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Insurance Planning

Introduction

This Tax Topic deals with post-mortem tax planning for an individual who owns private company shares. The overall
goal of post-mortem planning is to minimize the tax burden arising at death and on the distribution of a deceased
person’s assets to his or her chosen beneficiaries. Planning strategies to reduce or eliminate double taxation of
corporate owned assets, taxation on death as a result of the deemed disposition of the corporate shares at death and
the tax liability on the ultimate distribution of the assets out of the corporation are looked at in this Tax Topic.

This Tax Topic is split into two parts: Part I deals with an individual who owns common shares of an investment
corporation at death; Part II looks at an individual who owns fixed value preference shares of an operating company
at death.

Part I: Ownership of Common Shares at Death

First, we review the planning opportunities for an individual who owns common shares of an “investment corporation”
at death. Investment corporations are like any other corporation and are referred to as investment corporations
because they primarily hold investment assets (as opposed to active business assets). Some investment corporations
were operating companies at one time or holding companies that owned the shares of an operating company. When
the business assets or shares of an operating company are sold and the after-tax proceeds are retained in the
corporation and invested, the company becomes an investment company or investment holding company. If the
individual continues to hold onto the investment corporation until his or her death, he or she will have a deemed
disposition at death equal to the fair market value ("FMV)"” of the shares of the corporation. Often the next step is to
distribute the assets out of the corporation to the intended beneficiaries. This is where post-mortem planning is
utilized to minimize the overall tax burden.

Fact Situation
Post mortem planning for an individual that owns common shares of an investment corporation at death will be
illustrated using the following facts:

e Mr. A(95) and Mrs. A (90) each hold 50% of the shares of Investco;

e The shares of Investco have a nominal paid up capital ("PUC"”) and adjusted cost base (“"ACB");

e Investco was originally an operating company that sold its business assets 25 years ago for proceeds of $3
million, after tax. Investco used the proceeds from the sale to acquire an investment portfolio that included $2
million fixed income investments earning a 5% return and $1 million equity growth investments earning a 7%
return;

e Dividends were paid annually to distribute fixed income earnings and recoup refundable dividend tax on hand
("RDTOH"). Generally, corporations tend recoup RDTOH balances as they become available. However, if this is
not the case, the tax consequence of the examples discussed below may be significantly different;



e Equity growth investments were held to defer the capital gains;

e Mr. A and Mrs. A die at ages 95 and 90, respectively;

e Mrs. A died first. On her death, Mrs. A transferred the shares of Investco to Mr. A at a cost equal to her ACB
under a spousal rollover pursuant to subsection 70(6) of the Income Tax Act (the “Act”);

e At the time of death, Investco’s portfolio had grown to a FMV of $7.4 million with an ACB of $3 million. As
Investco has no other assets, the shares of Investco also have a FMV of $7.4 million but have a nominal ACB;

e No estate freeze has previously been undertaken; and

¢ We have assumed a corporate tax rate on investment income of 50%; a personal tax rate on ineligible dividends
of 45%; and a personal tax rate on other income of 53%.

At the time Mr. A dies, a number of different scenarios may arise. The following sections will look at what happens if

no planning is done and compare that to what happens if various post-mortem planning tools are utilized (note:
detailed calculations of the following scenarios are found in Appendix A.)

a) Do Nothing — Double Tax Issue

Upon Mr. A’s death, there is a deemed disposition of his shares of Investco at their Personal Tax
FMV immediately before death (paragraph 70(5)(a) of the Act). If no planning is FMV of shares $7,400,000
done, Mr. A will realize a capital gain of $7.4 million. One-half of the capital gain will |ACB of shares ($0)
be included in income and reported on Mr. A’s terminal return. Mr. A will be subject |Capital gain $7,400,000
to income tax of approximately $1.961 million. Taxable capital gain  $3,700,000
Personal tax rate 53%
Tax payable $1,961,000
If Mr. A’s beneficiaries wished to receive their proportion of Investco’s investments,
Investco would have to dispose of the investment portfolio (either by an actual sale Corporate Tax
or by a distribution of the assets as a dividend in kind). The disposition would result FMV of ?nvestments $7,400,000
in a capital gain inside the corporation of $4.4 million and corporate tax of ACB of investments  ___ ($3,000,000)
approximately $1.1 million. The disposition would also generate RDTOH equal to Capital gain $4,400,000
30.67% of the taxable capital gain ($674,740) and a capital dividend account Taxable capital gain $2,200,000
("CDA") credit equal to the untaxed portion of the capital gain ($2.2 million). Corporate tax rate 50%
Tax payable $1,100,000
In order to get the cash from the sale of the investments into the hands Dividend Tax
of the beneficiaries, Investco must distribute either cash or the FMV of investments $7,400,000
investments from the corporation to the estate (or heirs) in the form of Corporate tax ($1,100,000)
dividends. Investco will have $6.3 million left after paying corporate RDTOH refunded $674,740
taxes. Plus, Investco will recover $674,740 in refundable tax on the Total dividend $6,974,740
payment of the taxable dividend. As a result, Investco can pay out a total |capital dividend ($2,200,000)
dividend of approximately $6.975 million. Part of the dividend can be Taxable dividend $4,774,740
characterized as a non-taxable capital dividend with the remainder being Dividend tax rate 45%
a taxable dividend to the estate. The taxable dividend will give rise to a Dividend tax $2,148.633

further $2.149 million in personal tax.

