feels it should simply be a question of fact

Étoile Immobilière (p.113(k))

- owned 158 townhouses; had a number of employees

- court held this was business income

  - much more labour involved here

Canadian Marconi 84 DTC 6467 (FCA) (p.143)

- FCA felt this was passive enough to be a property source

- SCC felt that it was active enough to be a business source

- sold their business for $18 million

- took three years investing this money before they started a new business

  - made lots on interest in these three years

Issue:  was this investment a business, or income from property?

- felt traditional presumption applied (p.146)…this was business income

- however, there is no indication that they were doing what was in their corporate objects

- SCC seems to be broadening this presumption

  - see 2nd column on p.146
- this was an investment business…interest was from active business

Ben Barbary Company Limited
- owned a number of businesses

- sells off all but its restaurant business; gives a promissory note @ 9% (like a mortgage, just not secured against the property)

Issue:  was this interest business income or property income?

- there was a provision similar to this in corporation’s objects

- judge doesn’t like the ‘corporate presumption’ in favour of business, but was faced with Canadian Marconi
- undertakes to distinguish Marconi
  - there, involved large public company & large-scale investment (see p.167)

- not incidental or pertaining to a business, because closed/sold businesses were no longer being carried on

- held this was investment income

- if you’ve sold the business, it will be harder to prove active business income

Compare Burri with Étoile & Marconi with Ben Barbary
‘Incidental or Pertaining To’
- invariably involves interest income

  - Ben Barbary was simple in this regard

- s. 129(4):  if fails to meet active business income test, will be treated as income from property

- see p. 45 for what Investment Income includes

- where taxpayers is earning $300,000 or less, he would rather characterise it as business income

  - taxed more favourably

- however, if taxpayer is earning more than $300,000, would rather characterise it as investment income

  - initially taxed at 50%, but refund brings this rate back down to ~24%

  - $300,000+ of ABI taxed at 39%…not as favourable

NOTE:  Of course, taxpayer can’t flip-flop between categories from year to year.

  - must make a decision at the outset, based on expected rate of earning income

Marsh & McLennan (p.114)

- insurance consultant for large companies

- clients pay premiums to it…but it only has to pass premiums on to insurance companies over a 60-day ‘float’ period

- used these premiums to invest in the interim

  - earned about 10% of their income from this investment scheme

- basic source of income:  commissions from policy sales

Issue:  is interest income from business or property source?

- here, given the large amounts of money, taxpayers wants court to find this is investment income

  - not incidental or pertaining to active business

- LeDain (concurring) said this was incidental or pertaining to active business

  - test laid out at p.124
-dissent, in Fien’s opinion, is out to lunch

Brown v. Boveri 83 DTC 5320 FCA

- manufactured turbogenerators/industrial fans

- usually had only a few contracts on the go, given how long it took to build these machines

- took payments in stages, rather than in a lump sum

- invested it…earned interest income

- LeDain followed Marsh…interest income was risked in the business

- this was not the result the taxpayer wanted, as it generally earned more than $300,000 per year

Ensite (brought down same day as Marconi) (p.128)

- subsidiary of Ford Motor Co.

- manufactured car engines

- wanted to build a plant in the Philippines

  - would cost $40 million

- borrowed some money in Filipino currency

  - had to secure this loan by depositing US currency as security

  - earned interest on this deposit

Issue:  is this interest income incidental or pertaining to its manufacturing business?

- Ensite wanted this to be investment, not business income

- SCC cites LeDain’s judgment in Marsh with approval (adopt his test)

- however, they feel the ‘corporate presumption’ (as expanded in Marconi) is irrelevant here (p.132)

  - see case comment on this confusion at p.149
- a business purpose is not enough…must have a “decidedly destabilizing effect” (p.132) or be vitally associated with the trade

  i.e. need it to meet your liabilities

- this was held to be business income

Academic Commentary on the Ensite Decision

- read B. Carr’s article on ‘corporate presumption’

  - he feels that there is no presumption

- Fien’s thought:  perhaps corporate presumption only applies where there is no existing business source (as in Marconi).  If you have a business source (as in Marsh and Ensite), presumption doesn’t apply.

- see IT73R6:  released in June 2002

  - paragraph 3-8 = CCRA’s position on business vs. property income distinction

The Jurisprudence
- Cases which held that interest income was investment income (not incidental):

  - Newton Ready-Mix
  - Sanilit
  - McCutcheon

- picked up on Ensite re: reserve of monies kept to replace capital (which it held was not risked in the business)


- Prof. Fien thinks this money IS incidental to business so long as the reserves are justifiable

  - Mackintosh Flexo-Gravure
  - Skidmore
  - Irving Garber

- a portion of interest income was held to be employed/risked in the business


- not an all-or-nothing test


  - portions can be incidental, while others are not

- Cases which held that interest income was incidental to the business:

  - Cornwall
  - Majestic Tool
Three Components of Investment Income
1.  Property Source

2.  Capital Gains

3.  Specified Investment Business

- need to determine whether income is from business or property

  i.e. if it is incidental to the active business, it is active business income

Capital Gains
- one problem:  was it a capital gain or an adventure in the nature of trade?

  - remember Regal Heights & ‘secondary intention’ doctrine?

- it is not the character of the property that matters, but the intention of the taxpayer in acquiring the property

- this intention is tested objectively, with specific regard to the taxpayer’s conduct

  - look at surrounding evidence to test taxpayer’s intention

- capital gain = investment

- adventure in the nature of trade = active business income

Specified Investment Business (SIB) ~ s. 125(7) (p.45)

- specifically excluded from ABI

- SIB = a business whose principal purpose is to produce income from property

- excepted if it has more than 5 full time employees

- why isn’t this characterised as business income?

  - ‘business’ component is relatively small compared to the ‘property’ component

  - have just enough activity to move into ‘business’ realm…but government made a policy decision that income should be taxed as though it was from a property source

- if business makes more than $300,000, it is better if income is categorised as investment income (like SIB)

- if business is making less than $300,000, it is better to characterise income as ABI.

What is Included in Property Income?
- Property income includes rents, royalties and interest

  - rents & interest:  payments made by someone else for using your property


- usually based on the amount  of time they use the property

  - royalties:  payment as a function of amount of money another makes using your property


ex. Oil drilling on your land; patent licenses

- see Queen v. St. John’s Shipbuilding, 80 DTC 6272 FCA

  - explains the difference between rents & royalties

How Do the Cases Define SIBs?

