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for the entire duration of the trust. Income and capital distributions
may also vary depending on the beneficiary’s age and needs, or be at
the entire discretion of the trustees. As for capital, the settlor may
provide that it will be shared equally or unequally among the benefi-
ciaries. Again, the deed may refer to a minimum, a maximum, or
amounts based on the age of the beneficiary, or the circumstances,
or leave the capital distributions at the discretion of the trustees. The
trustee may have total discretion as to payment of capital or its
preservation.

When the Act refers to income and capital, it does so by refer-
ring to the concepts of “income interest” and “capital interest”.
There is no specific definition of the words “income” and “capital®
in the ITA. As discussed below, subsection 108(3) of the ITA defines
“income”, for specified provisions of the Act, as income under trust
law, not income under the Act. We must then refer to property and
private law to determine what is income of a trust and what is
capital of a trust.

It is important to understand the distinctions between income
under trust law and income under the Act. For example, the distitic-
tion needs to be understood to ensure that the income will actually
be paid to the income beneficiary chosen by the settlor. Ity addition,
a mischaracterization of what constitutes income can_=fisct the tax
qualification of certain trusts, such as a spousal trusi.or self-benefit
trust, and therefore the ability to transfer assets to the trust on a
tax-deferred basis. For example, under subsection 70(6) of the ITA,
one of the conditions for a testamentary spousal trust to benefit
from the tax rollover is that the spouse must be entitled to receive all
the income of the trust arising before the spouse’s death. In this
context, income is determined under trust law, and can exclude
some dividends described under subsection 108(3), as discussed
below.
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116,100 Income and Capital Interest for Tax Purposes

16,110 Income Interest

The concept of “income interest” under the Act makes referen.ce‘ to
the notion of “personal trust”. We begin our analysis by examining
more closely the concepts of “income interest” and “personal trust”
before determining what constitutes income of a trust.

416,112 Statutory Definition of “Income Interest”

391

The expression “income interest”" is defined as

.a right (whether immediate or future, and whether absolute
oivcontingent) of the taxpayer as a beneficiary under a personal
‘fust to, or to receive, all or any part of the income of the trust,
and after 1999, includes a right (other than a right acquired
before 2000 and disposed of before March 2000) to enforce
payment of an amount by the trust that arises as a consequence
of any such right. )

916,114 Concept of “Personal Trust”

A “personal trust”?

... means a trust (other than a trust that is, or was at any time
after 1999, a unit trust) that is

(a) a graduated rate estate, or

(b) a trust in which no beneficial interest was acquired for
consideration payable directly or indirectly to

(i) the trust, or

(i) any person or partnership that has made a contribu-
tion to the trust by way of transfer, assignment or other
disposition of property.

The definition of “personal trust” was modified for 2016 and subse-
quent taxation years to now include graduated rate estates. All trusts
are now covered under (b) whereas only inter vivos trusts were
covered under the prior definition.

UITA, 5. 108(1), definition of “income interest”.
2ITA, s. 248(1), definition of “personal trust”.
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16,116 Definition of “Income” of a Trust

The Act defines “income” in certain specific contexts.? It indicates
that for the purposes of the definition of “income interest” in sub-
section 108(1) of the ITA, the income of a trust is its income,
computed without reference to the Act. The legislator therefore
relies on the notion of what constitutes income and capital under
trust law.

This is discussed at 116,400, “Income and Capital Under Trust

3

Law™.

116,118 Application of Subsection 108(3) of the ITA to Certain Provisions of
the Act

Subsection 108(3) of the ITA also indicates that for the purposes of
paragraphs 70(6)(b) and (6.1)(b), 73(1.01)(c), and 104(4)(a) of the
ITA, the income of a trust is its income computed without reference
to the Act, minus any dividends included in that income that are
capital dividends not included in the income of the trust due to the
application of section 83 of the Act, and dividends described in
subsection 131(1) of the ITA, capital gains dividends from a mutual
fund corporation, and dividends to which subsection 131(1) applies
because of the application of subsection 130(2). Amounts to which
section 83 or subsection 131(1) apply are essentially capital
gains. Under trust law, capital gains would not be censidered
income. For trust accounting purposes, capital gains are capital”,
not income.

This means, for example, that a trust will not be precluded from
qualifying as a spousal trust because of the fact that, under the terms
of the trust, such dividends are not required to be paid to the spouse.

With respect to a capital dividend, an election, in prescribed
manner and prescribed form, must be filed by the corporation to
designate the dividend as a capital dividend.* Such an election has
the effect of excluding the capital dividend from the concept of
income as described in subsection 108(3).

3ITA, s. 108(3).
41TA s. 83(2).
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416,120 Capital Interest

The term ““capital interest” is defined in subsection 108(1) of the Act
to clarify that it includes a right of the beneficiary to enfor;e pay-
ment of an amount by the trust, but does not include any income
interest in the trust.

416,400 Income and Capital Under Trust Law

Whether an amount is income for trust law purposes is generally
determined with reference to the trust indenture and applicable pri-
vate law. Generally accepted accounting principles may assist in
determining whether an amount is income or capital.” As mentioned
above (uinless the trust instrument provides otherwise, capital gains
are "»:'apital” for trust law purposes. With respect to corporate dis-
“ibutions, the form rule generally applies. It is understood to be as
iollows (subject to the terms of the particular trust):*

(1) Dividends paid in cash, in kind, or by promissory note,
including capital dividends, will generally be treated as
income for trust law purposes.

(2) Stock dividends, proceeds of redemption or purchase for
cancellation of shares, and distribution on winding-up of a
corporation will be treated as capital for trust law purposes.

(3) Deemed dividends and deemed capital gains (referred to as
“phantom income”) are not recognized for trust law pur-
poses. Phantom income is a nothing for trust law purposes.”
If phantom income is not addressed in the trust agreement,
then the amount must be taxed in the trust (at the top
marginal rate), rather than being taxed in the hands of a
beneficiary (perhaps at a lower marginal rate).

With respect to capital dividends in general, the CRA states:*®

3 Technical Interpretation 2001-0113735, March 5, 2002.

% Joan E. Jung, “Income and Payment: Key Trust Law and Income Tax Differences,” STEP
Canada, 18th National Conference, June 10, 2016.

" Technical Interpretations 2004-0069951C6, June 21, 2004; and 94253435, February 24,
1995.

8 Technical Interpretation 2004-0060161E5, September 17, 2004.
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As indicated by the Supreme Court in the case of Waters v.
Toronto General Trusts Corporation, [1959] S.C.R. 889, “it may
be said that while, for the purposes of the Income Tax Act, a
company’s undistributed profits may be ‘capitalized’, such need
not be the result for all purposes.” Where the trust indenture
does not specifically provide which beneficiary is entitled to
receive dividends and the trust is governed by civil law, we have
opined in 2001-007684 that a capital dividend paid out of the
retained earnings is income and that proceeds from the redemp-
tion of shares are capital. Similarly, where the trust indenture
does not specifically track the amount of a capital dividend to a
given beneficiary and the trust is governed by Canadian common
law, the Waters case, stands for the proposition that a cash
dividend is income and that the distribution of a stock dividend
is on capital account because “here form is substance; and the
moment form has changed the character of the earnings as assets,
the intention follows that change®.

Where the trust indenture does indicate which beneficiary is
entitled to receive dividends and the trust is governed by Canadi-
an common law, the cases of Smith Estate v. Smith Estate, 37
E.T.R. (2d) 151 and Re Welsh, (1980) 28 O.R. (2d), 403 stand
for the proposition that a cash capital dividend received by a
trust governed by Canadian common law is capital where two
conditions are met.

First, the amount being distributed by way of cash capital divi-
dend must arise from the disposition of assets which have been
bequeathed or transferred to a trust as capital. Swmith Estate dealt
with the transfer by a deceased of shares of a company which, in
the process of being wound up a few months after the testator’s
passing, disposed of its main asset and distributed a capital divi-
dend to the estate. Re Welsh dealt with an individual bequeatl.-
ing his shares of a corporation, the assets of the corporaticn
being disposed of shortly after the testator’s passing and “the
corporation distributing those proceeds by paying dividend: to
the estate three years after that moment. In both cases;th="Coutt
concluded that the dividend was of a capital nature.

Second, the trust indenture shall clearly and specifically provide
that the settlor/testator’s intention was to have the proceeds of
disposition or the value of those assets treated as capital. The
length of the time lapse between the creation of the trust/estate
and the moment of that disposition will play a determining role
in making that determination. Rand |. suggests that this condi-
tion would have been met in the Waters case had the testator
“made it clear that the shares, in the value based on the assets
then existing, were to be treated as capital and the income there-
after to be related to subsequent earnings only; but he did not do
that; what he did was to bequeath the ‘income’. In the Smith
Estate case, the terms of the trust directed all stock dividends to

S assaasaaaszzaa sz asiddddddidididiidid 3

Chapter 3 — Income and Capital Interest 55

be dealt with as capital and authorized the trustees to retain such
shares or the proceeds thereof as they see fit. The Court indicated
that “it is clear from that clause that the testator intended that
the proceeds on the shares of stock be dealt with as capital”.
Absent one of those two conditions, the cases where cash capital
dividends are characterized as income at law are consistent with
the approach dictated by the Supreme Court of Canada and such
dividends are on income account, irrespective of the source of the
money being distributed by way of dividend and of the fact that
the dividend stems out of a capital account for tax purposes (Re
Zacks, 17 E.T.R. 206, National Victoria & Grey Trust Co. Ltd.
v. Baker, 24 B.T.R. 306, Re Allan’s Trust, (1986), 37 Man. R,
(2d) 203).

