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Holdco a party to the shareholders’ agreement and to procure appropriate
covenants from such party with respect to the disposition of shares of Holdco
in order to ensure that an indirect transfer of the interest held by Holdeo does
not take place through a sale of the shares of Holdco by its sharcholdex(s).
Thus, shareholders’ agreements frequently include as parties persons who are
not shareholders.

Parties to a shareholders’ agreement might include all (if the agreement is
to be a unanimous sharcholders’ agreement) or some of the shareholders of the
corporation, as well as the individual or controlling shareholders of corporate
shareholders. If there is a possibility that spouses of individual shareholders
may come to have an entitlement to own shares of the corporation as a result
of divorce proceedings or death and the sharcholders’ agreement provides a
contractual arrangement which contemplates a waiver of such rights, then it
may be advisable to add the spouses as parties (o the agreement and ensure
that they receive independent legal advice in connection therewith. In this
regard, please refer to the discussion below regarding matrimonial property
concerns. The corporation itself should be added as a party to all upanimous
shareholders’ agreements if the provisions of any shareholders’ agreement are
intended to be enforceable against it. If the shareholders’ agreement contains
buy-out provisions that contemplate payment for the purchased shares over a
period of time pursuant to a promissory nole and there is security granted for
such payment obligations by way of a share pledge, the parties might consider
adding as a party the trustee (escrow agent) holding such pledged shares
pending full payment of the promissory note. As the examples discussed above
itlustrate, it is importani for sharcholders to ensure that they have achieved
privity of contract with the appropriate parties in the event thai they need to
enforce their rights under the agreement.

130 Recitals

Recitals to an agreement do not have any legal effect, but thev set an
interpretive context for the binding provisions of the agreement vinicl tollows.
Recitals may thus become decisive if a dispuie arises under the agreement and
an adjudicator, such as a judge or arbitrator, is called upon by the parties to
interpret seerningly ambiguous provisions in the agreement. The main body of
a shareholders’ agreement will sometimes contain an acknowledgment by the
parties with respect to the facts set out in the recitals in order to preclude any
future debate as to their truth or accuracy.

9135 Consideration Clause

One of the elements to the formation of a binding and enforceable con-
tract is consideration (ie. often thought of as “value™). Therefore, a share-
holders’ agreement that contains a clause that makes it clear that there was
consideration is less likely to be challenged on the basis that it is not enforce-
able for lack of consideration.
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9140 Business of the Corporation

The business or undertaking of the corporation may be briefly described,
esp;cmlly if ‘tt.le shareholders wish to mandate the continuation of the same
business activity of the corporation without material change.

1145 Interpretive Provisions

It is common to find basic interpretive provisions in most contracts.
Though often regarded as mere “boilerplate™, these provisions can become
very important and should not be underestimated. For example, shareholders’
agreements sometines contain provisions which are inconsistent with the
contents of corporate by-laws. In the absence of an interpretive clause which
identifics the paramountcy of one document over the other, shareholders may
find themselves in a quandary.

1150 Organization and Management of the Company

Most corperate legislation in Canada, including the OBCA? and the
CB.CA-"*, provides that the directors of a corporation determine the manner in
Whyh ‘ah_e affairs of the corporation will be conducted. As stewards of corpora-
fions, directors owe fiduciary duties and ceriain statutory liabilities are
aaposed upon them. This statulory framework may be altered by an agreement
among all of the sharcholders of a corporation, referred to as a unanimous
shareholders’ agreement under the OBCA and the CBCA. Such legislation
contemplates that a unanimous shargholders’ agreement may, in whole or in
part, restrict the powers of the directors of a corporation to manage its
busmess and affairs. It is important to note that both the GBCA (subsec-
tion ‘108(5)) and the CBCA (subsection 146(5)) stipulate that shareholders who
restrict the powers of the directors of a corporation to manage the business
afnd' affairs of the corporation assume all of the rights, powers, duties and
liabilities of such directors and the directors are relieved of such rights, powers
duties and labilifies to the samc extent. By contrast, an “ordinarf” share-’
holders’ agreement is merely an agreement among shareholders as o how
among other things, each of them will exercise their voting rights and cannot’
qu‘cumscmbe the discretion of the directors to manage the affairs of a corpora-
tion. Accordingly, shareholders who intend io enter intc a unanimous share-
holder_s agreement should be aware of the risk of potential liability which goes
hand in hand with the performance of the functions which are normally
reserved for directors.

The array of potential organizational and management matters that may
be dealt _with in a unanimeus shareholders’ agreement is extremely broad and
‘Ehe_ precise contents of a particular unanimous sharcholders’ agreement will
ultimately be determined by the business deal of the constituent sharcholders.
The OBCA and the CBCA specifically contemplate that uranimous share-
holders’ agreements may:

2RSSO, 1990, ¢c. B186.
SRSC 1985, c-44,
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shares, all without triggering the right of first refusal contained in the share-
holders’ agreément.

Accordingly, if it is the intention of the parties to a shareholders agree-
ment to preclude testamentary transfers and avoid the effective result of ihe
above-referenced case, a sharcholders’ agreement might include specific provi-
sions with respect to how each sharehoider's last Will and Testament {and any
codicil thereto) will treat the shares on death, Moreover, consideration ought
to be given to the merits of including an appropriate call option in relation to a
deceased shareholder’s shares that may be triggered by any one or more of the
surviving shareholders. Note that the precedent agreement contained in
Appendix | contains provisions which stipulate a mandatory transaction of
purchase and sale in the event of death, which may serve to obviate some of
the uncertainty that flows from the above-referenced Court of Appeal decision.

Permitied Transferees

Shareholders’ agreements [requently contain special provisions fo facili-
tate tax planning which permit share transiers {o “permitted fransferees,” such
as lamily holding companies, trusts or family members, provided that the new
shareholder agrees to be bound by the agreement and provided that the
existing shareholder continues to be principally hable for all obligations wnder
the agreement. A transfer of shares to a holding company may be completed in
a manner which does not trigger a taxable event, assuming that required tax
elections are made under section 85 of the Income Tax Acr (Canada) (the
“Act”y and, where applicable, the equivalent provision i the Taxation Act
(Guebec)” and the shares issued by the holding company are structured so as
neot to confer a benefit on related shareholders?

Apbplicable Matrimonial Property Laws

Shareholders” agreements may attempt to anticipate the potential ‘=1fects
of applicable matrimorial property laws? in order to ensure that sponses of
sharcholders do not become unintended shareholders of the corporadon or
parties to the agreement.

SRSC 1985 ¢ 1 (Bth Supp) as amended. Unless oiherwise indicated, alf statutery references
are to the Income Tax Act (Canada). See “How to Use This Book" on page Iv for abbreviations and
acronyms used harein.

TRSQ. -3 gs amended.

8 Interpretation Bullstin IT-281R3, “Transfer of Property to o Comporation Under Subsection 85(1)",
dated January 12, 2004

8 The authors of this text practice law in Ontario. Thus, any comments about specific matrimanicl
property legislation in this Chapter and others will refer to the Family Law Act RS.0. 1990, ¢ £3, as
amended (the “FLA"). Readers in other jurisdictions should review the provisions of the relevant

-matrimonial properly regime when drafting, reviewing, revising, or commenting upon, a shareholders’

agreament. In addition, considerction may have to be given t© any orders issued under the Divorce
Act RSC. 1985, ¢, 3 (2nd Supp.).

For convenience, we are using the lerms “spouse”, “spouses’, and "spousal" to refer o al!
merital or cohabiting relationships of some parmaonence, whether the refationship is between mem-
bers of the same or the opposite sex. This terminology does not necessarily accord with that used In
matimenial property legislation aeross Canadao, so readers should be aware of this discrepancy.
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'The definition of “spouse” and who may be entitled to a division of assets
or income support on the breakdown of a marital or cohabiting relationship of
some permanence has changed significanily since the mid-1990s and con-
tinues to do so. It is essential, therefore, that the drafier of a sharcholders’
agreement be aware of the ongoing evolution in this area of law and be
prepared to adapt the provisions of any precedents on a periedic basis. In
addition, the entitlement to a division of assets on breakdown of a spousal
relationship may be addressed in a domestic contract such as a marriage
contract, cohabitation agreement or other similar arrangement that is binding
on both parties. Therefore, the drafter of the shareholders’ agreement should
be aware of the provisions of any such agreement or arrangements that may
affect the rights of a spouse.

For example, if executives of the corporation own shares, then their
spouses could agree in writing that such shares are not to be included in any
calculation of the division of assets between spouses under the relevant provin-
cial/territorial-legisiation. Alternatively, the non-sharehclder spouse may be
asked to agree in writing that any order obtained under the governing matrimo-
nial propesty legislation or the federal Divorce Act will not be satisfied with the
shares. or~the corporation. If the subiect spouses are io be parties to the
sharanclders’ agreement with provisions which limit their rights as spouses,
eav-must obtain independent legal advice, and care should be taken to ensure
tLat there is compliance with the formal requirements of the governing matri-
monial property legisiation. In Ontario, such provisions would be considered a
domestic contract and may be unenforceable if the requirements for a valid
and enforceable domestic contract, such as full asset disclosure and indepen-
dent advice, are not met. Another option available to sharcholders is to provide
a call right {discussed below) to either or both of the corporation and the other
shareholders in respect of any shares which become the subject of matrimoniat
property proceedings.

if, on the other hand, both spouses are shareholders, then: (a) the other
spouse may wish to have the first right and option to purchase the shares on
death or on breakdown of the relationship, in which case the shareholders’
agreement should provide a formula for determining the purchase price for the
settlement of cutstanding loans to and from the spouse, for resignation of the
spouse as an officer and director of the corporation, for the release of the
spouse from any guarantees in favour of the corporation; and (b) if a spouse
who is active in the business dies, withdraws, or retires, then the shareholders’
agreement could provide that the other spouse is required to sell the shares to
the other shareholders. In either case, depending on the applicable jurisdiction,
an agreement with such provisions may be deemed to be a domestic contract,
in which case care must be taken to ensure enforceability.

Changes in Issued Capital

Shareholders’ agreements should attempt to address the effects of changes
in the ownership structure of a corporation which may result from the issuance
of additional shares or other securities in the future. A new or amended
shareholders’ agreement may become necessary or appropriate to address such
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; - of the corporation by the CRA or any other tax authority for a fiscal period
- during. which the vendor was a sharcholder;

: ':f_ZI_)'-'fésig:h'éttions of officers, employees and/or directors of the corpora-
" (3) the vendor and the purchaser(s) may release each other from any

R 1i'abﬂjty for past actions excluding obligations arising from the transaction of
purchase and sale;

{(4) if appropriate restrictive covenants are not already contatned in the
shareholders’ agreement, it may be pruadent to have the withdrawing share-
holder enter into reasonable restrictive covenants with respect to confidenti-
ality, non-competition and non-solicitaticn to protect the goodwill of the
bLisiness as a condition to the completion of the iransaction of purchase and
sale; and

(5) certificates issued pursuant to section 116! to dea) with the pur-
chaser’s statutory withholding fax obligations in the event that the sclling
sharcholder is a non-resident of Canada.