- not a lot of cases on SIB definition

  - extremely passive = property

  - extremely active = ABI

  - somewhere in between = may be SIB


- unless corporation has more than 5 full-time employees…then they are outside this definition

  - incidental to ABI = ABI

Mayon (p.179)

- corporation lent money to numerous borrowers

- took security by way of mortgages

- earned interest

- had 2 full time employees; 1 part-time employee

- not making much money

  - therefore, wanted to characterise income as ABI

- court found there was a business here, but it was an SIB

- property = money lent out to borrowers

- business = finding borrowers & negotiating rates

- problem:  without the people carrying-on these services, company wouldn’t make any money!

- it is a combination of property & business

Luigi Tiengo (p.185)

- corporation designed sketches of furniture for manufacturers, then designed prototypes for them

- was paid a percentage of revenues made by manufacturers selling furniture based on the prototype

Issue:  was this SIB or ABI?

- Court held this was ABI

  - not a royalty, because the prototype was not his property - it belonged to the manufacturer.

  - furthermore, corporation was mainly being paid for his services in designing the furniture & manufacturing the prototype

- his services were critical here

Alamar Farms (p.197)

- taxpayer is in the farming business

- has oil reserves on his land

- receiving royalties from oil corporation

- also earning income from farming

- taxpayer argues that royalty income is incidental to the farming business, on the basis that it was using royalty income in the farming operation

- needed these monies to keep farming business afloat

- Minister reassesses:  called this royalty income SIB

  - Prof. Fien thinks this is strange.  Why not call it straight property income?

- Prof. Fien wouldn’t have taken the case to court

- however, taxpayer actually won

- Court looked to see if income was risked in the business & whether its removal would have a destabilizing effect

  Two Factors:

1. Geographical co-incidence

- oil was on the farm property

2. Destabilising effect

- removal of oil revenues would destabilise the farm business

- fallacy = Ensite/Marsh said underlying property had to be employed or risked in the business, not just the income from it!

  - this case misses that point

- Prof. Fien thinks this case is wrongly decided.  Wouldn’t go to court relying on it.

Five Full Time Employees Exception

- think back to Hughes, which dealt with exception of more than 5 full time employees

  - same exception applies to PSBs & SIBs

  - this case actually involved an SIB

- business’ principal purpose was to earn money from property

  - 4 employees + 1 lawyer + some part-time employees

  - Hughes won at trial, but was overturned on appeal

- he was not a full-time employee

- “more than 5” means 6 or more

- however, Lerric appears to hint that this exception might be met if you have 5 full time employees + some part-timers

- bad drafting…Act should be amended to say “6 or more”

Tax Rates on Investment Income
- this is one of the most complicated parts of the course

- p.46:  starts out being taxed at 50.67%

  - however, a portion of that tax is refundable

  - this is kept-track-of in RDTOH account (established by s. 129(3))


- see notes

- Four Components of the RDTOH Account:

1. 26.67% of initial taxes paid

2. Part IV tax (we’ll learn more about this later…)

3. RDTOH from the previous year

- LESS - 

4. Dividend refund for the previous year.

- see example on p.47
 - when corporation pays out dividends, it gets the refund

  - if they pay out dividends of $300, they will get $100 back (one-third is refunded)

- why we have these crazy mechanisms is explained at the bottom of p.47
  - meant to discourage incorporation of investment income while still remaining true to integration principles

- p.47(a):  an illustration of how this RDTOH system works…

  - system has $4 shortage because provincial tax rate is 4 points too high

NOTE:  dividend need not be paid out at any particular time…RDTOH is a running account

- the theoretical RDTOH, as envisioned by the federal government, is illustrated on p.47(b)
- not paid back with interest, unless it if more than 120 days after year end or when you file your return.

  - see s. 129(2.1)
- interest only begins to run after the 120 days

- if you earn less than $300,000, income is best characterised as ABI

- if you earn more than $300,000, income is best characterised as investment income

  - depends on how much over the $300,000 mark you are

- when you are close to the $300,000 limit, might be better to characterise income as ABI, since it is more certain $300,000 will be eligible for lower rate.

Part IV Tax
- an anti-avoidance provision regarding the abuse of inter-corporate dividends (which generally go untaxed)

- Part IV is s. 186
  - applies to private corporations & “subject corporations”

  - levies two taxes:


s. 186(1)(a)


s. 186(1)(b)

- a new definition:  when two corporations are “connected”

  - two corporations:  payor & recipient

  - recipient corporation is connected to payor if recipient corporation controls the payor corporation

  - extended definition of control found in s. 186(2)
- if recipient or another non-arm’s length person control the payor, then recipient & payor are deemed to be connected

- s. 186(4):  always considered connected if recipient has greater than 10% of votes AND share value of payor corporation (i.e. greater than a 10% stake in the payor corporation)

- see IT269R3
  - having a small bit more than 10% of shares may not constitute more than 10% of actual value of the corporation, given discount for minority shares


- people won’t pay 10%+ of value for 10%+ of shares

  - need to be careful not to jump to conclusions based on simple arithmetic


- may need to consult a CBV (Certified Business Valuator); like an appraiser

- s. 186(1)(b):
  - see calculation on hand-out:
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  - assessable dividend:  defined in s. 186(3) to be a taxable dividend deductible under s. 112

  - remember, Part IV tax goes into RDTOH account

- if dividended-out again, the system works perfectly

  - if s. 186(1)(b) didn’t exist, you could circumvent the RDTOH system by interposing a second corporation

- tax incidence would be 26% instead of 46%

  - s. 186(1)(b) acts to reserve refundable tax to government until a dividend is paid-out to an individual

  - remember, s. 186(1)(b) only applies where corporations are connected

NOTE:  s. 129(1.2)
  - if you buy a company for the sole purpose of accessing built-up RDTOH account, this provision deems dividends not to be ‘taxable dividends’…can’t get the money back

  - government didn’t like corporations trafficking in RDTOH!

More about Part IV Tax

- s. 186(1)(b) set up to prevent tax refund until dividend paid out to individual shareholder

- s. 186(1)(a):  hinges on companies not being connected (i.e. link of less than 10%)

  - this lesser link is referred to as a ‘portfolio holding’

ex. Individual has 5% share in a large public company

  - top rate on dividends:  35% (see p.6)

  - way to reduce tax:
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- works well if money not required for personal consumption

  - CCRA didn’t like individuals interposing corporations in this way

Thus…

- s. 186(1)(a):  where recipient company received a taxable dividend, it must pay a 33.33% refundable tax

NOTE:  also a refundable tax.

  - goes into recipient’s RDTOH account.

