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___Recent Changes

Bill C-44 (received Royal Assent on June 22, 2017)

The home relocation loan deduction is eliminated effective January 1, 2018.

New Income Tax Folios
§4-F2-C2, “Business Use of Home Expenses”
52-F1-C2, “Retiring Allowances”

§4-F11-C1, “Meaning of Farming and Farming Business”

Finance Announcements
2017 Auiomobile Operating Cost Benefit Rates

The general prescribed rate used to determine the taxibio Senefit relating to the
personal portion of automobile operating expenses piia by employers for 2017 will
be reduced from 26 to 25 cents per kilometre. For texpiyers employed principally in
selling or leasing automobiles, the prescribed rate il also be reduced from 23 to 22
cents per kilometre. This rate is prescribed ever ryear to reflect the costs of operating
an automobile. The statutory rates used in th= calculation of an automobile “standby
charge” remain unchanged, The governsi2n. made this announcement on Decem-
ber 30, 2016. See 12070 and 92085.

2017 Automobile Deduction Limit:

For 2017, the ceiling on.tie capital cost of passenger vehicles for CCA purposes
remains at $30,000, the lunn of deductible leasing costs remains at $800 per month
(plus applicable federal end provincial taxes), and the maximum allowable interest
deduction for amouvnts borrowed to purchase an automobile remains at $300 per
month. The liru¢ tor a deduction of tax-exempt allowances paid by employers to
employees wha use their own vehicle for work remains at 54 cents per kilometre for
the first 5,000 kilometres and 48 cents for each additional kilometre. For Northwest
Territories, Nunavut, and Yukon, the rates, set 4 cents higher, also remain at 58 cents
and 52 cents, respectively. This announcement was made on December 30, 2016. See
92320.

2017 Limit for Money Purchase RPPs, RRSPs, and DPSPs

In 2017, the limit on total allowable employer-employee contributions to money
purchase registered pension plans (RPPs) is increased from $26,010 to $26,230, the
limit on contributions to registered retirement savings plans (RRSPs) is increased
from $25,370 to $26,010, and the limit on deferred profit sharing plans (DPSPs) is
increased from $13,005 to $13,115. See 72360.

Tradesperson Tools Deduction

The threshold above which the cost of eligible tools acquired by a tradesperson can
be deducted increased from $1,161 in 2016 to $1,178 in 2017. See 12388 and 72389
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RRSPIRRIF Rollover to Infirm Child

For deaths occurring in 2017, the amount of prior year income above which a
physically or mentally infirm dependant is presumed not to be dependent on a
parent or grandparent for RRSP rollovers on death is increased to $19,475 as a result
of the indexation of the basic personal amount and the disability amount for prior
year 2016, See 12445.

[2000] Computation of Income
[12005] General

A taxpayer is required to calculate income from each source separately
and total the various amounts to compute “income” for income tax pur-
poses.! The taxpayer is to include income from any source inside or outside
Canada.

There are four main sources of income:
(1) business;

(2) property,

(3) office; and

(4) employment,

each of which is calculated in accordance with rules {rom various parts of
the Income Tax Act.

It is currently provided that, unless a contrary intention is evident,
no provision should be interpreted to require an amount to be included
deducted more than once in computing a taxpayer's income.? Accordingiy,
amounts deducted for a statute-barred taxation year and not disallowed may
not be deducted again for a subsequent vear, including any year i1 which it
was actually deductible.

[12010] Income from a Source or Sources

A taxpayer is required to include income from all sources. Generally,
income or loss is calculated on a source-by-source basis, Each “office”?
“employment”,* “business”,®> and “property”® is to be treated as a separate
source of income.

“Amounts” included in income will encompass “money, rights, or
things expressed in terms of the amount of money or the value in terms of
money of the right or thing”’ Barter transactions, being the reciprocal
exchange of goods or services without the use of money, are considered to

See page i for explanation of footnotes.
5 CCH 128024, Sec: 248(1) 'business’,
BCCH 128220 Sec. 248(1) 'property’
" CCH 128012 Sec. 248(1) "amount’

| COH 12003; Sec. 3.

® CCH 128,329y; Sec. 248(28).

3 CCH 128,190; Sec. 248(1) "office’.

4 CCH §28094; Sec. 248(1) “employment.
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be within the purview of the Income Tax Act® However, an employee giving
occasional help to a friend or neighbour in exchange fgr_ something wpu]d
not be taxable unless a regular habit was made of providing such service.

[§2020] When Income Taxable

There are two methods of comp‘uting income from a bu_siness or prop-
erty for tax purposes: the “cash” basis and the “accrual” basis.

Under the cash method of accounting, amounts are included in income
only when received and expenses are deducted only when paid. Income from
an office or employment is always computed on the cash basis.

Under the accrual method of accounting, income is computed for the
period during which it has been earned, notwithstandi_ng t_hat it may not
have been colleciad or actually received. When computing income from a
business or property, with the exception of farmers, the accrual method
rather than the cash method must be used.

[12645) liems Included in Income

The following items are expressly required to be included in the income
5f a taxpayer for a taxation year to the extent set out in the sections cited:

e Alimony or maintenance payments (not including child support pay-
ments) (s. 56(1)(b), s. 56(1)(e));

o Allowances for personal, living, or any other expenses paid to an
employee or officer (s. 6(1)(b));

e Amounts allocated to an employee under an employees’ profit sharing
plan (s. 6(1)@), s. 12(1)n));

o Amounts deducted by the vendor on a sale of accounts receivable are
included in the purchaser’s income (s. 22(1));

o Amounts not taxed to a deceased person which are transferred to a
beneficiary (s. 70(3));

e Amounts of an income nature payable by a trust or estate to the
taxpayer as beneficiary (s. 12(1)(m), s. 104(13));

» Amounts of pension income allocated to the taxpayers spouse or
common-law partner (s. 56(1)(a.2));

¢ Amounts paid by a trust or estate for upkeep, etc, for property to
be maintained for benefit of beneficiary (s, 105(2);

e Amounts paid on income bonds deemed dividends (s. 15(3));

¢ Amounts paid to another person at the direction of or with the
concurrence of the taxpayer (s. 56(2));

e Amounts receivable for restrictive covenants (s. 6(3.1));

See page ii for explanation of footnotes.
8 Interp. Bul, IT-490,
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e Amounts receivable in the future for property sold or services ren-
dered in course of business in the year (s. 12(1)(b));

e Amounts receivable of an income nature by a deceased person
(s. 702);

e Amounts received for services or goods not rendered or delivered in
the year, or for returnable containers (s. 12(1)(a));

e Amounts received on account of an earnings loss benefit, a supple-
mentary retirement benefit, or a career impact allowance under the
Canadian Forces Members and Veterans Re-establishment and Compen-
sation Act (effective April 1, 2018, this act is renamed the Veterans
Well-being Act) (s. 6(1)(£1));

» Amounts received under a program established under the authority of
the Department of Employment and Social Development Act in respect
of children who are deceased or missing as a result of an offence, or a
probable offence (s. 56(1)(a.3));

e Amounts received under CRA tax informant programs (s. 56(1)(z.4))
[effective June 19, 2014];

¢ Annuity payments (s. 56(1)(d)),

* Appropriations by a corporation for the benefit of shareholders
(s. 15(1)),

s Automotive industry employees’ transitional assistance (s. 56(1)@)(v));

o Bad debts recovered (s. 12(1)() and 56(1)(m));

e Benefits conferred by non-arm’s length transactions (s. 245(2));

e Benefits (except those constituting a distribution or payment of capi-
tal) from or under any trust (s. 12(1)(n), s. 105(1)),

* Benefits or advantages (with certain exceptions) conferred by cerpo-
rations on shareholders (s. 15(1)(c)):

e Benefils received under a home buyers’ plan (s. 56(1)(h.1),'5: 146.01);

e Benefits received under a lifelong learning plan {s» 56(1)(h.2),
s. 146.02);

¢ Benefits received under registered retirement savings plans
(s. 56(1)(h), s. 146(8));

e Benefits received under pooled registered pension plans (s. 56(1)(z.3),
s. 147.5(13)),

e Benefits under employee benefit plans or trusts (s. 6(1)(g), s. 6(1)(h));

e Benefits under the Labour Adjusiment Benefits Act, the Department of
Labour Act, the Plant Workers Adjustment Program, and the North-
ern Cod Compensation and Adjustment Program (s. 56(1)(@)(vi);

e Benefits received under the new Quebec Parental Insurance Plan
(s. 56(1a)vii)),

e Board, lodging, and other benefits attached to an office or employ-
ment (s. 6(1)(a));
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° Capit)al gains — /2 included in income with certain exceptions (s. 3,
s. 38);
¢ Company automobile, value of personal use (s. 6(1)(e), s. 6(2));
e Death benefits (s. 56(1)a)(iii));
e Deemed dividends from non-tax-paid corporate surpluses, by reason
of:
e distribution or appropriation on the winding-up, discontinuance, or
reorganization of business (s. 84(2)),
e recdlemption, acquisition, or conversion of common shares (s. 84(3)),
or
e capitalization of undistributed income by stock dividend, increase
in paid-up capital, or otherwise (s. 84(1));
e Deferred profit sharing plan payments (s. 56(1)());
e Directors’ fees (s. 6(1)(c))
e Fligible dividends are grossed up by 38% and a dividend tax credit of
15G2% of the grossed-up dividend may be claimed. Non-eligible
dividends are grossed up by 17% and a dividend tax credit of 10.52%

¢f the grossed up dividend may be claimed. See 18275 for additional
information (s. 82(1), s. 121);

Cgmgnentury on Notice of Ways und Means Motion (Oct. 24
2017

Note: When Notice of Ways and Meanb Motlon October 24, 7017 ach]evcs
Royal Assent, the commentary will be modified to read:

» Eligible dividends are grossed up by 38% and a dividend tax credlt of 15 02%
of the grossed-up dividend may be. chmled Non-eligible dividends are
grossed up by 17% (this decreases to 16% effective for the 2018 taxation year,
and further decreases to 15% in 2019) and a dividend tax credit of 10.52%
(this decreases to 10% effective 2018, and further decreases to 9% in 2019) of
the grossed up dividend may be claimed. See 98275 for additional informa-
tion (s. 82(1), 5. 121);

* Employer-paid contributions to a group sickness and accident insur-
ance plan for an employee’s coverage after 2012 to the extent that
such contributions are not in respect of a wage loss replacement
benefit payable on a periodic basis (s. 6(1)e.1));

® Employment Insurance benefits (s. 56(1)(a));

® E(-vic_lirgl)lce of indebtedness received in lieu of payment of income debt
5. 76);

® Fair market value of assets sold or distributed to shareholders at a
price below such value (s. 69(4), s. 69(5));

® Fees (s. 6(1)():;

J Fello_wshi_ps, scholarships, and research grants in excess of the schol-
arship exemption (s. 56(1)(n), 56(1)(0), 56(3));

12025
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e Gratuities (s. 5(1));
e Income-averaging annuity receipts (s. 56(1)e), s. 56(1)();
e Income from controlled trust deemed settlor's (s. 75(2));

¢ [ncome from property transferred or loaned to certain minors attrib-
uted to transferor (s. 74.1(2));

¢ Income from property transferred or loaned to spouse attributed to
transferor (s. 74.1(1));

e [ncome from eligible funeral arrangement (s. 148.1);
e Income of trusts and estates payable to beneficiaries (s. 104(13));

e Insurance payments for damage in depreciable property which are
expended in the taxation year and within a reasonable time on
repairing the damage (s. 12(1)();

¢ Inducement payments to prospective employees (s. 6(3)):

* Insurance premiums (except for group life or medical services) paid by
employer for the benefit of employee (s. 6(1)(a));

® Interest deemed received on certain loans to non-residents (s. 17(1));

® [nterest on bond transferred with interest until the date of transfer
(s. 20(14));

e Interest payments (s. 12(1)(c));

e Interest payments which are blended with capital payments (s. 16);
» Inventory sale proceeds (s. 23, s. 28);

® [oans by corporations to shareholders (s. 15(2));

® Medicare contributions by employer (s. 6(1)(a));

e Non-competition payments to departing employees (s. 6(3));

e Patronage dividends, except those from consumer goods and services
(s. 135(7));

e Payments based on the use of or production from property
(s. 12(1)(g);

e Payments by corporation to sharcholders other than 11 a bona fide
transaction (s, 15(1));

® Pension benefits (s. 56(1)(a));

® Periodic payments which are deemed to accrue daily where a person
dies (s. 70(1));

e Portion of beneficiaries’ share of profits under employees’ profit
sharing plan (s. 144(7));

e Profit derived from the acquisition or disposition of property under a
derivative forward agreement (s. 12(1)z.7));

e Profit from business (s. 9(1));

e Profit from property (s. 9(1));

® Recaptured depreciation (s. 13(1));
® Remuneration (s. 5(1));
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e Reserves deducted in previous year (s, 12(1)(@), (d.1));

Commentary on Bill C-63 (Oct 27, 2017)

Note: Wheti Bill =("‘-63E October 27, 2017, achieyes Rdyal Assent, the commentary
will be modified to read: e e o oy

(1) Reserves deducted in previous year (s. 12(1)(d), (d.1)), (d.2);

e Resource property sale receipts (s. 59);

e Retirement compensation arrangement payments (s. 12(1)(.3));

e Retiring allowances (s. 56(1)(@)(iD);

e RRSP payments (s. 56(1)(h));

e Salary (s. 5(1)),

e Salary deferral arrangement payments (s. 6(1)(e));

e Securitits received in lieu of payment of income debt (s. 76);

e Social assistance payments (s. 56(1)(r), s. 56(1)));

e tock option rights granted to employees, etc. (s. 7(1));

a-Superannuation benefits (s. 56(1)a)(i));

e Supplementary unemployment benefit plan payments (s. 56(1)(g),
s. 145(3));

e Top-up disability payment (s. 6(18));

e Transfer of right to income in a non-arm’s length transaction (with-
out transfer of property source of income) giving rise to inclusion of
remaining income in transferor’s hands (s. 56(4));

e Wages (s. 5(1));
e Workers’ compensation payments (s. 56(1)(v)).

[12030] Amounts Not Included in Income

Certain payments or amounts are not included in computing the

income of a taxpayer for a taxation year. The following is a list of exemptions
together with references to applicable sections of the Income Tax Act.

e Amounts declared to be exempt by legislation of the Parliament of
Canada (s. 81(1)(a));

* Amount of rale assistance received under s. 79.2 of the Ontario Energy
Board Act (s. 81(1)(g.6));

* Amounts received from a mining property or for shares thereof
received by a prospector, a prospector’s employer, or a financial
backer, if not received under an option to purchase or during or after
a campaign to sell such shares to the public (s. 81(1)(1));

¢ Amounts received under War Savings Certificates or similar certifi-
cates issued by Newfoundland before April 1, 1949 (s. 81(1)(®));

* Amounts repaid that were previously received under CRA tax inform-
ant programs (s. 60(z.1)) [effective June 19, 2014];

12030
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® Board and lodging of employees at special work sites (s. 5(2), s. 6(6),
and s. 6(7));

e Certain payments from employees’ profit sharing plans (s. 81(1)(k),
s, 144);

e Certain payments under Government or like annuities (s. 58);

e Credits received under the Ontario Electricity Support Program after
December 31, 2015 (s. 81(1)g.6));

¢ Employees at special work sites— value of board and lodging or
transportation or allowance therefor, received by construction work-
ers and certain other employees under certain conditions (s. 6(6));

» German compensation payments (s. 81(1)g));

» Group Disability benefits — Insolvent insurer (s. 6(17));

e Halifax disaster pensions (s. 81(1)}()),

e [ncome from the office of Governor-General of Canada, other than
salary under the Governor General’s Act (s. 81(1)(n));

e Non-resident person’s income from the operation of ships or aircraft
where reciprocal exemption is granted by the country of the person’s
residence (s. §1(1(e));

® Patronage dividends in respect of consumer goods and services
(s. 135(7));

® Pensions for war services (s. 81(1)(d));

® Portion of benefits under a pension plan which was tax-sexempt at any
time (s. 573))

® Portion of elected ML.A’s expense allowance, prior to January 1,
2019 (s. 31(2));

e Portion of elected municipal officer’s expense allowance, pricrito
January 1, 2019 (s. 81(3));

® Private health services plan — benefit of employer’s coisibutions
(s. 6(1)a));

e Provincial indemnities (s. 81(1){g));

e Public officers’ expense allowances up to /2 of salary, prior to Janua-
ry 1, 2019 (s. 81(3)(b));

e RCMP pension or compensation (s. 81(1());

® Refunds of registered education savings plan payments (s. 81(1)(0));

e Scholarships, fellowships, and bursaries received by students enrolled
in: () a designated educational institution in an educational program
in which the taxpayer is a “qualifying student” (from 2007 to 2016,
enrolment must be in a post-secondary program eligible for the
education tax credit); and (ii) elementary and secondary school pro-
grams, subject to certain restrictions for students enrolled in part-
time programs) (s. 56(3));

¢ Service pensions paid by foreign allies where reciprocal exemption
exists (s. 81(1)(e));
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e Stock rights conferred by a corporation on all holders of its common
shares (s. 15(1)(c)).