In summary, without any planning the total tax burden on the death of Mr. A includes:

1. Personal tax payable on the deemed disposition of the Investco shares owned by Mr. A at death ($1.961 million);

2. Corporate tax payable on the disposition of the investment portfolio held inside Investco (1,100,000 - 674,740 of
refundable tax recovered = $425,260); and

3. Personal income tax payable by the estate on the assets being distributed as a taxable dividend from the
corporation to the estate ($2.149 million).



The total tax payable is $4.535 million or 61.28% of the value of the investments ($7.4 million). Considering capital
gains tax rates are around 26.5%, double tax is the result. Some of the available tax planning techniques to mitigate
this tax result are outlined in the next two sections.

b) Wind-up the Investment Company and Loss Carryback

One planning strategy commonly used to avoid double taxation is the Wind-up and Loss Carryback (the “Loss
Carryback”) strategy. This strategy involves winding up Investco on Mr. A’s death to give rise to a capital loss that
can be carried back to Mr. A’s terminal return to reduce the capital gain at death (subsection 164(6) of the Act).

As above, Mr. A is deemed to dispose of his shares of Investco at FMV on his death and a taxable capital gain of $3.7
million is reported on his terminal tax return.

The next step is liquidating Investco’s investment portfolio and distributing the net proceeds to the beneficiaries. The
disposition of investments held in Investco results in the same capital gain and taxes as the previous scenario: a
capital gain of $4.4 million; corporate income tax payable of $1.1 million; an RDTOH balance of $674,740; and a CDA
balance of $2.2 million.

Instead of distributing the investments as a dividend, Investco is wound Dividend Tax on Wind-up
up. On the wind-up, there will be a deemed dividend for tax purposes on  [Emv of investments $7.,400,000
the amount of assets distributed in excess of thg PL_JC o_f th_e Investco Corporate tax ($1,100,000)
shares. In our example, the cash available for distribution is $6.975 RDTOH refunded $674.740
million. Since the PUC in this situation is nominal, the deemed dividend o .
would be $6.975 million. A portion of the dividend could be characterized | Totl distributed . $6,974,740
as a tax-free capital dividend with the remainder being a taxable dividend. |Paid up capital ($0)
So far, this result is very similar to what occurred when no planning was Deemed dividend $6,974,740
undertaken. Capital dividend ($2,200,000)
Taxable dividend $4,774,740
Dividend tax rate 45%
Dividend tax $2,148,633
However, the_win_d—up al§o causes a disposition o_f the shares by the Capital Loss on Windup
Ssttate,.re.sulilr?g in a caplltal galt?] or loss. t-rg'eta('jtiutStZd proc_esds fcl)r " Total distributed $6.974.740
etermining the gain or loss is the amount distributed on wind-up less the -
deemed dividend. Since, in this example, the amount distributed equals De?mEd dividend ($6,974,740)
the deemed dividend, the adjusted proceeds are nil. The capital loss is Adjusted proceeds $0
then calculated as the adjusted proceeds less the ACB of the shares. Note [Adjusted Cost Base ($7,400,000)
that the ACB of the shares is $7.4 million because of the deemed Loss on windup ($7,400,000)

disposition at death. As a result, there is a capital loss of $7.4 million. If
Investco is wound up within the first year of the estate, the capital loss of $7.4 million can be carried back to Mr. A’s
terminal return to offset the capital gain of $7.4 million triggered on the deemed disposition at death (pursuant to
subsection 164(6) the Act). Note that for the subsection 164(6) loss carryback to be available the estate must be a
“graduated rate estate”. For a more detailed discussion the graduated rate estate rules and the impact on loss
carryback planning, please see the Tax Topic entitled, “Trusts as a Planning Tool”.

Thus, the total tax burden on the death of Mr. A in this scenario includes:

1. Corporate tax payable on the disposition of the investment portfolio held in Investco (1,100,000-674,740 of
refundable tax recovered = $425,260); and

2. Personal income tax payable by the estate on the taxable deemed dividend on the redemption of the shares
($2.149 million).

