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Overview of Issues Reviewed
• Significant Changes to Section 55 for
Inter-corporate Dividends
• Review of Post-Mortem Tax Planning to avoid
Double Tax on Shares of Private Corporations
•
•

Pipeline Planning
Section 164(6) Election to Carry-Back Loss

• Recent Changes to Corporate Tax Rates
• Key Takeaway Points

Changes to Section 55 Relating
to Inter-Corporate Dividends
Purpose of Section 55
• Subsection 55(2) is an anti-avoidance rule to
prevent “capital gains striping”, by which a taxfree inter-corporate dividends is used to reduce
capital gains that would otherwise occur on a sale
of shares.
• The scheme of the Act intends to have a capital
gain equal to unrealized and untaxed appreciation
in the corporation’s assets
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Changes to Section 55 Relating to
Inter-Corporate Dividends …cont’d
• When 55(2) applies, the dividend is deemed to be
proceeds of disposition of a share or a capital gain
• It is a common error for clients and some
practitioners to assume that all inter-corporate
dividends between private corporations are taxfree by failing to take into account 55(2)
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Exemptions to 55(2)
There have been a number of exemptions to 55(2)
including the following:
1. Related Party Exemption:
• A key exemption has been 55(3)(a), which is available if as
part of the series of transactions that includes the dividend,
there is no increase in an interest in the corporate payor of
an unrelated person
•

This exemption has often been sufficient to avoid 55(2) in
many situations

•

The availability of this exemption has been significantly
reduced
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Exemptions to 55(2) …cont’d
2. Purpose Test Exemption:
• In connection with the payment of a regular dividend
(rather than deemed dividend on redemption) 55(2) does
not apply unless one of the purposes is to result in a
significant reduction to a capital gain that would otherwise
occur
•

Risky to rely on this exemption as CRA may have a
different interpretation of the purposes

•

This exemption will be significantly narrowed by adding to
offensive purposes
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Exemptions to 55(2) …cont’d
3. Safe Income on Hand Exemption:
• 55(2) does not apply if the amount of the dividend on a
share does not exceed the safe income on hand (“SIOH”)
allocated to the share
•

The calculation of SIOH can be very complicated and
subject to various uncertainties because the Act does not
provide any type of comprehensive rules for calculation but
is largely dependent upon various administrative positions
from CRA over the years

57

Exemptions to 55(2) …cont’d
•

The tax courts have often disagreed with CRA’s position

•

“Safe Income” in a very general way is the post-1971 taxpaid retained earnings of the corporation, subject to various
adjustments

•

In the past it was often unnecessary to rely on SIOH
because of being able to rely on another exemption

•

Because of significant narrowing to other exemptions, it
will be more common to have to rely on the SIOH
exemption
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Exemptions to 55(2) …cont’d
4. Part IV Tax Exemption:
• 55(2) does not apply if a dividend is subject to Part IV tax
that is not refunded as a consequence of a dividend to a
corporation
•

This exemption available if dividend refund arose from
payment of a dividend by a corporate shareholder to an
individual shareholder

•

This exemption will also be significantly be narrowed
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Exemptions to 55(2) …cont’d
5. Butterfly Exemption:
• 55(3)(b) provides an exemption from 55(2) for certain
divisive reorganizations that have a complicated set of
rules that require a pro rata distribution at different types of
assets among the corporate shareholders
•