[12035] Income from Office or Employment

[12040] Salary, Wages, and Other Remuneration

A taxpayer’s income for a taxation year from an office or employment is
the salary, wages, and other remuneration, including gratuities, received by
the taxpayer in the year? The taxpayer's loss for a taxation year from an
office or employment is the amount of his or her loss, if any, for the taxation
year from that source computed by applying‘the provisions of the Act
relating to the computation of income.'® Salaries and wages are generally
taxed in the year in which they are received.

The amowuts to be included in employment income extend to the value
of benefits froin employment, such as board and lodging (12055 et seq.),
amounts teceived as personal and living expenses (12070), directors’ fees
(92075). ihe value of the personal use of a company automobile (12085),
ircotee maintenance payments (12095 ef seq.), certain payments made on
kekalf of an employee by his or her employer (12110), certain group insur-
ance premiums (§2115), and the amounts received out of a salary deferral
arrangement that exceed the amount previously included in income and
taxed (92105). This does not include the benefits the employee derives from
his or her employer’s contributions to or under a registered pension fund or
plan, group sickness or accident insurance plan, private health servig‘es
plan, supplementary unemployment benefit plan, deferred profit _sharmg
plan (DPSP), group term life insurance policy, employee benefit plan,
employee trust, employee life and health trust, pooled registered pension
plan, or retirement compensation arrangement. -

“Office” means the position of an individual entitling him or her to a
fixed or ascertainable stipend or remuneration. It includes a judicial office,
the office of a Minister of the Crown, the office of a member of the Senate
or House of Commeons of Canada, a member of a legislative assembly, a
member of a legislative or executive council and any other office, the
incumbent of which is elected by popular vote or is elected or appointed in a
representative capacity, and also includes the position of a corporation
director. “Officer” means a person holding such an ofTice.

“Employment” means the position of an individual in the service of
some other person, including Her Majesty or a foreign state. “Employee”
means a person holding such a position, and includes an officer of a
company. “Employer”, in relation to an officer, means the person from
whom the officer receives his or her remuneration.''

See poge il for explanation of footnotes,
% CCH 12201, Sec. 5(1), 11 CCH 128091; Sec. 248(1) "employer’

'0.00H 12202 Sec 5(2),

112040
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“Salary” has been said to possess the following characteristics:
(1) it is remuneration for services rendered;

(2) it is payable under contract (express or implied);

(3) it is computed by reference to time; and

(4) it is payable at certain definite dates or times.

“Wages” are payments made at regular intervals, whether by the day or
week or month, for time during which a workman or servant is at an
employer’s disposal. It includes payment computed on the basis of the
amount of work done by an employee.

In one case, despite the reference to the word “legacy” in their uncle’s
will, the $15,000 the taxpayers received from his estate to perform their
duties as executors was taxable as an income from an office or employ-
ment.'? The situation remains the same if, under the terms of a will, a
taxpayer is appointed as the liquidator of an estate and given a piece of
property in appreciation of his or her services. Considering that the charac-
terization of income is not based on its amount, but rather on its source, it
did not matter that the property value ($70,000) may have been in excess of
any liquidator’s fee.'® Similarly, where shares of his employer were never
distributed to the taxpayer and continued to be held in escrow until his
employer’s successor ceased operations, the value of the shares was taxable
as employment income since they were issued as compensation for past
services.'

On the other hand, not all remuneration need be classified as wages or
salary. A lawyer who was the president of an insurance company and whg
received from it a sum of money for legal work was held to have received itie
fees as a lawyer rather than as income from an office or employment.'®
Where one of two shareholders of a company was to receive /2 of ile profit
from a real estate transaction in exchange for performing the vompany
duties of the other shareholder, her share of the profit ‘was taxable as
compensation for services rendered.’® When a company president received
91/> months’ salary in lieu of reasonable notice of his termination, it was
determined to be income, not damages for wrongful dismissal, and was
taxable as such." '

Damages for wrongful dismissal from employment constitute income
(see §2160). An amount received from an employer in consideration for the
release from a contract of employment was income, not a capital indemnity,
nor a retirement allowance.'® If the employee’s debt to the employer was
cancelled and the cancelled debt was treated as severance pay by the

See poge Il for explanation of fooinotes.
18 Slenstrom, 63 DTC 479

" Quance, 74 DTC 6210, Bye, 75 DTC 33,
18 Choquette, 74 DTC 6563,

'2 \lessler et al, 2008 DTC 4609,
18 Bolsvert, 2011 DTC 1296.

14 Lockhart, 2008 DTC 3044,

15 Biron, 62 DTC 20,
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employer, the amount was income to the employee and was a deductible
expense of the employer.”

“Other remuneration” includes “gratuities” which includes such items
as bonuses, tips, and honoraria.

Whether a payment made by an employer to his or her employee is an
advance on account of future earnings or a bona fide loan is a question of
fact. An advance on account of future earnings is properly included in the
employee’s income for the year in which it is received.?® Where an employee
who is taxed on an advance subsequently, on leaving employment, repays
part or all of the outstanding balance, the amount so repaid is ordinarily
deductible from income for the year of repayment. When the amount repaid
exceeds the advances received in the year, the excess is deductible from the
preceding year. Where a loan, as distinguished from an advance, is made to
an employee, the amount so received should not be included in income. The
employee shouid include in income for the year those amounts of earnings
which are appited against the loan plus any other salary, wages, or commis-
sions that are paid to the employee.

/v cinployee who receives a loan from an employer which is subsequent-
ly Fargiven will be deemed to have received a benefit from employment which
nist be included in income?' The value of the benefit is calculated as the
amount of the loan or obligation forgiven. See also 92130 and §3117 con-
cerning low-interest loans to employees.

A taxpayer received $389,700 upon termination of employment for
cancellation of rights to receive a percentage of company profits during the
term of his employment. The payment was determined to be income from
employment in satisfaction of an agreement made during his employment.?

[12050] Employee or Independent Contractor

Income from an office or employment is determined by different rules
than those applicable to determining income from a business or property.
Differences arise as to the availability of deductions, the time of recognition
of income, and the “taxation year”. Therefore, it is of importance to a
taxpayer to determine whether his or her income or some portion thereof is
from an office or employment or from a business or property.

There may be difficult cases where it will be necessary to determine
the answer as a matier of fact, having reference to the definitions referred to
above and the common law as to whether the income in question is [rom an
office or employment or from business carried on by the taxpayer as an
independent contractor. For example, in some circumstances it may be
difficult to determine whether a commission agent receives income from an

See page i for exp\anqﬂon of fooinotes.
21 6CH 42689; Sec. 6(16).
22 \arkin, 96 DTG 6483,

;g S. de Wodl et al, 75 DTC 127,
Randall, 87 DTC 563,
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office or employment or from a business carried on by himself or hersell. A
similar problem frequently arises with entertainers and musicians.23

Under the common law dealing with master and servant relationships,
the general test to be applied is the nature and degree of control over the
person alleged to be the employee. In addition to the control test, there are
three other tests which courts have developed to ascertain whether a taxpay-
er is an employee or an independent contractor. These are;

(a) the integration test;
(b) the economic reality test; and
(c) the specific result test.

Under the integration test, distinction is made between a contract of
service and a contract for service. In the former situation one is employed as
part of the business and work is done as an integral part of the business. In
the latter situation, the taxpayer's work, although done for the business, is
not integrated into it but is only accessory to it, and therefore the taxpayer is
an independent conftractor. Using this test, part-time lecturers and teachers
who do not appear to be under the direct control and supervision of the
educational institution have been found to be employees.®

Under the economic reality test, the courts have determined that a
person who is in business as an independent contractor runs the risk of
financing equipment, supplying the help necessary to operate and administer
the business, and having to ensure that there are sufficient clients to render
the business economically viable. %

With respect to the specilic result test, the courts again make a distinc-
tion between a contract of service and a contract for service, the former
indicating an employer-employee relationship.

The courts have stressed the importance of examining the ficis of the
alleged employment relationship in detail rather than trying o csiablish a
mechanistic test or series of tests.?® In other words, the factors of control,
chance of profit, risk of loss, and ownership of equipment do not constitute
an exhaustive list, and there is no set formula as to their application. The
relative weight of each will depend on the particular facts and circum-
stances of the case?’

[12055] Board, Lodging and Other Employment Benefits

There is to be included in the income of a taxpayer for a taxation year
from an office or employment the value of board, lodging, and other bene-
fits of any kind whatsoever, received or enjoyed by the taxpayer (or any

See page Il for explonation of footnotes.

23 Interp, Bul. IT-525R (Consolidated). %6 Wighe Door Services Ltd, 87 DTC 5025, Grimard,

sa ‘ 2009 DTG 5056, O'Hara, 2009 DTC 1011,

e R0 HCHRARS, SRFPAA S o 27787 Personnel Services Inc, 2011 UDTG 128,
Hauser, 78 DTC 1532: Alexander, 70 DTC 6006, Integranuly Marketing Ltd, 2012 UDTC 1,
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person related to the taxpayer) in the year in respect of, in the course of, or
by virtue of an office or employment.?®

Considering that “any kind” of economic advantage arising from a
taxpayer's employer which renders his or her office of greater value to him or
her requires income inclusion, the Tax Court of Ca'nada has upheld R_evenue
Canada’s assessment as a taxable benefit of a Chlnstmas party at which lhe
taxpayer and his or her guests were put up overnight at the Westin Hotel in
Ottawa. The taxpayer was assessed a benefit of $200 for the party and
another $100 for room charges.?® This case attracted so much altenthn_that
Revenue Canada had to clarify that it will accept as a nlon-taxable privilege
an employer-provided party if the cost per employee is reasonable in tl}e
circumstance. As a guideline, those events costing up to $100 per person will
be considered (o be non-taxable. Parties costing more than that wil.l general-
Iy be considered to be beyond the “privilege” point and may result in taxable

benefits.

Amouiis included in income as board and lodging or other benefits
include:

taV the value of board and lodging;

(b) rent-free and low-rent housing;

(c) travel benefits;

(d) gifts (including Christmas gifts),

(e) holiday trips;

(f) prizes and incentive awards;

(g) frequent-flyer programs; |

(h) travelling expenses of employees’ spouses or common-law partners;

(i) employee premiums under provincial hospitalization and medical
care insurance plans;

(j) tuition fees;

(k) reimbursement for cost of tools;

(1) wage-loss replacement plans;

(m) interest-free and low-interest loans;

(n) financial counselling and income tax return preparation; and

(o) discounts on merchandise.

See page i for explanation of feotnotes.

28 coH 12305 Sec. 6(1)(a); Income Tax Folio 29 Dunlap, 98 DTC 2053
B2-F3L2
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Amounts not included in income are: discount commissions on sales,
subsidized meals where employees pay a reasonable amount, uniforms and
special clothing, certain subsidized school services in remote areas, trans-
portation to a job, recreational facilities, removal expenses, premiums under
private health service plans, employer contribution under provincial hospi-
talization and medical care plans, transportation passes, certain reimbursed
expenses of public office holders, certain employee counselling services,
and professional membership fees if the employer is the primary
beneficiary.®©

An exception to the inclusion of employer-paid tuition fees in income
will be made where the course was primarily undertaken for the benefit of
the employer rather than the employee.

Where an employer provides transportation to and from work, includ-
ing parking, for employees who are blind or have severe and prolonged
mobility impairment, such benefits are not included in income.?’

The employer’s contributions to the Canada Pension Plan do not consti-
tute a taxable benefit to the employee. However, should the employer also
pay the employee’s contribution on the employee’s behalf, the amount of
the contribution would be considered a taxable benefit.

US. social security benefits are included in income for Canadian tax
purposes, and payment of social security taxes by an employer is a taxable
benefit to the employee.

Where an employer provides financial counselling by outside firms to
an employee, and pays the fees, the amount of the fees is a taxable benefit to
the employee. The fees are deductible from the employer’s income.®® Howey=
er, financial counselling services in respect of the re-employment o1 tae
retirement of an employee will not result in a taxable benefit to the enpioy-
ee, Similarly, employer-provided counselling services in respect .of the
mental or physical health of the taxpayer or a person related te vhe taxpayer
on the re- employment or retirement of the taxpayer will not/be included in
the employee’s income.®3

In calculating the benefit to be included in income, that cost is deter-
mined to be inclusive of the Goods and Services Tax (GST).34

The benefit relating to the operation of an employer-provided automo-
bile is a taxable benefit;*® see §2085.

In relation to tuition fees, it was determined that reimbursement of
tuition fees for the instruction of the taxpayer’s children paid for by the
employer should not be included in the taxpayer’s income. The reimburse-
ment did not enhance the taxpayer’s net worth but merely put him in the

See page i for explonation of footnotes.
33.00H 92301 Sec 6(1)(a)
9% OCH 112630, Ssc 6(7)
35 CGH 12305 Sec 6(1)(a).

2 lhcome Tox Follo S2-53-C2,
31 ooH 42694; Sec 6(16)
32 |ncome Tox Folio S$2-F3-C2
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same position as if he had not been compelled by the nature of his employ—
ment to send his children to a private school.*

[1]2057] Administrative Exclusion of Employment Benefits

The following benefits, which would normally be included in an
employee’s income, are excluded by administrative policy:

e Overtime Meals: Employees being reimbursed for the cost of their
meals if they work overtime do not have to include such a reimburse-
ment in their employment income as a tax benefit if they work two or
more hours of overtime right before or after their regular work hours,
if the value of their meal does not exceed $17, and if the overtime is
infrequent or occasional. Overtime less than three times a week is
considered infrequent or occasional, but more than twice a week in
certain Heak periods could also meet the third condition.

e Loyulty Programs: Employees using a personal credit card for busi-
tess expenses do not have to include the loyalty points collected in
respect of those expenses in their employment income as a tax bene-
fit, provided the points are not converted to cash, and the plan is
neither indicative of an alternate form of remuneration nor undertak-
en for tax avoidance purposes. (Il the employee uses a company
credit card, the fair market value of any personal rewards he or she
received from redeeming the points must be reported on the T4.)

e Non-Cash Gifts and Awards: An employee may receive any number of
non-cash gifts and awards from an arm’s length employer without
having to include them in his or her income provided their annual
total value does not exceed $500; any gift or award in excess of this
$500 limit would be taxable. The employee may receive a separate
non-cash, long-service or anniversary award of up to $500 in addi-
tion to the non-cash gifts and awards; any long-service or anniversa-
ry award in excess of this $500 limit would be taxable. Immaterial
items like coffee mugs or t-shirts with the employer’s logo are not
taxable and excluded from this calculation. Note that performance-
related or cash/near-cash awards are fully taxable and excluded from
this calculation.

e Surface Transit Passes: Free or discounted passes provided to employ-
ees of bus, streetcar, subway, commuter train, and ferry services for
their exclusive use are not taxable to them but those provided to
members of their families are considered a tax benefit to be included
in their incomes. Passes for municipal employees not working in the
transit area are also taxable.

See page il for explanation of footnotes,
% Guay. 97 DTC 5267,
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For more details on these four policies, see Income Tax Folio 82-F3-C2,
Benefits and Allowances Received from Employment, on the CRA’s website
at www.canada.ca.

[112060] Housing Loss Reimbursements and Other Employer-Provided
Housing Subsidies

Any amount paid in respect of a housing loss (other than an eligible
housing loss) to or on behalf of a taxpayer in respect of, in the course of, or
because of an office or employment is deemed to be an employment benefit
and is fully included in the taxpayer's income?’ An cligible housing loss
means a loss incurred on the disposition of a house in respect of an eligible
relocation.®® Generally, an “eligible relocation” means a relocation enabling
the taxpayer to be employed at a location in Canada or to be a full-time
student at a location of a post-secondary institution if: (i) both the taxpayer's
old residence and new residence are in Canada, and (ii) the distance
between the old residence and the new work location is not less than
40 kilometres greater than the distance between the new residence and the
new work location.®® Generally, only !/2 of the amount in excess of $15.000
of employer-paid amounts in respect of eligible housing losses is treated as
an employment benefit received by the taxpayer®® When the taxpayer’s
employment was terminated, he moved back to Ottawa and his employer
purchased the house that he had built. The purchase price was the cost of
construction, but was $91,870 above fair market value. The recouped loss of
$91,870 was included in his income. It did not invelve an “eligible reloca-
tion” to the extent that it resulied from the termination of his employment
and did not occur to enable him to carry on business in Ottawa.*’

An eligible housing loss need not be crystallized to be reimbursed, Qe
may choose any particular time to determine the amount of the taxoaycr’s
housing loss. A housing loss at any particular time in respect of a residence
of a taxpayer is calculated as the amount by which the greater of:

(a) the adjusted cost base of the residence at that time to. the taxpayer
or to another person who does not deal at arm’s length with the
taxpayer; and

(b) the highest fair market value of the residence within the six-month
period that ends at that time

exceeds:

(c) if the residence is disposed of by the taxpayer or the other person
before the end of the [irst taxation year that begins after that time,
the lesser of:

See page |l for explanation of footmotes.
27 CCH 128970 Sec. 6(19). 40 CCH 26970 Sec. 6(20).
38 0CH 12897, Sec. 6(22)

39 CCH 128080 Sec 248(1) "eligible relocation’, N Thomas, 2007 DTC 5151,
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(i) the proceeds of disposition of the residence, and
(ii) the fair market value of the residence at that time, and

(d) in any other case, the fair market value of the residence at that
time.*?