#1380
Income Tax Implications of Buy-Sell Provisions

The buy-sell provisions of shareholders’ agreements can have varying
income tax consequences for the selling and purchasing shareholders. Key
considerations are the relationship of the parties with one another, the buy-sell
structure that is used, the timing of the purchase or sale of shares, and the
chosen funding vehicle that is to be used. (The tax implications of the mos:
comman buy-sell structures will be addressed in full in Chapter 2 —Tux
Considerations — Inter Vives Buy-Outs),

Thus, it is essential that shareholders and their advisors appreciaie various
“relationship” provisions contained in the Act, as they affect the fax conse-
quences of buy-sell provisions in a shareholders’ agreement. The three catego-
ries are related persons in section 251, affiliated persons in seciion 251.1, and
assoclated corporations in section 256."° Each category determines differently
the nature of the relationship for tax purposes between individuals and corpo-
rations. These categories apply to both infer vives and posi-morien transfers of
shares between sharcholders or their estates. Appendix 2 deals with these
concepts in greater detail. What follows is a brief summary.

As noted previously, many private corporations in Canada are owned by
family members. In recognition of this, paragraph 251(2}(a) provides that indi-
viduals who are related to one another by blood, adoption, marriage or
common-law partnership are related. and subsection 251(1} provides that

12 Information Circular 1072-17RS, “Procedures conceming the dispositian of toxable Canadian
property by non-residents of Canadao — Section 1167, dated March 15, 2005,

W Intsrpreiation Bullstin T-84R4, *Corporations: Assoclation and Contral [Consolidated]”, dated
October 13, 2004,
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related persons are automatically considered not to deal with one another at
are’s length for income {ax purposes.!*

Paragraph 251(2)(b) provides that the term “related persons” also includes
a corporation and the person who controls it, as well as corporations comn-
trolled by a common group of shareholders or persons related to such corpora-
tions.

The category of “affiliated persons” is delineated in section 251.1, which
was added by the 19951997 technical bill as part of the so-called “pregnant
stop-loss” anti-avoidance rules. The affiliated persons rules now also deal with
affiliation in relation to partnerships and trusts. This section must be consid-
ered whencever a buy-sell arrangement utilizes the redemption of shares as a
mechanism whereby ownership and control of the corporation are transierred
between sharcholders. In addition, planners and drafters should be aware of
the effect that section 2356, which conifains the associated corporation rules,
may have on proposed shareholders’ agreements that contain buy-selt provi-
sions.!?

Unger the related perseons and associated corporation rules set out in
sections 251 and 256, a person will be regarded as the owner of shares that he
ot she has a contractual right to acquire or to cause the corporation to redeem
ot cancel otherwise than on death, permanent disability or bankruptcy. In
addition, where a person has the right to cause a corporation to redeem or
cancel shares otherwise than on death, permanent disability or bankrupicy,
those shares are deemed to have been acquired by the corporation, with the
result that a relationship or association is established between the parlies.
Meither a right of firsi refusal nor a shotgun buy-sell arrangement appear io
offend this rale, at least in the context of the association rules,'s but the impact
on any other companies owned by the sharehoiders should be considered
where the sharcholders’ agreement provides for a2 mandatory sale otherwise

Y Interpretation Bulletin T-419R2, “Meaning of Arm's Length”, dated June 8, 2004, It should be
noted that the definition of related persons was amended in the wake of the Jurne 10, 2003 decision
of the Ontario Court of Appedt in Maipern v Canada (Attomey General), 65 OR. (3d} 161, (2003} 225
DELR. {4th} 529, which found thot the federal definiion of *marniage” was unconstitutional. Subsaction
2h2(3) provides an extended meaning of “spouse” and "former spouse” to include another individua|
who is o party to o void or voidable marriage with the particular individual.

15 The association rute contained in section 258 g relevant for several purposes. The rules were
prirarily introduced to force Canadian controlled private corporations to share the pool of income
subject to the low rate of business tox applicable to "gctive business” Income avallable both ot the
federal and provincial level. In order to avoid the multiplication of several poals within family or
commonly controlled groups, the associction rules require a single peoct o be shared omong
“agsociated” corporations. The association rules are also used for other purposes including requining
sharing the expenditurs limit for investment tax credits: subsection 127{10.2) and (10.4), the refund-
able investrent tox credit provisions in subsection 127.1(2} extended final tax payment deadlines
where assaciated corporations' iaxable income de not exceed $500,000: see definition of "balance
due dats” in subsection 248(1} and associated carparations which share dividend allowance for Part
W1 tox in subsections 131.1(2) and (4).

18 See Interpretation Bulletin 1T-684R4, "Corporcticns: Associaton and Control [Consolidated]”,
dated October 3, 2004, See the CRA's view in document 8214367, in which the CRA confirmed that
paragraph 251(5)0h) does not apply t0 a “right of first refusal” and does not usuolly apply io o
shotgun amangement Note however thot the pariies must clready be shareholders.
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when partiers carry on business in common with a view to profit in a
non-arm’s length relationship.

The purpose of subsection 18(13) is to prevent a taxpayer from claiming a
loss on the “superficial” disposition of a business property. The loss is pre-
served in the hands of the transferee because of its “special relationship” with
the transferor; the loss remains under the control of the transferor. To allow
the logs o be preserved absent a non-arm’s length relationship would violate
the “fundamental premise” underlying subsection 13(13).

The Court concluded that the use of the combined effect of section 96
and subsection 18(13) to preserve and transfer a loss te a taxpayer who deals at
arm’s length with the transferor is “abusive tax aveidance” under subsection
245(4) of the Act. The abusive nature of the transaction is “confirmed by the
vacuity and artificiality” of the mon-arm’s length relationship between the
transferor and the transferee. The Court held that the series of transactions
frustrated Parliament’s purpose of confining the transfer of losses In a
non-arm’s length partsership. Accordingly, the Court ruled against the tax-
payers,

Conseguently, there are two main arguments against an application of
GAAR to a particular transaction. The first is to establish that the transaction
was undertaken primarily for bona fide purposes other than to obfain a tax
benefii. 1T that argument fails, it can be argued that, although the fransaction
is an “avoidance transaction”, it does notf resuit in a misuse of a specific
provision or an abuse of the Act when read as a whole; that is, the results
flowing from the transaction are within the object and spirit of the Act, in the
sense that the result obtained is appropriate and is contemplated by the Act
and its specific provisions.

In determining whether a transaction or series of fransactions has resulted
in a tax benefit. it is not clear whether what was done should be conipared to
some normative transaction which would have given rise to more 9nerous tax
consequences, or whether it is enough if the tax position of soing taxpayer is
better after the transaction or series of {ransactions than it was before. This
second approach was accepted by the Tax Court in Canada Trusico Morigage
Co. v. B.¥ In O8FC Holdings Lid. v. R, the Federal Court of Appeal followed
the second approach as well, but without raising the issue. In Canadian Pacific
Lid v. 2.9 the FPederal Court of Appeal appeared (o follow the first approach,
but again without raising the issue. Despite the statemenis made by the Tax
Court in Canada Trustico Mortgage Co. v. R., based on Canadian Pacific, we
think it quite likely that a court might seck to apply the first approach or be
willing to consider both approaches and conclude that a tax benefit results if a
tax benefit would be found under gither of the two approaches.

38 2003 DTC 587; 2003 TCC. 215,
402001 DTC 5471; 2001 FCA 260,
M 2002 DIC 6742,
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The Supreme Court of Canada released its third GAAR decision a little

over three years later on January 8, 2009 in Lipson v. The Queen® The Supreme
Court held that GAAR applied in this case.

The facts of the case are as follows: On August 31, 1994, Jordanna Lipson,
the Appellant’s wife, borrowed $562,500 from a bank. Mrs. Lipson used the
borrowed funds to purchase shares of a family-owned corporation from the
Appellant at their fair market value. On Sepiember 1, 1994, Mrs. Lipson and the
Appellant bormwed $562,500 from a bank on the security of a mortgage on a
home they acquired on the same day. The meortgage proceeds were used to
repay the first loan. No election was made by the Appeliant to avoid the
application of subsection 73(1).

Accordingly, notwithstanding that the shares were sold by the Appellant to
Mrs. Lipson at fair market value, for the porposes of the Act, the sale wag
deemed to have taken place at the Appellant’s adjusted cost base so that he
realized no gain or loss. The interest deduction was justified on the basis of
subsection z3(3), which provides that interest on money borrowed to repay
money bar.owed for the purposes contemplated by subparagraph 20(14c)(i) is
dedupetivie. Interest is deductible under subparagraph 20(1)}c)(i) if it is paid
pursuant 1o a legal obligation to pay interest on borrowed money used for the
purpose of earning income from a business or property (other than property
e income from which would be exempt or to acquire a life insurance policy).
Under subparagraph 20(1)¢)(i), interest on money borrowed to acquire divi-
dend-paying shares is deductible, while interest on money borrowed to acquire
a principal residence is not. Pursuant to the attribution rules in subsections
74.1(1) and 74.2(1), any income or loss from the shares and any gain or loss on
the disposition of the shares realized by Mrs. Lipson would be deemed to be
.the Appellant’s. As a result, the imcome from dividends on the shares and the
inferest expense under the morigage were attributed to the Appellant for tax
purposes. Therefore, it was the Appellant who, in computing his income,
deducted the interest expense less the amount of the dividends from the shares.

The Minister reassessed the transaction to deny the interest deduction,
relying on the decision of the Tax Court of Canada in Singleton v. The Queen 4
on the basis that the “true economic purpose” for the borrowed money was
used to purchase a home, rather than earn dividends on the shares.

The taxpayer appealed to the Tax Court of Canada and, at trial, the
Minister relied on GAAR to support the reassessments. The Minister had to
change its basis for assessment because by the time the Lipson case came
before the Tax Court of Canada, the Tax Court decision in Singleton, which
held that interest was not deductible where the true economic purpose of the
borrowing was to acquire a principal residence, had been overruled by the
Federal Court of Appeal* and by the Supreme Court of Canada.®

*2 2008 8CC 1; 2000 DTG 5015,
43 96 DTG 1850,

499 DTC 5362

482001 DTC B533.
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An alternative to instalment payments over time may be to undertake a
reorganization of the share capital of the corporation, pursuant to section 86,
in order to convert the common shares held by the vendor into fixed value
preference shares which would be retractable over time pursuant to a schedule.
Cumulative dividends may be paid on the outstanding shares. A taxable divi-
dend would arise to the extent that the redemption price exceeded the paid-up
capital of the shares. A capital gain may also arise to the extent that the
proceeds (net of the dividend) exceed the adjusted cost base of the shares. If
the shares are held by a holding company and the deemed dividend exceeds
the holding company’s proportional share of the operating company’s
post-1971 retained tax earnings, the excess may be treated as a capital gain
rather than a dividend.*

Earn-Outs

The vendor may agree to be paid out of the future profits of the company.
The vendor may sell his shares and receive a minimal amount on closing
{perhaps equal to the book value of the shares). The balance of the purchase
price may be computed as a percentage of gross or net profit over a period of
years.

Interpretation Bulletin IT-426R, “Shares Sold Subject to an Earnout
Arrangement”, dated September 28, 2004, sets out the position of the CRA
with respect fo the taxation of an earn-out. Although paragraph 12(1)(g) could
apply to include in income all payments under an earn-out in the vendor's
income.’ the CRA will accept the cost recovery method (ie., first payments are
considers to be tax-free recovery of cost to extent of cost} of reporting a gain or
loss where the following conditions are met:

{(2) the parties must deal at arm’s length;®®
{b) the gain or loss must be of a capital nature;

(c) the earn-out feature must relate to the goodwill elernent of the
purchase price which cannot reasonably be expected iu ve agreed
upon at the date of the sale;

(d) the duration of the sale agreement cannot exceed five years, so that
no part of the capital gain can be deferred beyond five years; and

{e) in the vear of sale, the vendor should submit with his tax return a
copy of the sale agreement as well as a letier requesting the
cost-recovery method.