  - when dividended-out, individual must pay at 35.08%, but the company will be put back into its initial position

  - see diagram on p.50(a)
- the result = less than 2% deferral

  - not usually worth the effort of incorporation!

- Always keep Part IV tax in mind when facing intercorporate dividends

- Note:  s. 186(1)(b) will not apply when payor does not have an RDTOH account

  - payor may not have any investment income if it is an active business

The Relevance of Whether Corporations are Connected

- if companies are not connected, there will always be Part IV tax

- if companies are connected, Part IV will only apply where payor is receiving a refund.

A Sample Problem
- see p.51; answers on p.52
- first step under Part IV:  find out if corporations are connected

  - non-connected company always generates more RDTOH than you started with (because its tax calculation is not dependent on RDTOH of payor)

Avoiding Part IV by Using-up Losses
- s. 186(1)(c) & (d):  if recipient corporation has non-capital losses, may use up $3 of these losses to avoid paying $1 of Part IV tax

- non-capital losses may be carried back 3 years & forward 7 years

- would only do this where non-capital losses are close to expiring

- typically wouldn’t do this because non-capital losses save permanent tax, whereas Part IV tax is refundable.

Corporate Distributions (p.53)

Ways a company can get money to its shareholders:

1.  Dividends

2.  Winding-up of the Corporation

3.  Redemption or Purchase-Back of Shares

  - redemption = preferred shares

  - purchase-back = common shares

4.  Shareholder Appropriations & Loans

  - unfortunately, loans must be paid back

  - shareholder appropriations = simply writing yourself a cheque on the company bank account

- CCRA has attempted to make it so the tax consequences of all these actions are the same as if dividends had been declared

  - in the case of shareholder appropriations, you will be in an even worse position

Two Ways to Get Money Out of a Corporation Tax-Free

1.  Paid-up Capital

  - money shareholder spent to acquire its shares

  - can’t be paid out as a dividend (because it’s not corporate earnings per se)

2.  Capital Dividends

1.  Dividends
Two Types
A.  Taxable Dividends

  - defined in s. 89
- all dividends, unless a s. 83(2) election is made

B.  Capital Dividends

  - what happens when a s. 83(2) election is made

A.  Taxable Dividends
NOTE:  Dividends may be paid in cash or assets

  Ex. Asset = land; shares in another company


- not a common situation

- s. 52(2) deems paying company to have a disposition at fair market value

  - treated as a sale

- one other type:  stock dividend

  - not done often in private companies

  - generally done by issuing preferred shares in the company

  - capitalise retained earnings into further stock

  - done more often in public companies

- s. 82 includes in income the amount of the dividend

  - in the case of stock dividends, look to s. 248(1)

- amount = increase in paid-up capital (i.e. result of capitalisation)

- all of these dividends (cash, assets, stock) are taxable dividends.

- only s. 83(2) elections will move you into the other category of dividends (capital)

B.  Capital Dividends ~ s. 83(2)(a)
- before dividend declared, if corporation has a Capital Dividend Account (CDA), it can file an election with CCRA to declare a capital dividend.

- capital dividends go to all shareholders tax-free

  - no Part I or Part IV tax

NOTE:  Election must be for the full amount of the dividend

  i.e. may only dividend-out up to the max of the CDA

  - to avoid this, corporations simply issue 2 separate dividends (1 taxable; 1 capital)

- CDA is defined in s. 89(1).  See p.54.

A Note about Cumulative Eligible Capital Accounts ~ s. 14
- looks at corporation’s purchases of licenses & goodwill, etc.

  - take into account ½ the purchase price

  - subtract ½ proceeds when these intangible are sold

- s. 20(1)(b):  entitled to amortise/depreciate the account at 7% on a declining balance (like another category of Capital Cost Allowance)

Why are Capital Dividends Tax-Free?
- if individual had earned them personally, they would not be taxable (outside the system)

- preserves the tax-free status of these receipts flowing through a company

- see example on p.16(a)
- common dispute:  adventure in the nature of trade

  ex. Dispositions of buildings or land


- CCRA will argue that your primary or secondary intention was to resell the building/land; thus, it was an adventure in the nature of trade.

Interest Penalty

- s. 184(2)(a):  if you elect to make a capital dividend but you don’t have the funds to cover it in your CDA, CCRA will levy a 75% penalty on the excess

  - huge interest penalty!

2.  Winding-Up
- shareholders hand-in their shares & get back their paid-up capital

- generally, small companies will not convert all assets into cash

  - shareholders may want the assets the way they are

  - might not be a good market at that time

- s. 204(7) of the Manitoba Corporations Act provides that, upon winding-up, you must notify creditors, publish a notice in the Gazette and then distribute remaining property among the shareholders according to their various interests/rights.

- if you wish to distribute assets in kind, ITA makes it equivalent to having paid out dividends in cash

  - in s. 69(5)(a), company deemed to have sold the assets at fair market value

  - in s. 69(5)(b), it is as if the shareholder bought this asset from the company (bumped-up basis)

Sample Balance Sheet like this Prepared by Accountants upon Winding-Up
BALANCE SHEET PRIOR TO WIND-UP

	Assets (AT COST)
	Liabilities

	Land - $100,000
	Bank - $175,000

	Building - $150,000
	Trade Payables - $75,000

	Equipment - $120,000
	Total = $250,000

	Bonds - $130,000
	Retained Earnings (profits after tax)

	Total = $500,000
	  $150,000

	
	Paid-up Capital

	
	  Preferred Shares - $40,000

	
	  Common Shares - $60,000

	
	  Total = $100,000

	
	Total = $500,000


PRO FORMA BALANCE SHEET FOR WIND-UP

	Assets (AT F.M.V.)
	Liabilities

	Land - $210,000
	Bank - $175,000

	Building - $170,000
	Trade Payables - $75,000

	Equipment - $90,000
	CCRA - $25,000 (tax on wind-up)

	Bonds - $130,000
	(25% on $100,000 mark-up at F.M.V.)

	Total = $600,000
	Total = $275,000

	
	Retained Earnings (profits after tax)

	
	  $150,000

	
	  $75,000 (from wind-up)

	
	Paid-up Capital

	
	  Preferred Shares - $40,000

	
	  Common Shares - $60,000

	
	  Total = $100,000

	
	Total = $600,000


  - the $600,000 pays off the liabilities, the preferred shares and the balance of the $285,000 goes to the common shares

Deemed Dividend Upon Winding-Up

- s. 84(2):  each class of shareholder deemed to have received dividend equal to amount of value of property given to that class minus their paid-up capital

  - each shareholder deemed to receive their pro rata share of this deemed dividend

- problem:  interrelation between s. 83(2) and s. 84(2)

  - dividends under s. 83(2) must be for the full amount


- see s. 88(2)(b)(i) & (iii):  breaks deemed dividend up between CDA & taxable dividends


- now have two deemed dividends!