Example:

Paul purchases ¢ home in 2010 in his hometown for $400,000 and begins work at a
national corporation. In 2012, the land bordering Paul's home Is rezoned to permit the
development of an industrial park. In January 2016, Paul Is offered a promotion on the
condition that he relocates to a new community (11,000 kilometres from his hometown) by
March 1, 2016. Paul has trouble selling his home because of the heavy Industry that now
surrounds the property; however, he eventually accepts an offer of $335,000 and completes
the sale in August 2016, Paul's eligible housing loss therefore amounts to $65,000. His
employer agrees to compensate Paul for any eligible housing loss he incurs on the sale of
his property. Because of the size of the loss, the employer pays out the compensation in two
poyments: 330,000 In September 2018 and $35000 in February 2017, Paul's taxable
benefit In 2076 13 $7,500 (one-half of the amount paid in 2016 that is more than $15,000).
In 2017,-Rauls taxable benefit is $17,500, calculated as follows:

~ one’ half of the total amounts paid in 2016 and 2017 that is more than $15,000
/e % 1$65,000 - $15000] = $25,000);

minus
« the amount Included in Income in 2016 ($7,500)

For greater certainty, any amount paid or the value of assistance pro-
vided by any person in respect of, in the course of, or because of an
individual’s office or employment in respect of the cost of, the financing of,
the use of, or the right to use a residence is a taxable benefit received by the
individual®® This provision includes virtually any employer-provided subsi-
dy made to the employee to enable the employee to acquire or to use a
residence, including interest subsidies on a mortgage, rent subsidies, pay-
ments on account of the purchase price of the home, and mortgage princi-
pal reimbursements.

[12065] Health and Welfare Trusts for Employees

Health and welfare benefits for employees are sometimes provided
through a trust arrangement under which the trustees, usually with equal
representation from the employer (or employers’ group) and the employees
(or their union), receive the contributions from the employer or employers’
group to provide such health and welfare benefits as have been agreed to
between the employer and the employees (or their union).

If the benefit programs adopted are limited to a group sickness or
accident insurance plan, a private health services plan, a group term life
insurance policy, or any combination thereof, and the arrangements meet

See page i for sxplonation of foonotes,

*2C0H 2697 Sec 6(21), 43 OCH 12697¢; Sec. 6(23).
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The TOSI will also be expanded to apply to certain adult individuals. Any of the
aforementioned types of income are subject to the TOSI if the amount received

exceeds what would be considered a subjectively-determined reasonable amount,
having regard to:

= The labour contributed by the individual to the business;

¢ The capital contribuled by the individual to the business;

# The risk assumed by the individual in respect of the business; and

® The total amounts paid to the individual before the end of the particular year.

Indexation

The lifetime capital gains exemption limit applicable to shares of a qualified small
business corporation increased to $835,716 in 2017 (up from $824.176 in 2016).

[15000] General

[15001] Introduction

The taxable portion of a capital gain, known as a “taxable capital gain”,
is included in the taxpayer's income and taxed at the normal personal or
corporate rates. The deductible portion of a capital loss, known as an
“allowable capital loss”, may be offset against a taxable capital gain,’ with
certain exceptions, such as losses from personal-use assets. Allowable capital
losses that are allowable business investment losses (15030) may be deduct-
ed without limit from income from other sources.

A capital gain is measured by deducting the adjusted cost base and the
expenses of sale from the proceeds of disposition.? “Proceeds of disposition®
means the sale price or any compensation received for property, inciriding
insurance proceeds not expended on repairing the damage, comgiensation
for lost or damaged property, expropriation proceeds, etc.? See 5075,

“Adjusted cost base” means the capital cost of depreciable property,
and cost with adjustments for other property* (see §5080). Special transi-
tional provisions apply when property is owned at the start of the system of
taxation of capital gains in 1972. A Valuation Day is provided for valuing
property as of January 1, 1972 in order to avoid taxing gains that resulted
prior to beginning the system. See §5130.

Although gains from personal-use property are included in income,
losses from such property are allowable only if they are from listed personal
property. Listed personal property losses are allowable only as offsets
against gains from other listed personal property and not against gains from
other types of property.

See page i for explonation of footnotes.

3 OCH 7852, Sec, 54 "proceeds of dispositon”
4 CCH 17850; Sec. 54 "adjusted cost hase’

! CCH 16007; Sec 38
2 OCH 16400; Sec. 40(1)
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Gains or losses are taxable or deductible not only upon the sale: gift, or
other transfer of property, but also upon a deemed disposition \yh1qh.ma3]f
occur in a number of instances, such as on the death of an mdmd;]la
taxpayer, the change of residence of a taxpayer from Canada tph anottlef
country, a change in the use of assets, th; expiry of an 0pt10n, the settle
ment or cancellation of debt, and a negative adjusted cost base.

For a discussion of capital gains and losses in connection with non-
residents, see 114,025,

in property and expenditures are not subject to the rules outlined
abovg,elratl?t age ?nsteﬁd taxeg as “eligi‘b}e capital prpperty” ‘(E_CP). Thfse
include such expenditures as the acqulsmon‘of goodwill, certain mtangl‘p esi
or certain legal expenses, for example. Effectwe January 1, 2017, and sub]ecd
to transitional rules, the eligible capital property rules are repealed, an
ECP is included-irrthe new CCA Class 14.1. See 14240,

[15002] ilow Capital Gains and Losses Are Taxed

A taxpayer includes in income the excess of all taxable capital gains
ctier than from listed personal property (1[53}0) plus the net gain from
uated personal property minus allowable ca_pltal I]osses other tl1an5hste_c]
personal property losses and allowable business 1qvestment 10§ses. Th}s
excess is not taxable at any special rate or by_ a special computation, but is
merely added in with other income and subjected to the ordinary income
tax rates. Therefore, due to differences in marginal tax rates (see 7 80Q5 and
48310) there can be wide variations in the rate at which the gains are
actually taxed, depending on the taxpayer’s total income.

If the allowable capital losses other than allowable busi.ng:ss investment
losses exceed the taxable capital gains and net gain.fyom_hsted personal
property, the result is called a net capital losg,.E Provision is made fo;_lhe
carryforward and carryback of losses both by individuals and corporations
(see 13381)." In general, net capital losses of a taxpayer for a taxation year
may be carried back three years and forward indefinitely to be deducted
against net taxable capital gains.

Prior to 1985, an individual could apply allowable c_apital losses and net
capital losses from other years against taxable capital gains a1:1d up to $_2,000.
per year of other income. This right was withdrawn upon the 1}11yoduc§10n gf
the capital gains exemption (see §5008). However, an 1_nd1v1dua]‘1s still
permitted to deduct any pre-1986 capital loss balance against other income
to a maximum of $2,000 per year? The pre-1986 capital loss balance is
defined generally to be capital losses realized before May 23, 1985, which

See page | for explanation of fooinotes
7 OCH 116,003, Sec. 111(1),
8 coH §18090; See. 111(1.1)

5 ceH 12008, Sec. 3
5ceH 116200, Sec 111(8)
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thrge years and forward an indefinite number of years, but only against
capital gains realized, until the losses are absorbed. A corporation cannot

deduct losses incurred in a precedin i i
ear il th
change of control™® (see 13390). = * PHTOHEDR undsarig

[15005] Lifetime Capital Gains Exemption

[15008] Available Exemption over the Years

An individual can claim g lifetime $835,716 ex ion i

_ ! . _ i : emption i
capital gains realized o‘n.the disposition of qualified farrg orf is}?iggsgfg;ef
ty (see 15021), or qualified small business corporation shares (see 95022)

il Ll . >

Gains on qualified farm or f ishin i '

. ] g property realized after April 20, 2015
q1:1ahf y fo_r an enhanced exemption. The exemption limit on ge?ins on such
property is the greater of $1 million or the indexed general exemption

ration shares qualify only for the $835,716 exemption. For more informa:

tion on the higl o T € - m
see 15021, higher exemption limit for qualified farm and fishing property,

Since the capital gains inclusion rate is 50%, the cur ifert
. - : § in ; current lifetipe e -
tion for taxable capital gains is $417,858 (ie, 50% of $835.716) ox 55%(5[(1]](%}0

(50% of $1 million) 1 ifi ¢ fishi i
Aprﬁ ] 201;151. lion) for qualified farm o fishing broperty disposed of affer

[15010] Election for Property Owned on February 22, 1994

On February 22, 1994. the federal i
: 22, » government decided that
$_]O0,000 Cé_llpltal gains exemption (or $75,000 taxable capital gains gedhh:
EIOH, offsetting $100,000 of actual gains before being reduced to its taxable
component of 75%) would be withdrawn after that date, subject to generous

See page i for explanation of foonotes,

9 :
CCH 116200, Sec. 111(8). " CCH 1159760f Seq, 1106(2.3),

10 CeH 116,140, Sec, 111(4),
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Capital property acquired at any time before February 23, 1994, and
still on hand at the end of February 22, 1994, could be made the subject of a
special election to utilize any amount of the $75,000 lifetime taxable capital
gains deduction remaining after 1993.72

The concept of the final capital gains election was that an individual
could elect to be deemed to have disposed of any asset or assets he or she
designated. The individual had to elect a value (subject to strict limitations),
and he or she was then deemed to have disposed of the property at that
value and reacquired it at that value. The result was that any gain on the
deemed disposition at the elected value gave rise to capital gain, and there-
fore taxable capital gain, which could be offset by the individual’s remaining
$75,000 lifetime deduction. Since the individual was deemed to have
acquired the property at the new elected value, when he or she disposed of it
in the future the gain at that time would be measured against the elected
amount ratherhan the original cost and the future gain and future tax
could thereh ve reduced. Subject to the value limitations, the individual
could spread the remaining exemption among several assets or concentrate
it on on=.

The general concept was varied for flow-through entities such as mutu-
al Tunds and partnerships, and for eligible capital property. The same
deemed disposition rules applied, but these entities were deemed to reac-
quire the property at its old value and the capital gain recognized went into
a separate special notional account for each property for use against future
gains from that source.

The election was effective at the end of February 22, 1994, so that any
actual dispositions after that date could obtain the benefit of the rule to the
extent of its fair market value at that date, which is the upper limit of the
elected amount,

Example:

Ms. Damato has 1,000 shares of stock which cost $4,000 and are worth $10,000 on
February 22, 1994, She has at least $6,000 of unused exemption ($4,500 of taxable capital
gains deduction) to offset the full gain. She elects on the shares at their falr market value of
$10,000. She is deemed to have sold them for proceeds of disposition of $10,000, and so
d taxable capital gain of $4,500 results. She reports the $4,500 gain, which Is added to
Income but offset in caleulating taxable Income by her capital gains exemption, She s
desmed to have acquired the shares on February 22, 1994, ot a cost of $10,000. If she sells
them In 1994 or later and thelr value has not changed, there will be no further gain to report.
If their value has increased at the tme of actual sale, the gain will be measured from
$10000; if it has decreased, she will have a capital loss.

As discussed below, the elected value cannot be less than the adjusted cost base nor
mare than the falr market value, and this elected value must permit use of the capital gains
exemption and cannot create a gain larger than the amount that can be offset by her
available capital gains exemption.

See page |i for explanation of footnotes,

2GCH 115,999, 115,999 Sec. 110.6(19)
110.6(20),
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For each property covered by his or her final election, an individual
had to select a disposition value which was not less than the adjusted cost
base (ACB) of the property at the end of February 22, 1994, nor more than
the fair market value of the property on February 22, 1994. An election at
less than ACB on any property would render the election invalid for all
properties. An election in excess of fair market value was valid but subject to
penalties, as described below.

For an election to be valid, the elected value for all properties covered
by an election needed to create a capital gain which could be fully offset by
an individual's available capital gains exemption {or that of the individual’s
spouse/common-law partner, if the gain is subject to attribution rules). A
loss could not be created with an election. An individual could, however,
create a gain for any or all of his or her other capital assets which was less
than his or her available exemption, and so spread the exemption among
several assets.

If an individual overestimated the fair market value chosen for his or
her election by more than 10%, there was a severe and automatic penalty.'®
Any excess over 10% further reduced the new ACB. This penalty resulted in
an individual squandering the available exemption by electing too high a
value, since the individual would not get even the full value of cost base
adjustment he or she was entitled to, and would waste an elected amount
which might have been applied to other assets. The purpose was to deter
deliberate over-elections.

[§5011] Special Election for Flow-Through Entities

Flow-through entities are defined to include investment corporatiois,
mortgage investment corporations, mutual fund corporations, mutuai fund
trusts, partnerships, related segregated fund trusts, and trusts govertied by
an employees’ profit sharing plan, and certain trusts established o hold
company shares for employees, to protect security interests, iz 10 govern
corporate voting rights.'* Related segregated fund trusts are essentially
investment trusts offered by insurance companies.

Elections made on shares or interests in flow-through entities resulted
in a deemed disposition and acquisition, so that the elected value and
penalty rules applied. However, the capital gain which arose on deemed
disposition was not added to the cost base of the asset, but rather flowed
into a special account called the “exempt capital gains balance” (ECGB).
The deemed reacquisition occurred at the cost to the elector immediately
before the deemed disposition. The ECGB could be applied after Februa-
ry 22, 1994, to shelter any capital gain distributions flowed out to the
investor from the flow-through entity, as well as any gain on actual disposi-
tion, until the end of the year 2004."® The ECGB thus preserved any remain-

See page il for explanation of foatnotes.

13 GCH 715,999 Sac. 1106(22). 15 GoH 16399, Sec. 39.1(1) *exempt capltal golns
14 coH §163990; Sec. 39.1(1) "fow-through entity”. balance".
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ing $100,000 capital gains exemption assigned to it into future years. Each
flow-through entity subject to an election had its own related ECGB which
was not transferable and had to be tracked until the account was exhausted
or expired after 2004. Any remaining ECGB after its application in 2004 had
to be added to the ACB of the flow-through entity to the elector, and the
ECGB itself wound up.

As originally drafted, the election rules did not provide for the situation
in which the value of a flow-through property fell after the election and was
disposed of before 2005. In this case, there would be an unused and
unusable exempt capital gains balance following the disposition. Technical
amendments correct this anomaly retroactively to 1994 by adding */3 before
February 28, 2000, /2 after February 27 and before October 18, 2000 and %/
after October 17, 2000 of the unusable exempt capital gains balance to the
adjusted cost base of the property immediately before the disposition, thus
giving recognifion to the appropriate capital loss.'®

Example::

Paia has shares of a mutual fund that were acqulred for $8,000 and were worth
$10,80 on February 22, 1994, She elects o apply $2,000 of available $100,000 exemp-
tlon to these shares, and elects a value of $10,000. She is deemed to dispose of them for
$10,000 but to reacquire them at $8,000. The $2,000 capital gain ($1,500 taxable capital

gglg) Bis income offset by the exemption. The $2,000 (actually %3 of $1,500) goes into the

if Paula receives capital gain allocations from the investment of $600 in 1994, $800 in
1995, and $700 In 1996, the special account would offset the $600 and $800 gains
completely In 1994 and 1895, and $600 of the $700 gain in 1996, At that point the $2,000
has been exhausted (S600 + $800 + $600 = $2,000) and the remaining $100in 1996 and
all later gains will be subject to capital gains tax in normal fashion. If Paula should sell the
zvorean\ong the way, any remaining balance of the $2,000 would offset any actual gain on
sposition.

If the election related to an interest in a partnership, special adjust-
ments needed to be made to the partnership ACB immediately before the
deemed disposition to measure the capital gain which in turn measured the
ECGB."” Essentially, the individual member of a partnership had to add to
the partnership ACB (as determined in 5190 immediately before the
deemed disposition at the end of February 22, 1994) the total of:

(a) the pre-February 23, 1994, portion of his or her share of partner-

shié) net income for its fiscal period that included February 22, 1994,
an

(b) his or her share of partnership net capital gains that arose from
disposition before February 23, 1994.

For this purpose, the ipcome of the partnership for that fiscal period
was prora‘teci on a daily basis. Where the partnership had net losses for that
fiscal period and the prorated portion of the net loss was greater than the

See poge i for explanation of footnotes.

16
CCH 17637 Sac. 53(1)(n. 17 CCH 915899m; Sec. 110.6(23).

15011




456 CANADIAN MASTER TAX GUIDE

partnership’s pre-February 23, 1994, net taxable capital gains, the excess was
required to be deducted in computing the individual’s adjusted cost base
immediately before the deemed disposition.

The purpose of the partnership ACB adjustments was to ensure that
the income or loss of the partnership for the period up to February 22,
1994, was reflected in the value of the partnership interest on that day. In
the absence of the adjustments, there would be no mechanism to separate
out the February 22, 1994 date, since the mechanics of partnership ACB
calculations only dealt with final gain or loss at the end of the fiscal period,
not its daily accrual up to February 22, 1994. There are no lasting adjust-
ments to ACB carried forward.