As indicated in 2001-0076845, we do not recognize the exercise
by a trustee of a power to characterize the nature of the amounts
that it receives as income or capital, unless the trustee applies the
alove mentioned principles.

916,500 Income and Capital Under Civil Law

The Civil Code provides certain rules for distinguishing capital from
income® and determining how the benefits and costs must be appor-
tioned between the revenue account and the capital account. ' There
are important differences between what constitutes income for tax
purposes and what constitutes income for civil law purposes.

The CCQ indicates'! that property, according to its relation to
other property, is divided into capital, and fruits and reve-
nues. Section 909 of the CCQ defines capital as:

Property that produces fruits and revenues, property appropriat-
ed for the service or operation of an enterprise, shares of the
capital stock or common shares of a legal person or partnership,
the reinvestment of the fruits and revenues, the price for any
disposal of capital or its reinvestment, and expropriation or
insurance indemnities in replacement of capital, are capital.

As an example of reinvestment of revenues, we can think about
compounded interest. “Capital also includes ... bonds and other
loan certificates payable in cash and rights the exercise of which
tends to increase the capital, such as the right to subscribe to securi-
ties of a legal person, limited partnership or trust.”

? Such as sections 908-910 of the CCQ.
1V ccq, s. 1345-1350.
1 ¢cCQ, s. 908.
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capital gains are payable by the trust upon the date that is the earlier
of the sale of such property and the death of the surviving spouse
pursuant to paragraph 104(4)(a).

As a consequence to the changes to the taxation of income of
testamentary trusts that were enacted in 2016, certain changes were
made to subsection 104(6) of the ITA and new subsection 104(13.4)
of the ITA was enacted to allow income that should have been taxed
in a testamentary spousal trust upon the death of the spouse benefi-
ciary at the highest marginal tax rate, to rather be taxed in the hands
of the spouse beneficiary. The objective of these measures was to
allow the spouse beneficiary to pay tax at graduated rates instead of
having the trust pay tax at the highest marginal tax rate. However,
considering the issues this new measure was causing, in the 2016
Budget, the Minister of Finance confirmed the intention of the gov-
ernment to proceed with draft legislative proposals to modify the
income tax treatment of certain trusts and their beneficiaries, and
ensuring income arising in certain trusts (including testamentary
spousal trusts) on the death of the primary beneficiary would be
taxed in the hands of the trust and not the beneficiary.

Amendments were then made to subsection 104(13.4) of the
ITA to ensure that income arising upon the death of the surviviag
spouse would be taxed at the trust level and not in the hands of the
beneficiary, as it was the case before January 1, 2016.

Paragraphs (a) to {b.1) of subsection 104(13.4) of the TTA now
read as follows:

104(13.4) Death of beneficiary — spousal and similar trusts. If an
individual’s death occurs on a day in a particular taxation year of
a trust and the death is the death or later death, as the case may
be, referred to in paragraph (4)(a), {(a.1) or (a.4) in respect of the
trust,

(a) the particular year is deemed to end at the end of that
day, a new taxation year of the trust is deemed to begin
immediately after that day and, for the purpose of deter-
mining the trust’s fiscal period after the new taxation
year began, the trust is deemed not to have established a
fiscal period before the new taxation year began;

(b) subject to paragraph (b.1), the trust’s income (deter-
mined without reference to subsections (6) and (12)) for
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Chapter
the particular year is, notwithstanding subsection (24),
deemed

(i) to have become payable in the year to the individual,
and
(ii) not

(A) to have become payable to another beneficiary, or

(B) to be included under subsection 105(2) in comput-

ing the individual’s income;
(b.1) paragraph (b) does not apply in respect of the trust for
the particular year, unless

(i) the individual is resident in Canada immediately
before the death,

(i) the trust is, immediately before the death, a testamen-
tary trust that

(A) is a post-1971 spousal or common-law partner
trust, and

(B) was created by the will of a taxpayer who died
before 2017, and

(ili) an election — made jointly betw;en the trust apd th:e
legal representative administering the individual’s
graduated rate estate in prescribed form — that para-
graph (b) applies is filed with

(A) the individual’s return of income under this Part for
the individual’s year, and

(B) the trust’s return of income under this Part for the
particular year;

As mentioned in the editorial notes found in IntelliConnect
under subsection 104(13.4) of the ITA, beginning in 2016, a spousal
or common-law partner trust is deemed to have a taxation year end
at the end of the day on which the spouse beneficiary dies. The
income of the trust for that taxation year that is not payable to the
spouse beneficiary is included in the trust’s income and cannot be
deducted even if payable to‘another beneficiary. In the limited cit-
cumstances in which paragraph 104(13.4)(b) applies (see para-
graph 104(13.4)(b.1)), all of the income of the trust for that year is
deemed to be payable to the spouse beneficiary and therefore includ-
ed in that beneficiary’s income rather than the trust’s income.

So, it may be possible to make an election under subsec-
tion 104(13.4) to have the testamentary spousal trust income taxed
in the hands of the beneficiary provided that the testator died before

124,050
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2017. Of course, the possibility to make this election will arise only
upon death of the surviving spouse which may occur in many years.

For example, if the spouse has unused capital losses or could
claim the capital gains exemption upon the sale of QSBC shares, it
may be appropriate to have the trust income taxed in the hands of
the spouse beneficiary, especially if the trust capital beneficiaries are
the children of the beneficiary spouse. However, this election is an
all or nothing designation. It is not possible to make the election

only on capital gains, for example, and have the other types of
income taxed at the trust level.

Upon death of the spouse beneficiary, the trustees will have to
look back to the year of death of the testator to assess whether or
not the election is available.

New subsection 160(1.4) of the ITA makes the trust and the
estate of the spouse beneficiary jointly and severally liable for tax-
es. Under the explanatory notes released in October 2014, we under-
stand that the minister would apply subsection 160(2) of the ITA as
though the trust was primarily liable for the taxes.

It also has to be noted that subsection 110.6(12) of the ITA was
repealed in 2016. This provision allowed a testamentary spousal
trust to claim the capital gains exemption. As such, a testamentary
spousal trust can no longer access the unused capital gains €xemp-
tion of the beneficiary spouse for the year in which the spouse
dies. When doing the estate planning, we must now conéider wheth-
er transactions should be made while the spouse is alie vo'still claim
the capital gains exemption, or should QSBC sharesbe bequeathed
outright to the spouse, or depending on their value, be bequeathed

partly to the spouse outright and partly to the testamentary spousal
trust.

Referring to an alter ego trust, the CRA indicated that where an
amount of trust income has become payable to the primary benefici-
ary of an alter ego trust before that beneficiary’s death, para-
graph 104(6) of the ITA will apply to the trust. As such, the trust can
claim a deduction. However, no deduction is available in respect of
capital gains and other amounts recognized by the trust upon the

924,050
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death of the beneficiary, considering the element B of the fo;mu]g in
paragraph 104(6)(b)) of the ITA. For the trus.t’s year end in which
the primary beneficiary dies, subclagse (i)(B)(I) ensures that
no deduction is available to the trust in respect of any amount
included in the trust’s income because of the appl}catloln' of subsecl:—
tions 104(4) to (5.2) which refer to the deemed disposition rules.

As such, capital gains would be taxable inside the alter ego trust
and as a trust cannot claim the capital gains exemption, the exemp-
tion is lost.

The same reasoning would apply to a testamentary spousal
trust as paragraphs 104(13)(a) and 104(6)(b) of the ITA also apply
to testaimeéntary spousal trusts.’

§124,100 Freezing ther Testamentary Spousal Trust

The amount of tax payable on the death of the surviving spouse is a
function of the nature of the property heldlby the testamentary
spousal trust (the deemed disposition rule appl}es to capital property
and to land included in the inventory of a business of Fhe trust) and
the increase in value of such property during the perm.d' when the
spouse was a beneficiary of the trust. Althoggh the surviving spouse
must receive all of the income of the trust in order fgr the trust to
qualify as a testamentary spousal trust, the fe_lct remains that if the
trust holds shares of private or public companies, or holds real estate
properties, the difference between the EMV of such assets upon 1:’},16
death of the surviving spouse, and the adjusted cost base (“ACB”),
may give rise to a significant tax bill.

As such, implementing a freeze of the assets held by th.e testa-
mentary spousal trust is an option to consider in order to minimize
the tax that will ultimately be triggered following _the death of the
surviving spouse. The purpose of an estate freeze is t0 transfer the
future growth in value of the assets to another entity.

! Technical Interpretation 2017-0717831ES, May 30, 2018.
I STEP/CRA Roundtable, Question 11, May 29, 2018.

424,100
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In an advance income tax ruling,® the CRA commented on the
legitimacy of such a transaction that limited the exposure of the
testamentary spousal trust to capital gains tax on the spouse’s death,
and maximized the value transferred to the grandchildren of the
spouse who were to be the ultimate capital beneficiaries.