- wouldn’t it have just been easier to make it so s. 83(2) dividends could be for partial amounts of dividends?, Prof. Fien argues.

Paid-Up Capital

- s. 89(1)(b)(iii) defines ‘paid-up capital’

  - same as at corporate law, except as altered by sections of the ITA
- for our purposes, it is the same as it is in corporate law = the amount paid by shareholder for his shares

- CBCA & MCA call it “stated capital” in s. 26

End Result
- given ss. 84 & 88, shareholder put in same position as if dividend had been paid out in cash

Problem with Capital Gains/Losses

- Remember:  shareholder must dispose of his shares to become entitled to his paid-up capital

  - see definition of disposition in s. 248(1)
  - must worry about capital gains/losses, as shares are capital property


- don’t want amount over (greater than) paid-up capital counting as ‘proceeds of disposition’, as it has already been deemed a dividend


  - this problem is cleared up by s. 54(j) – proceeds of disposition reduced by amount of dividends deemed by s. 84(2)
An Example
- SH1 buys shares from company for $1000

- sometime later, SH2 buys shares from company for $600

- Company winds up.

  - total value of property is $2500

- $2500-$1600 (paid-up capital) = $900

  - each shareholder owns 50%…will get $450 each.

- does SH1 have a capital gain/loss here?

  - proceeds of disposition (PoD) = $1250 - $450 = $800

  - adjusted cost base (ACB) = $1000

  - has a capital loss of $200

- what about SH2?

  - $1250 - $450 = $800 PoD

  - ACB = $600

  - $200 capital gain

Macro vs. Micro
- these provisions work well on the macroscopic scale, but don’t always work well for individual shareholders

- systems works well on a global basis = shareholders’ gains and losses will net out to $0

What if Shareholders Have Changed Since Incorporation?
- if all gains and losses are added together, they will zero out on this global basis

ex. Shareholder A buys shares from the company for $1000.

  - then sells to Shareholder B for $1500.

- A has a capital gain of $500

  - company’s paid-up capital does not change (only includes amount initially paid-in by Shareholder A)

  - If company winds-up, B will have a $500 capital loss

  - A has a gain of $500; B has a loss of $500…it all zeros out in the end

ex2. Shareholder 1 buys 150 shares from the company for $1500

  - later, Shareholder 2 buys 50 shares from the company for $200

  - SH2 sells 50 shares to SH3 for $2000


- this external sale does not change the company’s paid-up capital

  - Company winds-up.  Has $3000 to distribute.

  - when SH2 sold to SH3, realised a $1500 gain.

  - deemed dividend = $3000 – PUC ($2000)

= $1000

- SH1’s deemed dividend = ¾ shareholder (thus, ¾ of dividend) = $750

- SH3 = ¼ of dividend = $250

  - now calculate gains & losses


- SH1 = ¾($3000) = $2250 of actual proceeds


  - $2250 - $750 = $1500 (adjusted proceeds)


  - capital gain = $1500 - $1500 = $0


- SH3 = ¼($3000) = $750 of actual proceeds


  - $750 - $250 = $500 adjusted proceeds


  - capital loss = $2000 (initial cost) - $500 = $1500


- SH1 = $0


- SH2 = $1500


- SH3 = -$1500

  - Total = $0

Exception:  When Paid-Up Capital Eroded
- when company suffers losses that erode it’s paid-up capital, gains/losses will no longer zero out

ex. SHA buys shares for $1000 from company

  - sells to SHB for $1500

- SHA realises a gain of $500

  - corporation winds-up…only has $100 to pay out


- SHB has no deemed dividend ($100 is less than paid-up capital of $1000)

  - SHA = gain of $500

  - SHB = loss of $1400

  - why doesn’t this zero out?


- $900 loss of paid-up capital


- loss will always exceed amount of gains by the amount eroded from paid-up capital

How Excess RDTOH Treated on Wind-up
- when corporation has money in RDTOH account upon winding-up, accountant will list extra dividend payable from refund (maximise this possibility)

  - simply added as another asset

Example
- see problem on pp.62-63
Where Deemed Dividend Received by Corporation

- if it is a company receiving this deemed dividend, it goes tax-free under Part I
- may be subject to Part IV tax under s. 186(1)(a) (where no connection) or s. 186(1)(b) (where corporations are connected)

- see notes on p.63 re: exception

  - tax-free rollover between subsidiary & parent

  - subsidiary realises no gain or loss; parent doesn’t, either

  - meant to facilitate corporate reorganizations

NOTE:  If parent owns less than 100% (but more than 90%), minority must do gain/loss calculation (though there is no deemed dividend)

3.  Redemption/Purchase-Back of Shares
- redemption = a unilateral right that attaches to the shares or is retained by the company

ex. Para 6 on p.108 (corporation); para 7 on p.108 (shareholder)

  - usually only have one or the other (especially with preferred shares)

- redemption is a disposition

- purchase back = not provided for in share rights, but agreed to by shareholder & corporation (bilateral)

NOTE:  can only be done for one shareholder or a portion of a class

- purchase back usually happens with common shares, since preferred shares will be structured for easily liquidation

- however, must meet solvency test before a redemption may be done (s. 34, MCA; s. 36, CBCA)

  - solvency test for purchase back = s. 32, MCA; s. 34, CBCA
  - want to be sure that other shareholders/creditors don’t get shafted/left out in the cold

Tax Law Implications
- redemptions & purchase backs are treated the same

- dealt with under s. 84(3)
  - deemed dividend = proceeds – paid-up capital (PUC)

- however, cannot look at PUC value of the entire class (as the whole class may not be bought-up)

- must calculate PUC for individual shareholdings

  - just a pro rata division of the class’ PUC (see s. 89(1)(a))

  - balance sheet doesn’t keep track of each shareholders’ PUC…only done on a class basis

- First, calculate gain or loss ~ see s. 54(j)
  - proceeds reduced by deemed dividend

- Then compare this adjusted basis to the ACB

Some Examples

Ex. SH1 = buys 20 shares from the company for $100,000

- SH2 = buys 10 shares from the company for $20,000

- company redeems 10 of SH2’s shares for $90,000

  - $90,000 – PUC

- class PUC = $120,000 (for 30 shares)

- PUC for 10 shares (1/3) = $40,000

  - deemed dividend = $90,000 - $40,000 = $50,000

- now adjust proceeds = $50,000 - $10,000 = $40,000

  - $40,000 - $10,000 = capital gain of $30,000

*Only difference here:  must calculate PUC for individual shares (instead of entire class)

Ex2.  SH1 buys 10 shares from the company for $1000

- SH2 buys 10 shares from the company for $3000

- corporation redeems all 10 shares from SH2, for $5000

- corporation then winds-up & pays out $10,000 to SH1

- all gains and losses should even out, unless corporation has lost PUC (which is not the case here)

- deemed dividend = everything company earned over PUC

Ex3.  SH1 buys 20 shares from company for $20,000

- SH1 sells 10 shares to SH2 for $15,000

- corporation redeems these shares for $35,000

- corporation then winds-up; pays SH1 $58,000

- SH2 at a gain of $10,000

Why Do Corporations Redeem Shares?