[15014] Effect of Election on Principal Residence Exemption

As discussed at 75260, an individual can claim a special exemption for
his or her principal residence based on the number of years he or she claims
it as a principal residence (plus 1) divided by the number of years he or she
has owned it. When an individual sells a house he or she has always claimed
as a principal residence, his or her gains will be wholly exempt, and it would
have been foolish to waste the special $100,000 capital gains exemption on
the house, and increase current income. However, an individual who was
unable to claim the entire exemption, either because he or she did not
occupy the house throughout the period of ownership or because he or she
had more than one qualifying residence, was able to integrate the $100,000
capital gains exemption with the principal residence exemption.

If a 1994 capital gains exemption election on a principal residence was
made and a principal residence exemption on the same property is\tiizn
claimed on the same property for 1994 and later years, the princibai resi-
dence exemption formula on actual disposition of a property after Februa-
ry 22, 1994, is: (i) the actual gain determined without referenge.ic the 1994
election, reduced by (ii) the principal residence exemption as traditionally
calculated using the number of years the individual designated the principal
residence to be such.’® That is, (ii) is the number of designated years plus
one, divided by the number of years of ownership that end after the proper-
ty was acquired. From the capital gains reduced for principal residence
exemption, the individual may, if a 1994 capital gains election was made in
respect of the property, deduct the lesser of:

(a) the notional capital gain resulting from the 1994 election calculat-
ed as if (i) the 1994 and earlier years the individual is now designat-
ing were designated in the 1994 election, and (ii) the amount desig-
nated in the election were reduced to fair market value, or, if there
was a penal grind, fair market value reduced by the grind, and

See page |l for explanation of foonotes.
18 CCH 16490a; Sec. 40(7.1),
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(b) the reported capital gains that arose from the 1994 election, using
the principal residence designations actually made in the 1994 elec-
tion and ignoring the principal residence designation made in the
return on actual disposition.

Commentary on Bill C-63 (Oct. 27, 2017)

Note: When Bill C-63, October 27, 2017, achieves Royal Assent, the commentary
will be modified to read:

As discussed at 15260, an individual can claim a special exemption for his or her
principal residence based on the number of years he or she claims it as a principal
residence (plus 1) divided by the number of years he or she has owned it. Effective
for principal residences sold after October 2, 2016, the one-plus rule used {o calcu-
late the principal residence exemption is not available to a taxpayer not residing in
Canada in the vear of acquisition of the residence. In other words, the one-plus rule
may only be u.ea by a taxpayer resident in Canada in that year. If the seller of the
principal r.:l i=nce resided outside Canada for the whele period of ownership of the
residencs, vhe principal residence exemption may not be claimed in respect of any
portizn or the capital gain realized on the sale. When an individual sells a house he
or-cu= has always claimed as a principal residence, his or her gains will be wholly

axampt, and it would have been foolish to waste the special $100,000 capital gains
=xemplion on the house, and increase current inconie. However, an individual who
was unable to claim the entire exemption, either because he or she did not occupy

\ the house throughout the period of ownership or because he or she had more than

one qualifying residence, was able to integrate the ‘B]OO 000 capital gains exemption
with the principal residence exemption, :

If 1994 capital gams anmptlun election on a principdl residence was made
and a principal residence exemption on the same properly is then claimed on the
same property for 1994 and later years, the principal residence exemption formula
on actual disposition of a property after February 22, 1994, is: (i) the actual Bam
determined without reference to the 1994 election, reduced by (ii) the principal
residence exemption as traditionally calculated using the number of years the indi-
vidual designated the principal residence to be such.'? That.is, (i) is the number of
designated years plus-one, divided by the number of years of ownership that end
after the property was acquired. Remember that the one-plus rule cannot be used for
residences sold after October 2, 2016 if the taxpayer does not reside in Canada in the
yeat of acqumtmn of the residence. From the capital gains reduced for principal
residence exemption, the individual may, if a 1994 capital gains eiecuon was made in
respect of the property, deduct the lesser of:

{a) the notional capital ‘pain reslting from the 1994 election calculated as i
(1) the 1994 and earlier years the individual is now designating were designat-
“ed in the 1994 election, and (ii) the amount designated in the election were
reduced to fair market value, or, if there was a penal grind, fair market value
reduced by the grind, and

(b) the reported capital gains that arose from the 1994 election, using the
principal residence designations actually made in the 1994 election and
ignoring the principal residence designation made in the return on actual
disposition. '

.

See poge ii for explonation of footnotes,
19CCH 464900 Sec. 40(7.1)
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[15015] Time for Election

The special 1994 election generally had to be made by April 30, 1995;
however, where the election was made on eligible capital property, the liling
deadline was the due date for the taxation year in which the fiscal period of
the business that included February 22, 1994 ended.?®

A personal trust must itself have elected by March 31 of the calendar
year following the year in which the taxation year of the trust that included
February 22, 1994 ended.

[15021] Exemption for Gains from Qualified Farm or Fishing Property

The lifetime capital gains exemption is currently available to an individ-
ual who disposes of qualified farm or fishing property or shares of a quali-
fied small business corporation, as discussed at 15022. See Y5008 for the
current and historical amounts of the lifetime capital gains exemption.

Gains on qualified farm or fishing property realized after April 20, 2015
qualify for up to a $1 million exemption.

Prior to Budget 2014, capital gains resulting from the disposition of
“qualified farm property” or “qualified fishing property” were eligible for
the exemption. For 2014 and later years, capital gains resulting from the
disposition of “qualifying farm or fishing property” are cligible for the
exemption. “Qualified farm or Tishing property” comprises real property or
a fishing vessel used in the course of carrying on the business of farming or
fishing in Canada, a share of the capital stock of a family farm or fishing
corporation, an interest in a family farm or fishing partnership, and eligible
capital property used in the course of carrying on the business of farming ev
fishing in Canada. Prior to these amendments, a taxpayer could only utilize
these tax benefits if he or she was in the business of farming or fishiag, but
not a combination of these two activities. The rules were modificd ‘v allow
businesses which engaged in both activities to enjoy the tax henetits?

In either case, the property must meet several criteria for the owners of
the property, the users of the property, and the use of the particular proper-
ty to qualify.?2

In order to meet the definition of qualified farm or fishing property of
an individual at any particular time, the property must be owned at that
time by the individual, the spouse or common-law partner of the individual,
or a family farm or fishing partnership in which the individual or his spouse
or common-law partner has an interest. Furthermore, the property must be
used in the course ol carrying on a farming or fishing business in Canada by
the following eligible users:

(i) the individual;
See poge li for explanation of foonotes.

20 oH 415,999, Sec. 1106(24), 22 GCH 115975k Sec. 1106(1) "qualifisd farm or
21 gec, 248(29), fishing property”
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(i) if the individual is a personal trust, a beneficiary of the trust that is
entitled to receive any income or capital of the trust,

(ii) a spouse, common-law partner, child, or parent of the individual
referred to in (i) or the beneficiary referred to in (ii);

(iv) a family farm or fishing corporation, a share of which is owned by
any individual referred to in (i) through (iii); or

(v) a family farm or fishing partnership, an interest in which is owned
by any individual referred to in (i) through (iii).

In the case of real or immovable property or a fishing vessel, the
property must have been used principally in the course of carrying on a
farming or fishing business.

There afe two separate rules for determining whether property is con-
sidered tohe used in the course of carrying on a farming or fishing business
in Can4a:

The first is a general rule requiring that the following two-part test be
met for the property to qualify as a farming or fishing business in Canada at
any particular time.

- e First, throughout the 24-month period preceding the particular time
{ (e.g., the time of disposition), the property must have been owned by
the individual, the individual’s spouse or common-law partner, child,
or parent, or by a partnership, an interest in which is a family farm or
fishing partnership interest of the individual or the individual’s
spouse or common-law partner. If the individual is a personal trust,
the property must be so owned by the individual from whom the
trust acquired the property or a spouse or common-law partner,
child, or parent of the individual, or a personal trust from which the
individual or a child or parent of the individual acquired the
property.

® Second, during a period of at least two years, during which the
property was owned by a qualified owner, the gross revenue of a
qualified owner (“operator”) from the farming or fishing business
carried on in Canada, in which the property was principally used,
exceeded the operator’s income from all other sources in the year. In
order to satisfy this requirement, the property must have been owned
by a qualified owner for a period of at least 24 months throughout
which it was used by a family farm or fishing corporation or a family
farm or fishing partnership (specifically, a corporation referred to in
(iv) above or a partnership referred to in (v) above) in the carrying on
of the business of farming or fishing in Canada. Additionally,
throughout that period, the individual referred to in (i) above, a
beneficiary of a personal trust referred to in (ii) above, or a person
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referred to in (iii) above, must have been actively engaged on a
regular and continuous basis in the farming or fishing business.2

In 1965, a taxpayer acquired a 42-acre property which he later subdivid-
ed, leaving hlm with 13.6 acres. When he sold this in 1993, he was entitled
to the qualified farm property capital gains deduction, since the property
was used principally for farming for a five-year period, from 1966 to 1971 2

The second rule determines whether a share of the capital stock of a
family farm or fishing corporation owned by an individual at a particular
time will qualify as a qualified farm or fishing property. Under this rule, two
tests must be met for such a share to qualify;

e First, throughout any 24-month period ending before that time
more than 50% of the fair market value of the property owned by the
corporation must be attributable to any combination of the following
types of property:

(1) property that has been used principally in the course of a Canadi-
an farming or lishing business by:

(a) the corporation,
(b) the individual,
(c) if the individual is a personal trust, a beneficiary of the trust,

{(d) a spouse, common-law partner, child, or parent of the individ-
ual or beneficiary of the trust,

(e) a related corporation, a share of which is a share in the capital
stock of a family farm or flishing corporation of an individial
referred to in (b) through (d), or

(f) a partnership, an interest in which was an interest i % family
farm or fishing partnership of an individual refefred to in (b)
through (d);

(Tndividqals described in (b) through (d) must have been actively
engaged in the farming or fishing business on a regular and contin-
uous basis.)

(ii) sha_res or indebtedness of one or more corporations, all or sub-
stamlally all (90% or more) of the fair market value of the assets of
which are properties referred to in (i), (i), or (iii): or

(iif) an intt;rest or indebtedness in one or more partnerships, all or
substantially all of the fair market value assets of which are proper-
ties described in (i), (ii), or (iii).

See poge |l for explanation of footnotes,

28 Sec. 1106(1.3) 24 Sevy, 2004 DTC 3442
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e Second, at that time, all or substantially all (90% or more) of the fair
market value of the property owned by the corporation must be
attributable to properties described in (i), (i), and (iii).?®

A similar test determines whether a partnership interest will qualify as
qualified farm or fishing property of an individual.?® Therefore, in order for
the partnership interest to qualify at a particular time (meaning the time of
disposition) throughout any period of at least 24 months before that time,
more than 50% of the fair market value of its property must have been
attributable to any combination of the properties described in (i) through
(iii) above.

Finally, Class 14.1 depreciable property (eligible capital property prior
to 2017) of the farming or fishing business may qualify as qualified farm
property or fishing property of an individual. To qualify, the property must
have been used ©y the eligible users of qualified farm or fishing property
referred to in-{i) through (v) above??

[150221-Gmall Business Corporation Shares

Cins resulting from the disposition of qualified small business corpo-
rat:on shares qualify for the $835,716 (for 2017) lifetime capital gains
cxemption.

In order for a share to be a “qualified small business corporation
share”, the following criteria must be met:*

(1) The shares must be shares of a Canadian-controlled small business
corporation which, at' the time of disposition, uses 90% or more of'its
assets either directly in an active business carried on in Canada or as
a holding company for such a corporation. The 90% measurement is
based on the fair market value of all assets at the time of disposition.
Since the term deposits it maintained were not an integral aspect of
its business operations, a corporation did not meet this 90% mea-
surement and, hence, was not a qualified small business corporation
for the purpose of the capital gains exemption.®

(2) The shares must be owned by the taxpayer, the taxpayer’s
spouse/common-law partner, or a partnership related to the
taxpayer.

(3) The shares must not have been owned by anyone other than the
taxpayer or a related person during the 24 months preceding disposi-

See page i for explanation of footnotes.
ocH 1165975m. 115975ma; See. 110.6(1) 'share porates the earlier definitions of 110.6(1) “lnterest
of the capital stock of a family farm or fishing In @ family farm partnership” and 110.6(1) ‘Interest
corporation”, which Incorporates the earller defini- —_In a family fishing parnership”.
tions of 110.6(1) "share of the copital stock of @ 27 CCH §15.975p, 115.975s; Sec. 110.6(1.2),
famnily farm corporation’ and 110:6(1) "share of the 1106(1.3).
capital stock of a family fishing corporation’, 28 0CH 1159751 Sec. 110.68(1) “qualified small busi-
% 0CH 1158750, 1159750f Sec. 1106(1) ‘interest __ ness corporation share’
In a family farm or fishing partnership’, which Incor- 29 Skidmore et al, 2000 DTC 6186.
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tion. This rule seems to suggest that a person can incorporate his or
her personal proprietorship and sell it immediately, since the shares
will not have been held by an unrelated person. It further appears
that shares issued on a rollover to a holding company for common
shares will qualify, or at least not be automatically disqualified. On
the other hand, newly issued treasury shares are disqualified. The
death of the individual does not mitigate the 24-month requirement.

(4) Throughout the 24-month holding period, at least 50% of the assets
of the corporation must have been used principally in an active
business, or to finance a “connected” active business.3?

[15025] Capital Gains Deferral for Investment in
Small Business

[5026] Permitted Deferral

Where an individual (other than a trust) disposes of shares of a small
business corporation and realizes a capital gain, that gain can be deferred
where the individual reinvests the proceeds of disposition into eligible small
business corporations. Similar to the exchange of property provisions (see
§5357), this provision only provides a deferral which is reflected in a reduc-
tion of the cost base of the new investment. The adjusted cost base of the
new investment is reduced by the capital gain deferred from the initial
investment. Accordingly, the gain is deferred until the disposition of the new
investment (the “replacement shares”), unless the gain is deferred again on

those proceeds.®

The shares may be acquired from a related individual due to circu
stances such as a death or breakdown of a marriage or common-law nartner-
ship. For the purposes of the capital gains deferral, an indivigual who
acquires shares in such circumstances will be considered to have dcquired
them at the time and under the same circumstances that the retated individ-
ual originally acquired them® The capital gains deferral is also available to
individuals in partnerships involved in pooling their investments, For the
purposes of the capital gains deferral, any transaction entered into by an
investment manager on behalf of an individual under an eligible pooling
arrangement is deemed (o be a transaction of the individual and not a
transaction of the investment manager.® An “eligible pooling arrangement”
is an arrangement in writing between an individual and an investment
manager that provides for: (i) the transfer of funds or other property by the
individual to the investment manager, (i) the use of funds or proceeds from
the sale of the property by the investment manager to purchase eligible
small business corporation shares on behalf of the individual within 60

-

See poge |l for explanction of footnotes.
32 CoH 967500, §6750p; Sec. 44.1(4), 44.1(3).

30 oH 724357, Sec. 186(4),
33 COH 16750n; Sea. 44.1(3),

31 ocH 16750m; Sec. 44.1(2).

15025

CH. V— CAPITAL GAINS AND LOSSES 463

days; and ‘(iii) a monthly reporting to the individual by the investment
manager of the securities transactions made on behalf of the individual ®

[45027] Qualifying Dispositions

~ An mdn:‘ldual. can have a capital gain deferral only in respect of a gain
arising on a qualifying disposition™ of the individual. A qualifying disposi-
tion of an individual is a disposition of common shares of the capital stock
of a corporation owned by the individual, where each such share was a
share issued by an “eligible small business corporation” at the time the
share was acquue(_fl, was a common share of the capital stock of an “active
business corporation” throughout the ownership period, and was owned
tl}rougl}out the 185-day period that ended immediately before the
disposition.®

An ehglble gmall business corporation is a Canadian-controlled private
Corporation, all nr‘substantially all of the fair market value of the assets of
which are uted principally in an active business carricd on primarily in
Cagada hy the corporation or an eligible small business corporation related
to it. Itican also be shares of, and/or debt issued by other related eligible
small husiness corporations or a combination of such assets, shares, or
depy® To be an eligible small business corporation share, the total carj.‘);ing
value of the assets of the small business corporation (that is, the amount at
which the assets 'would be valued for the purpose of the corporation’s
balance sheet if it was prepared in accordance with generally accepted
accounting principles used in Canada at that time) and related corporations
cannot exceed $50 million immediately before and immediately after the
investment.?” An eligible small business corporation and an eligible active
business corporation do not include: a professional corporation; a specified
Fmap(:lal institution; a corporation the principal business of which is the
leasing, rental, devglopmf:nt or sale or any combination thereof, of real
property ownec_i by it; and a corporation more than 50% of the value of the
property of which (net of debts incurred to acquire the property) is attribu-
table to real property.