56 See section 55.

57 Interpretation Bullstn [T-362, “Payments based on production or use’, dated October 27,
1980.

58 A planning consideration for drafters and other acvisors Is that all or most of the shareholders
of many private corporations in Canada are farmily members, who are related to one anothar by birth,
adoption or marrogs/common-law parmership. Thus, this condlicn may be o cruclal limitation in the
abllity of shareholders to use this buy-sell structure successfully, Readers are referred to the earlier
discussion on related persons in this Chapter.
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The amounts that become determinable under the earn-out formula are
treated as capital gains. The cost-recovery method would enable the vendor to
report the determinable capital gain over a period of five years. The capital
gains reserve will be available for the portion of the capital gain not due until
after the end of the year. The reserve will be limited to ¥ of the deiermined

capital gain in the year of sale, % of the determined gain in the second year, and
S0 on.

Reverse Earmn-Out

In situations where the cost-recovery method is not available or is not
desirable, it may still be possible to struciure the transaction as an earn-out,
setting a sale price of the shares and a maximum amount equivalent to the fair
market value of the shares at the time of the sale, but which can be subse-
quently decreased if certain conditions related to sales, production or use are
not met in the future. Such a siructure, known as a reverse earn-out, will be
treated by thie. CRA as being on account of capital “if there is a reasonable
expectaticr at the time of disposition of the property that the conditions wiil
be met( .. if subsequently, the conditions are not met then an appropriate
adjustment will be made in the year in which the amount of the reduction and
the tale price is known with certainty and will not vary in the future. Whether
there is a reasonable expectation that conditions will be met is a guestion that
1 determined on the facts of the particular situation.”®

Minimizing the Value of the Company Prior to the Buy-Out of a
Shareholder by Annually Distributing the After-Tax Profits

This arrangement is particularly attractive where the shares of the oper
ating company are held by holding companies, each of which owns more than
10 per cent of the voting and equity shares of the operating company or which
are part of a related group that controls such a company. Such dividends would
not normally be taxable to the holding companies. If the corporation requires
the funds, they may be loaned back to the corporation and possibly be secured
by corporate assets. This approach has the added benefit of protecting corpo-
rai¢ profits from unsecured creditors. It may make the company more atirac-
tive as a purchaser would not be required to purchase redundant assets.

Utilizing the Retained Earnings of the Corporation 1o Fund the
Purchase

This may be accomplished by causing the operating company to purchase
the shares held by the vendor for cancellation . On a purchase for cancellation
of shares, the interest expense relating to the redemption proceeds in excess of
the paid-up capital should not be deductible, based on the CRA’s stated
position with respect to this issue.50 '

5 See paragraph 9 of interpretation Bulletin IT-462, “Payments basad on production ar use”,
dated Octobear 27, 1980,

B0 See paragroph 245(5%).
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$40,000 minimum tax exemption in addition to the capital gains exemption.\”
The f;deral tax rate for alternative minimum is 15%.'% Afternative minimum tax
paid in excess of ordinary tax is cligible to be carried forward seven years and
deducted against regular tax payable in a particular future year in excess of the
alternative minimum tax liability in fespect of that future vear.!

As Fiiscussed, if' an individual has a cumulative net investment loss (CN1L),
?he_capztal gains exemption may not be available in the year. For example, the
individual may have carrying costs with respect to passive investments, losses
from limited partnerships, resource deductions from flow-through shares and
rental losses. The CNIL account may create a timing problem in that the full
capital gains exemption may not be available in the vear However, the CINIL
agcount does not eliminate but only defers access to the capital gains exemp-
tion to the extent of the CNIL balance. In addition, the CNIT account may be
reduced or eliminated by earning additional investment income. Note that if
the taxable capital gain is great enough (for example, equal to the aggregate of
t?e. Cl\éll account and $375,000) the full capital gains exemption can still be
claimed.

There are also restrictions where an individual has previously claimed an
allowable business investment loss (ABIL)20

There are also various specific anti-avoidance rules which may deny the
capital gains exemption otherwise available. For exampile, if a corporate reor
ganization is accomplished by means of a butterfly and a share sale is contem-
plated, then the capital gains exemption could be denied pursuant to subsec-
tion 110.6(7). The purpose of subsection 110.6(7) is to prohibit a capital gain
from being eligible for the capital gains exemption where the gain was realized
as part of a series of transactions to which the butterfly exception in para-
graph 55(3)(b) would apply, or where a “wingless butterfly” is effected
transfers of property below fair market value.

Pursuant to this subsection, the exemption may also be denied where an
mdividual has a capital gain on a disposition as part of a series of t"ansactions
in which property is acquired by a corporation or partnership for ~¢nsideration
that is significantly less than the fair market value of the propariy.

Pursuant to subsection 110.6(8), the capital gains exemption may be
de_med where it is reasonable to conclude that a significant part of the capital
gain is attributable to the fact that dividends were not paid on a share {other
than a “prescribed” share) or that the dividends were less than a certain
calculated amount. Common shares and certain shares properly issued in the
course of a typical “estate freeze” or “employee freeze” will generally qualify as
“prescribed shares” and are, therefore, outside the scope of this anti-avoidance
rule. Nevertheless, the manner in which a corporate reorganization is

Y Paragraph 127.53(1)a).
18 Clauss 127.574A).
19 Paragraph 120.2(1%a).
199620 See Interpretation Bullstin T-484R2. "Business investiment Losses”, doted November 28,
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implemented or the terms of a shareholders’ agreement could inadvertently
cause shares to taint the prescribed share status of shares?!

Planning Opportunities

As discussed above, the corporation has to meet various “active business”
tests in order for its shares to qualify as qualified smali business corporation
shares. If the company has met the “more than 50% active business test” in the
prior 24 months but does not currently meet the “all or substantially all” test in
order to qualify as a small business corporation, it may be possible to reor-
ganize holdings so that the shares do qualify as shares of a qualified small
business corporation. Tax practitioners refer to this type of planning as “puri-
fying” the corporation.

Assume ihatl a holding company has owned the shares of a small business
corporation for more than two years. The fair market value of the assets of the
holding company is $115,000, comprising $15,000 of investments and $100,000
representing the shares of the small business corporation. The fair market
value of ‘hie assets of the small business corporation is $200,000 and the
liabilitics are $100,000. Assuming that more than 50% of the assets of the
holding company are invested in shares of a connected small business corpora-
tinn avall times, and assurming the subsidiary has met the “all or substantially
atl’ test during this period, it is possible to reorganize the holding company
prior to a sale so that the capital gains exemption would be available on the
sale of the shares of the holding company.

One alternative would be to have the holding company pay a dividend in
kind to its shareholders. This would result in a fair market value disposition to
the holding company and may trigger a taxable dividend to the shareholder.
Alternatively, the small business corporation may be wound up on a
tax-deferred basis into the holding company pursuant to subsection 88(1) of
the Act. As it is the assets rather than the liabilities which are determinative for
the small business corporation test, Holdco would qualify as a small business
corporation. It would, afier the wind up, have $200.000 of assets used in an
active business and only $15,000 of passive investments. A third alternative
would be for the holding company to “rollover” its investments to the small
business corporation in consideration for common shares.

It may be advantageous for shareholders to “crystallize”™ the capital gains
exemption. That is, the shareholders can reorganize their shareholdings to
trigger a capital gain even though there are no current plans to self shares to a
third party. One reason for crystallizing the capital gains exemption is (o
obtain the benefit of increasing the adjusted cost base of the shares immedi-
ately, since it is possible that the Minister of Finance may eliminate the capital
gains exemption in the future. Another reason for crystallizing is to increase
the cost base of the shares at a time when the shares qualify for the capital
gains exemption, since it may not be easy to purify the corporation at a later
date, as would be the case, for example, where the shareholders undertake a

21 Sea section 8205 of the Regulations, which sats out the rules rslating 1o whether a share s a
prescribed share for this purpose.
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The corporation is subject to tax on the taxable portion of the capital
gain. The tax rate will depend on the status of the corporation as well as the
applicable provincial tax rate. For CCPCs and investment income, there is an
additional tax of 6% which may be refunded once sufficient taxable dividends
are paid by the corporation.’” The purpose of this additional tax is to prevent
Canadian residents from realizing a tax savings or deferral by realizing capital
gains through a holding company rather than personally.

An amount equal to 26':% of the taxable capital gain would generally be
added o the “refundable dividend tax on hand” (“RDTOH”) of ithe vendor
corporation, assuming the corporation qualifies as a CCPC throughout the
year. The corporation would be entitled to a dividend refund equal to one
dollar of RDTOH for every three dollars of taxable dividends paid. 3 Taxable
dividends received by individuals who are shareholders would be eligible for
the gross-up and credit mechanism.?® Through the capital dividend account,
RDTOH and dividend gross-up and credit mechanisms, the theoretical result is
that the effective overall tax rate is approximately the same whether the capital
gain is realized by a Canadian-resident individual peisonally or through a
CCPC. This concept is known as “integration”. Because individual and COFpo-
rate tax rates differ from province to province, there are differences in the
actual effective tax rate that would apply and the individual tax rate is rarely, if
ever, identical to the effective tax rate on capital gains realized by a CCPC. As
well, as described above, corporations are not entitled to the $750,000 capital
gains exemption.

225 Tax Implications for Purchaser of Shares

The purchaser should be entitled to deduct the inferest expense on funde
borrowed to purchase common shares from the vendor (although comuisents
below should be noted). If the purchaser wishes to pay the purchase price out
of the earnings of the operating company, a new corporation could be formed
to acquire the shares from the vendor. If the vendor does not degl at arm’s
length with the purchaser, section 84.1 may deem the vendor .o receive a
dividend rather than a capital gain.

The new corporation could borrow funds from a bank to finance the
purchase. After the purchase is completed, the new corporation could be
arnalgamated with the operating corporation on a tax-free basis so that the
amalgamated company could incur the interest expense and discharge the
bank loan out of its operating profits. The CRA has indicated that the general
anti-avoidance rule would not be applied to the formation and amalgamation
described above (see Information Circular IC88-2, “General Anti Avoidance

%7 Section 1233,

%8 Section 129. See Interpretation Bulletin T-243R4, *Dividend Refund to Private Corporgtions”,
dated February 12, 1996,

39 Note that investment Income, Including taxable copital gains, does not increase the general
rate incoma pool (‘GRIPY) of o CCPC so that an eligible dividend cannot be paid from such
Investment income. f, howevear, the holding company already has g GRIP balonce, the payment of a
faxable dividend would result in both a dividend refund to the corporation and an eligible dividend to
the shareholder.
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Rule”, dated October 21, 1988, at example 19). One consequence of this plan is
that the adjusted cost base of the shares acquired from the purchaser would
disappear on the amalgamation, aithough a “bump” in the adjusted cost base
ol non-depreciable capital property owned by the target company may be
available pursuant to paragraph 88(1)(d) of the Act. Another consequence of
amalgamating the purchaser and target corporation is that the provincial
capital tax liabilities may be increased after the amalgamation.