- preferred shares are a method of financing

- if rates drop, may be better to redeem shares & borrow from the bank instead

The Problem with Low PUC
Problem:  investing in a class where PUC is less than what you paid for the stock, where there is a redemption right in the corporation

  - can charge more because corporation is doing well

- See article on p.67(a)
Ways to Avoid This Problem:

  - incorporate a holding company OR

  - set-up a separate class of shares for your client in the corporation


- easier to do with preference shares


- with common shares, stick to economic multiples


  ex. Issue 500 shares instead of 1000, but give them 2 votes each, etc.

Tax Incidence

- make sure your client gets paid in full upon redemption

  - don’t need to wait until wind-up, or pay-out over a period of time

  - will get taxed on full value in the year the shares are redeemed, regardless of how much has actually been paid

Redemption/Purchase Back & Part IV Tax

- if the share being redeemed or purchased back are held by a corporation, don’t forget about Part IV tax

  - if payor has no RDTOH (only have an active business), when do you lose your connection under s. 186(1)(b)?


- IT269R3:  will be considered connected based on your status before shares were redeemed

Where Paid in Shares *NOT EXAMINABLE*

- s. 84(b) & (d):  if a company redeems or buys back shares, but instead of paying in cash pays you in another type of shares, these provisions say if you keep the PUC of the shares (and it is the same as the PUC of the shares that were redeemed), then the amount will be deemed to be equal to this PUC

  - no deemed dividend

- also, under s. 51, this is not considered a disposition for capital gains purposes

  - again, allows corporations to restructure without tax implications for shareholders

  - a relieving provision

Example
- see problem on p.67 re: unconnected corporate shareholder

  - answer on p.68
Exam Hint
- exam will likely involve a corporate shareholder and a winding-up, redemption or purchase back (i.e. deemed dividends)

A Note about PUC

- amount of paid-up capital is critical, since it comes out of corporation to shareholder tax-free

- only amounts over & above PUC will be taxed

- see s. 84(1): there are only 3 legitimate ways to add PUC on to a balance sheet

  - s. 84(1)(a):  payment of a stock dividend


- a way of capitalizing retained earnings

  - s. 84(1)(b):  issuing treasury stock

  - s. 84(1)(c):  may increase PUC in any amount that PUC of another class is reduced (similar to s. 84(b) & (d))

- if you use some other method of adding PUC to the balance sheet, a deemed dividend will result immediately.

4.  Shareholder Benefits & Loans
A.  Section 15(1) – Benefits

  Two Subcategories:

i. Appropriations

ii. Advantages

  - both dealt with in the same way under s. 15(1)
i.  Appropriations

- appropriation = shareholder takes property from company with the intention of keeping it, in an unauthorised corporate transaction

ex. Sole shareholder writes himself a cheque on the corporation’s bank account

ex. Shareholder buys an asset from the company worth $20,000 for $15,000 (pays less than FMV)

- this is considered a type of shareholder benefit

- cannot do an end-run around corporate norms & escape tax consequences

- s. 15(1) taxes these appropriations as regular income, not as a dividend (46% instead of 35%)

ii.  Advantages
- more subtle than appropriations

- shareholder uses a corporate asset or tries to take some other advantage

ex. Shareholder uses company car for personal use

ex. Corporation buys house, but shareholder lives in it without paying rent

ex. Extending a business trip into a personal holiday or taking your spouse along on a business trip.

- taxed as a benefit under s. 15(1)

General Principle of Valuation

Youngman and Fingold set out common law principle

- value is what shareholder would’ve had to pay to an arm’s length person for the same benefit

- this value is then added-in to income

Problems with Valuation
- valuation may become quite a headache

- for common problems, added formulas into the Act to aid with valuation

  - see ss. 15(5), 16(1)(a), 16(2)
  ex. Must include in income 2% per month of the capital cost of the car to the company or 2/3 lease cost to the company per month


- problem:  doesn’t take into account the age of the car


NOTE:  shareholder/employee is expected to keep a log of mileage used for business vs. personal use


EXCEPTION:  If you have kept a log and in the year personal use was less than 10% & 12,000 kms, a much more favourable formula is used

B.  Loans to Shareholders
Ex. Corporation lends shareholder $50,000 but no interest paid

  - not an appropriation, because it is a documented transaction

  - advantage = interest you didn’t have to pay

  - problem:  what interest rate should be applied?


- see p.72:  prescribed rate (follows prime) less interest paid up to 30 days after year end

Section 15(2) ~ Non-Repayment of Shareholder Indebtedness

Ex. Shareholder takes a loan from the corporation; pays interest, but doesn’t pay back any of the principal

  - covered-off by s. 15(2)
- s. 15(2.1):  definition of connected = non-arm’s length

- result:  principal included in shareholder’s income, unless s. 15(2) exceptions apply

  - see pp.73-74
- s. 20(1)(j):  earn $50,000

  - borrowed $50,000

  - added to income = $100,000

  - mostly taxed at top bracket

  - repaid in 4 years

  - relief basically wipes away the amount you paid a lower rate of tax on

- even if you received the full amount, think of the time value of money

  - useful where shareholder has a ‘low income’ year

Always Look to s. 15(2) First!

- s. 15(2) has nothing to do with interest

- look to s. 15(2) first

  - if it applies, then need not impute interest income under s. 15(1)

- because, under s. 15(2), the money is included in shareholder’s income…it belongs to him

- otherwise, interest will likely be attached under s. 15(1)
SECTION 85 ROLLOVERS
Some Basic Concepts

Ex. You own an non-depreciable asset (e.g. shares; land)

- cost base = what you paid for the asset
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  - when you sell for $100, you have a capital gain of $70.

