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Chapter 8
Deemed Dispositions

Leaving Canada

Leaving Canada

When an individual leaves Canada he is deemed to have disposed of all his property at FMV 128.1(4)(b)

Exceptions to 128.1(4)(b)

1.
A) Real property - Building and Land situated in Canada.

  
B) Capital property used in a business in Canada, including ECP.

2.       RRSP’s, RPP’s, DPSP’s & RHOSP’s

3.
 Inventory of a business carried on in Canada.

********** 1 to 3 is taxed only when actually sold ************

Chapter 9
Non-Arm’s Length Transactions

Deceased

Income Attribution

GIFTS AND NON ARM'S LENGTH TRANSACTIONS

S 69(1)(a): Where a T/P acquires anything from a non-arm's length person 

         for more than FMV, he is deemed to have acquired it at FMV.

                   Vendor must report actual POD. 

S 69(1)(b): Where a T/P has disposed of anything: 

                       1) To a non-arm's length person for POD < than FMV

Or

  2) By way of gift, inter vivos to any person (arm's length 

       or not).

The T/P will be deemed to have received POD = to FMV.




The purchaser in situation 1) will have an ACB = to the amount

                     paid, and ACB = to FMV in situation 2).

S 69(1)(c): Where the T/P has acquired a property by way of gift, bequest, or    

                   inheritance he is deemed to have acquired it at FMV. 

INTER VIVOS TRANSFER OF PROPERTY TO A SPOUSE OR TRUST

      EXCEPTIONS TO S 69(1)
      S 73(1): Applies where capital property is transferred to:

                    1) A spouse.

                    2) A former spouse re divorce.

                    3) A spousal trust.

      Deemed disposition for the T/P is at UCC if it is depreciable property. 

      DPOD at ACB if non-depreciable property.

      DACB for the spouse is = to DPOD for the T/P. 

      S 73(2): When depreciable property is transferred, the purchaser’s cost is 

                    equal to what the seller’s cost was for determining future capital 

                    gains and recapture.

      S 73 applies automatically unless you elect to deem the sale at FMV.

       S 13(7)(e)(i), (ii), (iii) : determines the capital cost of dep. property in non arm's length acquisitions for CCA  purposes only.(not capital gain)

S 13(7)(e)(i) : If the purchaser's  cost is  >  than the seller's cost, the cost to 

                      the purchaser will be  revised to, 

         TOTAL OF    a) vendor's cost 

              +                b) 1/2 (POD vendor - cost vendor)   

        S 13(7)(e)(iii) : If the vendor's cost is > than purchaser's cost, the purchaser 



will be deemed to have the same cost as the vendor and the 



excess  (difference between the deemed cost and his cost)  



will be deemed CCA previously allowed to him.

                                 
(similar to S 85(5)).

Death Of A Taxpayer

INCOME FROM DEEMED DISPOSITION OF PROPERTY ON DEATH 

INCLUDED IN THE FINAL RETURN OF DECEASED T/P


 GENERAL RULE   

       CAPITAL PROPERTY - DEP. & NON-DEP.

       S 70(5)(a):  - On death T/P is deemed to have sold all his capital

                             property at FMV (i.e.: DPOD = TO FMV)

       S 70(5)(b):  - Beneficiaries are deemed to have acquired the property at 

                             FMV (i.e.: DACB = TO FMV )

   BEQUEST TO A SPOUSE OR SPOUSAL TRUST

       Exception to the General Rules of DPOD = FMV for deceased

RULES

       CAPITAL PROPERTY - S 70 (6)

Deceased T/P's DPOD of non dep property = to ACB

Deceased T/P's DPOD of dep. property = to  UCC

       - For planning purposes, if deceased has a loss carry-forward or CGD  

         available, you should make the election under S 70(6.2) for one or

         more properties, in order that the disposition be at FMV.

       - Spouse's ACB =  to deceased DPOD in all cases. 

ATTRIBUTION

Objective: Prevents individuals taxed at high rates from shifting income to

                   their spouse or minor children who may be taxed at lower rates.

Transfer or loan


  Where a T/P transfers or loans property, directly or indirectly to:

         a) His spouse, (or a person who has since become his spouse ) 

  Or

         b) Non arm's length people under 18, including his niece or nephew. 

The income or loss of that person (i.e. in a) or b)) is deemed to be the   income or loss of the T/P and not that person. 

Attribution does not apply:

1) For the period in the year the T/P is not resident in Canada.

2) In the year minor turns 18.

3) To income or loss from an investment acquired with the income attributed

     to the T/P. 

What happens when that property is sold, who declares the capital gain 

or loss?
1) For transfers or loans to a person other than the spouse, the person selling

    declares the capital gain or loss, not the T/P.

2) For transfers or loans to a spouse, the T/P declares the capital gain or loss. 

    As a result, you may transfer the property tax free to your spouse under

    S 73(1), but when your spouse sells the property, you will be taxed on the 

    capital gain or loss.

PERSONS NOT DEALING AT ARM'S LENGTH 

( other than spouse or minor children)  

S 56(4.1): Applies if the T/P loans property to a non arm's length individual

                 and the main reason for the loan was to reduce or avoid tax on the 

                 income from the property. 

                 If S 56(4.1) applies the income is then deemed that of the T/P.

Attribution rules don't apply in the following situations:

SYMBOL 140 \f "Wingdings" \s 17 \h
   1) Business income if the beneficiary is actively involved in the 

business.

        2) Capital gains or loss from "property transferred or loaned" to minor

             children.

        3) Income from property transferred to adult children.

        4) Income earned on income that has already been subject to the 

            attribution rules.

SYMBOL 141 \f "Wingdings" \s 17 \h
  Transfers at FMV

Attribution does not apply if:

ASYMBOL 125 \f "Symbol" \s 16 \h At time of transfer, the FMV of the property transferred was equal to 

      the FMV of the property received by the T/P.

BSYMBOL 125 \f "Symbol" \s 16 \h Where the consideration received included indebtedness or 


              in the case of a loan, the interest charged by the T/P was greater than or equal to the lessor of , a- the prescribed rate or, b- the market rate.