It should be noted that any comments made herein with respect to interest
deductibility are subject to proposed changes to such rules announced by the
Department of Finance on October 31, 2003.90 At the time of writing, it is not
clear whether these rules will be enacted as currently drafted* Indeed, the
interest deductibility rules under the Act have been in a state of flux since the
early 1990s. The recent proposals are largely a legislative response to certain
Supreme Court of Canada decisions where taxpavers have been successful, The
proposed Jlegislation requires that to claim a loss, the taxpayer must assess
annually the expected profitability of the business. In addition, income or loss
from-c business does not include capital gains or losses. As the rules will Tikely
continue to change, it is prudent for a taxpayer to review the applicable rules in
a0y year where interest expense will be incurred

On a straight purchase of shares by an existing shareholder, the adjusted
cost base of the shares to the purchaser would be based on an average of all
identical shares owned by the purchaser®® Unless the purchaser forms a new
corporation in the manner outlined above, the purchaser will be using alter-tax
dollars to pay for the shares of the vendor (assuming no insurance fonding).
The purchaser acquires the shares with the same paid-up capital of the shares
regardless of the purchase nrice, with the result that the funds could not be
distributed from the corporation to the individual without incurring a tax
liability. However, subsequent to the purchase, the purchaser could transfer the
shares t0 a new holding company for either debt equal to the value of such
shares or for shares of the new holding company with paid-up capital equal (o
the adjusted cost base. Section 84.1 will not apply in such situations unless the
puichaser purchased the shares from a non-arm’s-length person and that
person claimed the capital gains exemption or a capital gains reserve or where
the shares were owned prior to 1972. The funds could then be paid as a
dividend from the operating company to the holding company, permitting the
holding company to either repay the debt owed to the purchaser or makt? a
tax-free return of paid-up capital, thereby allowing the purchaser to receive

40 Proposed section 3.1,

4Tin CRA Document No. 2006-0177371M4, April 25, 2006, the Minister of National Revenue
stated that the Departmeant of Finance continues to recelve submissions on the draft legisiction and
intends to addrass the concems raised prior to enacting it

42 The current position of the CRA is set out in Interpretation Bulletin [T-533, “Interest Deductibility
and Related Issues”, dated October 31, 2003,

48 Section 47. See Interpremtion Bulletin T-387R2, “Meaning of "ldentical Properties
daied), dated July 14, 1989,
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agreement. Another one of many requirements is that the non-compete must
be granted to an arm’s-length party and the parties must file an election.

The rules will aiso apply in the context of nen-resident shareholders who
grant restrictive covenants, In circumstances where ordinary income treatment
under subsection 56.4(2) would otherwise apply to Canadian residents, pro-
posed paragraph 212(1)@) will require withholding tax at 25% of the payment
made to the non-resident, subject to reduetion under the terms of any appli-
cable income tax convention.*

As noted, these restrictive covenant rules have not been enacted into law
and have been the subject of considerable comment and criticism. The rules as
proposed are cxtremely complex and may be subiect to further revision before
being enacted. The elective exceptions noted above will need to be carefully
reviewed and transactions structured to fall within these exceptions. A careful
review of the rules as finallv cnacted will be necessary whenever transactions
nvelve restrictive covenants.

In situations where it is not possible to avoid the application of the rules,
significant valuation issues may arise as the CRA and taxpayers attempt to
grapple with the value of any particular restrictive covenant. For example,
suppose a shareholder receives shares as partial pavmeni on the sale of his
company. Suppose that the shares received are subject to an escrow period
where the shares cannot be freely traded for some period of time or perhaps
the shares are held by the purchaser as security for payment of indemnities
under the sale agreement. In these situations, the vendor of the operating
company shares has granted a restrictive covenant governed by section 564
and will require an income inclusion unless excepled under one of the excep-
tions in subsection 56.4(3). If not excepted, the CRA can apply section 68 tc
reallocate the proceeds because the exceptions to the application to section 8
will not apply, as these restrictive covenants are not in relation to
non-competition. The difficuity then becomes determining the value atéribu-
tabie to these restrictive covenants. The normal valuation methodology appli-
cable to valuing a non-competition agreement®® may not easily. L= spplied to
other restrictive covenants and could be the source of protract=d fuiure litiga-
tion.

A retiring allowance is defined as an amount received as a consequence of
death or an or after retirement of a taxpayer from an office or employment in
recognition of the employee’s long service, or in respect of a loss of an office or
employment of a taxpayer, whether or not received as damages for wrongful
dismissal®® It may be possible for an employee 1o transfer certain refiring
allowance amounts to an RRSP free of tax. This will only apply if the employee
was employed with the employer prior to 1996, There is also an annual Bmit of

94 See Moody, supra, note 84, for o furiher discussion of the potenticl application of these rutes
o non-residents.

9 ihid. The approcch suggested in the case of non-competition agreemenis includes a meg-
surement of the vglue of the business with the non-competition agreement and the vaiue of the
business on the assumption that an agreemeant was not granted.

%8 Subsection 248(1) definition “retiing allowancs”
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$2,000 for every year of employment prior to 1996, plus up to an additional
$1,500 for cach year of employment before 1989 (subject to ceriain other
limitations where there is a company pension plan).”?

In many private companies, both the shareholder and his or her spouse
receive a salary. A retiring allowance should be considered wherever possible,
as the payment would generally be deductible to the corporation, making the
payments and tax deferred to the recipient {i.¢., until funds are withdrawn from
the RRSP). For example, on the purchase for cancellation or sale of shares of a
corporation, a retiring allowance could be paid by the corporation in the year
of sale. Where the shareholder is to remain for a period of time pursuant io a
contract of employment, the retiring allowance could be incorporated into the
contract and could be paid on the termination thereof.

As an alternative to a retiring allowance, a departing shareholder may be
paid a consulting fee. Such a fee would not be eligible for a direct transfer to an
RRESP, although it would constitute ecarned income. If the departing share-
holder, irv fact, ceases to be an employee, the corporation would not be
required v withhold tax.

Care must be exercised to ensure that a retiring aliowance or a consulting
feo ot be perceived by the CRA as a reduction in the purchase price for the
stares, in which case there is a risk that the deduction to the corporation
would be challenged by the CRA as being unreasonable or as not constituting
a retiring allowance.

In cases where a shareholder becomes disabled, the shareholders’ agree-
ment may provide for disability payments to be made to such shareholders.
Such pavments are generally subject to tax. Note that, unlike life insurance
proceeds, proceeds from disability insurance do not form part of the capital
dividend account.

1265
MNon-Resident Vendor

1t should be noted that there are additional tax considerations where the
vendor is a non-resident. If the buy-sell agreement is in respect of shares of a
private company, such shares would be taxable Canadian property, requiring a
clearance certificate from the Minister of National Revenue under section 116
in respect of any disposition thereof® In the absence of a clearance certificate,
the purchaser is required to withhold and remit generally 25% of the purchase
price (or the fair market value in some cases) to the CRA. Failure to comply
will result in penalties to the purchaser. This requirement would apply to both
the sale of shares as well as a redemption or purchase for cancellation of
shares.

Y7 pgragraph 60{i1).

%8 See Informaotion Circular HC72-17R3, "Procedures Conceming the Disposition of Taxable
Canadian Property by Non-Residents of Canada — Section 116", dated March 15, 2005.
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a guaranteed source of funding. At times, the preferred funding option may
determine which buy-sell structure is chosen, while in other instances, the
funding structure is only one consideration examined by the shareholders in
their decision-making process. Once the preferred funding option is selected,
steps should be taken to ensure that the funding will be in place when it is
required. Then the buy-sell agreement can be drafted to incorporate the terms
of the preferred funding option.

9315 Funding from Outside the Corporation
Cash on Hand

As noted in Chapter | — General Contents of Shareholders’ Agreements,

in rare instances, the purchasing shareholder may have sufficient cash on hand
to personally finance the share purchase. This funding option has the virtues
of being simple and not requiring any proactive steps to be taken by either the
selling or purchasing shareholder.

It should be noted ihat the sharecholders of private corporations fre-
quently sign personal guarantees for the corporation’s liabilities, When a
sharehoider dies, the surviving or remaining sharcholders may be called upon
to use personal resources to mect those obligations, which may limit the
purchaser’s ability to use cash on hand to fund the buy-out.

However, the most significant drawback of this funding option is that few
sharchelders actually have enough cash on hand at the time the buy-sell is
triggered, which makes this perhaps the least viable method of funding a
buy-sell agreement.

Sale of Assets

Like using cash on hand to finance a buy-cut, the sale of assets to ¢renic a
cash pool to fund the purchase has significant drawbacks. First, in the case of
an individual shareholder considering this option, he or she must have valuable
assets available to be liquidated on a timely basis. This means thai the sale
depends on the nature and value of property owned by the purchaser at the
time of the buy-out. In the case of a corporation considering this funding
option, an asset sale may not be possible, especially #f the primary assets are
required for the daily operation of the business. Second, the purchaser would
also have to pay the cost of disposing of the assets, including any capital gains
tax arising on the disposition of capital property.

This funding option cannot be used successfully if the purchaser does not
own assets at the time the buy-out is triggered having sufficient value, net of
disposition costs, to finance the purchase, or if the assets are illiquid or cannot
- be dispesed of in a timely manner.

Sinking Fund Financing

The shareholders may choose to create a fund from which the purchase
price will be paid when the buy-sell triggering event occurs based on the value
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of the corporation. Annual deposits are made to the “sinking fund” with the

~intention that the annual deposits plus the income and growth due to the

investment of the sinking fund will be enough to finance the purchase of
shares.

The sinking fund option means that there must be a periodic valuation of

~ the shares of the corporation in order to ensure that the amounts being set

aside are sufficient, with growth over time, to fully fund the buy-out.

There are several disadvantages to using a sinking fund. First, there is
always the risk that a shareholder may die prematurely or retire unexpectedly
__at a time when the funds which have been set aside are inadequate. Even
with regular share valuations, it is unlikely that the value of the corporation on
the death of a shareholder will be more than the value of the sinking fund,
leaving the purchaser to find a way to make up the shortfall.

Second, the value of a sinking fund held within a corporation means that
the sinking fund is considered on a share valuation — unless the shareholders’
agreement_2xpressly states that such fund is excluded. As a result, in the
absence of such exclusion, the corporation’s sinking fund will never be enough
to £ fund a share purchase. For example, assume that Opco’s fair market
vatue is $1,000,000 and there are two equal shareholders. Over time, Opco’s
snking fund accumulates the requisite $500,000 which is earmarked for t'he
purchase of the shares of a deceased shareholder. However, since the sinking
fund is an asset of the corporation, the shares of Opco will now be worth
£1,500,000. The fair market value for 50% of Opco’s shares will, therefore, be
$750,000, which means the purchasing shareholder will have a shortfall of
$250,000 in funds.

Third, creditors of an individual shareholder or of the corporation may be
able to bring a successful claim against a sinking fund held by an individual or
a corporation. A sinking fund held inside a corporation is am asset of the
corporation and therefore subject to the claims of the corporation’s creditors.
In the case of individuals, the sinking fund would also be deemed to be a
personal asset and in addition to exposure to creditors, may be the subject of a
successful claim by a spouse or former spouse under the pertinent matrimonial
property legislation.

Finally, a corporation’s sinking fund will be considered to be a passive
asset because it is not used by the corporation in the course of business. As
noeted in Chapter 2 — Tax Considerations — Inter Vivos Buy-Outs, when the
passive assets of a corporation exceed 10% of the corporation’s value, th;re _is a
significant risk that the shares will no longer qualify for the $7SQ,OOO lifetime
capital gains exemption available to the holders of shares of a private corpora-
tion.