This exemption is usually not available and is not being
significantly changed
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Changes to Section 55
• Very significant changes are proposed to section
55 arising from the April 21, 2015 federal budget
• Draft legislation released on July 31, 2015
• Legislation will be retroactive to dividends
received after April 20, 2015
• Explanatory notes from Department of Finance
describe certain perceived abuses being targeted
but as is often the case, the changes will apply to
many situations beyond the perceived abuse
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Changes to Section 55 …cont’d
• These changes will significantly increase the risk
of 55(2) applying to many common transactions,
including the payment of regular, periodic
dividends between related corporations, intercorporate dividends paid in connection with
common asset protection/creditor proofing
transactions and dividends paid in connection with
purifications to access the capital gains exemption
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Changes to Section 55 …cont’d
1. Changes to Related Party Exemption:
• The exemption in 55(3)(a) will no longer be
available for the payment of regular dividends but
will be available only for deemed dividends arising
on the redemption of shares
• This is a significant adverse change that will affect
the payment of most dividends between related
corporations, especially in light of the narrowing of
the Purpose Test Exemption
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Changes to Section 55 …cont’d
• For example, 55(2) may apply to the simple
situation of payment of dividends from Opco to
Holdco where Opco is wholly-owned by Holdco
and Holdco is wholly-owned by Father
• Much more need to rely on the SIOH exemption
which will require the calculation of SIOH in
many more situations
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Changes to Section 55 …cont’d
• As a planning point, it will likely be desirable to
structure transactions to have deemed dividends
arising from redemptions rather than regular
dividends
• This may require reorganizing the shares of a
corporation prior to the inter-corporate payments
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Changes to Section 55 …cont’d
2. Changes to Purpose Test Exemption:
• Availability of Purpose Test Exemption will be
narrowed since there will be two additional
offensive purpose tests
• Exemption will be available only if one of the
purposes is not only to reduce significantly capital
gain but also to significantly reduce the fair market
value of a share or significantly increase the cost
of property owned by the dividend recipient
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Changes to Section 55 …cont’d
• In the case of a deemed dividend arising from a
redemption, the above tests are applied based on
the “results” rather than on the “purpose” so will
provide even a narrower exemption
• Problem that significant uncertainty as to what
CRA will regard as one of the purposes of a series
of transactions
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Changes to Section 55 …cont’d
• Risky to rely only on this exemption without more
administrative comfort over time from CRA as to
transactions it regards as acceptable
• Initial comments by CRA relating to common
creditor proofing transactions indicate significant
narrowing of this exemption
• From a planning point of view, it will be more
important to document the purpose of particular
transactions
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Changes to Section 55 …cont’d
3. SIOH Exemption:
• The SIOH exemption is narrowed since it will be
available only to the extent the SIOH contributes
to a capital gain on the share
• There are many circumstances in which a share
may have SIOH allocable to it in excess of the
unrealizable gain on the share
• Despite the somewhat narrowing of this
exemption, SIOH will become more important to
rely on because of narrowing of other exemptions
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Changes to Section 55 …cont’d
• From a planning point of view, it will be prudent
for a corporation to calculate and track its SIOH
on an annual basis as it will more than likely be
relied upon
• The difficulty will be in doing the initial SIOH
calculation from the date of incorporation,
assuming that has not been done
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Changes to Section 55 …cont’d
4. Part IV Tax Exemption:
• This exemption is narrowed as it is no longer
available if as part of the series of transactions
there is a dividend refund as a result of a dividend
from a corporate shareholder to an individual
shareholder
5. Special Stock Dividend Rule:
• Ability to avoid 55(2) by payment of a high-low
stock dividend is eliminated
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Changes to Section 55 …cont’d
• Amount of a dividend in connection with a stock
dividend is the paid up capital of the shares issued
so it could be kept artificially low
• Before the changes, it was possible to avoid 55(2)
by issuing a stock dividend with a high fair market
value but low paid up capital
• Now for purposes of 55(2) the amount of the stock
dividend will be the greater of the paid up capital
and the fair market value of the shares issued
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Changes to Section 55 …cont’d
• NET RESULT
• The exemptions from 55(2) will be significantly
narrowed such that 55(2) will apply to many more
common inter-corporate dividends with relief
dependent upon the SIOH exemption
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Comments from CRA at Canadian
Tax Foundation Roundtable –
November 24, 2015
•
•