Whlle thp individual holds the shares, the issuing corporation must be
an active business corporation. Generally, this is a taxable Canadian corpo-
ration, all or substantially all of the fair market value of the assets of which
are used in an active business or are shares of, and/or debt issued by other
related active business corporations or a combination of such assets, shares
or debt.® The active business is required to be primarily carried on in
Canada in the period that began when the individual last acquired the
shares and ended when the disposition occurred (the “ownership period”) if
that period is less than 730 days. In any other case, that active business has

9 See page il for explanation of foomotes,
CCH 16750d; Sec. 44.1(1) "eligible pooling 37 ceH 16750f; Sec. 44.1(71) "eligible small business

arrangement’. g
CCH 16750; Se6. 441(1) "ouciling depostion’ g T o nore:
CCH 16750e; Sec. 44.1(1) “eligible srall business CCH 167500; Sec. 44.1(1) "active business

co ion" i
rporation carporction’,
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to be carried on primarily in Canada for at least 730 days during the
ownership period.

[15028] Calculating the Capital Gains Deferral

The permitted deferral of the capital gain from the disposition of
eligible small business corporation shares is determined by the following
formula:

Bx({D=+E
where
B = the total capltal gain from the original sale
E = the proceeds of disposition
D = the lesser of E and the total cost of all replacement shares™®

To be able to defer the capital gain, the individual must purchase the
teplacement shares in the form of eligible small business corporation shares
(sce 15027) at any time in the year of disposition of the original investment
or within 120 days after the end of that year. A designation of the replace-
ment shares in respect of each qualifying disposition must be made in the
income tax return for the year of the qualifying disposition.*® The late filing
of this designation could prevent an individual from claiming the deferral,
even though the shares would otherwise qualify as replacement
shares. Fairness relief in the form of an extension of the time limit (see
915,008) is not available to such a designation. This highlights the impor-
tance of making a designation in respect of the replacement shares on a
timely basis.

[45029] Capital Gain Deferral and ACB Reduction

The capital gain that can be deferred (“permitted deferral”) in respect of
a qualifying disposition of an eligible small business investment is* deter-
mined as follows:*'
G+ H) xI
where

G = the lesser of H and the total cost of all replacement shares (to a maximum of
$2 million before February 19, 2003);

H = the proceeds of disposition; and
| = the capital gain from the original sale.

The capital gain to be reported in the year of disposition will thereby be
determined by subtracting the capital gain deferral from the total capital
gain realized from the disposition.*? For example, an individual receives
proceeds of $1,000,000 from a qualifying disposition of Sellco shares that
have an adjusted cost base of $750,000, resulting in a capital gain of

See page Il for explonation of footnotes.
88 ooH 16750s; Sec. 44.1(1) "permitted deferral" 412 CCH 16750g; Sec. 44.1(1) "permited deferral’,
0 ocH 167501; Sec. 44.1(1) “replacement share”, CCH 96750m; Sec. 44.1(2)(a).
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$250,000. The individual then uses 60% ($600,000) of the proceeds to
acquire Newco shares that are replacement shares. The individual would be
entitled to claim a permitted deferral equal to 60% of the gain, or $150,000,
since he or she has used 60% of the proceeds of disposition to acquire
replacement shares. The individual would therefore only realize a capital
gain of $100,000 for the year of the disposition.

The formula does not place a limit on the amount of capital gains
eligible for the deferral.

Finally, the capital gain deferral must be used to reduce the adjusted
cost base of each of the eligible replacement shares by the amount deter-
mined by the following formula;*

Example:

J % (K + L)

Wie' o

J = capital gain deferral;

K = the cost of replacement shares (to a maximurm of $2 milion before February 19,
2003); and

L = the total cost of all the replacement shares (to a maximum of $2 million before
February 18, 2003).

The following example from the Department of Finance demonstrates the calculations
required for dispositions of small business corporation shares after February 18, 2003 (see
Example 1 for dispositions after October 17, 2000 and before February 19, 2003).

Facts

An individual makes a qualifying disposition of shares of corporation A with an adjustad
cost base of $3,000000 for proceeds of disposidon of $4,500000. The individual
purchases replacement shares in corporation B with o cost of $2,200,000 and in corpora-
tion C with & cost of $2,300,000.

See poge |l for explanation of footnotes.

*80CH 16750, 16750m; Sec. 44.1(1) "ACB reduc-
tion’, 44,1(2)(h).
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Determinations

The capital gain of the individual atherwise determined is $1,500,000 (54,500,000 -
$3,000,000),

The permitted deferral of the individual in respect of the disposition Is determined to be
%1,500‘000 by the formula (G/H) > |, where ($4,500,000/$4,500,000) x $1,500000 =
1,500,000.

The capital gain from the disposition after deducting the permitted deferral In respect
of the disposltion is determined as $1,500,000 - $1,500000 = nil.

[15030] Definitions

[15031] Meaning of “Capital Gain”

“Capital gain” means the gain from the disposition of any property

other than:

(1) property the sale of which would be taken into account in compul-
ing ordinary income, such as inventory or property acquired as part
of an adventure in the nature of trade;

(2) for dispositions before 2017, eligible capital property, which
includes business goodwill and other intangibles (see §5045),

(3) cultural property disposed of to a designated institution or public
authority in Canada (see §5065);

(4) Canadian or foreign resource properties;

(5) an insurance policy including a life insurance policy other than a
segregated fund policy;*®

(6) specified debt obligations or mark-to-market properties;

(7) a timber resource property;

(8) a beneficiary’s interest in a qualifying environmental trust;and
(9) participating interests in foreign investment entities.

The disposition of eligible capital property is taxed differently (see §3075 ef
seq.) and Canadian and foreign resource properties are also given special
income treatment, providing for current deductions and income treatment
of proceeds.*® However, as discussed at 15001, eligible capital property will
be treated as depreciable capital property after 2016.

Proceeds from the disposition of certain life insurance policies are to be
included in income; see 12200. “Timber resource property” refers to certain
rights or licences to cut or remove timber,*” and proceeds from the disposi-
tign o)f such property are credited to the undepreciated capital cost (see
14385).

See page I for sxplanation of footnotes,
44 CCH 16002, 16050, Sec. 39(1), ITAR 26(1). 6 0CH 18350; Sec. 59(1),
“50CH 120,831; Sec. 138.1(1), 47 CCH §4562f Sec. 13(21)
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A capital gain or a capital loss is a gain or loss determined to the extent
of the amount that would not otherwise be included or deducted in compul-
ing income, if the provisions relating to capital gains and losses were deleted
from the Act. Therefore, a gain is considered a capital gain only to the extent
that it would not otherwise be included in ordinary income. Since there are
no provisions which clearly differentiate between a capital gain and a gain
from an adventure in the nature of trade, which is taxed as business
income.*t taxpayers will still have to refer to the numerous Canadian and
foreign court decisions that provide the rules for distinguishing between
ordinary income and capital receipts. See §5105.

[45032] Meaning of “Capital Loss”

“Capital loss” is defined* as the loss from the disposition of any
property other than:

(1) depreciavle property;

(2) for diepositions before 2017, eligible capital property, which

incluces business goodwill and other intangibles (see §5045);

(3 Canadian resource property,

4} fureign resource property;

(5) specified debt obligations or mark-to market properties;

(6) insurance policies, except for life insurance policies that are segre-
gated fund policies;™©

(7) an interest of a beneficiary in a qualifying environmental trust; and
(8) participating interests in foreign investment entities.

Note that capital property for determining capital loss purposes is not
quite the same as for capital gain purposes (see §5040). As discussed at
15001, eligible capital property will be treated as depreciable capital
property after 2016. The sale of property in an income transaction, such
as the sale of inventory, does not give rise to a capital loss.

Capital losses can be applied against capital gains in the taxation year
and can be carried back three years and forward indefinitely to reduce net
taxable capital gains of other years (see §3381). Capital losses that are
business investment losses are applied against all forms of income and not
just capital gains®' (see §5034).

[15033] Meaning of “Taxable Capital Gain” and “Allowable Capital
Loss”

The portion of capital gains and losses that are included in computing
the taxpayer’s income are referred to as “taxable capital gains” or “allowable
capital losses™5® As a general rule, a taxpayer’s taxable capital gain is /2 of

See page i for explanation of foolnotes.
“8 Interp, Bl 1459, 51 oCH 112003; Ses 3
CCH 16050, Sec. 39(1).

*0oH §20,831; Sec. 1381(1). 52 GoH 46007, Sec. 38,
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his or her capital gain and a taxpayer’s allowable capital loss is '/2 of his or
her capital loss. Allowable capital losses may be offset against taxable capital
gains, with certain exceptions, such as losses from personal-use
assets. Allowable capital losses that are allowable business investment losses
(see definition at §5034) may be deducted from income from all sources.

However, capital gains realized on gifts of certain capital property to a
registered charity or other qualified donee may be eligible for an inclusion rate
of zero5® This zero inclusion rate applies to capital gains deemed realized on
the following gifts of property:

e a share of the capital stock of a mutual fund corporation;
e 3 ynit of a mutual fund trust;

e an interest in a related segregated fund trust;

e 3 prescribed debt obligation,

e ecologically sensitive land (including a covenant, an easemerit, of, in the
case of land in Quebec, a real servitude) donated to a qualified donee
other than a private foundation; and

Commentary on Bill C-63 (Oct 27, 2017)

Note: When Bill C-63, October 27, 2017, achieves Royal Assent, the commentary
will be modified to read: !

» ecologically sensitive land, including a covenant or an easement (or, in the case of
land in Quebec, a real servitude, or, in respect of gifts made on or alter
March 22,2017, a personal servitude of at least 100 years) donated to a qualified
donee other than a private foundation; and

e a share, debt obligation, or right listed on a designated stock exchaige.

Where any of the above property is donated by a deceased’s eslafe within
60 months after the deceased’s death, any taxable capital gain realized on the
deemed disposition upon death under section 70 (see §2575) is also subject to
a zero inclusion rate. The estate must otherwise qualify as a “graduated rate
estate” but for the fact that the time of the donation occurs after the first 36
months after the death (graduated rate estate status is allowed for a maximum
of 36 months). See also §8206.

For donations of publicly listed shares, the zero inclusion rate has been
extended to any capital gain realized on the exchange of unlisted shares of the
capital stock of a corporation for those donated publicly listed shares if:

e at the time of their issuance and at the time of their exchange, the
unlisted shares of the capital stock of a corporation included a condi-
tion allowing the holder to exchange them for the publicly listed share;

See page i for explanation of footnotes,
53 0oH §6007; Sec. 38(a 1), 38(a2).
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e the publicly listed shares are the only consideration received on the
exchange; and

e the publicly listed shares are donated within 30 days of the exchange.

In cases where the exchanged securities are partnership interests (other
than prescribed interests), the capital gain to be reported is the lesser of:

e the capital gain otherwise determined; and

o the amount, if any, by which the cost to the donor of the exchanged
interests (plus any contributions to partnership capital by the donor)
exceeds the ACB of those interests (determined without reference to
distributions of partnership profits or capital).

If there is no advantage or benefit to be conferred as a resuli of the gift, the
full amount of the capital gain is eligible for the zero inclusion rate. Otherwise,
the zero inclusion rate only applies to that proportion of the gain that the
“eligible amount™.of the gift (see §8135) is of the taxpayer’s total proceeds of
disposition in(tespect of the property.

As a-result of the 2011 Budget, the capital gains tax exemption on
donatiens.of publicly listed shares issued under a flow-through share (“FTS”)
agreviveilt after March 21, 2011 is only available to the extent that cumulative
capit] gains realized on their deemed dispositions exceed their original cost,
“=termined without regard to the nil cost base otherwise applicable to FTS
sgreements® In effect, to the extent that a taxpayer has incurred costs to
acquire shares issued under an FTS agreement after March 21, 2011 (and in
respect of which the taxpayer may be entitled to a deduction), the taxpayer is
required to pay tax at normal capital gains rates on capital gains realized on
their dispositions whether the shares are sold for consideration, or are donated
to a qualified donee.

For the purposes of the Act, a taxpayer is deemed to have a capital gain
on a disposition of property if another property that is included in a “flow-
through share class of property” is subject to a gifting agreement and the
taxpayer has, at the time of the donation, a positive balance in a pool of the
actual cost to the taxpayer of flow-through shares of that class acquired after
the later of March 22, 2011 and the taxpayer’s “fresh start date”.

: For more details, refer to the commentary on the definition of “exemp-
tion threshold” at §3361.

[15034] Meaning of “Business Investment Loss”

A “business investment loss” is defined® as a loss that is a capital loss
realized on a disposition of shares or debt owing by a small business corpo-
ration.5” For business investment loss purposes, a small business corpora-
tion includes a corporation that was a small business corporation at any

See pogs |l for explanation of foonotes.

54
21 8ec 381, 58 ooH 16050 Sec. 39(1)ch Income Tox Follo
Sec. 40(12). S54-F8-C1.
57 ooH §28271a; Sec. 248(1) 'small business
corporation”.
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will be prorated by days in the taxation year before the bankruptcy over days
in the calendar year, and a similar calculation for days commencing with the
day of bankruptcy will apply to determine credits under the third return
pelow. In no case can any particular credit allocated between returns be

reater than the amount that could be claimed if there was a single return

filed for the year.

Second, the trustee must, before the end of March of the following
year, file a tax return covering the (rustee’s dealings with the bankrupt’s
property and business during the bankruptey period in the year and pay any
tax payable. This return is filed as if:

(a) in computing taxable income, the individual was not entitled to any
deduction, other than loss carryovers and deductions in respect of
employee. stock options, prospectors’ shares, deferred profit sharing
plan skaies received in lump-sum settlements, and capital gains from
the disposition of qualified farm or fishing property or qualified
sma'!l’business corporation shares that are eligible for the lifetime
capital gains exemption; and

{b) in computing tax payable, the individual was not entitled to deduct
various personal tax credits (except charitable donation tax credits
for gifts made before the bankruptcy) and investment tax credils
arising from expenditures incurred or properties acquired after the
date of absolute discharge.’

Third, the individual must file a separate second return for the year,
covering the period from the date of bankruptcy to December 31 (whether
or not a discharge is granted).® This return also treats the portion of the year
it covers as if it were a whole year and it must be filed by the regular filing
due date — June 15 or April 30 of the following year. It covers any income or
other transactions not included in the trustee’s return, such as employment
income for the period. Loss carryovers of any kind cannot be claimed on
this return as these are only available to the trustee. Personal amount
credits must be apportioned between this return and the first return, above.
The deductions and credits which may be claimed on the trustee’s return
may not be claimed on the individual’s second return even if the trustee did
not claim them.

Special rules govern RRSP contributions for bankruptcies. Under these
rules, notwithstanding the general division of the year into two taxa-
tion years, the two taxation years will be treated as one year for the pur-
poses of determining all the amounts relevant to the deduction of RRSP
contributions, such as earned income, RRSP deduction limit, unused RRSP
deduction room, and so on. The RRSP deduction is then claimed on the
taxpayer's first return, using the aggregate earnings, etc. from the two
returns, for contributions made to his or her own plan or a spousal plan

See page il for explanation of footnotes,
9 CCH §20004; Sec. 128(2)(H

T OCH 120,004 Sec 128(2)().
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during the period covered by the return or 60 days thereafter. The taxpayers [19010] Change in Residence
deductions on the second return will be for contributions made in the

period of that return or 60 days thereafter, and his or her RRSP deductioy
limit will be reduced by amounts deducted on the first return. [1901 1] Implications of Immigration

When a taxpayer makes a withdrawal from an RRSP under the Home When a taxpayer establishes residence in Canada, the provisions of the
Buyers’ Plan or the Lifelong Learning Plan prior to bankruptcy, an income Act attempt to put the taxpayer in a position such that gains or losses
inclusion will arise if the minimum annual repayments are not made to the crued prior to establishing residence, which are not taxable to a non-
RRSP (see 110,395d and §10,396b). The bankruptcy rules require that the ol ident, are not taxable in Canada.
inclusions for the year of bankruptcy be made on the second return and nog fE8 ' .
the first return. The taxation year of a corporation or trust that establishes residency in
Canada is deemed to have ended immediately before the taxpayer becomes
resident in Canada, and a new year is deemed to have commenced at the
time at which residence is adopted.'’

Income from both returns of the individual for the year of bankruptey
(first and third returns above) will be included in calculating income for the
purpose of determining the GST/HST credit and the Canada Child Benefjt.

Any taxpayer who establishes Canadian residence is deemed to have
disposed of and immediately re-acquired each property owned (with certain
exceptions-ciscussed below for individuals) at proceeds equal to fair market
value immeaiately before the time of arrival.’? Accordingly, gains or losses
accrvea orior to becoming a Canadian resident are irrelevant in determining
(i,= Canadian tax liability when the property is later disposed of The immi-
grant will calculate eventual gains or losses based on fair market value at the

When an individual receives discharge from bankruptcy, there will be
two returns, assuming the discharge follows the calendar year of declaration
of bankruptcy. The trustee will file a return for the period during which the
trustee administers the bankrupt’s affairs and the individual will file ap
ordinary return for the year, excluding any transactions dealt with by the
trustee in the trustee’s return.