When examined in the context of a2 holding company structure {with
Holdco owning all of the shares of Opco), the use of 4 sinking fund approach
may provide mixed outcomes. On the death of a sharcholder, the hoiding
company could purchase the deceased’s shares using afte_r-ta;c corporate dol-
lars that have accumulated within the holding company {which are generally
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If the disability buy-sell provision is based on an immediate redemption of

all of the shares of the disabled sharcholder, the sharcholder faces the fiscal .
hardship of having the full amount of the dividend on redemption being -
subject to tax in the year in which the sale of the shares occurs. A staged

redemption (using a section 51 or section 86 reorgamization converting
commaoi shares into preferred shares, for example) of a disabled shareholder’s

shares by the company over a number of vears would avoid this problem

because the deemed dividend resulting from the redemption of shares would
be spread over the redemption period. The influence that the disabled share-
holder or the sharcholder's personal representatives might exert as a share-
holder could be detailed in the shareholders” agreement.

When redemption of shares on disability takes place, the remaining share-
holder will not receive an increase in the adjusted cost base of the remaining

shares, The purchase and cancellation of the shares of a disabled shareholder

by the company results in a reallocation of the intrinsic share value among the
remaining shares. For example, assume that the two shareholders of Opco each -

own 50% of the issued shares. If the fair market value of Opco’s shares is

$1,0600,000 with an adjusted cost base of nil, when one-half of the shares are
purchased for cancellation using the disability insurance, the aggregate value of |

the postredemption shares in the hands of the remaining sharcholder is
$1,000,000 instead of $500,000, but the adjusted cost base remains at nil. When

the remaining shareholder disposes of the shares, the “pregnant” capital gain

hag been increased by $500,000.

Inter Vivos Funding Using Cash Values within a Life Insurance
Policy

A corporation owning cash-value life insurance on the life of a shareholder

may opt to access the policy value during the lifetime of the insured sharz-
holder.

The corporation may elect to take a policy loan!® against the cash.value in

the policy from the insurance carrier. The loan proceeds can then e used to

fund an infer vives buy-out. The corporaticn may borrow any wieunt up to the
adjusted cost basis of the policy on a tax-free basis. The adiusted cost basis of -

the policy is reduced by the amount of the loan. Amounts borrowed from the

policy aver the policy’s adjusted cost basis!? are considered to be a partial

disposition of an interest in a life insurance policy under subsection 148(9) and
will be included in the corporation’s income in the year the policy loan is
taken. If, however, the amount in excess of the adjusted cost basis is repaid
within the same calendar year as the policy loan was taken, there will be no

8 Thig arangement is more aocurately described 0s on advance ogainst the death benefit
payable under the policy — an important consideration os the legal formalities are not the some os
taking out o loan from a financial institution. Thus, the terms *policy loan" and “borrow” are usad for
convenience only. See David Norwood & John P. Weir, Norwood on Ufe insurance Law in Canada,
3rd ed. (Toronto: Carswell, 2002), at p. 128 for a lucld ond brief review of “policy loans”.

19 Recders should note that the tax cost of  life insurcnce policy is referred to as “adjusted cost

basis™ In subsection 148{(9) of the Income Tex Act{Canada) unlike the definition “cdjusted cost base”,

which is used to describe the tax cost of other property.
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income inclusion. When a policy loan is repaid, the policy’s adjusted cost basis

© is replenished. The insurance carrier is entitled to receive imterest on the

amounts borrowed from the policy.

Whenever the life insured dies while there is an outstanding policy loan
against the policy, the insurance carrier is entitled to full repayment from the
death benefit. From a practical perspective, the insurance carrier will issue a
chegque to the corporation as the designated beneficiary in an amount equal to

_ the death benefit minus the value of the outstanding policy loan together with

any accrucd interest payable on the policy loan. It should be noted that under

. the provisions of the Civil Code of Guébec, taking out a policy loan will not

affect any existing beneficiary designation in place at the time of the policy
ipan or on the date of death of the person whose life is insured.

Alternatively, the corporation may opt to use the accrued cash value of the

: policy as collateral for a loan or line of credit from a financial institution.?

This arrangement is often referred to as “leveraging the policy.” Under current
tax rules, the loan from the financial institution is received on a tax-free basis,
while a poicy loan from the insuramce carrier may not be. In addition, the
corporation may be able to deduct a portion of the interest expense under
paragroph 20(1)e.2) if the loan arrangement can be characterized as being for
isitess or investment purposes! To qualify, the policy must be assigned to
vhe financial institution as collateral for the loan. The collateral assignment of
vne Hfe insurance policy must also be a condition of the loan.

in the common-law jurisdictions in Canada, the collateral assignment of a
life insurance policy does not result in any limitation being placed on how
much of the death benefit can be credited to the capital dividend account. In
effect, the corporation receives the entire amount of the deaih benefit as the
designated beneficiary and uses a portion of the death benefit to pay the loan.
However, the amount of the death benefit in excess of the policy’s adjusted cost
hasis may still be credited to the capital dividend account.

In Quebec, the use of life insurance as collateral for a loan results in the
creation of a movable hypothec. The movable hypothec does not require the
actual transfer of policy title to the lender. To be enforceable, the insurer must
receive a notice of hypothecation of a right resulting from the insurance
confract. Instead, the lender is granted a security interest in the death benefit
up to the amount of the loan.

At the date of the writing of this Chapter, the law in Quebec remains
unresolved about whether an individual can enter into a movable hypothec for
a personally owned life insurance policy. This is because a valid movabie
hypothec must be “with delivery,” which means that the lender is to receive
physical possession of the property governed by the movable hypothec. It is
unclear whether an individual policy owner can provide full delivery of the life
insurance policy.

20 Gea Norwood & Welr, supra, note 18, at pp. 369-371 for a discussion of collateral assign-
ment of life insuronce policies.

1 See Interpretation Bulletn IT-309R2, “Premiums on Life Insurance Used as Collateral”, doted
February 28, 1995 i
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Tax planning strategies to avoid or minimize an adverse valuation dete;
mination by the CRA include:

= Owning the life insurance through a holding company. The life insurance i
owned by each shareholder’s holding company, rather than the oper
ating company. When the interest in the operating company is dispose

of, the life insurance policy will not have to be transferred as part of th
transaction.

e Split dollar ownership. The shareholder owns the rights to the cag
surrender value, while the corporation owns the death benefit, Th

transfer of the corporation’s interest in the death benefit can ustzalls
been done without attracting tax consequences.®

o Payment of life insurance policy as a dividend. This in-kind dividend w
result in a disposition by the corporation, with tax being due on th
income inclusion {cash surrender value minus adjusted cost basis), if a

Unless the shareholder is a hoiding company, this will be a taxable -

dividend for the transferee shareholder, but tax will be paid at dividend
rates, rather than ordinary marginal rates, If the corporation has refun
able dividend tax on hand, a dividend refund will be available. Caution,

however, is advised, as the CRA may deem the value of the transferred”

policy to exceed its cash surrender value as noted earlier. I this occu
the greater value will be used to compute the income inclusion to the

corporation on the transfer and the amount of the dividend to the
shareholder,

e Purchase of the pelicy at fair market value. A shareholder may purchasé. :

the life insurance policy at its fair market value, which is generally the
policy’s cash surrender value. This approach is not, however, recom
mended when the shareholder is ill and not expected to recover, 43 the
CRA may deem the fair market value to be in excess of the CORM sur-
render value or even an amount approaching the policy’s face amount,

9355 Life Insurance and Share Valuation

Under paragraph 70(5)(a), the deemed disposition of all shares owned bya
shareholder occur immediately prior to death and, if the shares are not trans-

ferred to a surviving spouse or common-law partner {or a trust for the benefit -

of the surviving spouse/common-law partner), any increase in the value of the
shares over their adjusted cost base will be subject to capital gains tax. If the
full value of the death benefit of corporate-owned life insurance were included
in the share valuation, it would artificially inflate the value of the shares.

To deal with this possibility, subsection 70(5.3) was enacted to impose a
deemed disposition of property on (i) the death of a taxpayer, for deaths
occurring after December 1, 1982, (i) the departure of a taxpaver from

“3 See Glenn R Stephens, Fstate Planning with [fe insurance {Toronto: CCH Canadion Limited,
1989), at pp. 82-85, for o discussion of spiit dellar insurance.

* See Chapter 4 — Buy-Outs on Decih beginning ot poge 142 for a further discussion of

valuation issues,
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canada, and (iil) property owned by a trust on the death of a spolt'lEe iﬁgulﬁ
aspect of the 21-year cycle® This provision deems the value of the life st
. Ee policy on the life of the deceased shareholder immediately prior to death
%2 the policy’s cash surrender value as determined in accordance with subsec-

‘tion 148(9).

For the purpose of determining the cash surrender value of a corpo-

ife i i f a shareholder, subsec-
-owned life insurance policy on the death 0 ' :
_r_a;; ?48(9) provides that the cash surrender value is to be calculated without

i i ¢ i ividends payable as of the
ence to outstanding policy loans, any pohcy dw; _ ‘
i@;ﬂf death, and any interest payable upon policy dividends that are payable

‘put not paid as of the date of death. The CRA has also determined that prepaid

remiums and dividends left on deposit with the insurance carrier do not form

part of the policy’s cash surrender value. Hov_vevelr, .the Vﬂl‘l:le ;ft ﬁhelnatzsrzg
-represented by outstanding policy loa_ns, unpmd d1v1cien_d; dﬂd e ée e
-thereon, along with the value of prepaid premiums and d1v1den s o; O;:} thf;
will be additional assets of the corporation and may affect the value

i is 1 ficiary of the policy. In other
s ofia worporation that is the owner and bene
f:?cf?gs ‘hiz poh‘I():y on the life of the deceased shareholder may not have a value
11'ml*e:‘ to the policy’s cash surrender value.

the effect of the provisions in subsection 70(5.3) are limited to the
valuﬁfgguosi? the life insurance policy on the life of the deceased ls]h?(rieholdf:ii
other valuation issues arise when there are two or more sharflzl_o ers Eégt
corporate-owned life insurance was acquired to f_und the' buy-se 1_a-grf:em thé
On the death of a shareholder, the value of the life insurance po 1c1es£ onE e
lives of the surviving sharcholders must also bhe }ieterlnl_ncd. As set ou 40
Information Circular TC89-3% faciors to be considered in determuf}ngl e
value of such policies are the cash surrender vaku@ of the policy, t?de p% 1cydo "
value, the face value, the life expectancy of the_ insured sh.areho eyf ase (;d
mortality tables, and the known state of _health of the insured il eﬂlnlsur d
shareholder. If the life insured shareholder is known to be termmaily or vaon
critically injured and is not expected to recover, the CRA taltesfttge posi1i i
that the value of the policy might be as high as the face value of the policy,

If the death of a healthy individual occurs suddenly, the CRA has con= -

ceded that the insurance would have little added \_falue over its cashlsy:rrentdg? |
value. This position is consistent with the reasoning of the Federa1 t(');; e
Appeal in Mastronardi v. The Queen, ¥ ]:vm_ch ithel{;l ;}elgr‘;hz es:glri \iaral utfitl é n for

i urposes had to occur “the instan ] . .
;?gi?ggi Zi};e?thg death of the insured shareholder was sudde_n egid Ptnt?%eﬁggj
Accordingly, since the insurance 'proceeds_would not be receiva % ﬁ CaR Alhas,
the death benefit was not to be included in the share valuation. The

i —(5.2). imposiion of the 21-vear deemed dispositicn rule can be
deferiiéj ?odret;ﬁsgg ?hegtngpesS]J?ei(f?)r(the)'benr;ﬂt ot the spouse or common-law parter of the setior of
the trust or the testator whose death gives rise 1o the trust y

46 Seq 1089-3, “Policy Stotement on Business Equity Valuations” parogmph;(l)gugg the digous-
sion above in the section "Transfers of Life Insurance Policles”, dated August 2. , . i

47 77 OTC 5217 (FECA) see aiso Geliman Estate v, R, 2002 UDTC 285; [2003] 1 CTC 28471,
2002 DTG 3932
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provide for the purchase by the surviving shareholders of the shares held by
the deceased.