  - the $30 is just getting your money back – no tax on that

  - only $35 is included in income

Ex. For depreciable assets:
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  - when you sell for $100, $70 is capital gain, $10 is recaptured in income.

  - so, $45 is included in income.  $20 is just you making your money back.

Ex. You own a share.

  - paid-up capital (PUC) = what first person who bought the shares from the corporation paid

- if you are that first person, PUC = ACB
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  - if you sell to another person for $30, their ACB = $30; PUC is still $10 (original price doesn’t change)

Introduction

- you use a rollover to transfer assets to a corporation on a tax-deferred basis

  - usually non-arm’s length

  ex. Sole proprietor who incorporates

  ex. Merging one corporation with another (e.g. a holding company)

- use rollovers to avoid realising a capital gain on such property

  - deemed fair market value disposition under s. 69(1)(b)
- s. 85 is an exception to s. 69
- s. 85(2) provides for rollovers between a partnership & a corporation

- s. 85(1) allows you to elect out of s. 69
  - not mandatory, but an election

  - generally, people want to avoid triggering a capital gain

- think back to spousal rollovers under ss. 70 & 73
  - no capital gain there, either.  Just transfer the property over.

  - transferee takes over the property with the same tax attributes.  Deemed to have transferred at ACB.

- with corporate rollovers, you get the FMV of the asset

  - transfer property at it’s tax cost, but get back FMV

- tax cost for non-depreciable assets = ACB

- tax cost for depreciable assets = UCC

Basic Rules
1. Transferor may be an individual, a corporation or a partnership

2. Transferee must be a taxable Canadian corporation

3. Property being transferred must be “eligible property”

  - defined in s. 85(1.1)

- includes depreciable capital property, non-depreciable capital property; eligible capital expenditures (e.g. goodwill); inventory

  - EXCEPTION:  real property inventory (this cannot be rolled-over)

4. Transferor must get FMV of asset from corporation

  - at least part of payment (in exchange for asset) must be paid in shares of the corporation

  - must get a least 1 share (or even a portion of a share) for each class of depreciable capital property and for every piece of non-depreciable capital property, inventory and ECE (e.g. goodwill)

  - the remainder (referred to as “boot”) may be paid in cash, promissory notes, assumption of liabilities (i.e. taking over debts)

- must meet all these requirements in order to make a s. 85 election

Mechanics of a s. 85 Election
- it is a joint election signed by the transferor and transferee

- elect under s. 85(1)(a)
- for tax purposes, price you assign becomes transferor’s deemed disposition & the transferee’s ACB

- price you choose results in no tax being paid at the time of the roll-over

- elected amount = sale price for tax purposes

ex. Transfer of non-depreciable capital property
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  - asset worth $100

  - transferred by you to corporation

  - here, you would set your election price at $10 (your ACB)


- you suffer no gain or loss

  - corporation acquires the asset with $10 ACB.


- gain is rolled-over

  - s. 85 preserves the gain…just defers it


- tax still gets paid…just by the corporation instead of you.

- cannot elect for a price lower than your ACB when transferring non-depreciable capital property

- because corporation pays less tax on this capital gain than you would, you must take back some of the price in shares (so you can be taxed on those later)

ex2.  Transfer of depreciable capital property
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  - setting election price at $30 results in $10 recapture.

  - however, there will be no tax consequences for transferor if price is set at $20

  - for depreciable property, elect to transfer at UCC (tax cost)

- for depreciable property, corporation is deemed to have taken same amount of depreciation as taxpayer (so it doesn’t pay less taxes after the transfer)

- basic concept behind s. 85 rollovers:  corporation takes on property with the same tax consequences.

  - just a deferral

  - NOT an avoidance of tax!

- for ECE’s, you would elect at twice the CEC amount (since their inclusion rate is only 50%)

What Transferor Must Get Back from the Corporation

1. Property received must have same market value and tax cost as the property transferred in.

  Ex. You own land with a FMV of $100,000 and an ACB of $10,000.

- if you sold the land for its FMV, you would realise a $90,000 capital gain

- can’t simply interpose a corporation to defer this gain, given nature of the property you must take back (i.e. shares)

  - property you get in return must have the same FMV & tax cost as the property you transferred in

2. Part of what transferor receives in return must be shares.
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- we will talk about the ACB/PUC equivalency later…


- the shares have the same tax consequences as the asset you transferred to the corporation

- if you realised the gain, $35 would be included in your income, one which you would pay 46% tax (like $17.50)

- if corporation realised the gain, it would only pay at 20% rate (like $7)

  - at least in theory…

- the shares you received, upon wind-up of the corporation, will result in a deemed dividend of $70.  Taxed at 30%

- corporation paid that 20% before, so the total amount of tax paid is around the 50% you were supposed to pay originally

  - once again, at least in theory…

- s. 85 rollovers are just another aspect of the integration theory

  - that’s why the tax cost/consequences must stay the same throughout

  - this is why you must take at least part payment in shares

The Perfect Rollover
- in a perfect rollover, capital gain in the shares you receive will be equal to the FMV of the property you transferred minus the tax cost of that asset.

- remember, you may also take back (at least in part) non-share consideration (“boot”).

- in a perfect rollover, you would take back ‘boot’ up to the amount of your elected price
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ex.  Where you get back all FMV in shares:


- remember, ACB is allocated among all shares in a class.


  - here, you have 100 shares worth $100,000.  

  - each share costs $1000 (FMV).

  - each share’s ACB = $100

  - PUC is also $100 for each share

  - if you sold 1 share, you’d have a $900 gain

    - if the corporation bought back 1 share, you’d have a $900 deemed dividend

ex. Mixed Package
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- $90,000 gain locked in package of shares.


  - their ACB would be $0 (pure gain…to preserve the original gain)


- would pay no tax on boot (ex. Demanding repayment of a promissory note)


- advantage:  access tax-free portion of package immediately, rather than paying a portion of tax on each share you redeem.

- perfect rollover = no immediate tax consequences to transferor

  - would set elected price at tax cost (ACB or UCC), take back up to ACB/UCC in boot, with the remainder in shares.

Limits on Elected Price
- see chart on p.75
- parameters (maximums and minimums) set out in ss. 85(1)(b), (c), (c.1), (d), (d.1), (e), (e.1), (e.2) & (e.3)

Upper Limit
- FMV of the property transferred in

  - electing higher than the tax cost will trigger a capital gain (for non-depreciable property) and a capital gain & recapture (for depreciable property)

Lower Limit
- the greater of:

1. FMV of the boot you take back (preserves amount of locked-in gain) AND

2. A.  in the case of non-depreciable property and inventory, it is the cost base of the property (setting it lower would trigger a capital loss);

B.  in the case of depreciable property, it is the UCC of the property (would trigger a terminal loss if set lower).

- lower limit is the greater of FMV of boot and tax cost of the property transferred in.