CRA has recently provided comments on various
aspects of the proposed changes to 55(2)
Much uncertainty as to various issues arising

Expanded Purpose Test
• Significant uncertainty as to how CRA will apply
• Risky to rely only on the purpose test exemption
• Little comfort that CRA can provide as dependent on
the facts of each situation
• Bad initial indication as per creditor-proofing below
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Comments from Roundtable ...cont’d
Ordinary course dividends
• CRA provided limited comfort on whether the purpose
test exemption would be available for ordinary course
dividends
• Comfort limited to situations where dividends are paid
as part of a well-established dividend policy to the
extent the dividends represent a reasonable rate of
return
• Difficult standard as most corporations do not have a
consistent policy of paying certain dividends each year
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Comments from Roundtable ...cont’d
Large Dividends Paid for Creditor-Proofing
• Common in related party situations for a
wholly-owned Opco to pay large dividends from
retained earnings to Holdco with all or most of the
dividends loaned back on a secured basis for
creditor protection
• In past could rely on related party exemption but
that exemption will no longer be available for
payment of regular dividends (but still available
for deemed dividends on redemption)
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Comments from Roundtable ...cont’d
• CRA indicated that payment of such dividends
likely not protected by purpose test exemption
even though the main reason for the dividends is a
non-tax reason because one of the purposes is to
try to reduce the value of Opco
• More need to rely on SIOH exemption or structure
the payment as redemption of shares and rely on
related party exemption
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Comments from Roundtable ...cont’d
Dividends on Skinny Dividend Shares
• There is often a class of shares with nominal
entitlement on liquidation and redemption with the
discretionary right to unlimited dividends
• In the past, dividends were protected by related
party exemption but no longer
• CRA confirmed that no SIOH will be allocated to
such shares so cannot rely on that exemption
• Only possible protection is the purpose test
exemption but risky
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Comments from Roundtable ...cont’d
Loss Consolidation Arrangements
• One positive item that CRA indicated that it would
generally not apply 55(2) for dividends paid in
connection with a loss consolidation arrangement
between related or affiliated parties based upon the
purpose test exemption
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Comments from Roundtable ...cont’d
Intended use of 55(2)
• Another positive item is that CRA will generally
not apply GAAR if a taxpayer deliberately triggers
55(2) without a corresponding separate dividend
designation under 55(5)(f) to allow distributions at
capital gains tax rates
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Comments from Roundtable ...cont’d
•

•
•

Since capital gains tax rates are generally significantly
lower than dividend tax rates, the overall tax costs of
distributing money from a corporation to individual
shareholders is often less if inter-corporate payments
are taxed as capital gains, rather than as tax-free
dividends and the individual shareholder can use the
capital dividend account
This is a planning opportunity
Risk that CRA has expressed concern to the
Department of Finance so there may be amendments
to close this opportunity
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Comments from Roundtable ...cont’d
Whether 55(2) Application Limited to Excess Over
SIOH
• 55(2) technically applies on an all or nothing basis
•

For example, if there is a dividend of $200,000 and
CRA determines the SIOH for those shares was
$190,000, 55(2) technically applies to all of the
$200,000 rather than only the $10,000 excess unless
the corporation filed a designation under 55(5)(f) to
designate separate dividends at $190,000 and $10,000
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Comments from Roundtable ...cont’d
•
•