CSYMBOL 125 \f "Symbol" \s 16 \h Where the property was transferred for the benefit of the                                    spouse, the taxpayer elected not to have S 73(1) apply                                     (i.e.: the disposition was at FMV ).

SYMBOL 142 \f "Wingdings" \s 17 \h  Marriage breakdown

 
No attribution if couple is separated or divorced.

SYMBOL 143 \f "Wingdings" \s 17 \h  Contribution to a spousal RRSP

      No attribution on RRSP contributions to the extent the amount is

      deductible by T/P.

SYMBOL 144 \f "Wingdings" \s 17 \h  Salary to spouse or children under 18

        No attribution if: 1) The amount is deductible by the T/P (i.e. it is 

                                         reasonable).





And

                                   2) It is included in the beneficiary's income.

Anti - Avoidance Rules

Apply if:

  1) You use a 3rd. party to transfer the property to a designated person.

  2) T/P guarantees the complete or partial repayment of the loan 

       made by a third party to a designated person.

Chapter 11

Capital Gains Exemption

Lifetime Capital Gains Deduction

Small Business Corporation (SBC) 

A capital gain realized on the disposition of a qualified SBC is eligible

for the $400 000 CGD (exempts $800,000 in CG’s). 

Conditions to qualify as a SBC  S 110.6(1)
· At time of sale, the corp. must be a CCPC and 90% or more of  its assets at FMV are used principally in an active business carried on primarily in Canada by the corp.

· Throughout the 24 months preceding the sale, the shares are owned

     by the individual or related people.

· Throughout the same period (i.e. : 24 months), the shares were shares

     of a CCPC and  >  than 50% of the assets at FMV were used in

     an active business in Canada by the corp. or related corp.

 Chapter 12
Taxable income and 

Tax payable for Corporations

Computation of net and taxable income of a corporation

In order to arrive at net income for income tax purposes you must first start with accounting income as per GAAP.

Many items may be deductible for accounting purposes but are not for tax purposes. Furthermore, certain items must be included in income for accounting purposes but are not for tax purposes.

To arrive at taxable income you start with your net income for tax purposes and then deduct;

Charitable donations 

Losses from prior or subsequent taxation years

Dividends received from taxable Canadian corporations S.112

Note: The capital gains deduction is not available to corporations.

Charitable Donations: 

Individuals get a tax credit, corporations must add it back to arrive at net income for tax purposes and then deduct it to arrive at taxable income. 

Max deduction is 75% of tax net income.

Unused amounts may be carried forward 5 years.

Dividends: 

Individuals must gross up their Canadian dividends by either 18% for (non eligible) or 38% for (eligible) dividends, $100 dividend results in a $118 or $138 taxable dividend. 

Corporations do not gross up their dividends, they must include them as part of their accounting net income and then deduct them to arrive at taxable income (if received from taxable Canadian corporations).

Losses: 

Same rules for individuals and corporations.

Non capital losses; Carry forward 20 years, carry back 3 years.

Net capital losses; Carry forward indefinitely, carry back 3 years. May only be applied against taxable capital gains.

Dividends from taxable Canadian corporations

All Canadian corporations may deduct under S.112 dividends received from other taxable Canadian corporations to calculate taxable income. 

Foreign source dividends

Include in income the gross amount of any foreign source dividends received. Any foreign taxes paid usually reduce your federal tax payable by an equivalent amount.

Allocation of Income by Province

Any Province where a Corporation has a Permanent Establishment (Fixed place of business) you must allocate Taxable Income to it.

Calculation; Average % of 2 amounts 



1. Province’s sales over total corporate sales



2. Province’s salaries over total corporate salaries

Average % for province X Taxable Income = Amount allocated to province.

Federal Taxes Payable

Basic Rate: 38% X Taxable Income
General Rate Reduction:  13 % X full rate taxable income (will see later). 
Federal Tax Abatement: Reduces the basic rate by 10% for taxable income earned in Canada. This reduction allows the provinces to levy their own provincial tax rate on the taxable income earned in their province.

If 100% of the taxable income was earned in Canada the basic rate is reduced by 10% to 28%. If 80% was earned in Canada then the basic rate is reduced by 8% (10% X 80%).

Provincial Tax Payable: Usually calculated as the provincial tax rate X Taxable income earned in that province.
Note: 

Most provinces have 2 rates, a low rate on the first $500,000 of Canadian Active Business Income earned by a CCPC, and a higher rate on other income. 

Alberta and Quebec administer their own corporate taxes, their rates are similar to the other provinces.

Small Business Deduction

Reduces Federal Taxes Payable.

Basic reduction: 17% of the CDN Active Business Income, (ABI) of a CCPC.

Criteria for qualification:

1. The corporation must be a CCPC.

2. Only available on Canadian ABI (Defined later).

3. Only available on first $500,000 of Canadian ABI.

4. Associated corporations (Defined later), must share the $500,000 business limit.

Types of Corporations

Public Corporations: Resident in Canada and trades on a Canadian stock exchange.

Private Corporations: Resident in Canada and is not a public corporation or controlled by a public corporation.

Canadian Controlled Private Corporation (CCPC): Resident in Canada and not controlled by a public corporation or a non-resident.

Active Business 

Defined as any business carried on by the corporation other than a specified investment business or a personal services business.

Active Business Income

Income from an active business excluding property income.

Canadian Active Business Income

ABI earned in Canada

Specified Investment Business

Defined as a business the principal purpose is to derive income from property (including interest, dividends, rents, or royalties), unless

1. The corporation employs throughout the year more than 5 full time employees, or

2. Associated corporations provide administrative or similar services to the company, which would have required more than 5 full time employees if the services were not provided.

Personal Services Business

Generally speaking deals with situations where individuals who are otherwise considered employees incorporate and provide the same services as before. 

The General formula for the SBD

Applies to CCPC’s throughout the year:

17% of the lesser of

1. Canadian ABI

2. Taxable income less 
100/28 times the foreign tax credit on foreign non-business income (No ART or GRR).

4 times the foreign tax credit on foreign business income.