- if you take more than tax cost of the property, must set elected price at FMV of boot

  - realise some of the tax consequences right away

- if FMV of asset is less than tax cost, you wouldn’t chose to do a rollover

  - no bad tax consequences would result from a straight transfer

The Perfect Rollover Revisited
- in a perfect rollover, elect at tax cost of the asset

- take back boot up to the tax cost of the property transferred in, then shares for the rest

- no capital gains or recapture triggered

- may still access tax-free portion immediately

An Example (p.92 of the materials)

1.  Land:

  - elected price = $16,000 (ACB)

  - take back $16,000 in liabilities

  - corporation will issue 69 Class ‘A’ shares


- each worth $1000

  - total = $85,000

2.  Building:

  - elected price = $65,162 (UCC)

  - take back $245,000 - $65,162 in shares (~180)

  - up to $65,162 may be boot…assume liabilities or give corporation a promissory note; may take cash, too

  - total = $245,000

3.  Equipment:

  - elected price = $19,200 (UCC)

  - still do a rollover, since tax cost is lower than FMV

  - take back $2800 worth of shares

  - the boot may be cash; a promissory note or assumption of liabilities of $19,200

  - total = $22,000

NOTE:  Share consideration may simply be a fraction of a share.

4.  Motor Vehicles:

  - elected price = $16,758

  - take back 4.957 shares (each worth $1000)

  - take back $16,758 in boot

  - total = $21,715

- imagine your business had a $1000 capital loss and $2245 in business losses.

- in the motor vehicle example (above), you might elect at $20,000

  - $1000 capital gain

  - $2245 business income

- these would cancel-out your losses

5.  Goodwill:

  - elected price = $1.00

  - tax cost = $0 (you didn’t buy it from anybody)

  - probably take back $175,000 in shares

  - if you had something in your CEC account, you’d use those numbers


- only included at a rate of 50% into CEC account

  - that’s why you elect at double the amount in the CEC account

Timing
- must file an election with CCRA

- deadlines set in s. 85(6):

  - earliest of date one of the parties must file their taxes


- corporations have 6 months after their year end to file their taxes


- individuals have until April 30th
- may file up to 3 years late

  - just pay a penalty

- make sure you figure out who will file the election…make sure it gets done!

Contents of the Package Taken-Back by Transferor
- if you take back more shares than FMV of asset transferred-in, then you receive a taxable benefit under s. 15(1)
  - will be included into income of transferor

- if you take back less than FMV, attribution rules kick-in

  - s.85(1)(e.2):


1.  If FMV is greater than

A. the amount you took back OR

B. elected price; AND

2.  It is reasonable to regard any portion of this excess as a benefit you meant to confer on a related person;

Then, elected amount is increased by the amount of this benefit.


- will incur capital gain/recapture equal to that amount
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  - Corporation pays $65,000 in shares, $5,000 in a promissory note

- only paying $70,000 for a $100,000 asset

- $30,000 “benefit”

  - Dad owns 40% of shares in a company. Kids own 60% (2 hold 30% each).

- children getting extra advantage of 60% of $30,000 = $18,000

- this is a benefit conferred on a related party

- s. 85(1)(e.2) moves elected amount to $78,000

  - you would have an $18,000 capital gain

  - corporation’s cost would also go up $18,000

NOTE:  doesn’t apply for s.85(1)(g) & (h):  ACB will not increase in those situations

- doesn’t apply if you are simply benefiting yourself

Attributes of Boot Taken Back

Promissory Notes

- What kind of promissory note would you want to take back?

  - want it redeemable right away…otherwise it’s not worth as much as it would be if payable on demand

  - otherwise, make it FMV + interest (so it is worth the same as if it were payable on demand)

Shares
- What kind do you want to take back?

  - retractable preferred shares


- common shares participate in the equity of the company


- preferred shares are basically fixed in value…but you have preference when it comes to dividends & upon winding-up

- this means preferred shares are easier to value, given their fixed redemption value

- ‘retractable’ simply means that you may demand that corporation buy back the shares

  - ‘redeemable’ = corporation may but back on its demand

  - may want to take back common shares at the start-up of the business, or if you are the only shareholder & business is going well (automatically worth the value you put in/the value of the business)

- How many shares do you take back?

  - hard to value the corporation

  - instead, share rights may set out a formula for calculating value of preference shares


- amount originally paid for shares ÷ number of shares issued at that time


- helps you out in the short-term

- What if your estimate of the business’ value is incorrect?

  - share rights may include a ‘price adjustment clause’


- redemption value automatically adjusted to reflect the proper value


- thus, you will have automatically taken back the right number of shares

  - otherwise, you should include a ‘price adjustment clause’ in the actual rollover agreement


- make it so consideration is automatically adjusted


- this protection is not as good as if it were present in the share rights themselves

  - still must make a reasonable estimate of the business’ value

- otherwise CCRA can ignore the ‘price adjustment clause’ in the share rights or the agreement

Cost Base of Package Taken Back
- we know tax cost of the package must be the same as tax cost of the asset transferred in

- take elected amount and assign it first to ‘boot’ (the non-share consideration)

- cost of preferred shares taken back = elected amount – boot
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  - here, cost of shares = 0 (must lock-in full tax cost of the asset in this part of the package)

- cost base of common shares = elected amount – boot – preferred shares
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  - cost base of note = 5

  - cost base of assumption of liabilities = 5

  - cost base of preferred shares = elected amount – boot = 20

  - cost base of common shares = elected amount – boot – pref. shares = 10


- preserves 60 gain, like in asset

PUC of Shares Taken Back
- cost base locks in gain if you sell to a 3rd party

- PUC locks in gain corporation buys shares back from you

- how to figure out PUC here:

  - s. 85(2.1):  the ‘PUC Grind’ section


- takes PUC you’d otherwise have & reduces it (‘grinds it down’)

- PUC is what a person originally paid the corporation for the shares

- need to reduce PUC so a deemed dividend will occur when you sell back the shares

- The Formula:  Corporate PUC – (elected amount – boot)

  ex. You take $100 worth of shares for an asset worth $100 with an ACB of $10


- 100 – (10 – 0) = 90


  - this is the amount by which corporate PUC is ground-down/reduced


- therefore, corporate PUC becomes $10


  - thus, when shares are redeemed, you will realise a $90 deemed dividend

  - tax cost of shares in this example:


- elected amount – boot


- 10 – 0


- 10 = ACB

An Easy Way to Remember the Formula
PUC + Boot = E.A. or

E.A. – Boot = PUC or

E.A. – PUC = Boot

Other Consequences of Such a Property Transfer
- don’t forget that in the real world such a transfer may also trigger GST, PST & possibly land transfer tax

More Examples
- look at examples on p.113(b)
1.
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  - assign elected amount first to boot = $5000


- no capital gain


- no s. 15 benefit

  - PUC of shares = elected amount – boot


= $5000 - $5000


= $0

- thus, deemed dividend of $3000

2.  
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  - can’t do this…cannot elect lower than boot!