In the situation submitted to the CRA, the testamentary spousal
trust held common shares of a private company and publicly traded
stocks. The object of the transaction was to freeze the value of the
shares held by the testamentary spousal trust in order to minimize
the taxes payable upon the death of the surviving spouse. To achieve
this result, a new corporation (“Newco”) was to be incorporated to
acquire the shares held by the testamentary spousal trust. The trust
would then transfer its shares to Newco and receive in exchange
preferred shares of Newco, redeemable for an amount equal to the
EMV of the private and publicly traded shares transferred. An elec-
tion under section 85 of the Act would apply to such a transfer. The
testamentary spousal trust would then subscribe for Class A voting,
redeemable, retractable preferred shares of Newco. An inter vivos
trust would be set up, the terms of which would be identical to those
set out in the testamentary spousal trust. More specifically, the
spouse would be entitled to all of the income of the new trust and
no one other than the spouse could receive capital from the +ttst
during the lifetime of the spouse. On the spouse’s death, the séniain-
ing capital of the trust would then be divided in equal shares'among
the spouse’s grandchildren. The newly created imter wivos trust
would subscribe for common shares of Newco, allowing it to benefit
from any future increase in value of the private and publicly traded
shares held by Newco. The question submitted to the CRA was
whether the testamentary spousal trust could lose its status as a
testamentary spousal trust following such proposed transac-
tions. The CRA concluded that in spite of the proposed transactions,
the testamentary spousal trust would keep its status as a “testamen-
tary trust” pursuant to subsection 108(1), and would not cease to be
a trust described under subsection 70(6) and paragraph 104(4)(a) of

3 Technical Interpretation 2004-0089251R3, November 1, 2006.
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the ITA. The CRA also stated that sections 245 and 246 of the Act
would not apply to the proposed transactions herein described.

This may be an interesting strategy to limit the taxes payable
upon death of the surviving spouse. The general deemed disposition
rule would apply to the newly created inter vivos trust. The new
trust would be an inter vivos trust as defined in subsection 108(1)
and subject to the provisions of paragraph 104(4)(b) of the ITA.

The CRA also mentioned in this tax ruling that neither the
testamentary spousal trust nor its trustees would, for the purposes of
subsection 74.4(2) of the ITA, be considered individuals who have
transferred or lent property to a corporation for the benefit of a
designafed ‘person in respect of an individual. We refer the reader to
Chapter 11 of this book for more detail regarding subsec-
tion.74.4(2). The CRA added that sections 245 and 246 of the ITA
will not apply to the proposed transactions in and by themselves.

1124,200 Capital Gains Exemption and QSBC Shares

As discussed in Chapter 13 at 60,650, in general, a trust can
attribute capital gains to its beneficiaries or shares of a private
company so that such beneficiaries can claim their unused capital
gains exemption.

As a general rule, a trust cannot claim the capital gains exemp-
tion provided at subsections 110.6(2) and 110.6(2.2) (qualified farm
or fishing property) and subsection 110.6(2.1) (QSBC shares) of the
Act. These provisions authorize only an individual, other than a
trust, to claim such exemption. However, subsection 110.6(12)
allowed a testamentary spousal trust to claim the capital gains
exemption following the deemed disposition (namely, the death of
the surviving spouse) of qualified farm or fishing properties or
QSBC shares held by the trust, subject to the exemption already
claimed by the spouse. This subsection was included in the Act to
prevent an unfair result. More specifically, without the existence of
this provision, only a spouse who received shares in outright owner-
ship rather than through a testamentary trust could have benefited

§24,200
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from the capital gains exemption on the disposition of such propet-

ty.*

Thus, notwithstanding paragraph 104(6)(b), a testamentary
spousal trust could claim a deduction in computing its income in an
amount equal to the lesser of the unused lifetime capital gains
exemption limit of the deceased spouse and the amount of the taxa-
ble gain of the trust determined under that subsection.

This effectively permitted claiming the same exemption that
would have been available had the trust actually sold the property
immediately before the spouse or common-law partner’s death and

the appropriate designations were made under subsections 104(21)
and 104(21.2).

However, alter ego trusts and joint spousal or common-law
partner trusts were not entitled to claim the capital gains exemption
for the year of death of the beneficiary.

As mentioned above, subsection 110.6(12) was repealed as of
January 1, 2016, due to the introduction of subsection 104(13.4) of
the ITA, which initially provided that the gains and other income
arising from the deemed disposition of the trust property upon the
spouse’s death would be deemed to be payable to the spouse in the
spouse’s terminal taxation year. As a result, it would have heen
included in the spouse’s income and, if the spouse had a remaining
capital gains exemption, it could have been applied to capial gains
from property eligible for the exemption. As explained above, the
capital gains exemption can still be claimed by the-beneficiary
spouse if an election is made under paragraph 104(13.4)(b.1) of the
ITA, provided that the testator died before 2017,

Regarding shares of a private corporation, in order to claim the
exemption, the shares disposed of must qualify as QSBC shares. The
definition of QSBC shares in subsection 110.6(1) requires, among
other things, that throughout the 24-month period immediately pre-
ceding the time of the disposition by an individual, the shares not be

*We refer the reader to Technical Interpretation 2003-0030105, October 10, 2003, which

illustrates the relation between section 74.2 and subsections 73(1), 104(4), and 110.6(12) of
the ITA.
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owned by anyone other than the individual or a person or partner-
ship related to the individual, Subparagraph 110.6(14)(c)(ii) sets out
the criteria to determine which persons are deemed_ relategl to a
personal trust in connection with the 24—m9nth holding period. In
the case of shares bequeathed by an individual to a testamentary

spousal trust, the CRA indicated’ as follows: .

For the purposes of the definition “qualified small business cor-
poration share”, in section 110.6, the spouse trust ywll be
deemed to be related to the deceased spouse if, at the time the
trust disposed of the shares, all of the beneficiaries of the spouse
trust are related to the deceased spouse or would have been so
related if the deceased spouse were living at that time, pursuant
to subparagraph 110.6(14)(c)(ii} of the Act.

As €uch, for purposes of the definition of QSBC _shares, a per-
sonal(tiust is deemed ““in respect of shares of the capltal. stock gf a
corporation, to be related to the person from whom it acquired
Shose shares where, at the time the trust disposed of the shares, all of
the beneficiaries (other than registered charities) of the trust were
related to that person or would have been so related if that person
were living at that time.”¢ Further, subparagraplh 110.6.(1_4}(_6)(0
provides that the trust is deemed to be related to its beneficiaries.

124,300 Preventing Double Taxation

Where a testamentary spousal trust holds shares of a private corpo-
ration, we must consider whether there is a .ris:.k of double taxation,
in particular, following the death of the surviving spouse. In such an
event, certain concepts particular to corporate taxation must be
considered, namely, the fact that the cost of the assets owned by the
corporation is determined independently from the cost of the_ shares
owned by the shareholders. Hence, in some cases, transferring the
proceeds of disposition received by the corporation on the d1_sp051-
tion of its property to its shareholders may not be achieved w1thout
a cost. As discussed above, based on the January 15, 2016, leg_1§1a-
tive proposals, the taxes triggered upon the death of the surviving
spouse will be payable by the trust.

5 Technical Interpretation 9228450, October 16, 1992.
SITA, s. 110.6(14)(c)(i).
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Upon the death of the surviving spouse, the testamentary
spousal trust is deemed to dispose of all of its property pursuant to
the provisions of paragraph 104(4)(a) of the ITA. This usually trig-
gers a capital gain inside the trust. Where the trust holds shares in
the capital stock of a private company, the increase in value of the
assets owned by the company is reflected in the FMV of the shares
held by the trust. Notwithstanding the taxation on the capital gain
realized by the trust on such shares, there is no corresponding
increase in the ACB of the property held by the company. If, subse-
quently, the company sells its assets, there is a risk of double taxa-
tion to the extent that the increase in value of the assets held by the
company would be taxed upon the deemed disposition of the shares
(first capital gain), and subsequently upon the disposition of the
assets (second capital gain).

While various solutions exist to mitigate the potential for doub-
le taxation, we must be cautious in their application. The appropri-
ate steps must be taken and proper elections must be filed within the
prescribed delays.

Some of the solutions available include the loss carry-back plan
discussed at 924,310 and the tax cost step-up or “bump” discussed
at 924,330. The latter technique may involve the distribution of
shares held by the trust to its beneficiaries, as discussed at 924,332,
or the use of two classes of shares in order to separate voting rights
from other features related to the shares, as explained at\§24,334.

124,310 Loss Carry-Back

As a general rule, where a taxpayer, on death, owns shares of a
closely-held Canadian-controlled private corporation, the legal rep-
resentative of the estate (referred to as a liquidator for Quebec civil
law purposes) may, by way of the repurchase of the shares by the
corporation or the winding-up of the corporation, eliminate the risk
of double taxation. Subsection 164(6) planning could be implement-
ed to deal with potential double tax to the estate/beneficiaries; a
capital loss realized in the course of this planning can be carried
back to the taxpayer’s final taxation year and used to offset the
capital gain in the taxpayer’s terminal year, the whole to the extent

124,310
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that the filing requirements set out at subsection 164(6) of the Act
are met, and provided that the estate qualifies as a graduated rate
estate under subsection 248(1) of the ITA.

A testamentary spousal trust cannot make an election under
subsection 164(6), however. As such, Where a testamentary spousal
trust holds shares of a private corporation, as seen at 124,300, th'ere
is a risk of double taxation; one must fook to an(.)ther relieving
provision to eliminate this potential for double taxation.