Alternatively, the shareholders’ agreement could provide for a put/cali
option arrangement whereby the shares of the deceased could be left to the
surviving spouse or a qualifying spousal trust! under the deceased’s Will. The
shareholders’ agreement would then grani the surviving spouse {or qualifying

spousal trust} the right to put the newly acquired shares to the surviving

shareholder as well as give the surviving shareholder the right to call the
shares from the surviving spouse {or qualifying spousal trust) at the price
stipulated in the agreement.? The agreement would further provide that if the
deceased did not have a spouse, the option arrangement would not apply and

the deceased’s estate would be required to sell the shares to the surviving
shareholder.

The life insurance proceeds would be paid to the survivors to be applied

towards the purchase price of the shares of the deceased. If several share- |

holders are involved, the arrangement may be simplified by involving a trustee
who would collect and discharge the insurance premiums, receive the insur-

ance proceeds, and pay the insurance proceeds to the estate in consideration
for the shares of the deceased.

Tax Implications for the Estate

If the sharcholders’ agreement provides for the put/call arrangement in

respect of the deceased’s spouse or spousal trust, the tax implications for the -

estate will depend on whether the shares are eligible for a rollover on death

because such shares are left to the deceased shareholder’s spouse or a trust for -

such spouse’s benefit that qualifies as a “spousal trust”?

If the shares are eligible for the spousal rollover on death, there woitla te
no deemed disposition on death.* However, the spouse or spousal trust would
acquire the shares at the adjusted cost base to the deceased.’ The subsequent
sale by the spouse or spousal trust of the shares under the rms of the

1 The requirements for a spousal rollover on decth are set out in subsection 70(6) and generally
apply where the deceased transfers property on death to g Spouse or common-law partner resident
in Canada irnmediately before death or to o trust created under the deceassd's Wi, where the
SpouUse or common-taw partner s enfiled to all of the income of the trust during the spouse’s lifetime
and no one cther than the spouse is entifed to the copltal of the tfrust during the spouse's or
commaon-law partners lifetime ond the property has become indefeasibly vested in the spouse,
COMMon-itw parmer, or trust within 36 months of the death of the deceosed.

2 Thig put/call arrangemant is necessary 10 ensure that the shares of the deceased shareholdar
can be transferred on o tax-frae rollover basis to the surviving spouse (or qualifying spousal trust)
under subsection 70(6}. Absent this option arrangement, the subsection's requirernent that the

. shares vest indefeasibly In the spouse (or qualifying spousal trust) will not be met because of the foct
that the shareholders' agreement raquires the deceased shareholder 1o sell its shares 1o the survivor
such that the shares cannot vest in the spouse (or qualifving spousal trust.

3 See note 1, above, for the requirements of such a trust

*Subsection 70{8). See Interpretation Bullstin T-305R4, “Testamentary Spouse Trusts”, dated
October 30, 1996,

5 Paragraph 70(6)(c.
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holders’ agreement would give rise to a capital gain to the extent that the
;}:Ezehase pricegexceeds the adjusted cost base of the shares® If_ the pgrc(l;afse
price is payable over time, the capital gains reserve may be available to defer
the tax over a period not exceeding five years. Assuming that iheredwag
adeguate life insurance, the price_would be paid in full on closing and n
reserve would be available or required.

1f the shares of the corporation held by the deceased qualify as shares of a
qualified small business corporation, the estate could elect not to gave t?fi
rollover apply to shares having an accrued gain equal to th_e_ unuseh capi a_
sains exemption of the deceased shareholder, so as to Tully ut;hze suc e}rcemc?
tion? The balance of the shares may then be rpﬂed over to the decease si
spouse who would claim his or her own capital gains exempiion on th:e actua
sale of shares. If the shares were owned by a quusal trust, t.h(_a i1 Uft r:;tlgy
designate that a portion of the trust’s capital gam that is ehglblg }o_r the
exemption be treated as earned by the spouse directly for purposes of clamming
the spouse’s cdpital gains exemption®

If no.towusal rollover is available, there vyoul_d be a deemed dlsposmpn ?Of
the sharec.mmediately prior to death for their fair market value at thau;d time.
The “nused capital gains exemption of the deceased may be usgd to re uc% ;])r
alindnate the taxable capital gain arising from the d_eemed disposition. The
es.ate would be deemed to acquire the shares for an adjusted cost base_ gqual tol
the deemed proceeds.!! Assuming that the shares are t}_len sold for a price eg;;
to the increased adjusted cost base, no additional gain or logs Wl@l-arxse. e
estate may pay the tax arising as a resultl of th; deemed dispositicn over 5}{
period of ten years.'> The tax would be subject to interest and the placement o

adequate security with the CRA.

Tax Implications for the Survivor

ivi 3 be taxable on the
The surviving shareholder or shareholders would not
receipt of the insurance proceeds under an exempt policy.l* The full amount of

B paragraph 40(1)(a). R

7 Subparagraph 40(1){aiii). Interpretation Bulletin IT-236R4, “Resarves — Disposition of Capita
Property”, datad July 30, 1999 (Archived)

8 Supsection 70(6.2). N o6 o

i i i i i t out in section I

9 The requirsments for claiming the capital goins exemphon are set out /
generally req?:ire that the shareholder claiming the exemption mest o ‘holdmg period test forhT_;hﬁ
shares and that the comaration meet an asset test for the period. Therg is alsc @ Irelq{ed test, w !cd
could be a problem where dll the beneficiares under the deceased's Will are pgt hm\tecj woa re!qte_
group. In cases where the shares are held by o spousal frust, there are provisions which permit, in
certoih circumstances, the beneficiary of the trust to claim the exemptions which are set out In

subsections 104(21), (21.2) and 110.6(12).
16 poragraph 70(5)a).
" paragraph 70(5)c).
12 Subsection 15%(B).

13 The definiion of “dispositon” In subsecton 148(8) excludas such a paymsnt from con%tltut‘mg
o disposiion. Subsaction 148(1) provides for an income anlusw‘on only where there hgcﬁ) e((a?ﬁ
disposttion. Paragraph 568(1})) includes in Income an amount required by subsectlons 14 or (1.1}
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company does not receive a refund of refundable dividend tax on hand

{ RDTOH ), thqre_ should be no ncome tax to the holding companies on
;e(;el_pt of the dividend under the Act20 On the death of a shareholderL the
; ;1) dmg company of the survivor would receive the insurance proceeds ané use
¢ insurance proceeds fo purchase the shares of the operating compa
owned by the holding company of the deceased. e

Tax Implications for the Estate

If the shareholders” agreement provides for a put/call i
r_espcct_of the_ deceased’s spouse?’ or spousal trust, End a spgti;zi]%grl?g\i}r 111;
otherms_e available, there would be no tax on the death of the shareholder of
the holding company.?? Instead, the shares of the holding company would be
acquired by the spouse or the spousal trust for a cost equal to the adjusted cost
base to the deceased.”® On the actual sale of shares of the operating COmpain
by the. deceased’s holding company to the survivors holding company, a ca y
ital gain Woulq be realized. As the capital gain would be realized by a CO,HI anp
the caplyal gains exemption would not be available. The non-taxable portign g‘i,‘
the caprial gain would be added to the capital dividend account of -the
dec;ased_s holding company and would be eligible for tax-free distribution as a
capital dividend.™ A portion of the corporate tax payable on the capital gain
equal to 26%% of the taxable capital gain would be included in the'RDTgOH

account of the corporation and would be eligible fi
of sufficient taxable dividends?s ¢ orarefund on the payment

. If no spousal roliover is available, the dececased w

dispose _of his shares of the holding company at their fair m%ﬂ(itlzlegg ?ﬁiﬂedtio-
ately_ prior to death.26 if the shares of the corporation qualify as shares Gfa
quahﬂed small business corporation, the capital gains exemption may be a\\r;ii’-
able to shelter part of the taxable gain. Assuming that the holding company has
never held property, other than the shares of the operating company \&"hi(ﬁ:h W;S
a smau business corporation, then the $750,000 capital gains exem}itmn would
be available. The estate would be deemed to acquire the shares of the holdin,

company for a cost equal to their fair market value immediately before thi
death of ihp taxpayer.”’ If the sole asset of the holding company were shares of
the operating company, the deemed proceeds would be based on the fair
market value of the shares of the operating company owned by the holding

20 There should aisc ba no t
ax under Part Vi T of the Act, provided that the divi i
shares that do not fall within the definition of taxable preferred shares. © diidends ore paid on

' The put/call arrangement is discussed In 405 of this chapter,
22 Subsection 7C(6),

23 paragraph 70(6)d).

2+ Subsections 898(1) and 83(2),

25 Subsection 129(1).

28 parggraph 70BN

27 Paragraph 70(5)

1409

a
B}

Buy-Outs on Death:’ 129

company.? The holding company of the deceased would also realize a capital
gain on the sale of the shares to the holding company pwned by the survivor
pursuant to the shareholders’ agreement, assuming that the purchase price
exceeded the adjusted cost base of the shares. The tax-free portion of the
capital gain realized by the deceased’s holding company would be added to its
capital dividend account and would be cligible for distribution to the estate or
peneficiary (i.e. the shareholder) as a tax-frec capital dividend. The
remaining portion of the capital gain would be subject to tax in the holding
company at a rate of approximately 48.7%20 A portion of the corporate tax
payable on the capital gain equal to 26%:% of the taxable capital gain would be
added to the RDTOH account of the holding company. which would be
refunded to the holding company on the payment of a taxable dividend.?!

Dealing with Double Taxation

Il no encusal rollover is available on the death of the deceased, there is a
potentialtor double tax. The deceased may have a tax liability arising from the
deemed disposition of the shares of the deceased’s holding company on death.

The holding company may also have a tax liability arising from the sale of
i%ie shares of the operating company to the survivor's holding company under
the shareholders’ agreement, To avoid or minimize such double tax, considera-
tion can be given to the estate winding-up the holding company. This can be
effected cither before or after the sale of the shares of the operating company
by the deceased’s holding company 10 the survivor's holding company, but
must be completed in the deceased’s estate’s {irst taxation year3? Alternatively,
the estate can reorganize the shareholdings of the deceased’s holding company
prior to the sale of its shares of the operating company by inserting a new
company between the estate and the deceased’s holding company and
winding-up the deceased’s holding company or amalgamating it with the new
company to obtain a “bump” in the adjusted cost base of the holding com-
pany’s shares of the operating comparny.