An individual who is discharged absolutely from bankruptcy may not aate of immigration.

carry forward tax losses of any kind which arose in a year prior to the yearin ( . \ e
which the absolute discharge is granted, so such losses cannot be applied in Certain types of property owned by individuals are excluded from the
the year of discharge or any later year.® A number of other carryforwards are i euied disposition rule, The main exception is taxable Canadian property
limited for taxation years ending after an absolute discharge from bankrupi- owned at the time of immigration. Accordingly, when an individual immi-
cy. These are: grates to Canada, the cost of the individual’s taxable Canadian property will
. remain the original cost and it will not reflect the fair markel value of the
(a) minimum tax carryovers may not be deducted from the altersative property at the time of immigration. Therefore, if the individual subsequent-
minimum {ax arising in taxation years ending after the\ absolute ly disposes of the property and realizes a gain or loss, both the pre-immigra-
discharge; tion portion and the post-immigration portion of the gain or loss will be

(b) charitable donation tax credits may not be claimed“or gifts made included in the determination of incon“_le '111_ Can_ada. Taxable Canadian
in taxation years ending before the absolute dischaige: : property of a taxpayer at any particular time is defined as:

(c) investment tax credits for expenditures incurred or properties (1) real or immovable property situated in Canada;
acquired in taxation years ending before the absolute discharge may

not be claimed: and (2) property used or held by the taxpayer in carrying on a business in

Canada, including property included in Class 14.1 (prior to 2017, eligible
(d) carryforwards of unused tuition, textbook, and education tax cred- capital property), or the inventory of such a business (other than property
its (the textbook and education credits are repealed effective Janua- used in a life insurance business and property that are ships and aircraft
ry 1, 2017) from taxation years ending before the absolute discharge used principally in international traffic and personal or movable property
may not be claimed. pertaining to their operation provided the country in which the taxpayer is

. Y ! resident : i imil lief t ident in C i
If, for any reason, the trustee deals with any of an individual’s affairs igeants sulstanially sioiflav reliaf o pecsons refident. in Canada)

after an order of conditional discharge, the general rules covering a trustee’s (3) designated insurance property of an insurer;
return will operate as if the individual were bankrupt in that year.’?

See poge i for explanation of footnotes,

See page il for explanation of footnotes. ”( CH 1 e () k2 )
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(4) shares of the capital stock of a corporation not listed on a designat-
ed stock exchange, an interest in a partnership, or an interest in a trusg
which derive more than 50% of their fair market value in the pl‘ecediné
60 months (otherwise than through a corporation, partnership or trust the
shares or interests in which were not themselves taxable Canadian property
at the time) from real or immovable property situated in Canada, Canadian
resource properties, timber resource properties, or an interest or option in
any of the aforementioned properties (this does not include a share of g
mutual fund corporation, a unit of a mutual fund ftrust, or an income
interest in a trust resident in Canada, see (5) below);

(5) shares of the capital stock of a corporation that are listed on a
designated stock exchange, a share of the capital stock of a mutual fund
corporation, or a unit of a mutual fund trust, if in the preceding 60 months,
25% or more of the shares or units were owned by the taxpayer, a party (or
parties) with whom the taxpayer did not deal at arm’s length, or a combina-
tion thereof, and more than 50% of the fair market value of the share or unit
was derived directly or indirectly from real or immovable property situated
in Canada, Canadian resource properties, timber resource properties, or an
interest or option in any of the aforementioned properties; '

(6) an interest, option, or right in civil law to a property described in
paragraphs (1) to (5)

(7) Canadian resource property and timber resource property;
(8) an income interest in a Canadian resident trust;

(9) a right to a share of the income or loss under an agreement 13
allocate a share of the income or loss of a partnership to a retiring pariner
and

(10) a life insurance policy in Canada.’®

This definition presents significant changes from the pievious defini-
tion. The previous definition for unlisted shares held that ali unlisted shares
of a Canadian corporation were generally taxable Canadian property and
that unlisted shares of a non-resident corporation were taxable Canadian
property if the 50% test was met in fair market value derived from real
property situated in Canada, Canadian resource properties, timber resource
properties, or an interest or option in any of the aforementioned proper-
ties. The definition for taxable Canadian property is the same for unlisted
shares of both a Canadian and non-resident corporation, which is closer to
the previous definition for unlisted shares of a non-resident corporation.
For shares of a listed corporation, previously they were deemed to be
taxable Canadian property if only the 25% share ownership test was mel.
Now, there is the 50% property test requirement to be met as well.

See page Il for explanation of foomotes,
18 0CH §28284; Sec, 248(1) "taxable Cancdian
propery".
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As noted above, when an immigrated individual disposes of taxable
Canadian property that was owned by the individual before the individual
pecame resident in Canada, both the pre-immigration portion and the post-
;mmigration portion of the gain (or loss) will be taxable in Canada. This is
true even if the pre-immigration gain would have been treaty-exempt from
tax in Canada, had the property been sold while the individual was non-
resident. Accordingly, prior to immigration, an individual might consider
selling any taxable Canadian property, if the capital gain on the property
would be treaty-exempt from Canadian tax at that time.

In addition to the exception for taxable Canadian property, the deemed
disposition rule does not apply to inventory or Class 14.1 property (prior to
2017, eligible capital property) used in a business carried on in Canada, or
to an individual’s “excluded rights or interests”. Excluded rights and inter-
ests include rights under various types of pension plans and deferred
income plans, #1¢tuding registered pension plans, registered retirement sav-
ings plans, aegistered retirement income funds, and foreign retirement
arrangements, Excluded rights and interests also include rights to benefits
under fOreign social security arrangements, employee stock options, and
interestsan life insurance policies (other than segregated fund policies). For
» Lomiplete list of excluded rights and interests, see 19012a.

[19012] Paid-Up Capital of Corporation upon Immigration

A corporation’s paid-up capital will be proportionately increased or
reduced, at the time it becomes resident in Canada, so that the total paid-up
capital will be the amount by which the fair market value of the corpora-
tion’s property exceeds its labilities (the “paid-up capital adjustment”).!”
The paid-up capital adjustment is allocated pro rata over the corporation’s
shares, based on their respective fair market values.

The paid-up capital adjustment is accounted for at the time the corpo-
ration becomes resident in Canada. If the corporation subsequently
redeems shares or increases the paid-up capital of its shares, the dividend
that is deemed to have been paid may result in an additional adjustment to
the paid-up capital of the shares, to the extent that paid-up capital reflects a
paid-up capital adjustment.’® The subsequent adjustment is calculated as
follows:

(1) Compute the absolute value of the difference between the dividends
deemed to arise on the redemption/paid-up capital increase, and
what those dividends would have been if there had been no paid-up
capital adjusiment (amount “A”).

(2) If A exceeds addition to the paid-up capital of the shares under the
paid-up capital adjustment, the excess is deducted from the paid-up
capital of the shares.

See page i for explonation of footnotes.

Wsec 128.1(2) 15 0CH §200260; Sec. 1281(3)

12012




944 CANADIAN MASTER TAX GUIDE

(3) If A is less than the reduction in the paid-up capital of the shares
under the paid-up capital adjustment, the shortfall is added to the
paid-up capital of the shares.

The intent of these rules is to ensure that where an adjustment to paid-
up capital occurs as a result of a share redemption or an increase in paid-up
capital under corporate law, resulting in a dividend to the shareholder, the
same amount is not also included in the paid-up capital adjustment.

Where the redemption/paid-up capital increase occurs after March 28,
2012, these rules apply differently if the foreign affiliate dumping rules
applied on immigration.'8

[19012a] Implications of Emigration

A taxpayer ceasing to be resident in Canada is deemed to have disposed
of each property owned by the taxpayer at its fair market value, with some
exceptions for individuals, which are discussed below. In general terms, the
deemed disposition ensures that an emigrating taxpayer does not avoid
paying Canadian tax on unrealized appreciation in the value of property
that accrued while the taxpayer was resident in Canada.

Prior to October 2, 1996, it was possible for an individual to emigrate
from Canada and avoid the deemed disposition rule for many types of
taxable Canadian property, then subsequently claim treaty protection and
avoid paying Canadian tax when the property was sold. This prompted the
government to make sweeping changes regarding taxpayer migration. Conse-
quently, for changes of residence occurring after October 1, 1996, taxable
Canadian property is no longer exempt, as a general rule, from the deemeq
disposition rule. However, some forms of taxable Canadian property owiied
by individuals are still excluded — generally speaking, those forms of taxaule
Canadian property whose gains are not potentially treaty-protected trom tax
in Canada. The properties owned by individuals that are exemi't Jrom the
deemed disposition rule can be summarized as follows:

(a) real or immovable property situated in Canada, a Canadian
resource property, or a timber resource property,

(b) capital property used in, property included in Class 14.1 in respect
of (prior to 2017, eligible capital property in respect of), or property
described in the inventory of, a business carried on by the individual
through a permanent establishment (see §8645) in Canada immedi-
ately before departure;

(c) “excluded rights or interests” as described below;

(d) where the individual is not a trust and was resident in Canada for
60 months or less during the 120-month period ending at the time of
emigration, property owned by the individual when the individual

See puage il for explonation of footnotes.

18 0eH 1200260,
19012a
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last became resident in Canada, or property inherited during the
period of Canadian residency, and where the individual is not a trust
and was resident in Canada for 60 months or less during the
120-month period ending at the time of emigration, property owned
by the individual when the individual last became resident in Cana-
da,dor property inherited during the period of Canadian residency;,
an

(e) in Lhose' cases where the individual returns to reside in Canada,
property in respect of which the individual makes an election to
“unwind” the deemed disposition (see the commentary at 79012b)."7

“Excluded rights or interests” (see (c) above) include an individual’s rights
under most pension and deferred income plans, including registered pension
plans, retirement compensation arrangements, registered retirement savings
plans, registered retirement income funds, registered education savings
plans, registered disability saving plans, tax-free savings accounts, foreign
retirement” ayrangements, and employee life and health trusts. Excluded
rights ginterests also include rights to receive payments under annuity
contracis or income-averaging annuity contracts, rights to receive benefits
under the CPP/QPP/OAS/SPP, and rights to benefits under foreign social
security arrangements. Employee stock options and interests in life insur-
ance policies (other than segregated fund policies) are also excluded rights
and interests.'®

Individuals ceasing to be resident in Canada can elect to post security
with the CRA for the purpose of deferring the payment of the tax that
results from the deemed disposition rule. The election must normally be
made and the security provided by the individual on or before the balance-
due day for the year in which emigration takes place. In such case, the
payment of the tax can be deferred until the underlying properties are
actually sold. Furthermore, interest is not charged on the deferred amount
of tax. Security is not required for the first $50,000 of taxable income that
arises from the deemed disposition. Since one-half of capital gains are
included in taxable income, security will thus not be required in respect of
the first $100,000 of capital gains resulting from the deemed disposition
rule. In cases of undue hardship, the Minister is authorized to accept a lesser
or different security.'®

An individual, other than a trust, may choose to treat properties
described in (a) or (b) above that would otherwise be exempt from the
deemed disposition rule as having been disposed of20 For example, an
immigrant might consider this election if he wants to realize a latent loss on
such property in order to offset a gain arising from the deemed disposition.
Any property on which the election is made is deemed to be disposed of at

See page i for explanation of footnotes,

17

15 CCH 120026¢: Sec. 1281(4)(b) 19 CCH §27036a0-9127036k Sec. 220(450-220(471)
CCH 1?|2D‘028k; Sec. 128.1(10) "excluded right or
interest’ 20 COH 920026e; Sec. 1281 (4)d)
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fair market value, but the losses recognized on such deemed disposition
cannot exceed the increase in income arising from other deemed disposi-
tions. Losses in excess of the amounts that can be applied are no longer
available,

If taxable Canadian property that was subject to the deemed disposi-
tion rule decreases in value after the individual ceases to reside in Canada,
and is subsequently sold at a loss, the loss may be carried back to offset the
capital gain that resulted from the deemed disposition rule upon emigra-
tion. Note that this carryback does not apply to losses incurred on property
other than taxable Canadian property.”

[f the taxable Canadian property that was subject to the deemed dispo-
sition rule was a share in a corporation, a subsequent loss on the share may
be subject to the stop-loss rules, particularly where the share is redeemed or
cancelled. A redemption or cancellation will normally give rise to a divi-
dend to the shareholder which will be subject to Part X III tax. This tax can
be applied to reduce the tax that arose on the deemed disposition on
emigration.®?

[19012b] Returning Former Residents

Individuals, other than trusts, who emigrate from Canada and subse-
quently return to Canada, may elect to “unwind” the deemed disposition of
taxable Canadian property that occurred in the emigration year or reduce
the deemed proceeds of disposition of non-taxable Canadian property, if the
property is still owned by them at the time of return 2

Two elections can be made, one in respect of taxable Canadian propes-
ty that was subject to the deemed disposition, and the other in respect of
certain property other than taxable Canadian property that was subject to
the deemed disposition. These elections must be made by the inaividuals
filing-due date for the taxation year in which the individual retu:ns to reside
in Canada. Furthermore, the Minister has discretion to allow late-filed
elections.

If the election is made in respect of taxable Canadian property that was
subject to the deemed disposition upon the individual's emigration, the
deemed disposition does not apply to that property. Furthermore, the prop-
erty is not subject to a deemed disposition upon the return to Canada, so
that, subject to an adjustment described below, there will be no gain or loss
in the emigration year in respect of the property, and the adjusted cost base
of the property will remain what it was prior to the individual’s emigration
from Canada.

An adjustment may be required if the taxable Canadian property was
shares in a Canadian resident corporation (or an interest in a trust or

See page Il for explanation of footnotes.
23 CCH 120028d: Sec. 128.1(6).

f‘ CCH 120,028 Sec. 128.1(8)
22 0CH §18510; Sec. 118,
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partnership that owned such shares), the individqal received ta_lxable divi-
dends on or n respect of the shares during the period of non-residence, and
the property had a post-emigration accrued loss at the time of the return to
Canada (that is, the fair market value of thg shares or trust or parmerslup
interest at that time was less than the fair market value at the time of
emigration). In principle, a portion of this accrued loss can be attributed to
the fact that post-emigration dividends were pa1d on the shares, 50 that the
accrued loss should be reduced by a “noulonal loss reduction”, ie., the
amount of taxable dividends received on or in respect of the _shares by the
individual during the period. of non-residence (not exceeding the post-
emigration accrued loss on the property).®

If the election referred to above is made, the individual is deemed to
have disposed of the property upon emigration at its adj_usted cost base
immediately before that time plus the notional loss reduc'glon, SO that the
notional loss reduction is effectively taxed as a capital gain arising at the
time of emigration. An individual may, however, make a further election to
the effect that all or part of the notional loss reduction not be added to the
deemed proceeds of disposition upon emigration, which will have the effect
of ractuiing the capital gain at the time of emigration by the elected amount.
The elected amount is effectively limited to the adjusted cost base of the
sroperty immediately before the emigration. The electe_d amount wi_!] then
reduce the adjusted cost base of the property (so that it will be ultimately
recognized as a gain when the property is sold}.z

A separate election is available in respect of property oth.e}’ than taxable
Canadian property that was subject to the deemed disposition upon the
individual’s emigration. Where this election is made, it will allow the indi-
vidual to reduce the deemed proceeds of disposition of the property upon
the emigration by an elected amount, and to reduce, by the same amount,
the cost of the property upon the individual’s return to Canada. The elected
amount is limited to the lesser of the gain on the property that accrued up to
the time of emigration and the fair market value of the property at the time
of the individual’s return to Canada. The effect of the election is to defer the
pre-emigration accrued gain on the property in whole or in part until the
property is actually sold.?

Similar elections are available where an individual who is a beneficiary
under a Canadian resident trust emigrates from Canada, receives a distribu-
tion of property from the trust while non-resident, and subsequently returns
to reside in Canada while still owning the property. The provision allows the
beneficiary and the trust to jointly elect to unwind or amend the tax
consequences that resulted from the trust’s distribution of the property to
the individual. Here again, two elections can be made, one in respect of

See page |l for explonotion of foomotes.
2 Sec. 40(37). 26 oH 920028, Sec. 1281(6)

B5ec 1281(6)
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taxable Canadian property, and the other in respect of certain property
other than taxable Canadian property.®’

[19013] Cross-Border Mergers

Some corporate law systems allow the reorganization of corporations
resident in different jurisdictions to form a single corporation. The tax
consequences of such reorganization may be uncertain, since the new cor-
poration may be treated as a continuation of both a predecessor corpora-
tion resident in Canada, and a non-resident predecessor corporation. To
clarify this situation, all predecessor corporations are treated as having had
(or adopted) the same residence status as the amalgamated corporation,
Thus, where a corporation formed by any reorganization in respect of two
or more predecessors is resident in Canada, any predecessor that was not,
before the reorganization itsell resident in Canada, is deemed to have
become resident here immediately before the reorganization.?® Similarly, a
Canadian-resident predecessor is deemed to have become non-resident
immediately before its reorganization into a new non-resident corporation.?®
However, these rules do not apply to reorganizations occurring solely as a
result of the acquisition by one corporation of another corporation’s proper-
ty, whether by way of purchase or on a winding-up of that other
corporation.®

[99014] Private Corporations

[99015] Attributes of Private Corporation

The distinction between public and private corporations is importan!
in view of their different tax treatment. Corporations that are private'corpo-
rations at the time dividends are paid are subject to a 38'/3% refundable tax
on portfolio dividend income (prior to 2016 the rate was 33'/39%).°] ‘Private
corporations are also subject to a potentially lower tax rate orn other invest-
ment income and, if they are Canadian-controlled private coiporations, they
may be eligible for the small business deduction. See Chapter VIIL

[19018] “Private Corporation” Defined

“Private corporation™? means a corporation resident in Canada
(regardless of where it was incorporated) that is not a public corporation or
is not controlled directly or indirectly by one or more public corporations
(other than prescribed venture capital corporations),®® by prescribed federal
Crown corporations,® or by a combination of public and Crown
corporations.