As previously mentioned, upon the death of the survivigg
spouse, the deemed capital gain cannot normally be deducted in
computing the trust income to be allocated or 7trameferrec_l to the
surviving.spouse and taxed in his or her hand.s. Th‘e capital gain
resulting from the deemed disposition of assets, including shares of a

rivaté corporation, is taxed at the testamentary spousal trust level.
“ie ACB of the shares held by the testamentary spousal trust is then
:ncreased to the FMV of the shares. Paragraph 104(4)(a) of the ITA
refers to a disposition of property by the trust for proceeds of
disposition equal to the FMV and the reacquisition for an amount
equal to that FMV. Where the winding-up of the company creates
the cancellation of its shares, this also results in a disposition for tax
purposes.® As the winding-up dividends do not fprm part of thg
proceeds of disposition of a share in accordance.wﬂh Paragraph (7)
of the term “proceeds of disposition” as defined in section 54 of the
Act, a shareholder will often realize a capital loss at the time of the
winding-up.

To alleviate the double tax, one could consider winding-up the
corporation following the death of the surviving spouse. In such a
case, it is usually possible to carry back the capital loss created on
the disposition resulting from the repurchase of the shares to offset
the deemed capital gain relying on paragraph 111(1)(b) of the ITA
and reduce the taxable capital gain of the trust, so long as the trust
itself continues to exist, as discussed below at paragraph 24,320.
Paragraph 111(1)(b) does not include the strict qualifications found

TITA, 5. 104(6)(b).

8 The definition of “disposition” pursuant to subsection 248(1) of the ITA includes the
redemption or cancellation of shares.
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to the child, will it reduce his or her benefits received from the
government? If so, to what extent? Who will be the best person to
manage property left as an inheritance to this child? In such cases, it
is important to consider whether or not it would be advisable tg
establish a trust to secure the child’s future. The question as tg
whether a trust should be created becomes even more important
when the financial resources of the parents are limited. Parents may
choose to reduce the bequests to their non-disabled children so as tg
ensure that their disabled child will have enough resources to live
on, or leave it to the government or to their other children to see to
the welfare of the disabled child. Some trusts, such as lifetime benefit

trusts or testamentaty trusts, may prove to be invaluable in this
context.

This chapter discusses, primarily, rollover provisions applicable
to a registered retirement savings plan (“RRSP”), registered retire-
ment income fund (“RRIF”), or registered pension plan (“RPP”) in
favour of a qualifying trust, including the lifetime benefit trust and
qualifying trust annuity. Incidentally, this chapter discusses other
types of trusts, whether inter vivos or testamentary, which may be
put in place to ensure comfort and support for a child with special
needs, including the qualified disability trust. The impact of the iise

of trusts on government programs available to a child is hiseily
covered in this chapter.

1140,100 Transfer of an RRSP, RRIF, or RPP at Death
140,110 Transfer From an RRSP Upon the Annuitant's Deati;

Where the annuitant under an RRSP dies, he or she is deemed to
have received as benefits under an RRSP, an amount equal to the
FMV of the property included in the plan at the time of death. The
RRSP amount is brought back into the income reported on the
deceased’s terminal tax return under paragraph 56(1)(h) and subsec-
tion 146(8.8) of the ITA. Under subsection 146(8.9), there may be
deducted from the taxable income of the deceased the refunds of
premiums’ paid out of the RRSP, following the death of the annui-

LITA, s. 146(1), definition of “refund of premiums™.
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tant, as a lump-sum payment to the spouse or common-law partp‘i:é
af tl;e annuitant (before the maturity date of the plan), or toa chi

O randchild of the annuitant (before or after the maturity c%ate)
Orhg was, immediately before the annuitant’s death, financially
W 5 )

dependent® on the annuitant.

Amounts received by the spouse or common-law partner the}t
qualify as refund of premiums canlbe transferred to the s%og(s)els
RRSP, or used to purchase an annuity pursuant to paragrap (0
of the ITA, and give rise to an offsetting deduction.

The payment of tax on money received is delayed- unFil wi}tlh—
drawals from the RRSP are made by ‘the spouse, or until his orf. er
death. Otherwise, the refund of premiums is taxable to th]i bzne ici-
ary ander subsection 146(8) and paragraph 56(1)(h) of the Act.

In addition, clause 60(/)(ii)(B) provides tlhe opportunity to %se
the refund of premiums to.purchase an annuity for the bengflt 0 ha
child or grandchild of the deceased for a period not excee 11111g the
difference between age 18 and the age of the beneﬂuary at the time
of purchase of the annuity. The annuitant under this type of annmtg
may be a child or grandchild who was fiependent on the dicease
taxpayer, or a trust under which the child or gr‘andchlld who was
financially dependent on the deceased person is the s_ole k1:61:5.0{1
beneficially interested in amounts payable un_der the annuity erim—
after called “fixed-term annuity”). An offsetting deduction may then
be claimed, which allows spreading out the tax payments over sever-
al years.?

140,120 Transfer From an RRIF Upon the Annuitant’s Death

Where an annuitant who was receiving benefits from a RRIF dies, he
or she is deemed to have received, immediately before death, an

11TA, 5. 146(1.1). _ .

3Iger;ain elec(tion)s may be made by the deceased’s legal rep}'esentatlve 50 th:i: alr%c;ul}:slgalcti lt;;
the estate qualify as a refund of premiums under subsection 146(8.1) of t eh A : uzﬁd_
noted that this subsection was amended so that ?ayrnents made to a trust ¢ actl‘m al m: o
ary under the deceased’s estate can qualify as if the payment.s were madf:f. u:c.t y uc[; g
beneficiary. This subsection now makes reference to a bcqef161ary, as define bm sﬁdau
tion 108(1) of the ITA, under the deceased’s estate. As such, it includes a person bene y
interested in a trust as defined under subsection 248(25) of the ITA.
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amount equal to the FMV of the RRIF at the date of his or her
death.* Similar to the regime applicable to RRSPs, rollover provi-
sions allow, in some cases, the transfer of “designated benefits”> i
favour of a spouse or common-law partner, or to children or
grandchildren who are financially dependent on the annuitant. As
result, the estate of the deceased may deduct designated benefits paid
to these persons from the RRIF amount otherwise taxable. The
amount received by the beneficiary is to be included in his of her
income under subsection 146.3(5) and paragraph 56(1)(¢) of the
ITA. However, any amount received that qualifies as a designated
benefit may, in certain cases, give rise to an offsetting deduction
under paragraph 60(/) and subsection 146.3(6.11) of the Act.¢

For example, a spouse or common-law partner may claim an
offsetting deduction if the RRIF received is transferred to his or her

own RRIF and, consequently, delay the payment of tax on that
amount.

An offsetting deduction is also available where designated bene-
fits are utilized for the purchase of a fixed-term annuity for the
benefit of a child or grandchild financially dependent on the annui-
tant, similar to the rules for RRSPs.

140,130 Transfer From an RPP Upon the Annuitant’s Death

Regarding an RPP, the beneficiary who receives money under this
plan must include it in computing his or her income.”

A rollover is available if the funds are transferred-fi the benefit
of a spouse or common-law partner of the deceased to an RPP,

RRSP, or RRIF where the spouse or common-law partner is the
annuitant. ®

Under paragraph 60(J) of the ITA, the amount received under
an RPP by a child or grandchild financially dependent on the annui-

*TTA, 5. 146.3(5) and (6).
SITA, s. 146.3(1), definition of “designated benefits™,

6 As an example, see Technical Interpretation 2016-0627341R3 (published in 2016).
7ITA, s. 56(1)(a)(i).
81TA, 5. 147.3(7) and (9).
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rant, as a result of the latter’s death, can be usec.i to purchase a

fixe;l—term annuity and permit an offsetting deduction in a manner
9

similar to the rules on transfer from an RRSP.

(40,200 Offsetting Deduction Under Paragraph 60(/) of the ITA

As mentioned above, under certain conditions, RRSPS? RRIFS_,1 dand
RPPs can be rolled over to a spouse, or dependent minor chi dpr
randchild, through an inclusion/deduction mechanism. ﬁ% 1;3
cussed at 140,110 for RRSPs, at 1]4Q,120 foruRRIFs, aqd atilj[ ; :
for RPPs, an eligible taxpayer must include, in computing his 01’1 erf
taxable income, certain lump-sum payments received as a lrlesu tlo
the deati of his or her spouse or common-law partner. Simi E}llr ru es:
apply(following the death of the father, mother, grandfatfe}:l:1 or
granﬂznother of a taxpayer who was dependent on one of those

l;‘;"s()ns.

When all the conditions are met, p.araglraph 60(1) enz}bles SLl1f:h a
taxpayer to claim an offsetting deduqtlon in respect of, mtmi1 alia, a
payment made by him or her, or on his or her behalf, to purchase an
annuity that meets the requirements in this paragraph.

The offsetting deduction may be claimpd in respect of a hge
annuity under clause 60(/)(ii)(A), under Whu:h the taxpa.yerf is the
annuitant. It may also be in respect of a -flxed—terr.n annuity for the
benefit of a minor for a term not exceedmg the differencelble_twem}
age 18 and the age of the annuitant at the time of the acquisition ](;
the annuity, as provided under clause 60(/)(ii)(B). Claus;: 60(.!)(‘11)151 )
requires that the minor be the annuitant und‘er the annuity. This fals
the effect of allowing the offsetting deduction only in respect of a
fixed-term annuity having a minor child as the annuitant.