28 A5 previously noted, In this situation, consideration should be given to having the deceased's
estcte sell the shares of the holding company to the holding company of the surviving gharehaolder.:
The purchased holding company aoulc then be wound up Into the purchasing holding company or:
amalgarated with ft _

29 5 pseciions 83(2) and 89(1). See Interpretation Bulletin IT-66R6, “Capital dividends", dated
May 31, 1897, :

%0 Based on the combined federal-provincial corporate tax rates applicable in the province of
Ontario as ot Aprl 2009 for o comporaiion in 2008, Note that the 2009 Ontario Budget proposes
corporate tox rate reductions which will reduce corporate tax on investment Income 1o approximately
44.7% by 2014, Bscause of these rate reductions, the effective tax rate on non-eligible dividends in
Ontarlo will increase to 32.57% beginning in 2010,

31 gupsections 129(3) and 129(4) and paragraph 129(1}c). See Interpretation Bulletin
IT-243R4, “Dividand Refund to Private Corperations”, dated February 12, 1398,

32 5ee pelow for the consaguences nvolving the unintended |oss testamentary SIS,

33 See generally paragraph 88(1)d) and subsection 87(1 1), The paid-up copital and adjusted
cost base of the shares of the new company held by the estate will be equal fo the adjusted cost
nase of the shares of the aperating company, subject to any raductlon under section 84.1.
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However, where a corporation owns insurance om an arm’s length
co-shareholder of the deceased shareholder, or an arm’s length
uon~sharcholder such as an employee of the corporation, general valuation

principals will be applied in considering the valuation of the deceased’s shares.

It should be noted, however, that it should only be necessary to rely on this

pravision if ];here is no_buy—sel] agreement in existence, or if the buy-sell-
agreemaent did not provide for a comprehensive determination of the fair

market value of the shares.

ih should algo be noted that this rule will also apply in determining the fair
market value of any shares owned by a trust on the deemed disposition of

capital property {including shares of a corporation which owns life insurance).
that occurs (i} on the death of a spouse where the trust is a qualifying spousal
trust and every 21 years thereafter, or (ii) on the 2lst anniversary of the

settlement of most other trusts and every 21 vears thereafter.

Valuation issues may also impact the possible application of the penal -

corporate attribution rule in section 74.4. Generally speaking, the corporate
attribution tule can apply to many income splitting or estate freeze type

transactions. This rule will generally not apply where the corporation is a-

“smalf business corporation”. Tn order to be a small business corporation, it is
necessary that 90% or more of the fair market vafue of the assets be used in an
active business carried on primarily in Canada. It is possible that Hife insurance

owned by a corporation may put the company offside in meeting the 90% -
active business test. The relieving provisions described above in the context of

the $750,000 papital gains exemption do not apply for the purposes of the
corporate atfribution rule contained in section 74.4.

. Most provinces, with the current exception of Alberta, British Columbia; .
Prince Edward Island and Newfoundland, levy a provincial capital tax on'

corporations located within their jurisdiction.® By definition, this fax fotuses’
on the corperation’s capital as reflected in its financial statemenis. Stnce
corporate-owned life insurance is included on a corporation’s finaucial state-
ments, it may well attract capital tax liability, depending on the varticula

jurisdiction’s method of accounting adjustment or restaterneni policies in |

respect of such items.

Ontario’s Corporate Minimum Tax (“CMT”) applies to a corporation’s -

£rOSS revenues in excess oﬂf $10 million or total assets in excess of $5 million.
CMT is based upon the income reported on the company's financial state-

ments, subjeq fo adj ustment, and taxed at a rate of 4%. Corporate-owned life
msurance policies may impact CMT liability in relation to any income or loss -

Eeppr‘zed on the corporation’s financial statements as a result of recording the
policy’s cash surrender value. The 2009 Ontario Budget proposes effective for

% In Ontario, the copital tax was eliminated as of Jonuary 1, 2007 for corporations whose

saludes and wages relating to manufacturing, processing, mining, logging, faming or fishing activities

in Ontario represent 50% or mare of their totat salaries and wages in Cnitario. For corporations whose

solares qnd wages in Ontarlo for these activities comprige less than 50% but mare than 20% of their
{otal salaries and woges in Ontario, the capital tox is reduced proportionately on o straight-ine basis. -
Based on current propasals Ontarfo capital tax for all comparations will be elimingied as of July 1,

2070
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taxation years ending after June 30, 2010, to reduce the CMT rate to 2.7% and
to increase the total assets and revenue thresholds to $50 miltion and $100 mil-
lion, respectively.

Because corporate owned life insurance policies may affect the corpora-
tion’s balance sheet numbers, there may be consequences in relation to the
small business tax deduction available to certain Canadian-controlled private
corporations. The small business tax deduction is currently reduced where a
corporation’s taxable capital exceeds $10 million. Where a corporation’s own-
ership of life insurance will affect the corporation’s taxable capital, reduced
avaijlability of the small business tax rate may result.

Some Other Alernatives

A varjation which may solve concerns about solvency, the potential valua-
tion problem, and the eligibility of the corporation as a small business corpo-
ration, would be to have a new corporation formed during the lifetime of the
shareholders. The operating company would annually subscribe for retractable
preferciice shares in the new corporation in an amount sufficient to fund the
insurance premiums. The new corporation would be the beneficiary of the
interance policy.

The common shares of the new corporation would be owned by an inter
yivos trust. The trustees could be the shareholders and possibly, a third party.
The beneficiary of the trust would be the surviving sharcholder(s) of the
operating company. When the first shareholder died and therefore ceased to
be a beneficiary, the trust interest of the deceased shareholder should, subject
to the noted comments, not be subject to a deemed disposition on death* On
the death of a shareholder, the new corporation would receive the tax-free
death benefit. The new corporation would then he wound-up, with an amount
equal to the premiums paid returned to the operating company as the redemp-
tion price of the preference shares. The balance would be distributed as a
tax-free capital dividend to the frust, assuming the appropriate clection was
maded® Ag the operating company is entitled only to the redemption of the

87 Historically, the CRA ook the position that the fair market volue of a discretionary interest in o
trust was Indeterminate becouse the discretionary beneficlary could not be certain of receiving
anything under the trust Numerous commartators, wording of varicus provisions of the Act and the
tachnical notes to various provisions of the Act all support the view that, as the falr market value of a
discretionary interest in a trust Is indeterminate, it must be assumed to have a value of nil. In o recent
advance tax ruing. Ruling 2001-0111303 “Beneficicry added to o discretionary trust’, the CRA
ahandoned its eartier positicn and instead took the position that the falr market value at any time of a
discretionary interast in  trust will approximate ¢ proportionate share of the foir market value of the
trust property at that ime. In our view, the CRA's position is indefensible and if the CRA maintains that
position {as they appear 1o be doing, given similar comments in recent technical interpretations —
Technical Inferpretation No. 2003-0181465, "FiVMV of an Interest in o Discretionary Trust” — section
G901}, dated Agril 3, 20023 and Technlcal Interpretation No. 2004-006229185, "Discretionary
Interest in Non-Resident Trust" dated March 3C, 2004) it will cause extremely inappropriate results in
some circumstances. Regard should obviously be given 1o the CRA'S new position In struciuring the
tarms of the trust, perhaps by providing that any entilement that a beneficlary may receive is only
availagle upon 30 days’ prior notice to the beneficiary, provided that the bensficiary Is alive at the end
of such notice period.

88 Sea subsactions 83(2) 88(2), and 69(6).
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the estate has other capital gains of $20 so that only 880 is available as a cziplital
1oss. In this example, the estate can only elect in respect of the $80 _capltal 088
under subsection 164(6) with the result that subsection 40(3.6) will apply tci
deny the $20 capital loss to the estate. A similar result can occur if the termina
return has capital losses on other property that reduce the capital gain arising
on shares of the cperating company the deemed disposition.

Subsection 40(3.61), as it is currently drafted, contains a nasty anomaly
that could entirely undermine the protection intended to be given by the
section. The problem lies in the fact that the subsection s’eems_to apply in an
jterative fashion. Using the example above, after the estaie’s capital loss on T_ih’e
disposition of operating company shares of $100 is reduced by the $20 capital
gain, the provision would then continue to apply in an iterative fashion in thSaot
now the estate would be considered, for the purpose of tms, rule to have an $.
capital loss that must be further reduced by the estate’s $20 capitat gain,
resulting in only a $60 capital loss being actually available under subsection
164(6). The remaining addiitonal $20 capital loss would continue to be denied
until the full loss was denied under subsection 164(6), notwithstanding ‘thp
ameliorative intent of subsection 40(3.61).12 1t is understood that the Depart-
ment of Finance is aware of this drafting flaw and has confirmed that the
interacticn of subsections 40(3.6), (3.61), and 164(6) is not intended to prpduce
this anemalous result. To date, however, no legisiative fix has been forth-

CORin 2.

Alternatively, where the stop Joss rules may apply in such circumstances,
sonsideration could be given to either having the estate dispose of its shares on
the winding-up of the corporation or of creating a nelw;; corporation to be
inserted between the estate and the operating company.

lrusts can often result in affiliation in similar, although not necessarily ide
tical, fact situations.

Paragraph 251.1(1)(g) provides that a person and a trust will be affiliated ;
the person is either (i) a “majority interest beneficiary” of the trust or (i
would be affiliated with a majority interest beneficiary of the trust, if subsec.
tion 251.1(1) was read without reference to subparagraph (g). '

“Majority interest beneficiary” of a trust is defined in subsection 251.1(
as a person whose interest in either the income or capital of the trust repr
sents, when taken together with all persons affiliated with this beneficiar
more than 50% of the fair market value of all beneficiaries’ interest in either al]
of the income or all of the trust’s capital Tn determining a beneficiary
entitlement to trust income or capital, a supporting rule in subpara-
graph 251.1(d)(i} provides that if the amount of income or capital of the trust
that a person may receive as a beneficiary depends on the discretion of
trusiee (or other person), then the beneficiary’s entitlement is determined o
the assumption that the discretion has been fully exercised in favour of the
beneficiary. In other words, each beneficiary of a fully discretionary trust will
be considered to be a majority interest beneficiary of that trust.

“Beneficiary” is defined in subsection 251.1(3) to include a person benef
cially interested in the trust. The term “beneficially interested” is further-
defined in subsection 248(25) in a very wide fashion to include, for example,
any person who might be added as a beneficiary of the trust and who does no
deal at arm’s length with the settlor or any other person from whom the trust
acquired property.

Any person affiliated with such a beneficiary will also be considered
affiliated with the trust. Two trusts will be affiliated if the contributors to both
trusts are affiliated and the beneficiaries who hold a majority of the income or
capital interest in the trust are affiliated.!2s :

444 Tax implications for the Survivor

The survivor increases his interest in the operating company by virtue of
the elimination of the shares owned by the deceased. The survivor does not

The effect of the new affiliation rules will be to virtually always create-aa increase the adjusted cost base of his shares.

affiliation between an estate and a corporation controlled by a maiority
interest beneficiary of the estate, even where the majority interest bener claly is
not a trustee of the estate. Without further legislative amendment therefore,
the stop loss rules in subsection 40(3.6) would likely often apply to deny basic
post-moriem planning designed to avoid double tax on death. :

In order to mitigate against this result, new subsection 40(3.61} was
enacted applicable to losses on dispositions after March 22, 2004. This rule will
also be helpful in avoiding the stop loss that would otherwise arise in COrpo-
rate purchase transactions made pursuant to shareholders’ agreements. Sub-
section 40(3.61) applies to ensure that a capital loss will not be denied by -
subsection 40(3.6) to the extent the loss is realized by an estate and the estate
makes an election under subsection 164(6).