(No GRR)

3. Business limit of $500,000 less portion allocated to associated corporations.
General Rate Reduction 

13% X Full Rate Taxable Income

Based on calendar years otherwise prorate.

Full Rate Taxable Income for a CCPC is defined as 

Taxable Income, reduced by:

1) Income Eligible for the M&P deduction.

2) Income Eligible for the SBD.

3) Corporation’s aggregate investment income as per S.129(4). Note 1

Note 1: Aggregate investment income includes net taxable capital gains, interest, rents, and royalties, but not dividends deductible under S.112. It includes Foreign & Canadian sources for these amounts, and is reduced by any net capital loss carry overs from other years.

Foreign Tax Credits For Corporations

Foreign Non Business Income Tax Credit

Lesser of

1. Taxes paid to the foreign government, and

2. [Foreign Non Business Income / Adjusted Division B Income] X by Tax Otherwise Payable.

Adjusted Division B Income

Division B Income, less

Net capital loss carry-overs deducted in year and

Taxable dividends received deductible under S.112.

Tax Otherwise payable

Basic federal tax less the federal abatement and general rate reduction, plus the ART.

Foreign Business Income Tax Credit

Least of

1. Taxes paid to the foreign government

2. [Foreign Business Income / Adjusted Division B Income] X by Tax Otherwise Payable.

3. Tax otherwise payable for the year less the foreign tax credit on non business income.

Adjusted Division B Income

Division B Income, less

Net capital loss carry-overs deducted in year and

Taxable dividends received deductible under S.112.

Tax Otherwise payable

Basic federal tax less GRR.

Chapter 13
Taxation of Corporate Investment Income
Additional Refundable Tax On Investment Income (ART)

For A CCPC this tax may be summarized as follows:

6-2/3%  X  the lesser of:

a) Aggregate Investment Income, and

b) Taxable income minus the amount on which the SBD is based.

Aggregate investment income may be summarized as follows:

Net Taxable capital gains for the year,

Less: Net capital losses deducted of other years,

Plus: Income from property (Canadian and foreign)

Less: Losses from property (Canadian and foreign)

Note: Income from property includes interest, royalties, rents, and foreign dividends (but not dividends deductible under S.112(1)).

Refundable Portion Of Part I Tax (CCPC Only)
In order to qualify the corporation must be a CCPC throughout the taxation year.

Basic Rule:

The least of:

a) Aggregate Investment Income
X  26-2/3%

  xx

Foreign non-business tax credit


 xx

Less

Foreign investment income X 9-1/3%

(xx)











(xx)











  xx










 
  ==

b)  Taxable Income




 xx


     Less total of


     Amount eligible for the SBD

xx


     100/35 X non business foreign tax credit
xx


     4
X  business foreign tax credit

xx







        

(xx)







26-2/3% X     xx  =  xx










  ==

c) Part I tax 






  xx











  ==

Refundable Dividend Tax On Hand (RDTOH) (Private & CCPC)
Basic Rule:

RDTOH Opening




 xx

Deduct: Dividend refund of previous year
(xx)








 xx

Add: Total of

Refundable portion of Part I tax


 xx

Part IV tax payable (see below)


 xx









 xx

RDTOH Ending





 xx









===

Dividend Refund( Private & CCPC) 
The Dividend Refund is the lesser of:
Taxable dividends paid
$xx 
X
1/3

xx

RDTOH Ending





xx

Part IV Tax

General Rule:
Dividends received from non-connected corporations are subject to 33 1/3% Part IV tax.

i.e.
Received $10,000 in dividends, Part IV tax = $ 3,333

Dividends received from connected corporations are not subject to Part IV tax unless the payer Corporation received a dividend refund.

i.e.
Received $10,000 in dividends and no refund received by the  

         payer corporation. No part IV tax.

i.e. 
Received $10,000 in dividends and a $1,000 dividend refund was received by the payer corporation.

Assume our T/P owns 80% of the shares: Part IV Tax [80% X $1,000] = $800

Connected 186(4):


The corporation receiving the dividend:


1) Controls the payer Corporation


or

2) Owns more than



i) 10% of the voting shares 



and
ii) 10% of the FMV of all shares of the payer corporation

Chapter 14
Other Issues in Corporate Taxation

Acquisition of control rules
· Whenever a business is sold through the sale, redemption or cancellation

of shares an acquisition of control results

Exceptions 256(7):

· If purchaser is related to the corp. before the sale.
· Amalgamation of related corps.

Result of an acquisition of control (AOC):

1) Deemed year end 249(4)
· S249(4)(a)  Tax year of corp. is deemed to end immediately before AOC (i.e. AOC Jan. 15/93 therefore Jan. 14/93)

· S249(4)(b)   A new tax year is deemed to commence at time of AOC ( i.e. Jan. 15/93)

· S249(4)(c)   If AOC took place within 7 days after its usual FYE,
     corp. can elect to have its FYE end immediately before the AOC.

· S249(4)(d)  Corp. may elect a new FYE after the AOC.
2) Short FYE before AOC therefore corp.;

a) must prepare F/S & T2 return


b) claim CCA pro rata


c) carry forward of losses, shortened by 1 yr.

3) Net capital losses 111(4);

a. Cannot carry forward net capital losses to tax years after AOC.

b. Cannot carry back net capital losses incurred after AOC to tax years  

    before AOC.

c. You must write down each non dep. capital property to FMV.  The  

    FMV becomes the new ACB to corp.
The excess (ACB – FMV) is deemed a capital loss of the corp. for its FYE prior to AOC. This excess cannot be carried forward to 

               tax years after AOC but may be carried back 3 yrs.


d. The corp. may elect to deem disposed certain capital property (dep.   
    or non dep.) for POD between ACB and FMV. You would do this  

              to create capital gains to apply against capital losses that will 

    otherwise expire. The POD will become the new ACB to the corp.
4) Depreciable property & ECP 111(5.1) & (5.2) 

If the UCC of the asset exceeds its FMV you must write down the asset 

to its FMV. The difference will be considered CCA and must be 

deducted prior to AOC.
If the CEC exceeds 3/4 of the FMV of the ECP you must write down the 

asset to 3/4 of its FMV. The difference will be considered CCA and must 

be deducted prior to AOC.