•
•

Some uncertainty as to whether late-filed designation
will be allowed despite support by a tax case
CRA has indicated in several technical interpretations
that it administratively would apply 55(2) only to the
excess amount (i.e. $10,000 excess) even if a
designation is not filed
Generally preferable not to file a designation since it is
a red flag for CRA review
If taxpayer wants 55(2) to apply only to the excess,
some uncertainty to rely on this administrative
position
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Comments from Roundtable ...cont’d
• If taxpayer wants 55(2) to apply to the whole
dividend, the recent comments from CRA at the
roundtable seem to indicate CRA would allow the
taxpayer to self-assess on that basis
• From planning point of view, if taxpayer wants
55(2) to apply only to the excess, prudent to still
use a series of separate dividends and not file a
55(5)(f) designation
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Comments from Roundtable ...cont’d
Use of Redemptions to Rely on Related Party
Exemption
• Since the related party exemption is available only
for deemed dividends arising from redemptions
(versus regular dividends), it may be desirable to
reorganize the shares of a corporation to allow for
payments from Opco to Holdco on the redemption
of shares rather than payment of regular dividends
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Comments from Roundtable ...cont’d
• CRA has provided some comfort that it would not
apply GAAR to such arrangements so long as they
do not result in artificial generation or
manipulation of costs
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Changes to Section 55 …cont’d
Take Away Points re: 55(2)
• Much more exposure to 55(2) problems with
inter-corporate dividends, including many
common transactions
• Significant narrowing of various exemptions
• More need to rely on SIOH so consider tracking
• If relying on purpose test exemption, refer to
purpose of transactions in the documents
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Changes to Section 55 …cont’d
• In order to rely on related party exemption, need a
redemption rather than regular dividends so it may
be necessary to reorganize the shares prior to the
inter-corporate payments
• Care needs to be taken with common creditorproofing transactions
• Consider intentionally triggering 55(2) if capital
gains treatment is preferred to dividends treatment
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Post-Mortem Tax Planning
to Avoid Double Tax
• When individual dies owning shares in a private
corporation, potential for double tax
• First tax is a capital gain on the shares based upon
the deemed disposition at FMV immediately prior
to death under 70(5) unless shares transferred to a
spouse or QST
• Additional potential incident of tax to shareholder
when corporation distributes assets to the estate
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Post-Mortem Tax Planning ...cont’d
Two Alternatives to Avoid or Minimize Double
Tax
164(6) Approach:
• Effect to replace a capital gain with a deemed
dividend
• Redemption of shares from estate with high ACB
(bumped on death) and low PUC within first year
of estate
• Results in deemed dividend and capital loss
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Post-Mortem Tax Planning ...cont’d
• Estate elects 164(6) to carry back estate’s loss to
terminal return
• Off-sets capital gain of deceased in terminal return
• Tax rates on dividends higher than capital gains so
this approach may not be tax efficient
• Efficiency depends on various tax attributes
relating to the corporation
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Post-Mortem Tax Planning ...cont’d
• Capital dividend account (“CDA”) allows all or
part of the dividend to be received tax-free
• Restrictions on the amount of loss if capital
dividend used per 112(3.2)
• May not be tax efficient to make full use of capital
dividend in order to avoid erosion of capital loss
• CDA may be created by life insurance owned by
corporation
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Post-Mortem Tax Planning ...cont’d
• CDA arising from older grandfathered life
insurance policies not subject to capital loss
restriction
• Ideal situation of grandfathered life insurance
policy with sufficient CDA to cover full deemed
dividend with result that no tax payable by the
deceased or by the estate on distribution
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Post-Mortem Tax Planning ...cont’d
• GRIP allows for deemed dividend to be designated
as eligible dividend
• If corporation has RDTOH, deemed dividend will
result in dividend refund
• Under new tax rules for testamentary trusts the
164(6) election is available only if the estate is a
graduated rate estate
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Post-Mortem Tax Planning ...cont’d
Pipeline Approach:
• Results in net tax being a capital gain to the
deceased in terminal return with tax-free
distribution from corporation to estate
• If corporation does not have favourable tax
accounts, pipeline approach may be more tax
efficient
• Estate sells shares of the corporation to Newco for
a promissory note up to ACB of shares (i.e.
bumped up to FMV at death)
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Post-Mortem Tax Planning ...cont’d
• Newco amalgamates with the corporation resulting
in Amalco
• Amalco repays the promissory note to the estate
• Allows the estate to receive tax-free payment
(referred to as the pipeline to receive corporate
assets)
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Post-Mortem Tax Planning ...cont’d
Attack by CRA
• CRA attacked the pipeline approach in 2011
• Argument that section 84(2) re distribution in
connection with a winding-up of the corporation,
applied to treat the payment of the promissory note
as a deemed dividend if the payment to the estate
occurred shortly after the death and the
corporation’s assets were mainly cash
• Other potential attacks by CRA under section 84.1
and GAAR
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Post-Mortem Tax Planning ...cont’d
• CRA has issued number of advance rulings since
2011(including very recent rulings) that indicate
pipeline approach not attacked if following
conditions met:
1. Corporation’s business continues for at least
one year after shares of the corporation
transferred to Newco. Sufficient if
corporation’s assets were investment assets
rather than an active business
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Post-Mortem Tax Planning ...cont’d
2. The corporation and Newco not amalgamated
for at least one year
3. The corporation’s assets not distributed to the
estate for at least one year followed by a
progressive distribution of the corporation’s
assets over an additional period of time
• Pipeline approach not work under 84.1 if shares of
the deceased have significant ACB based upon
V-DAY value or use of capital gains exemption
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Post-Mortem Tax Planning ...cont’d
• Planning point: While arguably pipeline approach
should work without satisfying CRA
administrative requirements, it is prudent to
implement pipeline approach satisfying CRA’s
requirements
• If the corporation owns non-depreciable capital
property, it is possible to have added tax efficiency
by bumping up the ACB as part of the pipeline
approach