See page |l for explanation of footnotes.
1 CCH 720039; Sec. 129(1)
32 0CH 411,189 Sec. 89(1) “private corporation’,
33 GCH 17670: Reg. 6700,
34 CCH 119521; Reg. 7100,

21 0CH 120028e; Sec. 128.1(7)
28 0OH §20,029¢; Sec. 128.2(1),
39 CCH 720,029b; Sec, 128.2(2)
80 OCH §20029¢; Sec. 1282(3),
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“Public corporation” includes a corporation resident in Canada having
a class of its shares listed on a designated stock exchange in Can_a\da.35 (S;e
16010, It also includes a resident corporation that complies with certain
conditions relating to the number of shareholders, dispersal of ownership of
shares, public trading in shares, and size pf the corporation, pro.v1.ded the
corporation has either elected to be a public corporation or the Minister has
designated it as such.

A “Canadian-controlled. private corporation™® (CCPC) is a private cor-
poration that was incorporated in Canada (or has been resident i1_1 Canada
from June 18, 1971) other than one which is controlled directly or indirectly
by non-residents, public corporations (other than presg:rlbed venture capital
corporations), or a combination thereof. It was det;rmmed by thg Tax Court
that a unanimous shareholders’ agreement restricting the _ablhty of the
majority group of non-resident shareholders from electing directors of the
board was sufficient to meet the definition of CCPC*

A privalz_iorporation which has a refundable dividend tax on hand
(see §9027)will receive a refund of taxes paid (or reduction of taxes payable)
when the orporation pays a taxable dividend to its shareholders. A corpo-
ratioiwhich has been public at some point during the year can obtain a
divicend refund on dividends paid while the corporation was private.

Although only CCPCs generate refundable dividend tax on hand on the
payment of Part I tax on investment income, all private corporations, wheth-
er Canadian-controlled or not, can generate refundable dividend tax on
hand based on Part IV tax liability on dividends.

[§9021] Investment Income

Investment income of a private corporation can be generally divided
into two classes:

(1) portfolio dividends; and

(2) other investment income, including taxable capital gains and
income from property, including income from a “specified investment
business”,

An exception is the exclusion from investment income of amounts received
from an associated corporation, if the amount paid was deductible by that
corporation in computing its income from an active business.*

Tax under Part IV is levied on portfolio dividends received by a pr@vate
corporation, and the full amount of this tax may be refunded to the private
corporation on the payment of taxable dividends. Apart from the tax under

Ses poge i for explonation of footnotes,

oo 111,191; Sec. 89(1) "public corporation” 37 PricewaterhouseCoopers Inc, Trustee In Bankrupt-
oy of Bioartficial Gel Technologies (Bagtech) Inc,
%6 CCH 19,5590 Sec. 125(7) "Cangdian-controlled - 2013 DTC 1048 (TCC).
private corporation’. CCH 720071; Sec. 129(6).
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Part IV, dividends between Canadian corporations generally flow free of
tax. The refundable tax imposed by Part IV is designed to prevent an undue
deferral of tax when portfolio dividends are received by a private corpora-
tion rather than directly by an individual shareholder. However, if the share-
holder’s marginal rate of tax on dividends is more than 38'/3%, the fact that
the dividends are received by a private corporation will result in some
deferral of tax as compared to a direct receipt of such dividends by the
shareholder,

Income from property, including income from a specified investment
business but excluding dividends from Canadian corporations, and taxable
capital gains will be subject to full corporate tax rates, but a percentage of
this type of income tax may be credited to the refundable dividend tax on
hand of the corporation, and this amount may be refunded to the private
corporation when sufficient taxable dividends are paid. A percentage of
Canadian and foreign investment income is credited to the refundable
dividend tax on hand account only if the corporation is a Canadian-con-
trolled private corporation throughout the year.

[9024] Special Tax on Portfolio Dividends

A 381/3% (33!/3% prior to 2016) tax is imposed on certain dividends
received at a time when the shareholders are private corporations or other
corporations controlled directly or indirectly by, or for the benefit of, the
shareholder or a group of related shareholders®® A corporation that was
bankrupt at any time in the year or that was a prescribed venture capital
corporation, a prescribed labour-sponsored venture capital corporation, a
prescribed investment contract corporation, an insurance corporation, a
bank, a trust company, or a non-resident-owned investment corporatiof,.
throughout the year, is exempt from the tax. The full amount of the taxmay
be added to the refundable dividend tax on hand of the corporation «nd
may be refunded when sufficient taxable dividends are paic, by the
corporation.

[19027] Refund of Taxes on other Investment Income — Refundable
Dividend Tax on Hand

A corporation is entitled to a dividend refund, in respect of taxable
dividends paid by it at a time when it was a private corporation, equal to the
lesser of:

(a) 38!/5% of taxable dividends paid by it in the year; and
(b) its refundable dividend tax on hand at the end of the year*

For taxation years that end before 2016 the rate in (a) was 33'/3%. Where a
corporation’s taxation year ended after 2015 and began before 2016,
the percentage used in (a) is prorated using the following formula for that
year:

See page ii for explanation of footnotes.

40 CCH 920038, 120,043, 120.080¢, 152,247, See

8% oCH 124,350, Sec. 186, )
129(1). 129(3), 128(7) Interp. Bul. IT-243R4.
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33'/3% + B% x (A/B)

Where:
A = the number of days in the taxation year that are after 2015; and

B = the total number of days in the taxation year.

To compute its refundable dividend tax on hand at the end of a
{axation year, a corporation must first total these three amounts:

(1) where it was a Canadian-controlled private corporation throughout
the year, the least of:

(a) 30%/1% (26%/:% prior to 2016) of its aggregate mnvestment income
for the year minus the amount, if any, by which its foreign tax
credit exceeds 8% (9'/3% prior to 2016) of its foreign investment
income for the year,

(b) 36%4% (26%/3% prior to 2016) of the amount, if any, by which its
taxable income for the year exceeds the aggregate of:

(i) the amount eligible for the small business deduction for the
year,

(i) 100/(38%/) of its foreign non-business income deductible as a
foreign tax credit (for taxation years that began between Novem-
ber 1, 2011 and December 31, 2015, this amount was '%%/3s, %/
for taxation years beginning before November 1, 201 1), and

(iii) the corporation’s foreign business-income tax credit for the
year multiplied by the “relevant tax factor™;* and

(c) its tax payable under Part I for the year excluding its corporate
surtax;

(2) the total of its taxes payable under Part IV for the year; and

(3) where it was a private corporation at the end of its preceding
taxation year, the corporation’s refundable dividend tax on hand at the end
of that preceding year.

Where a corporation’s taxation year ended after 2015 and began before
2016, the amounts used to calculate the RDTOH are prorated for that year.
The percentage applied to the calculation in (a) and (b) above is:

26%/5% + 4% X (A/B)
Where,
A = the number of days in the taxation year that are after 2015; and

B = the total number of days In the taxation year.

See page i for explanation of foolnotes,

M i1hg relevant tax foctor Is caleulated as (1/(A-B)), fore effectively represents the equivclent Canadion
where A is the general corporate tox rate and B is pre-tax_business Income represented by the for-
the general rate reduction; this adjustment there- eign business-ingome tax that is credited.
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The same logic applies to the percentage applicable to foreign invest-
ment that is factored into the calculation in (a). The prorated percentage of 3
corporation’s foreign investment income factored into the calculation is:

9'/3% - 1/3% x (A/B)

Where:
A = the number of days In the taxation year that are after 2015; and
B = the total number of days In the taxation year.

_ The gross-up amount applied o the corporation’s foreign non-business
income tax credit amount included in the calculation in (ii) is equal to:

100/(35 + 3%3 x (A/B]]

Where:
A = the number of days In the taxation year that are after 2015; and
B = the total number of days In the taxation year.

From this total, the cerporation deducts its dividend refund for its
preceding taxation year. The remainder, if any, is the corporation’s refund-
able divided tax on hand (RDTOH).

Where a tax return reporting Part IV tax payable is not filed within the
required three-year limit, the Minister is not entitled to reduce the taxpayer’s
RDTOH balance in the following taxation year by the amount of the statute-
barred dividend tax refund.*?

[19030] Anti-Avoidance Rule

An anti-avoidance rule will stop certain transactions under which a
dividend refund was generated without any tax being paid at the sharehold
er level. This could happen, for instance, if the recipient of the dividend hau
accumulated tax losses. This kind of abuse will be countered by desinii.g a
dividend not to be a taxable dividend, and therefore denying the dividend
refund to the dividend-paying corporation if the dividend was paid in a
transaction (or series of transactions), one of the main purneses of which
was to obtain the dividend refund .43

[119033] Bankrupt Corporations

No dividend refund may be obtained in respect of a taxable dividend
paid to a controlling shareholder if that controlling shareholder was, at any
time in the taxation year of the corporation paying the dividend, a
bankrupt.**

[19036] Procedure for Dividend Refund

When a corporation files its return for a taxation year, within
three years after the end of that year, the Minister may refund to the
corporation as a dividend refund, the lesser of:

See poge |l for explonation of footnotes.

j?mwe Developments Inc, 20171 DTC 1324 (TCQ),  #4 CCH §20040; Sec. 129(1.1)
3 CCH 1200400: Sec. 129(1.2),
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(a) 38'/3% of taxable dividends paid by the corporation in the taxation
year, at a time when the corporation was a private corporation, and

(b) the corporation’s refundable dividend tax on hand as at the end of
the year.®

For taxation years that end before 2016 the rate in (a) was 33'/3%. Where a
corporation’s taxation year ended after 2015 and began before 2016,
the percentage used in (a) is prorated using the following formula for that
year:

33'/3% + 5% X (A/B)

\Where:
A = the number of days In the taxation year that are after 2015; and
B = the ftotal number of days In the taxation year,

The Ministes, may make the refund without any application for refund
having been made by the corporation. If an automatic refund is ‘not.made,
the Minister must make a refund if the corporation makes an application for
it within predcribed reassessment periods.*

Iasicad of making a dividend refund, the Minister may apply the
reranaable amount to the corporation’s other tax liabilities. The Minister
must notify the corporation that this has been done. In most cases, the
aividend refund earned through the payment of taxable dividends will be
used to offset taxes otherwise payable by the corporation as shown in its
return for the year

If the return is not filed within three years of the end of the year in
which the dividend is paid, the dividend refund cannot be paid or credited
by the Minister, but, as noted above, the corporation’s RDTOH balance is
similarly not reduced.

[49039] “Aggregate Investment Income” and “Foreign Investment
Income™ Defined

A corporation’s aggregate investment income for a ta_xation year is
defined as the amount by which the total of the first three items outlined
below exceeds the fourth (the result cannot be negative).“®

(1) The “eligible portion” of its taxable capital gains in excess of the
total of the “eligible portion” of its allowable capital losses for the year and
the corporation’s net capital losses carried over from other years and
deducted in the year. This amount cannot be negative.

(2) The corporation’s income from property for the year, excluding
exempt income, dividend income which the corporation can deduct in
computing its taxable income, receipts from a NISA Fund No. 2, and certain
trust income which is otherwise deemed to be property income. The divi-
dend exclusion will remove from aggregate investment income dividends

See page i for explanation of footnotes.

%6CH 120039, 120041: Sec. 129(1), 129(2). 47 CCH 720,049: Sec. 129(2).
48 48 ooH 120056, Sec. 129(4) "agaregate investrnent
CCH 920,049, Sec, 152(4), income’,
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received from Canadian corporations and most diyit_iends received from
foreign affiliates, but will not exclude portfolio dividends from foreign
corporations.

(3) The corporation’s income for the year from a “specified investment
business” carried on by it in Canada (not including any income from g
source outside of Canada).

minus;

{(4) The current year’s losses from property and losses for the year from
a specified investment business carried on in Canada.

As noted above, in calculating a corporation’s aggregate investment
income for a year, one only includes the eligible portion of its taxable capital
gains for the year, net of the eligible portion of its allowable capital Tosses for
the year. The “eligible portion” is defined as that portion of the taxable
capital gains and allowable capital losses realized on property that cannot
reasonably have been considered to have accrued while that property was
owned by a corporation other than a Canadian-controlled private corpora-
tion, an investment corporation, a mortgage investment corporation, or a
mutual fund corporation.®®

The rules regarding the eligible portion of a corporation’s taxable
capital gains and losses do not apply to “designated property”. Therefore,
the full amount of taxable capital gains and allowable capital losses on
dispositions of designated property is taken into account. “Designated prop-
erty” is defined to mean property owned by a corporation which changed its
status to become a Canadian-controlled private corporation before Novem-
ber 13, 1981 and which was acquired before November 13, 1981 (or pursu-
ant to a pre-November 13, 1981 agreement), or property acquired in replace-
ment for such property as a result of one of the events of involuntar
disposition.>®

As previously noted, income from a source that is property vl consti-
tute aggregate investment income except that the following it=ins are not
included: (i) exempt income, (ii) income from a Net Incomc Stabilization
Account (NISA), (iii) dividends which are deductible in computing taxable
income, and (iv) amounts of income and benefits of a beneficiary of a trust
that are deemed to be property income.

The income or loss from a “specified investment business” carried on in
Canada is specifically included in the computation of aggregate investment
income. A specified investment business of a corporation is defined at
98445, It is a business (other than the business of leasing property other
than real property or the business of a credit union) the principal purpose
of which is to derive income from property unless (i) the corporation
employs in the business throughout the year more than five full-time
employees or (i) in the course of carrying on an active business, any other
corporation associated with it provides managerial, administrative, finan-
cial, maintenance, or other similar services to it in the year and the corpora-

See page Il for explonation of foonotes,
49 0CH 1200570 Sec. 129(4) "eligible portion” 50 ooH 911.187¢; Sec 89(1) "dasignated property”.
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tion could reasonably be expected to require more than five full-time
employees if those services had not been provided.

The income or loss from sources that are property does not include
income or loss from any property that is incident to or pertains to an active
business carried on by a corporation, or that is used or held principally for
the purpose of gaining or producing income from an active business carried
on by it. Rather, the income or loss from such property will be considered
income or loss from the active business® Thus, where a taxpayer's
US. dollar deposits in the Philippines were committed to the carrying on of
its business there, the interest carned on them was held not to constitute
foreign investment income.®®

“Foreign investment income” is essentially a corporation’s “aggregate
investment income” from sources outside Canada.®® However, it is computed
without regard to any deduction for net capital losses carried over from
other taxation vears.

[§9042] Invesiment Income from Associated Companies

Wlienrincome from a source that is a property is paid or payable by an
associaied company and deducted by the payer in computing its active
pusiness income, it is deemed to be active business income in the hands of
the recipient corporation®* Expenses incurred in connection with this
‘ncome are deemed to have been incurred by the recipient corporation for
the purpose of gaining or producing the income.

For these deeming provisions to apply, the following conditions must
be met:

(1) The two corporations must be associated at any time in the relevant
taxation year of the recipient. See 715,450 and 915,490.

(2) The amount in question was or may be deductible in computing the
Canadian active business income of the associated payer corporation in any
faxation year.

(3) The amount must be otherwise includible in the property income
of the recipient.

This income does not attract refundable tax (see §9027) but qualifies
for the small business deduction. While the types of income caught by the
rule include interest, rents, royalties, etc., the direct reimbursement of sala-
ries and other expenses paid by a corporation on behalf of an associated
corporation will not give rise to its application.