5)   AFDA    111(5.3);
· No deduction under 20(1)(l) is allowed in FYE immediately before

AOC.
· If the face value of the A/R is greater than the FMV you must claim 
     the difference under 20(1)(p) immediately prior to AOC. 

6) Non Capital Losses 111(5)(a)(i) & (ii)
· Non capital losses and farm losses incurred in tax years prior to AOC, may be carried forward to tax years after AOC, only if the business that generated the losses is carried on throughout the taxation year in which the corporation seeks to claim those losses.

· These losses may be claimed in future taxation years ( i.e. after AOC) only against;

1) Income generated by the business which gave rise to the loss
and
2) any other similar business

7) Charitable Donations

Cannot carry forward undeducted charitable donations to tax years after AOC.
Related Persons: See professor’s notes
Associated Companies: See professor’s notes

SR & ED Expenditures (R&D)

S.37(1) R&D deduction

All qualifying R&D costs (current not capital) are allocated to a special R&D pool. These amounts can be deducted in the current or any subsequent year.

Definition of R&D: See ITR 2900

Rules for Current Expenses

To be eligible the expenditures must be incurred for R&D and relate to the taxpayer’s business. 

Salaries or wages:

Cost of materials:

3rd Party Payments:

Actual Overhead costs:

Investment Tax Credits (ITC’s) S.127(5) to 127.41

ITC’s are available to both individuals and corporations. 

ITC’s are calculated as follows:

The specified % multiplied by the current expenditure.
This credit reduces the federal tax otherwise payable.

Eligible Expenditures

R&D:

Current expenditures.
Rates

R&D:


Some CCPC’s

35%





All other corporations
15% 

CCPC’ s Rate on R&D

If the corporation was a CCPC throughout the year, its taxable income in the preceding taxation year was not more than $500,000 and its taxable capital employed in Canada is less than $10 M the ITC rate is 35% on the first $3 Million of R&D expenditures (i.e. current).
You must include any associated company’s income for this determination, and the $3 Million limit must be shared.

Refundable ITC’s for Qualifying CCPC’s
100% on ITC’s from current expenditures
Carry Over

Unused ITC’s may be carried over 20 years and back 3 years.

The taxpayer must reduce the current year’s federal tax before he can carry back ITC’s. 

The taxpayer must claim all other tax credits before he can claim ITC’s in the year.
Tax Basis Shareholder Equity

Paid Up Capital (PUC)

· 89(1)(c) PUC is usually equal to the amount the shares were originally issued for

i.e. Balance sheet amount.

· Contributed surplus is not PUC.

· PUC follows the shares, ACB follows the S/H.

i.e. If shares have a PUC of $1,000, and are sold to a person by a

previous S/H for $10,000 the PUC is still $1,000, but the ACB to the new S/H is $10,000.

· PUC is determined by class of shares (i.e. C/S, P/S A, P/S B)

The PUC of 1 share is equal to the average of that class.

i.e. 1,000 C/S with a PUC of $10,000, therefore the PUC per C/S = $10.

If another 200 C/S are issued for $3,000 now the PUC per C/S

will be ($10,000 + $3,000)/ 1,200 C/S = $10.83.

· PUC represents the amount of capital that may be received by a S/H without being subject to tax as a dividend.

Dividends

Deemed Dividends

S.84(1)

Applies if the PUC of the shares of a class is increased without;

· An equal increase in the value of the corp.’s assets,

· An equal reduction in its liabilities,

· An equal reduction in the PUC of another class of shares,

· A combination of the above.

· 84(1) will apply to deem the difference as a dividend to all the S/H’s of that class, according to their shareholdings immediately after the transaction. The amount of the dividend, will be added to the ACB of the shares held by the S/H (S.53(1)(b)).

S.84(3)

·  If a corporation redeems, acquires or cancels shares of its capital stock a dividend equal to the difference between the amount paid and the PUC of the shares will be deemed.

· In addition, as a result of S.54 a disposition has occurred.

Whenever a corporation redeems its shares, there are 2 calculations.

·  Calculate the 84(3) deemed dividend, using the PUC of those shares.

·  Calculate the capital gain or loss, using the ACB of the shares.

· By virtue of S.54 the POD for the capital gain/loss calculation

is reduced by the amt. of the deemed dividend calculated under 84(3).

· Unlike 84(1), only the S/H whose shares are redeemed is taxed

84(4)

·  If the amount paid to a S/H exceeds the amount the PUC of the shares are reduced by, a dividend will be deemed paid to all S/H’s of that class according to their shareholdings at that time.

· Therefore you may receive funds free of tax up to the reduction in the PUC of the shares.

· 53(2)(a)(ii) reduces the ACB of the shares held by the amount of the funds received by the S/H which are not included as a deemed dividend under 84(4).

Note

· 84(3) applies only to the S/H’s who have their shares redeemed. S.84(1), (2), and (4) apply to all the S/H’s who hold shares of that class, even if they were not involved in the transaction. Furthermore, all deemed dividends are grossed up for individuals and deductible under S112(1) for corporations.

84(4.1)

If a Public Corporation the whole amount paid becomes a deemed dividend.
Other Types of Dividends

Regular cash dividends: Taxpayer reports the amount received 

Stock dividends: Taxpayer reports the FMV of the shares received and increases his ACB in those shares accordingly.
Dividends in kind: These are dividends paid with assets of the corporation other than cash. Usually the assets are shares of another company. Taxpayer reports the FMV of the shares received and increases his ACB in those shares accordingly. The corporation is deemed to have sold those shares at FMV.
Note: All dividends are grossed up for individuals and deductible 
          under S.112(1) for corporations.

Chapter 15 

Corporate Taxation and Management Decisions

See professor’s notes
Chapter 16
Rollovers under Section 85

Rollovers

The Objective of Section 85:
·  Allows a T/P to transfer property without realizing a gain or

recapture of CCA at the time of the transfer.