However, under section 60.011 of the Act, t.he offsetting deduc-
tion under paragraph 60(/) may be claimed w1th“respe?ct't0 three
types of annuities under subsection 60.01.1(2) (“qualifying trgst
annuities”). This deduction is available prqwded that a trust (1}1’1 er
which the taxpayer is a beneficiary) is designated as the annuitant,

? See paragraph 104(27)(c) of the ITA if the payment from the RPP is made to a testamentary
trust.
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and that the annuity is purchased with funds from an RRSP, RRIF,
or RPP following the death of the spouse, common-law partner,
father, mother, grandfather, or grandmother of the taxpayer. These
funds must firstly be included in computing the income of the tax-
payer. These three types of annuities are discussed below.

140,300 Offsetting Deduction Under Paragraph 60(/) of the ITA
and Qualifying Trust Annuity

A lump sum received from an RRSP, RRIF, or RPP following the
death of the annuitant may be transferred on a rollover basis to one
of the trusts prescribed under subsection 60.011(2) of the ITA,
which deals with qualifying trust annuities. The offsetting deduction
that permits this result is found under paragraph 60(/). Section
60.011 clarifies the application of this offsetting deduction in situa-
tions where a trust is named as the annuitant under an annuity
purchased with funds from an RRSP, RRIF, or RPP.

In addition, subsection 60.011(3) allows the taxpayer who is a
beneficiary of the trust to claim the offsetting deduction under para-
graph 60(/), even though he or she is not the annuitant underihe
annuity contract or if the annuity is purchased by the trust oz the
estate of the deceased individual rather than being paid by the tax-
payer or on his or her behalf. This paragraph was enacted specifical-
ly so that the beneficiary of the trust is not denjed the offsetting
deduction under paragraph 60(l). The taxpayer must make the elec-
tion to have subsection 60.011(3) apply in his or her tax return filed
for the year in respect of which the amount would have been deduct-
ible by virtue of paragraph 60(J) if he or she had paid the purchase
price of the annuity. A transitory measure provides that an election
is deemed to have been made for a taxation year ending before 2005

if the taxpayer claims in his or her tax return a deduction under
paragraph 60(/).

Where a trust is named as the beneficiary of the annuity, one
must therefore refer to section 60.011.

140,300
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Subsection 60.011(2) describes what constitutes a qualify_(ipg
trust annuity with respect to a taxpayer. The three types of annuities
are discussed below at 940,310, 140,350, and 940,360.

740,310 Qualifying Trust Annuity — After 2005

Mental Infirmity

Paragraph 60.011(2)(a) of the ITA de_als w'ith annuities pprchasgd
after 2005 and under which the annuitant is a trust Fhat is, at the
time the annuity is acquired, a lifetime bene{t’]t trust with respect to
the taxpayer and the estate of a deceased 1_nc_11v1dual. The l1fet1m§
benefit trust is defined in section 60.011. This is a trust under whic
a mentally infirm surviving spouse or common-law partner, or a
child‘o? grandchild who was dependent on “Fhe deceased for-sppport
because of mental infirmity (the taxpayer), is the sole beneflcu_iry. It
1 tmportant to note that physical disability is not covered. Chﬂdrep
who are physically disabled but mentally capable may not access this
provision.

Trust and Annuity Provisions

To qualify as a lifetime benefit trust, the trust must be a personal
trust with trustees who are empowered to pay amounts from the
trust to the taxpayer, and who are required, ir} determining whether
to pay an amount to the taxpayer, to consider the- needs of the
taxpayer, including his or her comfort, care, and maintenance.

The annuity can be a lifetime annuity with or without a guaran-
teed period, or a fixed-term annuity to the-age Qf 90 of the taxpayer.
If the annuity has a guaranteed period or is a fixed-term annuity, its
terms must provide that in the event of the degth of the taxpayer
during the term of the annuity, amounts qtherms_e payable after the
death of the taxpayer will be commuted into a single payment.

Under a life benefit trust, no person other than the taxpayer
may receive or otherwise obtain the use of, during the taxpayzr s
lifetime, any of the income or capital of the trust. This means that
even though the trustee is not obliged to pay all the income or
capital to the beneficiary, no person other than the beneficiary may

140,310
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in whole years of the taxpayer at the time of purchase of the annuj.
ty. The annuity must be purchased after 1988, and the annuitant
must be a trust under which the taxpayer is the sole person benefi-
cially interested in amounts payable under the annuity. To that
effect, the right of a person to receive an amount from the trust only
on or after the death of the taxpayer is not considered. When the
annuity is purchased after 2005, its terms must provide that in the
event of the death of the taxpayer during the fixed term, any
amounts that would be payable after the death of the taxpayer be
commuted into a single payment. This means that if the minor dies
before all annuity payments are received, a lump-sum payment rep-
resenting the present value of future payments must be made. In
such an event, the normal pension cannot continue to be paid to the

heirs of the child.

140,360 Qualifying Trust Annuity — Mental or Physical Infirmity (2000-2004)
and Mental Infirmity (2000-2005)

Paragraph 60.011(2)(c) of the ITA focuses on the life annuity that is
acquired after 2000 and under which the annuitant is a trust under
which the taxpayer is the sole person beneficially interested in
amounts payable under the annuity. The annuity can also be a
fixed-term annuity having a term equal to 90 years minus the age of
the taxpayer at the time the annuity is acquired. To this =i, the
right of a person to receive an amount from the trust only.Gtor after
the death of the taxpayer is not considered. The taxpayer had to
have an infirmity at the time of purchase of the aitnuity, and the
annuity had to be purchased before 2005 if he cr-2he’had a physical
infirmity, and before 2006 if he or she had a mental infirmity. These
are transitional rules.

140,500 Attribution Rule

Section 75.2 of the Act contains an attribution rule that applies to a
qualifying trust annuity covered under subsection 60.011(2) of the
ITA, and deductible under paragraph 60(/) of the ITA in computing
the taxpayer’s income. Any amount paid out of or under the annuity
after 2005, and before the death of the minor beneficiary or the
beneficiary having an infirmity, is deemed to have been received at

740,360
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that time by the taxpayer rather than by .the trust.'* The annuity is
not taken into account in computing the income of the trust. There
is, therefore, no possibility of splitting the annuity income between
the trust and the beneficiary.

Where the beneficiary dies after 2005, an amount equal to the
EMV of the annuity at the time of death is deemed to have been
received by the beneficiary immediately before. death. To prevent the
beneficiary from being subject to double taxation with respect to the
annuity, the value of the annuity is ignored in the calculation of the
FMV of his or her interest in the trust, as a result of the deemed
disposition of his or her interest immediately before death for the
purpose of subsection 70(5) of the ITA.

Jesordingly, all income of the trust must be reported on the
incéme tax return of the beneficiary, whether received or not. Thege
~mounts are potentially accessible to government agencies .a[.lc.l min-
stries for the purposes of determining the beneficiary’s eligibility for
“means-tested”” disability support programs.

{40,600 Impact of a Trust on Government Support Programs

Many parents face challenges when trying to plan for a disabled
beneficiary. Trust planning must consider how best to structure
income and capital payments from the trust to ensure that the dis-
abled beneficiary is adequately cared for and, . wh§re
needed, maintains government benefits. Whether the trust is a life-
time benefit trust or another type of trust, the terms of the trust may
impact opportunities for the beneficiary to receive government bene-
fits. Most government disability payments bear relation to the
amount of income being received by the disabled person. One could
possibly think that by setting up a discretionary trust for tl_je dis-
abled person, his or her interest in the trust should have no impact
on his or her government benefit entitlements. As a genergl rule, the
trustees would have total discretion to pay or not to pay income Or
capital to the beneficiary. Out of a sense of extra caution, other
beneficiaries could be named under the trust in addition to the

HITA, 5. 56(1)(d.2).
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disabled person. In such a case, if the trust is provided in a will, the
testator could express to the trustees, in a separate document (letter

of wishes), his or her wishes regarding how the trust assets should be
distributed.

A type of trust called the “Henson trust” will often be used in
order to protect the beneficiary’s government benefits.

Legislation in several of the provincial and territorial jurisdic-

provides disability benefits for disabled persons. Provisiong
defining what is included in the calculation of a person’s “assets”
usually include a beneficial interest in a trust. As such, if a trust gives
a disabled person a vested beneficial interest, such as a life interest,
or includes a requirement that the trustees provide for the mainte-
nance of the disabled person, the value of that beneficial interest will
be included in the asset calculation and may make the disabled
person no longer eligible for benefits under legislation.

tions

One method that seems to address this problem is to give the
trustees an absolute discretion to make a payment out of the income
or capital of the trust in favour of the disabled person. Since the
trustees have an absolute discretion, the disabled person has no right
to enforce payment from the trustees and therefore has no vested
interest in trust funds until they are paid out to him or her. Provii-
cial legislation has to be reviewed before implementing a discéetion-
ary trust to maintain government benefits.

In Ontario, this strategy is recognized, and the He{sof trust is a
type of trust often used to protect government benefiis. The Henson
trust finds its source in the Ontario case of Ontaric v. Henson. ™

In Henson, regulations under the Family Benefits Act at the
time provided that a person was not entitled to an allowance under
the legislation if the person had liquid assets in excess of $3,000.
The definition of “liquid assets” included, among others: cash,
bonds, an interest in real property, a beneficial interest in assets held

in trust and available to be used for maintenance, and any other
assets readily convertible into cash.