[19043] Example of Dividend Refund

The following example illustrates the manner in which refundable divi-
dend tax on hand (RDTOH) is accumulated and refunded. It is assumed that

. See page i for explonation of footnotes
1 OCH 120057c; Sec. 129(4) “ncome or loss’, 53 COH 120,057ac: Sec. 129(4) forelgn investment
Incorne’,

52 Ensite Lid, 86 DTC 6521. 54 0oH §20,071; Sec. 129(6),
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the corporation is a Canadian-controlled private corporation throughout

that time.
Refund for the year.
Example: |

Lesser of (1) 38'/3 of $18,000 = $6,900

Portfolio dividends 310,000 and

Taxable capital gai

WP it - 5000 (2) ROTOH at year end = $7,900

Interest 5,000

Total income $20,000 The corporation will receive ¢ dividend refund of $6,200

Taxable income $10000

Part | tax 3867

Port IV tox sl [49045] Investment Corporations

Taxable dividends pald In year $18,000

RDTOH balance at end of preceding year ... 8000 [19048] General Characteristics

Dividend refund claimed in preceding year ... 7,000 A corporation may qualify as an investment corporation whether or not

it also qualifiés as a mutual fund corporation. Similarly, a corporation may
qualify as a mutual fund corporation whether or not it also qualifies as an
investmentcorporation. An investment corporation which also qualifies as a

(1) Leost of: ) 30%/3% of agareaate | 55 mutnal fand corporation will be subject to the same income tax treatment |
MR T SE Ao (see Y9081 ef seq.) except that:

— 2/.0

Sivigtyef GROGNR . SO (a) it is not required to pay the special tax on dividends which is \
= 83067 imposed on the mutual fund and which is refundable only on the
payment of dividends, and

RDTOH balance at end of current year:

(i) 30%/3% of taxable income ¢ . ; : S ;
5 ) (b) its tax on other investment income (other than dividends and capi-

= 30%3% of $10000 tal gains) is reduced by 20% (subject to transitional adjustment).
- $3,067 An investment corporation may be either an open-end or a closed-end

corporation, whereas a mutual fund corporation must be an open-end

i Pt o067 corporation. The distinction between open-end and closed-end corpora-

plus tions lies in the shareholder redemption privilege. An open-end mutual fund

corporation is required to provide to shareholders the privilege of share
(2) Part IV tax payable = $3833 redemption. A closed-end investment corporation or a closed-end mutual
plus ! fund does not.

3) RDTOH sedi = e T :
i el S S preceRlie Yot ~ BRI [19051] Qualification as an Investment Corporation

| ; . . . g
e To qualify as an investment corporation in any year, the corporation
(4) RDTOH refund clalmed for preceding year = $7,000 must meet the following conditions:®
Total RDTOH = (1) Tt must be a Canadian public corporation throughout the year.
$3067 + $3833 + S8000 - $7.000 = $7.900 (2) At least 80% of its property throughout the year must consist of
' ‘ ' shares, bonds, marketable securities, or cash.
(3) Not less than 95% of its income must be derived {rom shares,
bonds, or marketable securities, or from dispositions of such investments.
o See page i for explanation of footnotes.
CCH 920056, 120072b; Sec. 129(4) ‘uggregate Ses page |l for explanation of footnates.
investrent Incoms', %6 OCH 420079, Sec. 130(3).

18043 19051 |
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(4) Not less than 85% of its gross revenue for the year must be from
sources in Cane_Lda. “Qross revenue” means the aggregate of all amount
received or receivable in a year otherwise than as capital. i

(5) Not more than 25% of its gross revenue may be from interest,

(6) Not more than 10% of ilts property may consist, at any time in the
year, ol shares, bonds, or securilies of any one corporation or debtor, other
than Canadian federal, provincial, or municipal government securiti!es

(7) No shareholder may own more than 25% of the issued capi

at any time in the year. A person is considered to own not only anypéltfgrzgoﬁk
or she personally owns but also any shares owned by related persons and :
proportionate number of shares held by most trusts or by partnerships Ia
this context, the definition of “related persons” is narrowed so that'an
individual shareholder is considered to be related only to his or hel}
spouse/common-law partner, minor children and grandchildren and corpo-
rations controlled by them, the shareholder, or a related group. As a resu]‘? of
this narrow definition, an individual shareholder will not have attributed (o
him or her shares held by his or her siblings, adult children, or in-laws, for
the purpose of the 25% share acquisition limit. .

(8) Not less than 85% of certain income must be distribut
ed
shareholders before the end of the year. All dividends payable after Deocctrg?

ber 11, 1979, except capital gains dividends, qualify as a distributi
shareholders. This income is the aggregate of,: # d stribyigies

(a) 66%3% of taxable income less taxed capital gains: and

(b) the amount by which intercompany dividends or dividends
received from foreign affiliates that are deductibleS? exceed the
company’s non-capital loss for the year (assuming that the pat
taxable capital gains for the year are nil); \

minus:;

(c) any dividends or interest received in the form of shares, ponds, or
other securities that are not sold before the end of (ix&-year.

Thus, an invcstmeqt corporation is only obliged to effectively distribute
a percentage of the investment income it receives or converts to cash in the
vear, net of its operating expenses.

For the purpose of meeting the 10% limitation in (6) above, an invest-
ment corporation may elect to exclude its investments in wholly owned

Eanadiaﬁr; subsidiaries and to include the property of those subsidiaries with
its own.,

[119054] Income of Investment Corporation

A corporation that qualifies as an investment corporation is entitled to
deduct from its tax otherwise payable an amount equal to 20% of the

& See page Il for explanation of footnotes,
OCH 716301, 116500; Sec. 112, 113, B8 CCH 120,080, Sec, 130(4)
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amount of its taxable income, minus the amount of any taxed capital gains5®
investment corporation, being a public corporation, is not subject to tax

on dividends received from taxable Canadian corporations or from foreign
affiliates. Other investment income, such as interest and non-deductible
ortfolio dividend income, is subject to an effective tax rate of approximate-

Iy 15%.

[19057] ‘Taxed Capital Gains” Defined

For the purposes of investment corporations, mutual fund corpora-
tions, and mutual fund trusts, the term “taxed capital gains” means the
amount of taxable gains for the year from dispositions of property, minus
the aggregate of allowable capital losses from dispositions of property and
the amount of deductible net capital losses B0

[§9060] CapitalGains Dividends

An inves‘mént corporation is entitled to the same benefits as are
available to‘open-end mutual fund corporations with respect to capital
gains dividends (see 19090)8' It may distribute its capital gains by electing
{o nay.a special capital gains dividend.8? This distribution is specifically
excinded from the deemed dividend provisions.® The amount upon which
‘e ¢lection may be made is limited to the amount of the capital gains
crvidend account. The election must be made with respect to the full
amount of the dividend payment. If an excessive election is made, a penalty
tax of three-fifths of the excess dividend is payable by the corporation.®

A capital gains dividend received by a shareholder out of the capital
gains dividend account is treated by the sharcholder as a capital gain and
not as a dividend. The “capital gains dividend account” at any point of time
is defined as the amount by which the total of the corporation’s capital
gains from dispositions after 1971 for all taxation years starting at least 60
days before that particular time, while it was an investment corporation,
plus (for the 2005 and subsequent taxation years) the capital gains distribu-
tions made by a trust to the corporation, exceeds the aggregate of:

(a) capital losses from dispositions of property after 1971 for all taxa-
tion years starting at least 60 days before that particular time, while it
was an investment corporation,

(b) capital gains dividends that became payable before that time and
more than 60 days after the end of the last taxation year that ended
more than 60 days before that time, and

(c) '™/14 times the amount of capital gains refunds for previous taxa-
tion years ending more than 60 days before that time, during which it
was an investment corporation.®

See page il for explanction of foomotes.
83 CoH 920,119; Sec. 131(4),
84 CCH 124,305; Sec, 184(2).
85 5CH §20,135; Sec. 131(6) "capital gains dividend
account’.

_5§ COH §20,076; Sec. 130(1)
a1 CCH 120078; Sec. 130(3)
52 CCH 120077; Sec. 130(2)

CCH 120,101; Sec, 131(1)
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In simpler terms, a corporation may pay a capital gains dividend Within

net capital gaing

to that year end (Year 1). Capital gains realized after the year end (in Year 2)
may only be distributed as capital gains dividends more than 60 days after
the year end (ie, more than 60 days after the start of Year 2). After the
capital gain is distributed as a capital gains dividend, the corporation gets 5

60 days after its year end (end of Year 1) to the extent of its

capital gains refund and the capital gains dividend ac

count is reduced
accordingly.

[19063] Capital Gains Refund

The Minister may make a capital gains refund without the necessity of

an application by an investment corporation.® The capital gains refund is
an amount equal to the lesser of

(a) 14% of the total of all capital gains dividends paid by the invest-
ment corporation in the period beginning 60 days after the start of
the year and ending 60 days after the year end plus the investment
corporation’s capital gains redemptions for the year; and

(b) the corporation’s refundable capital gains tax on hand at the end of
the year.

“Refundable capital gains tax on hand” means®’ the least of the follow-
ing three amounts for the year and any previous years throughout which it
was an investment corporation: (i) 28% of its taxable income, (ii) 28% of its
taxed capital gains, and (iii) the tax payable under Part I for cach of the years
(not including the corporale surtax in those years to which it applied). From
this amount is deducted the total of the investment corporation’s capital

gains refunds for any previous years when it qualified as an investmen;
corporation.

Instead of making an automatic capital gains refund to the investiment
corporation, the Minister may apply the amount to other tax liabilities of

the corporation. The Minister must pay interest on capital gairs-refunds at
the prescribed rate.

[1190686] Mortgage Investment Corporations

[19069] General Characteristics

Loan companies that wish to invest in real estate or leaseholds in
Canada for the production of income, either alone or jointly with another
corporation incorporated in Canada or any person administering a trust
governed by a registered pension plan or deferred profit sharing plan, may
be designated as mortgage investment corporations if they meet strict bor-
rowing and investing requirements. In turn, these corporations are entitled

See page i for explanation of footnotes,

7 CCH 920,140; Sec. 131(6) "refundable capital
gains tax on hand',

88 CCH 120077; Sec, 130(2)
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special tax treatment similar to investment corporatic_ms.sé\ mortgage
itgvcgtment corporation is deemed to be a public corporation.

[9072] Qualification as a Mortgage Invesiment Corporation

A corporation is a “mortgage investment cgrporatigg;" if it complies
with the following conditions throughout a taxation year:

(1) The corporation was a Canadian corporation.

rtaki : i (i ds of the corporation
Its only undertaking was the investing of fun :
and I(iz)dld not ?nanage or develop any real or immovable property.

ati i i i g roperty outside
The corporation did not invest in mortgages or prop
C nefggi loans to non-residents of Canada other than on Canadian proper.ttys
shaares c;F corporations not resident in Canada, or real/immovable property
or leasehold interests outside Canada.

numiber of shareholders was not less than twenty, with no one
Sharéﬁzlggf 11:3122 more than 25% of the shares of any class. A} c;{)rpoz a?gg
ill meet, tiis requirement throughout its first taxation year if it me ﬁ ‘
?ge last day of that year.”® A person is considered to own not only shares
wLi'.r‘.cwd';»haL person owns personally, but also (1) any shares _owned g}\irp(e);sggs
f¢ whom that person is related, and (2) a proportionate m];m t% = 031{
Jzares held by a trust or partnersh:p_of Whlih that person is a bene 'gwe g or
member. In this context, the definition of “related persons is ?arﬁis 9350
that an individual sharcholder is c-ons;c_iged t;)nzegr[zlgéit}i] ifl)clllrzu% o e
mon-law partner, minor children
igggls'lz/ggtll?l‘olled by tphem, the shareholder, or a related group. Atstai ]];eilélilt ?(f
this narrow definition, an individual slllarleholder will not have at r_1 u 5
him or her shares held by his or her siblings, adult children, or in-laws.

(5) Preferred shareholders participated equally with common
shareholders.

i t ion’ ty (assets) was
6) Fifty per cent of the cost of the corporation’s proper
inves(tezi in rgsidential mortgages, hypothecs, deposits mlsured l?ydtile Cana%al:
Deposit Insurance Corporation (or Quebec DIB), or in a credit union
held in cash.
(7) The cost of real property held did not exceed 25% of the cost of
total assets. i
ati i i king, a 3-to-1 debt-
The corporation did not exceed, generally speaking, a 3-t [
equitig)rat'io, or*pjf more than two-thirds of the corporation’s pl()puarl;ydl_st
invested in residential mortgages, hypothecs, or CDIC, QDIC, or credi
union deposits, a 5-to-1 ratio.

[19075] Income of Mortgage Investment Corporation

i : ifi investment corporation
A corporation that qualifies as a mortgage tnves atio
throughou%D the year is entitled to deduct from its income all ordinary

See page |l for explanaton of foonotes,
70 5CH §20099; Sec. 1301(8)

8 0oH 120,096, Sec. 130.1(5).
59 0CH 120,097 Sec. 130.1(6).
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dividends paid to its shareholders during the year or within 90 days after the
end of the year so long as they were not deducted in the preceding year, and
one-half of capital gains dividends paid within the period beginning 9]1da 5
after the first of the year and ending 90 days after the year end.”! f

Regular d_ivide];ds received by shareholders from a mortgage invest-
ment corporation will be treated as bond interest received by those share-
holders and not as dividends from other Canadian corporations.’?

[19078] Capital Gains Dividend Election

A mortgage investment corporation may elect to distribute its capital
gains by electing to pay a special capital gains dividend.’ Note that capital
gains dividends must be elected and paid in the period beginning 91 days
after the start of the year and ending 90 days after the year end, in respect of
capital gains realized by the morigage investment corporation in the year.
cherw1sq, the opportunity to distribute the Mortgage Investment Corpora-'
tion’s capital gains as capital gains dividends is lost.

If the capital gains dividend election was not filed as required. a |
. . . . 2 t.-'
filed election can be filed, provided the required penalty ig paid.’™ ’l?h{i:s
penalty is the'same as that which applies to late-filed elections by mutual
fund corporations (see §9093).

[19081] Mutual Fund Corporations

[19084] Types

A typical mutual fund may be either an open-end or closed-end fund
and, if the qualifying conditions are met (see §9087), either one may be on
investment corporation. Only an open-end mutual fund may qualify. as a
mutual fund corporation. The distinction between open-end and “iosed-
end corporations lies in the shareholder share redemption priviiege. This
privilege applies only to an open-end corporation.

_If a closed-end mutual fund qualifies as an investmern¢ carporation, it
will be taxed as such. Otherwise, the corporation and its shareholders will
be taxed as if the corporation were an ordinary corporation under the
various rules for public and private corporations.

All prescribed labour-sponso_red venture capital corporations (LSVCC)
qualify as mutual fund corporations. However, special limitations apply to
their mutual fund treatment (see 79089).75

[19087] Qualification as a Mutual Fund Corporation

To qualify as a mutual fund corporation, a corporation must be either
a prescribed labour-sponsored venture capital corporation or the following
conditions must be met:’®

See poge il for explanation of foomotes,
72 CCH 120095¢; Sec. 130.1(4.1),
7o Reg 6701,
CCH 20,147, Sec. 131(8).

;; CCH 920092; Sec. 130.1(1).
7% GCH §20093; Sec. 130.1(2)
CCH 120,095 Sec 130.1(4),
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(1) It must be a Canadian public corporation.

(2) Its only undertakings must be the investing of its own funds (other
than real/immovable property or a leasehold interest in it), the acquiring,
holding, maintaining, improving, leasing, or managing of any real/
immovable property (or a leasehold interest therein) that is capital property
of the corporation, or any combination of such activities.

(3) Ninety-five per cent of the issued shares of the corporation, based
on their fair market value, must have conditions attached which require the
corporation to accept, at the demand of the holder, the surrender of the
shares at prices determined and payable in accordance with the conditions.

Corporations that would otherwise qualify as mutual fund corpora-
tions do not so qualify if they are established or maintained primarily for the
penefit of non-residents of Canada.”” The purpose of this rule is to restrict
the use of mutial funds as intermediaries through which non-residents can
invest in real property in Canada and other taxable Canadian property
(TCP) withaul recognizing taxable gains on the disposition of their shares in
the mutual funds. An exception to this rule provides that where all or
substantiaily all of the property of the mutual fund consists of property
othes than TCP (e.g., if no more than 10% of the fund’s property is TCP), the
syetual fund may continue to be a mutual fund corporation even where it
was established or maintained primarily for the benefit of non-residents. In
the computation of the 10% threshold, Canadian resource properties and
timber resource properties are included after March 22, 2004. However, any
mutual fund that exceeds the 10% threshold on March 23, 2004 will have
until January 1, 2007 to comply with this rule.

Effective January 1, 2017, where a corporation was incorporated after
2014 but before March 22, 2016, and would have been a mutual fund
corporation if, on March 22, 2016, it could have elected to be a public
corporation under paragraph (b) of the definition “public corporation” in
subsection 89(1) (had the conditions prescribed in paragraph 4800(1)(b) of
the Regulation been satisfied), and it had at least one class of shares recog-
nized under Canadian securities law as an investment fund at that time, the
corporation is deemed to be a mutual fund corporation from the date it was
incorporaied until the earlier of the date the corporation qualifies as a
mutual fund corporation under subsection 131(8) and December 31, 2017,
if the corporation so elects in writing in its return of income associated with
the first taxation year of the corporation that ends after March 21, 2016.7

[19089] Labour-Sponsored Venture Capital Corporations

There are several overriding provisions concerning the treatment of
prescribed labour-sponsored venture capital corporations as mutual fund
corporations. Taxable capital gains, allowable capital losses, and net capital
losses are excluded from the determination of the refundable dividend tax
on hand of a prescribed labour-sponsored venture capital corporation that

See page il for explonction of footnotes.

"7 CCH §20,147q; Sec. 131(8.1), 78 gec. 131(801),
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