Whose eligible to use 85(1):
The seller must be a taxpayer as defined in 248(1) therefore it could be an individual, a corporation, a N/R, or a trust.

A partnership uses the rules under 85(2).

The purchaser must be a taxable Canadian corporation.

What assets are eligible for 85(1):

85(1.1) most important ones:
1) Capital property, defined in S.54(b)

    Does not include land or building (i.e. real property) owned by a N/R.

2) ECP

3) Inventory

    Does not include land and building if it is considered inventory.

Consideration received
· The consideration received by the transferor (seller) must equal

to the FMV transferred.

· Types of consideration that a transferor may receive:


1) Shares, C/S or P/S of the purchaser (i.e. corporation).


2) Note receivable from the corporation.


3) Corporation may assume debts of the transferor (i.e. building


     transferred to corporation and the corporation assumes the 

          mortgage on the building.)

· The rollover must include at least 1 treasury share of the purchaser.

Agreed Amount:
The agreed amount is used to determine 2 things:

1) Seller’s POD of the property transferred to the corporation.

2) Purchaser’s ACB or cost of the property acquired from the seller

What amounts can the agreed amount be:

See examples

85(1)(e.2) Gifting

Objective: Prevents the seller from benefiting related S/H’s

when the seller doesn’t own 100% of the purchaser.

See example

85(1)(f),(g) & (h):

Calculates the ACB of the consideration received by the vendor from the purchaser.

85(2.1) PUC Adjustment
· 84.1 has priority over 85(2.1)

Conditions:

· The transfer is after November 21, 1985.

· 85(1) or (2) is used.

· 84.1 doesn’t apply.

Result:
Possible reduction in the PUC of the shares received from the 

purchaser.

Formula:

(A-B) X C/A

Loss from non –depreciable property

See example

Loss from depreciable property 

See example

S 84.1 Non arm’s length sale of shares:

CONDITIONS

1. A Canadian individual disposes of shares of a Canadian company.

2. The sale is to a non arm’s length corporation.

3. The purchaser and the company sold are connected after the

    sale.

Tax consequences of 84.1 for the seller:
· Reduction in the PUC of the shares received by the seller 84.1(1)(a).

· Immediate taxable dividend if the vendor has received NSC 84.1(1)(b).

· PUC Reduction 84.1(1)(a).

 (A-B) X C/A

· Immediate Deemed Dividend 84.1(1)(b).

 (A+D) - (E+F)

· Remember to reduce the POD of the shares sold by the amount of the deemed dividend, to calculate the capital gain/loss by virtue of S.54.

S 55(2) AVOIDING A CAPITAL GAIN

       OBJECTIVE : Prevents a company from converting a capital gain into a 

                               deductible dividend under S.112(1).

       CONDITIONS :
       1) A corporation resident in Canada receives a taxable dividend.

       2) The corporation may deduct the dividend under S.112(1).

       3) One of the purposes of the dividend  

            OR 

           The result of the dividend  

          Was to significantly reduce the capital gain that would have resulted if       

          the shares were sold at FMV before the dividend was received.

          Significant reduction means $ reduction not % reduction.

  4) The capital gain that would have resulted is not supported by safe 

            income (means taxed R/E).

       5) The dividend is not subject to Part IV tax.

RESULT 
        SYMBOL 140 \f "Wingdings" \s 15 \h The whole dividend received by the corporation will be deemed not

             to be a dividend.

        SYMBOL 141 \f "Wingdings" \s 15 \h If the S/H sold the share, the full amount of the dividend will be

             considered as additional POD.

SYMBOL 67 \f "Wingdings" \s 19 \h
 PLANNING
 Under S.55(5)(f), the recipient should designate the dividend to be several

 separate dividends, as a result, only the dividends that have insufficient safe

 income will be taxed as additional POD.

EXCEPTIONS TO  S  55(2)
S. 55(2) applies to a dividend only if a disposition occurs to a person with

whom the corporation that received the dividend was not related to.

SYMBOL 154 \f "Wingdings" \s 17 \h
 Note: Brothers and sisters are deemed not to be related for S.55(2)

      purposes.

Chapter 17
Other Rollovers

SHARE FOR SHARE EXCHANGE - S 85.1

OJECTIVE:
 Allows the vendor to exchange its shares in a corporation for 


another corporation’s without tax consequences.

CONDITIONS:
1) There’s a sale of shares of a TARGET CORPORATION by a T/P in 

          exchange for shares of a PURCHASER CORPORATION
2)
Purchaser must be a Canadian corporation.

3)
The shares being exchanged must be capital property of the T/P and 
must be shares of a Canadian corporation.

4)
The vendor and the purchaser must be dealing at arm’s length before 
the exchange.

5)
After the exchange the vendor and non arm’s length people may not 
control or own more than 50% of the FMV of the purchaser shares.

6)       No S.85(1) or (2) election was made on the sale, S.85(1) or (2) have 

Priority.


7)
The vendor must only receive a single class of shares of the 
purchaser.

8)
The vendor must not receive any NSC.

9)
Under ITAR 26(26), the tax free zone of the old shares are 
transferred to the new shares.

RESULT
1)
Tax Consequences for the Vendor - S 85.1(1)(a)

- vendor is deemed to have sold the shares for POD equal to their 
 
  ACB



AND


- vendor is deemed to have acquired the shares of the purchaser at 

  an ACB equal to the exchanged shares


- the shares received will be deemed to be taxable Canadian property 
  if the shares exchanged were TCP

2)
Tax Consequences for the Purchaser - S 85.1(1)(b)

- purchaser corporation is deemed to have acquired the shares of the 
  
  target corporation at a cost equal to the lessor of:


1-  The FMV of the target corporation’s shares


2-  The PUC of the target corporation’s shares 

3)
PUC adjustment for the Purchaser corp.’s shares - S 85.1(2.1)

FORMULA:
(A - B)*C/A         See lesson notes


USE OF S 85.1: Takeovers

S 86 REORGANIZATION OF CAPITAL 

OBJECTIVE: Allows a company to restructure with no tax consequences to the shareholder.
CONDITIONS:
1)
T/P must sell all his shares of the class.