15 (1987), 28 E.T.R. 121, affd (1989), 36 ET.R. 192 (Ont. CA).
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The father of Audrey Joan Hensonl, a m.enta.lly handicapped
on, had included a trust for her benefit in his W}ll. The trust was
ersn , discretionary. In paying income and caplltal, the trustees
mtaldy xercise their absolute and unfettered discretion and pay What
B ceonsidered advisable from time to time for the berlleﬁt of
glzrey, The representative of the Ministry pf Community and
Social Services argued that Audrey was not entitled to‘ Iﬁlalntenﬁgc;cl
der the Family Benefits Act since she had assets worth more tha
gg 000, consisting primarily of the value of her interest in the trust.
F

The decision of the Divisional Court, which the. Couliftt}(l)i
Appeal agreed with, was to the effect that as the ‘I::rowlsmnsA(l):l P
will give~the trustees absolute and unfettered dlslc:rEt'l?nﬁ ! Wer);

1d st compel the trustees to make payments to her if there w
COIE fuirds available to her under the Family Benefits Act, su_ff1c1ep£
:1;? lﬁeét her needs. Therefore, according to the C_]ou}:t,dA;dﬁ); nd; :
abt have a beneficial interest, as that term is used in the defini

liquid assets.

In Henson, the Court came to the colnc.:lusion that as§et? 1’(11613 in
a discretionary trust for a disabled beneficiary were n(t)fl_mc él e Oari
assets for purposes of eligibility for the Qntar1o Dlsa 1.1tyr Egpital
Program, since the beneficiary lhad no rights to income or cap
apart from what was paid to him or her.

As a result of this case, the term “Henson Frust” is now used in
Ontario to describe trusts which are drafted in suf:h a \n(fiay as n0
avoid the trust being declared as an asset of a handicappe pegfloe:;
This term is not used in other provinces, alt.hough many provinc
have similar rules, including British Columbia.

It should be noted that although a discreltilonary trust may allow
the beneficiary to receive provincial disability beneﬁts, the trust
assets may affect eligibility for other types of assistance.

The BC Court of Appeal decision in S.A. v. Metro_Van_co»lgz_ffr
Housing Corporation's is an example. S.A. is.a person W1_th dl}ia i hl-
ties who was living in a subsidized rental residence provided by the

162017 BCCA 2.
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gains exemption on the sale of QSBC shares. The creation of a trust
may also appeal to a professional who wishes to incorporate his op
her practice, a business owner who is planning an estate freeze, or an
individual who would like to split income with family members vig a
trust funded with a low or no-interest loan. In almost all scenarigg
involving an inter vivos family trust, the attribution rules must be
analyzed to determine whether or not they may have an impact on
the anticipated plan.

Chapter 11 of this book discusses the attribution rules in gener-
al, the conditions for their application, and exceptions to those
rules. This chapter addresses recent CRA technical interpretations,
more specific scenarios, and strategies aimed at preventing the appli-
cation of the attributions rules.

162,100 Attribution Rules and Suspended Losses —
Subsection 74.1(1) and Section 74.2 of the ITA

The CRA was asked' to comment on the following situation. Ms. A
and Mr. B each hold 50% of the common stock of Opco. Ms. A also
owns preferred shares of Opco with an FMV of $2 million, paid-up
capital of $200, and ACB of $1 million. Ms. A transferred half of
her preferred shares to Mr. B on a rollover basis, pursuant to sibsec-
tion 73(1) of the ITA. Five years later, the preferred sharest:eld by
Mr. B are redeemed by Opco for $1 million. The redemiption trig-
gered a deemed dividend and a capital loss. The deeined dividend
was attributed back to Ms. A. The question the. CRA was asked
to answer was whether the capital loss should be aitributed to Ms, A
under paragraph 74.2(1)(b), or if the loss should be added to the
ACB of the common shares held by Mr. B, pursuant to para-
graph 40(3.6)(b) of the Act.

The CRA indicated that the capital loss would not be attributed
back to Ms. A, but would rather be denied under para-
graph 40(3.6)(a). The capital loss would be added to the ACB of the
common shares held by Mr. B. Upon the sale of the common shares,

! Technical Interpretation 2011-0427461ES, January 9, 2012. See Technical Interpretation

2009-0317041E35, July 20, 2009, for a discussion on spousal attribution where a joint line of
credit is used.

962,100
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any capital gain or capital loss would not be allocated to Ms. A
under subsection 74.2(1), as the common shares do not represent
property (or property substituted therefor) lent, or transferred by
Ms. A to Mr. B.

162,106 Discretionary Dividend Shares and Attribution Rules

In Technical Interpretation 2016-0626781E5, dated March 14,
2016, the CRA was asked about the tax consequences for the share-
holders of a corporation and the tax consequences for the corpora-
tion itself that may arise on the issuance of shares that carry an
entitlement to discretionary dividends for nominal consideration
and thé payment of any discretionary dividends from suc':h shar(?s. A
shafeholder of a private company wanted his corporation to issue
discretionary dividend shares to his spouse for a nominal amount.

The facts are as follows:

e Mr. A owns 100% of the issued and outstanding shares of
Opco (i.e., one Class A common share).

e The Class A common share has a fair market value of
$1,000,000.

o Opco has $500,000 of retained earnings.

e Opco is looking at issuing one Class B preferred share to
Mr. A’s spouse (Mrs. A) for nominal consideration.

Following the issuance of the Class B preferred share to Mrs. A,

two scenarios are considered:

e Scenario 1: Opco immediately declares and pays out a
$100,000 dividend on the Class B preferred share. Such divi-
dend would then reduce the FMV of Opco and the one Class
A common share by the same amount.

e Scenario 2: Opco declares and pays out a $100,000 di‘lvidend
on the Class B preferred share, but only after earning an
additional $100,000 of income subsequent to the issuance of
the Class B preferred share to Mrs. A and only as long as the
FMV of Opco after such dividend is not less than
$1,000,000.

962,106




438 Strategic Use of Trusts in Tax and Estate Planning

After analyzing the proposed scenarios, the CRA indicated that
subsection 56(2) of the ITA should not apply under the circum-
stances, provided that proper consideration was given for the Clags
B preferred share when issued. But the CRA does not comment op
whether or not the consideration paid for the Class B preferred share
was appropriate. According to the CRA, the tax consequences relat-
ed to the issuance of the Class B share will depend on the FMV of
the share at that time. The CRA could conclude that subsec-
tion 15(1) of the ITA applies upon the issuance of the Class B
preferred share, particularly if the amount that is being paid by
Mrs. A as consideration for the share does not represent the FMV of
such share at the time of subscription.

Alternatively, it may be possible to conclude that Mr. A rather
than Opco is conferring the benefit to Mrs. A. If it could be demon-
strated that there was a transfer of economic interest in Opco from
Mr. A to Mrs. A, Mr. A would be considered to have disposed of a
right, interest, or right to dividends in Opco to Mrs. A. Consequent-
ly, since Mr. A and Mrs. A are spouses, the automatic rollover
provision in subsection 73(1) would apply such that the disposition
of Mr. A’s economic interest would be at cost (unless they elect out
of the rollover under subsection 73(1) of the ITA).

If the rollover applies, subsection 74.1(1) of the ITA wwould
apply to attribute back to Mr. A any dividends paid on the Class B
preferred share held by Mrs. A.

162,110 Corporate Attribution Rules — Subsection 74.4(2) of the
ITA

The CRA was asked for its views on five scenarios concerning the
application of subsection 74.4(2) of the ITA, which is a deemed

interest rule. This rule comes into play frequently in the context of
an estate freeze.

As discussed in Chapter 11 of this book, for the corporate
attribution rule to apply, we first need a loan or transfer of property
from an individual to a corporation. Transfers or loans between two
corporations are not captured by the corporate attribution rule.
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Second, it must be reasonable to consider that one of the main
purposes of the transfer or loan is to reduce the income of the
transferor and to benefit, directly or indirectly, a person who is a
designated person in respect of the transferor. For the purposes of
the Act, a designated person is defined as the spouse or common-law
partner of the individual or a person who is under 18 years of age
and who does not deal with the individual at arm’s length, or who is
the niece or nephew of the individual.?

Third, the designated person must be a specified shareholder of
the corporation. Generally, a specified shareholder is a person who,
directly or indirectly, holds at least 10% of the issued shares of any
class of shares of the capital stock of the corporation. For this
purpose( a ‘beneficiary of a discretionary trust is deemed to own
100% 0 the shares held by the trust in a corporation.® Finally, the
corporation is not an SBC pursuant to subsection 248(1) of the ITA.
Lawyers and notaries who draft trust deeds must exercise great
creativity to protect their ¢lients against the adverse tax impacts
often related to the corporate attribution rule. In a context where
there is no assurance that the corporation that implements an estate
freeze will at all times retain its status as an SBC, the application of
subsection 74.4(2) is not only theoretical. As mentioned above, this
ateribution rule is a deemed interest rule. Thus, the transferor or
lender must include, in computing his or her income, a deemed
interest corresponding to interest calculated at the prescribed rate.
The deemed interest amount is equal to the prescribed rate, multi-
plied by either the value of the shares received in exchange for the
property transferred or the amount of the loan outstanding, as appli-
cable. This amount may be reduced with interest received on the
loan, or if taxable dividends under subsection 82(1) (i.e., the
gross-up dividend) or 90(1) of the ITA are paid by the corporation
to the transferor. Interestingly, this attribution rule applies even if
no income is paid to designated persons.