100

Post-Mortem Tax Planning ...cont’d
Planning Point
• Whether 164(6) approach or pipeline approach is
most tax efficient will depend on the specifics in
each particular situation
• It may be more tax efficient to use a hybrid
approach combining the two approaches
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Post-Mortem Tax Planning ...cont’d
Take-away Points for Post-Mortem Planning
• Whenever an individual dies owning shares of a
private corporation, consider steps to avoid and
minimize double tax
• Consider if use 164(6) approach, pipeline
approach or combination depending on various
factors including if corporation has CDA, if there
is grandfathered life insurance, GRIP and RDTOH
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Post-Mortem Tax Planning ...cont’d
• If use pipeline approach, follow CRA
administrative requirements
• Limited time for planning as 164(6) election must
be filed within one year of death
• Wills should contain provisions that allow for
post-mortem planning

103

Recent Corporate Tax Rate Changes
•
•

Federal budget April 21, 2015
Bill C-2 December 9, 2015 First Reading

Changes Relating to Active Business Income (“ABI”)
• Income Tax Act (“ITA”) provides reduced small
business tax rate (“SBTR”) for ABI earned by
Canadian-controlled private corporation up to
$500,000 per year for an associated group of
corporations by way of allowing a deduction from
regular corporate tax rate, being the small business
deduction (“SBD”)
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Recent Corporate Tax Rate Changes
...cont’d

• Reduced tax rate is a combination of federal and
provincial SBD
• Political issues involved in providing financial
incentives to small business
• Separate federal and provincial political issues can
apply re amount and targeting of the financial
incentive (e.g. proposed Quebec changes)
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Recent Corporate Tax Rate Changes
...cont’d

• SBD phased out starting with taxable capital in
Canada of more than $10,000,000 for associated
group and eliminated at $50,000,000
• SBD provides significant deferral for ABI that is
left in the corporation
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Recent Corporate Tax Rate Changes
...cont’d

Changes to SBTR
•

Federal SBTR is being reduced from 11% down to 9% for
2019

•

Phased in rates are 10.5% for 2016, 10% for 2017, 9.5% for
2018 and 9% for 2019

•

Corporations with tax years that straddle calendar year have
pro rating

•

Combined federal and Ontario SBTR is 15% for 2016 and
14.5% for 2017

•

Planning point: Decrease to SBTR and increase to personal
rates creates more deferral incentive to leave after-tax profit
in corporation
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Recent Corporate Tax Rate Changes
...cont’d