2)
The shares must be capital property.

3)
Section 85 must not apply to the sale, S.86(3).

4)
T/P must receive shares of the same corporation for the old shares.

5)
Taxpayer may receive NSC.

6)
No election is required it’s automatic.

RESULT

1)
The cost of the NSC received by the T/P will be equal to the FMV 
of the
 NSC S.86(1)(a).

2)
The cost of the new shares received by the taxpayer will be 
calculated as follows:

ACB of the old shares    XX



Less
        FMV of the NSC           (XX)

       ACB of the new shares  XX


*  if more than 1 class received, pro rate using FMV

3)
The POD of the old shares will be equal to the cost of the new shares 
plus the cost of the NSC.

COMPUTATION OF PUC S 86(2.1)

REDUCTION OF PUC 86(2.1)(a)

(A - B) x C/A 

Occurs when there is an increase in the PUC of the shares of the corporation in a reorganization of capital.

DEEMED DIVIDEND S 84(3)

(
Watch for 84(3) when using 86(1)

(
84(3) will apply if the


FMV of NSC + the TAX PUC of the new shares received, is greater 
than the TAX PUC of the old shares.

USE:
 Used in estate freezes.

GIFT OR BENEFIT - S 86(2)

OBJECTIVE:
Prevents the use of S 86(1) to gift a related 





person.
CONDITIONS:

1)
S 86(1) applies.

2)
FMV of the old shares is greater than



A)
FMV of NSC


+
B)
FMV of the new shares after the exchange

3)
Reasonable to regard the excess as a benefit conferred on a related 
person.

RESULT

1)
POD of the old shares is equal to the lessor of:



A)
FMV of the NSC + benefit



B)
FMV of the old shares before the exchange

2)
The capital loss if any, incurred by the T/P on the old shares is deemed nil.

3)
Cost of the new shares is equal to



ACB of the old shares


X


less
FMV of NSC
+
   X



AMOUNT of benefit
   X
        (X)








        XX

AMALGAMATION   S 87

OJBECTIVE
Allows corporations to combine by limiting tax 




consequences.

2 Types:
Vertical
- sub shares are cancelled



Horizontal
- new shares are issued for new company

Note:
You cannot amalgamate a Federal Charter Corporation with a Provincial Charter Corporation.

CONDITIONS:

1) 2 or more taxable Canadian corporations merge (Predecessor

          Corporations).

2) Purpose is to form a new corporation.

3) All assets of the predecessor corporations becomes assets of the 

new corporation (except amounts receivable from each other).

4) All liabilities of the predecessor corporations become liabilities of 

the new corporation (except amounts owing to each other).

5) All shareholders of the predecessor corporations become S/H’s of the 

new corporation (except shareholders that are one of the predecessor corporations).

RESULT
1)
Taxation year
- S.87(2)(a): New tax year commences at the 




  time of amalgamation for the new corporation

  and ends before the amalgamation for the old 

  corporations.

2)
Inventory

- S.87(2)(b): Closing inventory of an old corp. 




  becomes beginning inventory of new corp.

3)
Depreciable property - S.87(2)(d) & (d.1)

- Capital cost and UCC flow through to new corp, possible   recapture in the future.


- If predecessor corps were related prior to amalgamation, the assets 
  
  will go into same class (i.e.:  class 3 goes into class 3)


  if they were not, then the assets go into the class that is applicable 

  at that time (i.e.:  class 3 goes into class 1)


- No ½ rate rule if predecessor corps. were related before the 
  
 
  amalgamation.


- If new corp.’s 1st FYE is short, must pro rate CCA


- Predecessor corps. may claim CCA in their last FYE

4)
Non Dep. Property – S.87(2)(e)


- ACB of predecessor becomes ACB of new corp.

5)
ECP – S.87(2)(f)


- If same business is carried on by new corp. then the CEC of the old 
  
  Corp. is added to the CEC of the new corp.


- Old corp. may claim a CEC deduction for its last fiscal year end

6)
Reserves S 87(2)(g) to (j), S 87(2)(m), S 87(2)(11)

Reserves claimed by the old corp., are deemed claimed by new

corp., as a result, you must include in the income of new corp reserves claimed by old corp.

7)
Capital dividend Account – S.87(2)(z.1)


CDA of old corp. becomes CDA of new corp. if it is a private

         corp.

8)
RDTOH – S.87(2)(aa)


- RDTOH of old corp. becomes RDTOH of new corp. if it is a 
  
  
  private corp.

9)
ITC’S S.87(2)(oo) and, Installments Reg. 5301(4)


- Same as above, treat as if it was still the old corp.

10)
Losses Carried Forward - S.87(2.1)


- Non capital losses, net capital losses, farm losses, restricted farm 
 
  losses, limited partnership losses, flow to new corp.


- 1 year carry forward is lost, because an amalgamation results in a 
 
  year end for the old corps.

TAX CONSEQUENCES FOR S/H’S AND CREDITORS - S 87(1)

S.87(4):Tax free rollover on amalgamation if:

1)
The old shares are capital property of the S/H

2)
The S/H only receives shares of the new corporation.

RESULT
S/H is deemed to have

1)
Sold his old shares for POD = TO ACB

2) Acquired new shares at ACB of the old shares.

USE:  In house loss utilization

WINDING-UP A SUB OWNED 90% OR MORE- S 88(1)
OBJECTIVE:
Allows you to liquidate a sub without any immediate tax 



consequences.

CONDITIONS:
1)
The sub and parent must be taxable Cdn. corporations.

2)
The parent owns at least 90% of the shares of each class of shares of 
the sub.

RESULT - FOR SUBSIDIARY
1)
Automatic application of S.88(1), no rollover required.

2)
The sub will be deemed to have sold the property transferred at 

following amounts:









S 88(1)(a)










    POD








Inventory


     cost





Dep. property

     UCC





Non dep. property

     ACB





ECP



     4/3 * CEC

3)
No CCA allowed to subsidiary in year of liquidation.

4)
The wind-up does not result in a deemed year end to the sub, rather 
it ends as usual, unless it ceases to exist.