The corporate attribution rule will not apply, however, if the
conditions under subsection 74.4(4) of the Act are met. If under the
trust’s terms the designated person may not receive or otherwise

% Subsection 74.4(1), which refers to subsection 74.5(5) of the ITA.
SITA, s. 74.4(2) and 248(1), definition of “specified shareholder”.
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obtai ’s i

perso?l ‘the gse. of any of the trust’s income or capital while th

e is a hes1gnated person in relation to the individual lender ;
eror, then the corporate attribution rule will not apply .

Relvi .
- giy;legvsnt.the.subsectloxll 74.4(4) exception, however, has the
. nting income-splitting opportuniti i .

to _ ; ities with a spo
‘ : us
rzitrfcttlggb tl?ose with minor children. More specifically tlf)le csrand
proevfdm ﬁ]tlon rule does not normally apply where th;: trust ds Oci
7 er:S that a spouse or minor child (or, more precisely, a design;t
incgm on) may not receive or otherwise obtain the use of any of th-
i d: or cap(lital of the trust while being a designated pell;son ans

signated person has not, in f '

‘ act, received '
e 10t, 3 or otherw
5 t;lr;idtihe ?SE ofhany of the income or capital of the trust provilj{e

e trust has not made any d ion i : :
. . y deduction in computing j
« ! . uting i
" p};&s in relfcpegt oj any income that has been paid to suchpdesiggnais
person. It the designated person is i i _
. de a minor child { i
nephew), this provision will i i 18 yoarah
_ apply until the minor attai
age. With respect to a s s o
. pouse or common-law part ' isi
gt : partner, this provisi
mOL ei];‘}?vly ast long Fshthe designated person is the sijousepor cor(;n
- partner of the transferor. This -
art 1 means that as |
transferor is alive, the o i
: » the spouse or common-law partn i
any income or capital from th "2 breakdowd
. e trust, unless there is a b
ik ( 2 e is a breakdown
Sectioﬁ&;;aﬁz)o; comlglon-llaw partnership, as provided undey su;f
-2(4). Accordingly, it would not be i =
o . . ' ( possible toatiribu
in)iizli cap1(tial galns_ to a minor beneficiary if that claugs ‘s includetg
n e rust deed. Wlth respect to dividends, the tax o 8plit income
e y rei{ru;ts sihttmg dividend income received om a private
any. As for the spouse or com 1 >,
coms i mon-law partner, the only bene-
] 3211(1:;1;]1_11‘.17%'. lz}l(ni)or ?ei asba beneficiary of a trust that inclu}c;es the
. safe harbour provision Id be i
jubsect ; : would be in the case of a
e (;(\;VII; of ftfht; }felatlonshlp, where the transferor, nevertheless
fallowine }fni it klcS{ or her former spouse or common-law partne;
e breakdown of the relationshi i i
' ip or following his
death. Otherwise, the spouse is a designated person. Alior S

The five previousl ' i
' : y-mentioned scenarios concerning th '
cat1lon of gubsectlon 7{!.4(2) of the ITA submitted to thegCRiAaxI:JlZil
analyzed in the following technical interpretations. i
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fechnical Interpretation 2015-0613401E3, Dated December 8, 2015

Under scenario 1, X would hold all the shares of Opco and his
spouse would be the sole shareholder of Holdco. Opco would use
surplus cash to purchase preferred shares of Holdco. Holdco is not

an SBC.
The question was whether or not subsection 74.4(2) of the ITA

would apply to this scenario.

After reviewing the conditions that have to be met under sub-
section 74.4(2), the CRA indicated that under this scenario, the
surplus cash used to purchase the Holdco shares never belonged to
%. X watld not be deemed to have transferred assets to Holdco.
Subsection 74.4(2) of the ITA would not apply. The CRA referred to

another technical interpretation that indicated:*

... generally speaking, in situations where a controlling share-
holder/director of a particular corporation approves a transfer or
loan of property by the particular corporation to another corpo-
ration and the property transferred or loaned may be considered
to come from the particular corporation’s retained earnings (for
example, internally generated cash or investments of the particu-
lar corporation) such that the property would not represent
property paid or transferred to the particular corporation, direct-
ly or indirectly, by the individual, it is our view that the transfer
or loan of property to the other corporation would not be con-
sidered to have been made, indirectly, by the individual for the
purposes of subsection 74.4(2) of the Act.

Under scenatio 2, X would hold all the shares of Opco and his
spouse would be the sole shareholder of Holdco. Opco would
declare and pay a dividend on X’s common shares using high-low
preferred shares. As such, the preferred shares would have a nominal
paid-up capital and a high redemption value. X would transfer his
high-low shares held in Opco in favour of Holdco in consideration
of Holdco preferred shares using the rollover provision under sub-
section 85(1) of the ITA. Opco would use its surplus cash to redeem
its preferred shares held by Holdco, which is never an SBC.

The question was whether or not subsection 74.4(2) of the ITA

would apply to this scenario.
4 Technical Interpretation 2002-0147325, January 15, 2003.
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The CRA stated that under this scenario, X transferred shareg
to a corporation that does not qualify as a small business corpora-
tion. X’s spouse would be a designated person with respect to X
Subsection 74.4(2) of the ITA could therefore apply to this transfer

provided all the other conditions for subsection 74.4(2) to apply are
met.

Under scenario 3, X would be the sole sharcholder of Opco,
which is not an SBC. Opco would declare and pay a stock dividend

using high-low preferred shares. X’s spouse would then subscribe to
Opco common shares.

Regarding the third scenario, the CRA stated that, technically,

subsection 74.4(2) would not apply to the issuance of shares for the
purpose of paying stock dividends.

Technical Interpretation 2015-0601561E5, Dated December 11, 2015

Under scenario 1, X is the sole shareholder of Opco. X implements
an estate freeze in favour of a family trust. Following the freeze, the
family trust owns all the common shares of Opco. The trust benefi-
ciaries are X’s spouse and children and Holdco, which is incorporat-
ed by the trust. To maintain its status as a small business corpora-
tion, Opco declares a dividend each year on the common shazes that
the trust designates as dividends paid to Holdco by the tiust.

Regarding this scenario, the CRA stated that subs<ciion 74.4(2)

of the ITA should not apply as long as Opco rematng-a small busi-
ness corporation.

Under scenario 2, X transfers his business assets to Opco under
a section 85 rollover in exchange for shares. Separate classes of
participating shares of Opco are issued to X’s spouse, their minor
child, and Holdco. X, his spouse, and their minor child would
subscribe to shares of Holdco. Each year, to maintain its small

business corporation status, Opco declares dividends on the class of
shares held by Holdco.

The CRA stated that as long as Opco remains a small business
corporation, subsection 74.4(2) of the ITA should not apply to X’s
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cransfer of assets to Opco or to the consideration paid lby X’s spoufsg
the acquisition of Opco shares. However, the cons1derat10n‘ pai

forX and his spouse for the acquisition of shares qf Holdco, v\rvlh.lch is
b)(;t 2 small business corporation, would tf:chnlcally constitute a
?ransfer of property by an individual (X or his spouse) to ;1 cor[;ori:
tion other than a small business corporation. Consequ}::nt j}cf},l su fZits
tion 74.4(2) of the ITA could apply, depending on the other

and circumstances applicable.

Exception Under Subsection 74.4(4) of the ITA

The CRA was asked to review, in two scenarios whtlzr'e a trust .}éaz airrl1
indirect-nterest in a corporation,_whether the condition }E)m\:uztion
paragtaph 74.4(4)(a) is met.’ This Paragraph refer; tot ih51 nation
where the only interest that the designated person g held bp -
t4+ion is a beneficial interest in shares of the corporation held by
trust. ) -

Under scenario 1, X is the sole shareholder of Opco.Tl?ln mtezt‘
vivos discretionary trust owns all the shares of Holﬁs:ﬁ: e g;:)sn
beneficiaries are X’s minor children. X exchanges all his cfog o
shares of Opco in consideration for preferred shares of Opco.
Holdco then subscribes the new common shares of Opco.

i her or not the condition
The question to the CRA was whet
under parigraph 74.4(4)(a) of the ITA would be met to the exte;llt
that the transfer would be made by X in favour of Opco and that the
trust would own shares of Opco through Holdco.

RA stated that as the shares of Opco would not be held
by tgehirist but would be held by Holdco, the COIllelOIll ur;der
paragraph 74.4(4)(a) of the TTA would not be met. This SEU?dIOH
could be corrected, however, should the trust, and not Holdco,
subscribe the new common shares of Opco.