  - elected amount would be changed to $6000, triggering a $1000 capital gain

3.
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  - cannot elect lower than cost base

  - elected amount automatically increased to $5000


- shares would have locked-in deemed dividend of $3000

4.
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  - results in a s. 15(1) taxable benefit of $2000

  - if sale price was $6000 here, may trigger a s.85(1)(e.2), depending on amount related party owns of corporation.

Review of Sample Exam
1.  Woody’s Hunting Lodge

a)  Loan Repaid with Interest

  Issue:  what is the character of the interest income?


- property source (taxed as investment income) or is it incidental to WHL’s business income (and thus ABI)?

  - basic test:  LeDain in Marsh McLennan:  was it employed or risked in the business?

- these facts are somewhat analogous to Ensite
- would likely pass LeDain’s test, however, how has Ensite changed the law?

  - see p.132:  “decidedly destabilising effect”


- “risked” means more than having a business purpose


- must have a “destabilising effect”

- here we have a business purpose, but probably not a decidedly destabilising effect

  - this will likely be taxed as investment income

b)  Deposit Lost

  - apply the same test as for income, above

- if this is a property source, you have a capital loss (you are losing a source of income)

  - PoD ($0) – ACB ($25,000) = capital loss of $25,000

2.  Issues:  PUC, redemption, RDTOH stuff

  - note:  should be 24% (that’s the tax rate for 2003) (pp.4 & 10)

  - p.10 = $4800

  - look at the answer…fairly obvious

3.  Jack Merris (p.5)

  - longer question than he will give us

  Issue:  is this a personal services business?


- always look at where the company is making money

1. Scouting

2. Batting Practice Instruction

3. Interest Income

- problem:  he’s doing the same thing he used to do as an employee

- scouting likely not a personal services business

- must decide whether scouting & batting instruction should be dealt with as the same or as separate businesses

  - there is a decent argument to be made that batting instruction is a separate source of income…may be a personal services business


- MacDonald, Société de Projet…courts are reluctant to find PSBs, even where employee is performing the same functions as before.

- scouting is an active business

- if you conclude this is one business, then can Merris be an employee with regard to batting, but not for scouting?

  - may look to Criterion for assistance

- court would likely shy away from finding the whole thing to be a PSB, especially since batting is only a minor part of the venture

- then you have the 5 full time employees problem

  - is 5 ½ employees good enough?


- look at Hughes & Lerric

- the main thing is to point out what the law is…he doesn’t care about your conclusions

- interest income is likely incidental to this active business…withdrawing it would have a destabilising effect

  - s. 15 benefit issue (re: passes to games)


- contra:  not likely a ‘benefit’…he seems to be working at all the games

  NOTE:  must be carrying-on business in Canada


- may not be eligible for SBD…all income would thus be taxed at 39%

3.  Associated Corporations Problem

  - why does CCRA give associated corporations this break?


- must share ABI limits

  - PSB put in to avoid creation of new SBD base

- exception nice because you avoid being subject to s. 18(1)(p) (which disallows deductions)

4.  Totally mechanical RDTOH/PUC question

  - this is likely the most complicated calculation we’ll get on the exam

5.  A-One Ltd.

- approach:

  - how many sources?

  - what kind are they?

  - apply appropriate tax rates

- what kind of source is this advisory business?

  - PSB?


- courts don’t like finding PSBs

- plus, they are providing services to others

- not a one-client company

- looks like a legitimate business

- likely not a PSB

  - the $450,000 fee is likely part of ABI


- definitely NOT a capital gain


- a royalty, like in Luigi Tiengo?  Likely not…it is not a separate source…closely-tied to the business

  - a joint venture?


- interesting idea…you’d get marks for mentioning it

  - if you concluded it was a PSB, must address the 5 employees problem (citing Lerric; Hughes)

  - be sure to tell him which you think is the BETTER view

6.  Associated Businesses

  - won’t try to trick us…wants to make sure we know the basics

  - shares held by underage children deemed to be owned by parents

  - must be familiar with look through rules (where companies above own the bottom company proportionately)

  - Joyce & Clark own Apple & Orange


- Apple & Orange are thus associated (s. 256(1)(b) (Rule 2))


  - owned by same group

  - Clark Ltd. controls Apple Ltd., so they are associated

  - Derek Ltd. controls Orange Ltd., so they are associated (s. 256(1)(a) (Rule 1))

  - once you have a web like this, all corporations become associated (s. 256(2))

7.a)  What test do you apply to determine whether it is a dividend?

  - not for the purpose of gaining or producing income

  - not deductible

b)  Why aren’t dividends included in base for RDTOH?

  - what is the purpose of RDTOH?


- achieve integration through refunds

  - don’t pay tax on dividends


- you won’t get a refund of tax for something you didn’t pay tax on in the first place!

Exam Format
- questions will not be long

- Woody’s Hunting Lodge question is about as long as the ones he will give us

  - doesn’t want excess verbiage…could’ve done this question in a few paragraphs

- doesn’t care about background of the cases we’ve studied

  - just apply them!

- don’t just regurgitate notes or facts of other cases

  - won’t give you extra marks & it’s just a waste of time

- try to be succinct…don’t ramble!

Issues:

1.  Identify/characterise types of income

  - business vs. property/specified investment income

2.  associated companies

3.  Part IV tax

4.  Section 85 rollovers

5. Interpretation of a new/made-up section

6. Redemptions; wind-ups

Main Points:

1.  Identify the Sources

2.  Apply the Tax Rates

  - at least mention the applicable rate of taxation

  - may need to do a full calculation for Part IV
A Note About Section 85
- long-term penalty:  you start off with 1 asset with some tax consequences

  - after you do the rollover, there are 2 assets with those tax consequences

  - government profits!

- allocate ‘basis’ first to boot, then to pref. shares, then to common shares

- s. 85(1)(e.2):  basically, you’re under s. 69 again (no longer benefit from the s. 85 exception)
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