5)
Sub may claim reserves in tax year assets are transferred to parent, 
but parent must include the reserve in income in the subsequent year. 

S.88(1)(e.1)

6)
CDA, RDTOH and ITC’s are transferred to parent.

RESULT FOR PARENT

1) The parent is deemed to have acquired the assets of the sub for an amount = to the POD to the sub – S.88(1)(c).

2) Capital cost and UCC flow through to the parent, possible recapture 
  in the future.

3)
S.88(1)(b): The parent is deemed to have disposed of its shares in the 

   
subsidiary for POD equal to the greater of

1) Lessor of






a)
PUC of the sub’s shares






b)
The cost amt. of the property 







distributed to the parent







Less








- Debts assumed by parent








- Reserves claimed by the sub 







  in the year of the wind-up

2) ACB for the parent in the subsidiary’s shares.

4)
By virtue of S.88(1)(c)(d) & (d.2).


If the ACB of the shares owned by the parent exceeds.


a)
The cost amount of the property distributed to the parent less



- Debts assumed by the parent



- Reserves claimed by the sub in the year of the wind-up


AND


b)
Taxable dividends, capital dividends, and life insurance capital
 

dividends received by the parent or a related corp.



The ACB of certain capital property (other than dep. property) 


received by the parent on the wind-up may be bumped up by 


the excess.

CONDITIONS:
A)
The property must have been owned by the sub at the time the parent 
last acquired control and owned by the sub until the time it was 
distributed to the parent.

B)
Must be capital property.

C) Cannot be depreciable property 

RESULT:
1)
The ACB of the property may be increased to its FMV at the time 
the parent last acquired control.

2)
You cannot bump up the assets more than the excess.

3)
The parent must indicate the assets and amount of bump up in its tax 
return.

(
LOSSES - S 88(1.1) & (1.2)

Non capital losses, net capital losses, farm losses, restricted farm 
losses, limited partnership losses, are transferable to the parent.

These losses may be claimed against the parent’s income

           for tax years of the parent commencing after the commencement of  

           the wind-up.

· USE

· Used to combine corporations within a related group in order to use their losses. 

CONVERTIBLE PROPERTY - S 51(1)

OBJECTIVE:
Allows T/P’s to convert certain securities of a corporation (i.e. bond) into shares of the same corporation without any immediate tax implications.

CONDITIONS:
1)
The property exchanged must be capital property of the T/P.

2)
The property must be a share, a bond, debenture or a note of the 
corporation.

3) The property received in exchange must be shares of the same

          corporation.

4)
The property exchanged must have a conversion right if it is a bond or a note.

5)
No NSC must be received by person converting.

6)
S.85 & 86 must not apply, S. 51(4).

RESULT
1)
The exchange will not be deemed a sale - S 51(1)(c).

2)
The cost of the shares received is deemed to be the ACB of the 
property converted - S 51(1)(d).

3)
No election is required, automatic.

4)
the tax free zone is transferred to the shares received in exchange 
ITAR 26(24) (if owned on Dec. 31, 1971).

5)
If more than one class is received then the ACB of each class is 
computed as follows:


ACB of convertible property 

x  FMV of class received







    FMV of all shares received

COMPUTATION OF PUC S 51(3)
REDUCTION OF PUC 51(3)(a)

(A - B) x C/A
See lesson notes

Occurs when the PUC of the new shares exceeds the PUC of the exchanged shares.

OTHER WIND - UPS UNDER  S  88(2)
       RULES
       Corporations Being Wound Up Other Than S. 88(1)

       A corp., which distributes its property on a wind - up, is deemed to have 

       disposed of the property at FMV - S.69(5).

       Capital gains, recapture, capital losses, and terminal losses may result. 


  S/H's

       SYMBOL 140 \f "Wingdings" \s 15 \h S/H's are deemed to have acquired the property from the corp. at a  

            cost equal to its FMV immediately before the wind - up, S. 69(5)(b)

       SYMBOL 141 \f "Wingdings" \s 15 \h By virtue of S.84(2), the S/H's will be deemed to have received a 

            dividend equal to the difference between the value of the property

            received over the PUC of the shares.  (i.e.: value means, value of

            all assets after taxes have been paid, refunds received, & liabilities

            paid)

        SYMBOL 142 \f "Wingdings" \s 15 \h S 88(2)(b) exposes the rules on how the S 84(2) dividend will be 

             taxed

                       A) Provided the election under S 83(2) is made, you can 

                            consider the amt. in the CDA account to be a separate 

                            dividend.

                       B) You can then consider any amt. in the pre-1972 CSOH

                             not to be a dividend.

                       C) The excess after the CDA & pre- 1972 CSOH will be

                            considered a taxable dividend.
  SYMBOL 143 \f "Wingdings" \s 15 \h The S/H's are deemed to have sold the shares of the corp. for POD equal 

          to the value received

      less 

a) CDA amount

b) Taxable dividend amount.
Lesson 18
PARTNERSHIPS
· A) Computation of income:
A partnership does not file a tax return, only an information return. The partnership’s income or loss is allocated to the partners and retains its character.

i.e. Dividends received by the partnership become dividends of the partner,

      same for business income, capital gains and other sources of income.

1. CCA

CCA is claimed by the partnership, which owns the property and not the partners.

Recapture & terminal losses are included in the partnership income.

Must prorate CCA if FYE is less than 12 months.

2. Dividends

Dividends received by partnership flow through to partners gross of expenses.

CDA dividends flow through to the partners tax free they retain their character.

3. The partnership may not claim salaries paid to the partners as an expense.

4. Disposition of capital property by partnership.

Taxable capital gains and allowable capital losses are allocated to the partners.

5. Charitable donations

Add it back to the income of the partnership.

Then allocate it to the partners, and they will claim the charitable donations.

6. Political contributions

Add it back to the income of the partnership.

Then allocate it to the partners, and they will claim the political contributions.

7. Club dues are not deductible by the partnership. 

(B) Computation of the ACB of a partnership interest.

The disposition of a partnership interest results in a capital gain or loss to the partner.