In the second scenario, X owns all the common §hares of Opc}c()
1 and Opco 2. Opco 1 owns preferred shz.lres 1n_0pcc? 2.f
exchanges all his common shares of Opco 1 in consideration for

5 Technical Interpretation 2014-0549571ES, November 7, 2014.
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preferred shares of Opco 1. An inter vivos discretionary trust

then ;qbs;ribe to the new common shares of Opco yl Th o
beneficiaries are X’s minor children. X exchanges all h;s c -
shares of Opco 2 in consideration for preferred shares of (()Jlr;::r:ozn

The question to the CRA w
as whether or not the condit;
]I:_lﬁldel‘ paragraph 74.4(4).(51) of the ITA would be met with r;;i?:(:n
e transfer made by X in favour of Opco 2, to the extent that th(;

trust would i indi
s own shares of Opco 2 directly and indirectly through

With respect to the second situati
| ation, the CRA stated th
d;sgnated person would have two interests in Opco 2.6 Rf:gaart(:[ithe
; e }interest' tbat the designated person has in Opco 2 through O I‘:g
» the condition under paragraph 74.4(4)(a) of the ITA would nof b:

met as the preferred sha £0O
not by the trust, res of Opco 2 would be held by Opco 1 and

e {rﬁeacc:{!g;tii;r:tp;ragraph h74.4(4)(a) requires that the only interest
ed person has in Opco 2 is a beneficial ; i
shares of Opco 2 held b ince the interielil
: y a trust. Consequently, since the i &
the designated person in Opco 2 is held through Opco Ieai]ctieifst‘r ;)f

the trust, the diti
il condition under paragraph 74.4(4)(a) would ot be

Computation of the Deemed Interest

The CRA had to review the following scenario’ and comment on

t u

X is the sole shareholder of O '
: pco. X would like to impl
En} ;sFate freer: underl which he would exchange all of hif SIET':;
eld in Opco in consideration for redeemable preferred shares of

IIOWeVEI, tlle fact thﬂt a Cl)_lld WOUId be [lle bEI‘lChClaIy of two trusts hﬂldlng Sharﬁ'S of thE

capital stock of an operating com i
. . : pany would not, in and by itself i

. mappl.zcable. See Technica] Interpretation 2007&0254311E§ A;rzlrggdzrosﬁulibsecnon T
Technical Interpretation 2012-0449871E35, July 31, 2012 ’ , .
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Opco having a fair market value of $1,000,000. Following this share
exchange, a family trust (which includes X’s spouse and children as
beneficiaries) would subscribe to new common shares of Opco for a
nominal amount. X would then transfer his frozen shares to Holdco
in consideration for common shares of Holdco. X would be the sole
shareholder of Holdco. The assumption is that subsection 74.4(2) of
the ITA would apply to the estate freeze.

Following those transactions, Opco would redeem shares held
by Holdco in its share capital over time and would pay dividends on
those shares before paying dividends on the shares held by the trust.

The~CRA was asked the following questions:

(i Whether or not X would have to include a deemed interest
in his income under subsection 74.4(2) of the ITA?

(2) If so, should the deemed interest be computed on the value
of the frozen shares held by Holdco in Opco or on the
common shares held by X in Holdco?

(3) Would the redemption of preferred shares by Opco reduce
the outstanding amount on which the deemed interest is

calculated?

(4) Do the dividends paid on the common shares held in
Holdco reduce the deemed interest under subsec-
tion 74.4(2) of the ITA?

The CRA mentioned that to determine the amount that may
have to be included in X income, the prescribed rate has to be
multiplied by the outstanding amount of the asset transferred. In this
situation, the common shares that were exchanged by X would
constitute the transferred asset. The value of those shares is
$1,000,000. Then we need to examine if this value can be reduced
under subparagraphs 74.4(3)(a)(i) and (ii). As the consideration
received for the common shares would be an excluded amount, there
would be no reduction under subparagraphs 74.4(3)(a)(i) and (ii).

The fact that Opco would redeem shares held by Holdco has
no impact on the deemed interest to be included in X’s income as the
redemption amount would be paid to Holdco and not to X.
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The outstanding amount would remain at $1,000,000 and X
would have to include a deemed interest under subsection 74.4(2) of
the ITA. The only dividends that could reduce this amount would be
dividends paid to X by Opco on the preferred shares received in
consideration for the Opco common shares or dividends received
from Holdco on the common shares held by X in its share capital.

162,115 Strategies To Prevent the Application of the Corporate Atiribution
Rule

In October 2007, the CRA was asked to review three scenarios
involving the application of subsection 74.4(2). The questions sub-
mitted to the CRA were to determine whether the strategies outlined
could prevent the application of the corporate attribution rule.

Each of the three scenarios presented to the CRA described a

method whereby the taxpayer sought to prevent the attribution
rules’ application.

The main question was: Is the CRA of the opinion that the three
methods described in the request would cause the application of the

provisions of subsection 74.4(2) of the ITA when a corporation is
not an SBC?

Unfortunately, none have been well received by the CRA;

First Method

A discretionary inter vivos trust is created as part af-anestate freeze
to hold shares of a private company. The spouse of the author of the
transfer is a discretionary income and capital beneficiary of the trust,
It is impossible to know with certainty whether the corporation
would retain its status as an SBC during the time that the trust
would hold the shares of the corporation. The trust indenture pro-
vides that from the time that the cotporation loses its SBC status for
a period of more than 30 days during a calendar year, the interest of
the spouse in the trust is modified so that the requirements of
paragraphs 74.4(4)(a) to (c) are satisfied. Accordingly, the spouse

8 Technical Interpretation 2007-0243191C6, October 5, 2007,
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ceases to be entitled to income and capital of the trust during the
transferor’s lifetime.

Response From the CRA

The CRA noted first that, given the wording of 1:}116 ;rust, th}lf spouse
i ive 1 i he trust while he or she was a
Id receive income or capital of tl _

fizlslignated person in relation to the author of the transfer. There

fore, subsection 74.4(4) was of no help.

Moreover, despite the changes to theo trust indentllﬁe(,j smcil thﬁ
spouse’s share of the trust income or cgpltal would sti te%e?o t(;l '
the exercise or non-exercise of a d1sc‘rfl:t10n.ary po;:;er gfran l;e e
trustees, the spouse would be a specified shar§ho erlr1 O(rj t. tehpOf od
beginding at the creation of the trust, and ending at the dea

au‘hor of the transfer.

Under this method; subsection 74.4(2) could therefore apphy
from the moment the corporation is no longer an SBC and beyond.

Second Method

The facts are the same as in the first method .but1w1th_a sh%ll*llt
difference: Under this method, whe_n the corporation Olies‘ltf_{ stzz r:
as an SBC for more than 30 days in a calenda; year, t9e91ci; en 51 N
provides that the spouse’s interest in the trust is set :;t f- ho amt : (;r
no longer discretionary both before and after the death of the au

of the transfer.

Response From the CRA

i io, we could have expected a favourable response from
iiethési{s;?nggso};;i:g the 9.9% limit, the CRA ra%ses that ti? spoEse
could be a specified shareholder during Fhe perlo'd whpn is or e]r:
interest is fixed, if for example, the exercise of a dlscre"clonary pov:E
in respect of another beneficiary of the trust had an 1mpzcthor; the
spouse’s share of the income or capital. The CRA -stzlte]‘l t E ¥ e
spouse of the author of the transfer c.oql'd be a ‘s‘pec1f.1e‘d s 1aire E lzr
by reason of paragraph (e) of the deflmjaon of sp.ec1f.1ed Sh‘af h0 -
er” in subsection 248(1) of the ITA, during the period in which he or
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she would have a fixed and non-discretionary interest. This para-
graph provides that:

- notwithstanding paragraph (), where a beneficiary’s share
of the income or capital of the trust depends on the exercise by
any person of, or the failure by any person to exercise, any
discretionary power, the beneficiary shall be deemed to own each
share of the capital stock of a corporation owned at that time by
the trust;

Thus, depending on the circumstances, subsection 74.4(2) could

be applicable from the time that the corporation is no longer an
SBC, and thereafter.

Third Method

In the last scenario, the interest of the spouse is limited at the outset
to a fixed income and capital interest of 9.9% until the time of the
death of the author of the transfer, Thereafter, the interest becomes
discretionary.

Response From the CRA

The CRA indicated that it could be argued, in spite of appeatances,
that the capital interest of the spouse in the trust was not fixed. The
CRA stated that they find it difficult to imagine that a<capital inter-
est of 9.9% in a trust can be considered to be fixed(far 4 particular
period, if this interest becomes totally discretionary at a particular
time thereafter.

It follows from this technical interpretation that the concept of
“specified shareholder” has a very broad scope, which complicates

the writing of trust indentures for corporations that fail to retain
their SBC status.’

? See Advance Income Tax Ruling 2008-0267251R, October 22, 2008, which discusses a
provision in a trust deed that meets the exception in subsection 74.4(4) of the ITA.
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462,120 Transfer or Loan to a Corporation — Application of
subsection 74.4(2) of the ITA

At the 2008 APFF Annual Conference,'® the CRA had to comment
on the following situations.

Situation 1

Mr. and Ms. X each own 50 shares of the capital §.tock of a Canadi-
an-controlled private corporation (“CCPC”) that is not an SBC. The

50 shares of each spouse have a paid-up capital (“PUC”) and an
ACB of 50, and an FMV of $500,000. The spouses want to under-
take amestate freeze for the benefit of a discretionary trust.

Current Scenario o

Mr. X
Ms. X
50 common
:gacr?e?mon shares
ACB $50 ACB $50
PUC $50 Xco PUC $50
FMV $500,000 not an SBC EMV $500,000

Mr. and Ms. X exchanged their common shares for preferred
shares. Mr. and Ms. X each received preferred shares redeemable for
an amount of $500,000. This exchange was made pursuant to se;-
tion 51 of the ITA. An inter vivos discretionary family trust su ;
scribed for 100 new common shares for $100. _The beneficiaries o
the trust are Mr. and Ms. X and their adult children.

10 Technical Tnterpretation 2008-0285091Cé, October 10, 2008.
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