Changes to Dividend Tax Credit (“DTC”)
• General intention of tax system that combined
income tax paid by a corporation and shareholder
on distributed dividends to be same as if income
earned directly by the shareholder
• Rarely, if ever, perfect integration
• As a result of changes to SBTR there will be a
phase-in of changes to DTC from 11% to 9% and
the gross-up from 18% to 15% by 2019
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Recent Corporate Tax Rate Changes
...cont’d

• DTC and gross-up applies not only for dividends
paid from ABI but also dividends paid from
investment income (other than eligible dividends)
• Unfair result that these changes further erode
concept of integration as more overall tax paid if
income earned through a corporation versus
directly
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Other Tax Changes Relating to
Investment Income Earned by
Corporation
•

•

In addition to changes to DTC and gross-up, the
following changes impact on investment earned by a
CCPC for tax years ending after December 31, 2015
Proration for tax years that straddle calendar year

Investment Income Surtax
• In order to avoid deferral of payment of tax on
investment income there is a surtax payable by
corporations on investment income that is refundable
when the corporation pays taxable dividends
•

Refundable tax is increased from 6 2/3% to 10 2/3%
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Changes Relating to Investment
Income ... cont’d
Part IV Tax
• Similarly, refundable Part IV tax is payable on
portfolio dividends received by a corporation and
refunded when taxable dividends paid to a
shareholder
• Part IV tax rate is increased from 33 1/3% to 38
1/3%
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Changes Relating to Investment
Income ... cont’d
Dividend Refund Rate
• As part of the integration system it is intended to
have the total tax paid on investment income
earned by a corporation and distributed as
dividends to shareholders as if the investment
income earned directly by the individual
• As a result of the above tax rate increases, the
dividend refund rate is increased from 33 1/3% to
38 1/3%
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Changes Relating to Investment
Income ... cont’d
Use of Investment Holding Company
• Integration generally does not work perfectly
• Changes make it less tax efficient to earn
investment income through a CCPC versus earned
directly by an individual
• In Ontario there is still some deferral of tax for a
CCPC receiving portfolio dividends, capital gains
and interest income so long as the money is left in
the corporation but less than previously
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Changes Relating to Investment
Income ... cont’d
•

Once the corporation pays after-tax investment amount
to a shareholder as dividends, total tax paid by the
corporation and the shareholder is generally more than
if the investment income is earned directly by
individual, except neutral for portfolio dividends

•

As a planning point, it is not worthwhile to set up an
investment Holdco for the primary purpose to save tax
on investment income but there are often other reasons
why it is worthwhile to set up as part of family estate
planning
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Changes Relating to Investment
Income ... cont’d
•

Combined federal and provincial corporate tax rate in
Ontario for 2016 on investment income is 50.2%

Risk of Restricting Access to SBTR
• In federal election campaign some comments that
SBTR should not be available to certain corporations,
such as professional corporations
•

Quebec recently narrowed the provincial SBD for ABI
so not allowed if not more than 3 employees starting in
2017
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Changes Relating to Investment
Income ... cont’d
•

Manufacturing companies may be excluded from this
change so change appears targeted to services and
construction sectors

Take-Away Points from Corporate Tax Rates Changes
• Decrease to small business tax rate results in more
deferral of tax if leave after-tax money in the corporation
•

Changes make it somewhat less tax efficient to earn
investment income in a corporation, but still some
deferral (while after-tax money left in a corporation)

•

Other reasons to use investment holding companies
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This information has been presented to you courtesy of
Gardiner Roberts LLP as a service for our clients and other
persons dealing with tax and estates issues. It is not intended
to be a complete statement of the law or an opinion on any
subject. Although we endeavour to ensure its accuracy,
no one should act upon it without obtaining proper
legal advice, following a thorough examination of the
facts of a specific situation and the applicable law.