POD (amt received)

  XX

ACB (his cost )


 (XX)

                                                     XX






====

Example

Income as reported
 per financial statements


114,000 (Note 1)

ADD:
Charitable donations
            
  1,000

Political contributions

  
  2,000
Loss on sale of investments

10,000

Depreciation



50,000

Club dues




  4,000

50% ENT. expenses


10,000

Salaries to partners 


90,000

167,000
DEDUCT:
CCA





46,000

Gain on sale of investments

40,000

Dividends from CDA


30,000



116,000

INCOME







165,000










======

Note 1:
Includes $40,000 of Cdn dividends Received.
ASSUME 50% PARTNER

At 50%
Partnership  Income
165,000 x 50%



$82,500

Dividends Gross Up 
40,000 x .18 x 50%


$  3,600
Gain on sale


 40,000

Loss on sale


(10,000)





30,000 x 50% x 50%


 $7,500
INCOME OF PARTNER





$93,600










======

DEDUCTIONS AND CREDITS AVAILABLE TO APPLY AGAINST TAX PAYABLE:

1) Political contributions

$1,000

2) Charitable donations

$   500

3) Dividend tax credit

    (13/18 x $ 3,600)

$2,600
ASSUME THE FOLLOWING OCCURRED DURING THE YEAR
WITHDRAWALS
 (Salaries)
$ 45,000

CONTRIBUTIONS

$ 20,000

ACB
OPENING


$ 40,000

ACB opening




40,000


Contribution of capital


20,000

Withdrawals

       

          (45,000)


Income 50%




93,600
  
Gross up




(3,600)

½ CG





  7,500


CDA





15,000


Charitable donations


(     500)


Political contributions


(  1,000)

ACB ending





126,000








======= 
Chapter 19

Trust & Estate Planning
ESTATES AND TRUSTS

TRUST

- is an arrangement where the settlor of the trust transfers property to the 

  trustee to be held for the benefit of the beneficiaries

- the trustee administers the property until he is required to transfer it to 

  the capital beneficiaries (i.e. : the people who receive the assets )

- capital beneficiaries receive the assets of the trust

- income beneficiaries receive the income of the trust

- an estate is considered a trust

- capital and income beneficiaries may be different people

- executors are considered trustees

- a trust is considered to be a person and is taxed as an individual - S 104(2)

- a trust must file an annual tax return, " T3 " no later than 90 days after the

  trust's year end - S 150(1)(c)

TWO CLASSES OF TRUSTS

1) TESTAMENTARY TRUSTS - S 108(1)(i)
     - created as a result of the death of an individual, the assets of the trust

       come from the deceased

     - 2 types : spousal trust & non spousal trust

 2) INTER VIVOS TRUSTS - S 108(1)(f)

     - includes all trusts other than testamentary trusts, including an inter vivos

       spousal trust

     - inter vivos trusts are subject to higher tax rates than testamentary trusts 

       and unlike testamentary trusts where any FYE may be selected, inter vivos

       trusts must end on Dec. 31
Taxation
-A trust is not allowed to claim personal tax credits or the CGD. 

1)TAX YEAR :  inter vivos trust is the calendar year

                         testamentary trust is any time within 12 mths. of the T/P's 

                         death.  (i.e. : died March 15, '93, therefore, may end any time

                                              from March 16, '93, to March 15, '94 )

2) RATE OF TAX : 29%, for inter vivos trusts

                                tax table applicable to T1's, for testamentary trusts

3) NET INCOME :  same rules as T1's, may claim CCA etc...

                                in addition may deduct the income payable to the income

                                beneficiaries S 104(6)

- cannot allocate losses to beneficiaries, may be carried forward by trust 

4) INCOME PAYABLE : The terms of the trust deed determine if income is

                                         payable to the beneficiaries

                                         If a trust does not deduct the income payable to the 

                                         beneficiaries, the beneficiaries are not taxed on that 

                                         income.  This is an election the trust may make 

                                         S 104(6)(b), usually to achieve one of the two things:

                                          1) split income between the trust and the beneficiaries,

                                              when a testamentary trust exists.  (Remember this 

                                              type of trust has the same tax rates as T1's, therefore,

                                              the more income it earns, the higher the tax rate, 

                                              whereas, an inter vivos trust is always taxed at high 

                                              rates)

   Taxation of beneficiaries

    - the income deducted in computing the trust's income must be included in the

      beneficiary's income under S 104(13) TO (13.2). Remember a trust may deduct any income that is payable to the beneficiary or when the preferred beneficiary election is made. The beneficiary must then include this amt. in his income.

    N.B.: - if the terms of the trust do not specify that the capital gain is part of the 

            trust income payable to the beneficiaries, the capital gain must then be        

            taxed in  the trust unless the preferred beneficiary election is made.

USING A TRUST
Testamentary or inter vivos personal trusts
1) Income splitting

     - may be used for income splitting with a minor child 

       i.e. : create an inter vivos trust for the benefit of a minor child and any

                gain of the trust is not attributed to the parent, the income will, 

                but any income earned on income subject to the attribution rules

                is not subject to the rules again. 

-       a testamentary trust created following the death of the parent for the 

        benefit of a minor child is not subject to attribution.  Therefore, you can 

        split income among the family members and the minor can use the income

        of the trust to pay for school & personal expenses.

     N.B. any asset that is transferred to such trusts is deemed disposed of at FMV

              by the deceased, therefore, transfer money, or  assets with no accrued

              gains.

2) Estate Freeze

     - an inter vivos family trust can be used to hold shares in a family corp.,

        where minor children are not allowed to hold them directly. (Some

        provinces don't allow it).

     - watch for the 21 year rule, therefore, liquidate trust in the 20th. year.

3) Control & adminstration of property
     - may use a testamentary trust or inter vivos trust to provide income to a 

       person, without giving him control of the assets.  Remember the trustees                          

       have control over the trust property

.

     - used when : 1) minor children

                           2) incapable persons

                           3) others

4) Transmission of Property

     - a person may use a trust to ensure that the property will be transferred to

       another person after it has benefited a specific person. (i.e. : a spousal

       trust -------------------------> wife until her death, children
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