Subsection 40(3.6) will still apply to the extent that the election under
subsection 164(6) is not made to the full extent of the capital loss. This could
arise, for example, where the estate has a capital gain which will offset a
portion of the capital loss with the result that the lesser amount of the capital
loss will be eligible for the subsection 164(6) election. For example, assume the
deceased recognizes a capital gain of $100 in respect of shares in the operating
company. Suppose further that the operating company redeems the shares for °
$100, with the estate recognizing a capital loss of $100. Suppose further that

129 8ee parcgraph 251.1(13M) and subsection 251.1(3). For more details, see Appendix 2.
$442

Advantages

As the insurance policy is owned by the operating company, the premiums
are paid using corporate dollars. Assuming that the corporate tax rﬂate is lower
than the marginal tax rate of the individual s_harehalc_le_rs, fewer after-tax dol-
lars are used to discharge the insurance premiums. It is not necessary 10 have
the company make a distribution by way of a bonus or dividends to fund the

insurance prexiums.

If the corporation is required by its creditors to assign term insurance as.:
collateral security for its loans, all or a portion of the premiums may be
deductible.!® _ TR

The survivors would increase their percentage interests in the company On;f'
a pro rata basis as a result of the purchase for cancellation of the shares owned:

by the deceased. "

128 3ee N. Moraitls ond M. Kakkar, “Potential Clreularity Probiem with Estate Loss Caryback
{2006} &:3 Tax for the Owner Manager 6-7, . _

127 The stop loss rule under subsection 40(3.6) does not apply where the loss arises on o
disposition of the shares on a winding-up under subsection £9(5).

128 porograph 20{1Xe2).
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(t) “Time of Closing” means 2:00 p.m. (Toronto time) or such other time:!
on the relevant closing date as may be agreed to in writing by the:

vendor and the purchaser in the subject transaction.

1.2 Unless otherwise provided for herein, all payments contemplated:..

herein shall be paid in Canadian funds, in cash or by certified cheque.

1.3 This agreement shall be governed by and construed in accordance.
with the laws of the Province of Ontario and the federal laws of Canada:

applicable therein.

14 In this agreement, the use of the singular number shail include the.
plural and vice versa, the use of gender shall include the masculine, feminine
and neuter genders and the word “person” shall include an individual, a trust,:
a partnership, a body corporate or public, an association or other incorporated::

or unincorporated organization or entity.

1.5 When calculating the period of time within which or following which':
any act is to be done or step taken pursuant to this agreement, the date which is:
the reference date in calculating such period shall be excluded. If the last day of
such period is not a business day, the period in question shall end on the next:

business day.

1.6 Any references herein to any law, by-law, rule, regulation, order or act_':

of any government, governmental body or other regulatory body shall be
construed as a reference thereto as amended or re-enacted from time to time
or as a reference to any successor thereto.

1.7 To the extent that this agreement specifies that any matters may only':

be or shall be dealt with or approved by or shall require action by the Share-

holders, the discretion and powers of the directors of the Corporation o
manage and to supervise the management of the busmess and affairs of the

Corporation with respect to such matters are correspondingly restricted.

1.8 If shares of the Corporation are transferred by a Shareholdsr i¢ one or

more members of his or its Immediate Family, it shall be a cotditicn of any

such transfer that the applicable Sharcholder remain entitled o and actually:
exercise all rights of such Shareholder hereunder. For greater certainty, any.
provision of this Agreement referring to or contemplating shares held by, or the:

number of shares held by, a Shareholder shall (without duplication) be deemed
to include a reference to shares held by, or the aggregate number of shares held
by, the particular Shareholder and the members of his or its Immediate Family
in each case who are Shareholders, and, for further certainty, such aggregation
shall apply for purposes of matters dealing with rights and obligations to vote,

purchase or sell shares (including, without limitation, as a result of the occur-

~ rence of a Sale BEvent (as that term i defined in Article 7 below)} as contem-
plated herein so that a Shareholder and the members of its Immediate Family
required to purchase or sell shares hereunder shall do so at the same time.

1.9 Any reference to shares of the Corporation means shares in the capital
of the Corperation, as such shares exist at the close of business on the date of
execution and delivery of this agreement; provided, that in the event of a
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subdivision, redivision, reduction, combination or consolidation, then a refer-
ence to shares of the Corporation shall thereafter mean the shares resulting
from such subdivision, redivision, reduction, combination or consolidation.

1.10 If any Article, section or any portion of any section of this agreement
is determined to be unenforceable or invalid for any reason whatsoever, that
unenforceability or invalidity shall not affect the enforceability or validity of
the remaining portions of this agreement and such unenforceable or invalid
Article, section or portion thereof shall be severed from the remainder of this
agreement.

Article 2 — Termination of Prior Agreements

2.1 All prior agreements among some or all of the parties hereto regarding
the organization and affairs of the Corporation and/or the sale of any Share-
holder’s shares of the Corporation under certain circumstances, whether
written or oral, are hereby terminated.

Articie 5 -— Warranties and Covenants
3.1 Each Shareholder warrants that:

{a) it is the registered and beneficial owner of that number and class of
the issued and outstanding shares or securities convertible into
shares of the Corporation set out opposite his name below:

MNumber and Class of Shares or Securities
Name Convertible into Shares
Holdco 1 100 Commeon Shares
Holdco 2 100 Common Shares
Individual 100 Common Shares
{b} the shares set out opposiie each such person’s name above are free
and clear of all claims, liens, security interests and encumbrances
whatsoever and, except as provided in this agreement, no person

has any agreement or option or right capable of becoming an agree-
ment for the purchase of any such shares and/or securities; and

(¢) it is net a non-Canadian within the meaning of the Investment
Canada Act.

3.2 Each of Holdco 1 and Holdco 2 warrants that it is a resident Canadian
within the meaning of the Business Corporations Act (Ontario).

3.3 Principal 1 warrants that:

{2) he is the registered and beneficial owner of all of the issued and
outstanding shares in the capital of Holdco 1; and

(b} such shares are free and clear of all claims, liens and encumbrances
whatsoever and no person has any agreement or option or any right
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Shareholder in accordance with the terms and conditions contained in the
Third Party Offer. In the event that no Declining Shareholder delivers a Notice

then the Declining Shareholder(s) shall be required tc sell their shares of the

Corporation to the Third Party in accordance with the Third Party Offer and .
shall be deemed to have accepted the Third Party Offer. If one or more of the
Declining Shareholders delivers a Notice, then ihey shall be reguired to -
purchase all of the shares of the Corporation (the “Purchased Shares”) owned. -
or controlled by the Accepting Shareholder(s) (the “Vendor™; at the same price -
per share and in accordance with the terms and conditions, except that the -
transaction of purchase and sale in guestion shall take place at the Place of .
Closing and at the Time of Closing on the date which is 20 days following -

receipt by the Accepting Sharcholder of the Notice. For greater certainty, if

there is only one Dreclining Shareholder who delivers a Notice, such Declining
Shareholder shall be required to purchase all of the Purchased Shares and if
there are two or more Declining Shareholders who have delivered a Notice:
then they shall be required to purchase in such proportions as they may agree:
or, lailing agreement, pro rate in accordance with their respective -

fully-participating shareholdings.

10.3 If a Shareholder does not fulfil his obligation to sell or purchase as':_'
provided for herein, such Shareholder hereby irrevocably appoints the other: .
Shareholder as his attorney (which appointment shall be continuing and shall” -

survive incapacity of the donor of such power) to execute all such documents

and to do afl such things as may be necessary to either sell such Shareholder’s
shares of the Corporation to the Third Party in accordance with the Third =~
Party Offer or to purchase the Purchased Shares from the Vendor pursuant to’,

the MNotice.

Aurticle |1 — Death of Principal or Individual

11.1 Upon the death of either a Principal or Individual (the “Deceased”), -
the Shareholider of which the Deceased was the Principal, or the Individual, as -
the case may be (the “Vendor”) shall seli all of the shares of the Coerporation:”
owned by the Vendor (the “Purchased Shares”) to the Corpoiaiton and the
Corporation shall purchase for cancellation from the Vendor the Purchased::

Shares, upon and subject to the terms and conditions hereinafter set out.

11.2 The purchase price for the Purchased Shares (the “Purchase Price™)

.shall be determined in accordance with the provisions of Article 13.

11.3 If the proceeds of all insurance policies on the life of the Deceased._'
with the Corporation named as beneficiary equals or exceeds the Purchase. .
Price, then the Purchase Price shall be paid in full by the Corporation to the

Vendor by certified cheque at the Time of Closing.

11.4 If the proceeds of all insurance policies on the life of the Deceased'
with the Corporation named as beneficiary is less than the Purchase Price of:
there are no such proceeds, then the Purchase Price shall be paid as follows: *

(a) the greater of.
{1000
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(i) the amount of the proceeds of all such insurance policies {up to,
tor greater certainty, the amount of the Purchase Price); and

(ii) 50% of the Purchase Price shall be paid by the Corporation to the
Vendor by certified cheque at the Time of Closing; and

(b) the balance shall be paid in equal consecutive guarterly instalments
over a period of two years from the Date of Closing, together with
interest on the principal balance from time to time outstanding at a
rate

per annuim, calculated monthly, not in advance, both before and after default
and judgment and as well after as before maturity, which is equal to the Prime
Bank Rate plus two percentage points, with interest on overdus interest at the
same rate. Such inferest shail be payable at the same times as payments of
principal, the first of such instalments of principal and interest to become due
and payable one month after the Date of Closing, with interest at the aforesaid
rate compuied from the Date of Closing. The Prime Bank Rate shall be deter-
mined on-ite Date of Closing and on each payment date thereafter to apply
with respect to the balance of the Purchase Price outstanding in the pericd
until e next payment date.

1 1.5 The purchase of the Purchased Shares shall take place at the Time of
Ziosing at which time the Vendor shall fender the certificate or certificates
representing the Purchased Shares to the Corporation. The purchase for can-
cellation of the Purchased Shares shall be staged as follows:

(a) the Corporation shall purchase for cancellation at the {irst closing
(the “First Closing”) that number of the Purchased Shares (the
“First Tranche”) the disposition of which results in a deemed divi-
dend for income tax purposes to the Vendor in an amount equal to
the increase in the Corporation’s capital dividend account {(as that
term is defined in the Income Tax Act {Canada)) resulting from its
receipt of the proceeds of life insurance arising upon the death of
the Deceased, if any, and as applicable, but in no event to exceed the
Purchase Price for the Purchased Shares; and

(b) afier the First Closing, the balance of the Purchased Shares (the
“Second Tranche”) shall be purchased for cancellation by the Cor-
poration at the second closing (the “Second Closing”)

11.6 The First Closing and the Second Closing shall take place at the Place
of Closing at the Time of Closing on the date (the “Date of Closing”™) which is
the latest of

(@) the date which is 60 days after the date of death of the Deceased;

(b} the date which is seven days following receipt of all necessary gov-
ernmental reieases or approvals required to be obtained in order to
effect a valid transfer of the Purchased Shares;

(¢} the date upon which the Corporation receives the proceeds of insur-
ance referred to in Article 12 and pavable on the death of the
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