In this scenario, the total tax payable is $2.574 million (or 34.78%) compared to taxes of approximately $4.535
million without any planning. By winding up the company within the first year of death and utilizing subsection 164(6)
of the Act to carry back the loss to the terminal return, taxes have been reduced by $1.961 million.
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Life Insurance Opportunities
Corporate owned life insurance can be used in conjunction with the loss carryback strategy to improve the outcome.
Let’s continue with our example and assume the following additional facts:

e When Mr. A and Mrs. A sold the business they had Investco purchase a joint-last-to-die term to 100 life insurance
policy on their lives with a face amount of $1.6 million to cover the estimated future tax liability arising on their
death;

e The premiums on the policy are approximately $25,000 per year and are funded by liquidating a portion of the
interest-bearing investments each year;

e The same dividends are paid yearly to Mr. A and Mrs. A as in the above scenario;

e Due to the utilization of some of the capital to pay the insurance premiums, the FMV of the investment portfolio is
less than the previous example. At the time of death, the portfolio inside Investco has grown to a FMV of $6.4
million with an ACB of $2 million. Consequently, the shares of Investco also have a FMV of $6.4 million (but
nominal ACB); and

e At the time of Mr. A’s death, the ACB of the life insurance policy is nil and the cash surrender value ("CSV") is also

nil.
As was the case without insurance, there is a deemed disposition of the Investco Capital gain
shares at Mr. A’s death; however, the gain is $6.4 million (compared to $7.4 FMV of shares $6,400,000
million) because a portion of the corporation’s assets have been used to fund the ACB of sh $0
life insurance policy premiums. Since the FMV for the deemed disposition is equal _ ors .ares S—c)]
to the FMV immediately before death, the life insurance proceeds are not included ~ |[Capital gain $6,400,000

in FMV. (Note that if the life insurance policy had cash value, the cash value immediately before death would be
included in calculating the FMV of Investco’s shares for purposes of the deemed disposition at death.)

Investco will receive the death benefit proceeds of $1.6 million tax-free. Investco will also receive a credit to its CDA
equal to the excess of the life insurance proceeds ($1.6 million) over the ACB of the policy ($0). The CDA can be used
to pay a tax-free capital dividend to the estate.

If the beneficiaries of Mr. A’s estate wish to receive their portion of the Corporate Tax
value of Investco, the corporation could liquidate its investments and FMV of investments $6,400,000
wind up the corporation. The liquidation of the assets held by Investco ACB of investments ($2,000,000)
will result in a capital gain of $4.4 million and corporate tax payable of Capital gain $4.400,000
$1.1 million. The dlsposmo_n wou_ld also generate RDTOH equal_to Taxable capital gain $2,200,000
30.67% of the taxable capital gain ($674,740) and a CDA credit equal to

. ; . - Corporate tax rate 50%
the untaxed portion of the capital gain ($2.2 million).

Tax payable $1,100,000

The wind-up dividend will be larger than in the no-insurance scenario

due to the addition of the life insurance proceeds. The wind-up dividend |Pividend Tax on Wind-up
will be $7.575 million; part of which will be a capital dividend and parta |FMV of investments $6,400,000
taxable dividend. The CDA includes $2.2 million resulting from the Life insurance $1,600,000
liquidation of the investments and $1.6 million from the life insurance Corporate tax ($1,100,000)
proceeds, for a total available capital dividend of $3.8 million. The RDTOH refunded $674,740
remaining deemed dividend on wind-up will be a taxable dividend Total distributed $7,574,740
resulting in personal tax payable of $1.699 million. Paid up capital ($0)
Deemed dividend $7,574,740
Capital dividend ($3,800,000)
Taxable dividend $3,774,740
Dividend tax rate 45%
Dividend tax $1,698,633




The wind-up also creates a capital loss of $6.4 million on the disposition Capital Loss on Windup

of the Investco shares by the estate. Provided Investco is wound up Total distributed $7,574,740

within the first year after death, subsection 164(6) of the Act allows the Deemed dividend ($7,574,740)

loss on wind-up to be carried back to offset the gain reported on Mr. A’s Adjusted proceeds $0

terminal return. Adjusted Cost Base ($6,400,000)
Loss on windup ($6,400,000)

The stop loss rules in section 112 of the Act limit the amount of losses that can be carried back using subsection
164(6) of the Act when a capital dividend has been paid (or is deemed to be paid) on the shares. If the PUC and ACB
of the shares are equal, then the loss available for carryback will be reduced if the taxable dividend on redemption is
less than half of the capital gains on death. In our example, the PUC and ACB are equal; the taxable dividend is
approximately $3.775 million (greater than half of the loss carryback of $6.4 million). Therefore, the stop loss rules
do not reduce the available loss. (Please see the detailed stop loss calculation shown in Appendix A.) Stop loss rules
will not apply if the shares of the corporation are grandfathered. For more details on the stop loss and grandfathering
rules see the Tax Topic entitled, "Stop Loss Provisions and Grandfathering Rules”.

It is also possible to avoid the stop loss rules through what is often referred to as a “roll and redeem” strategy. We
will look at this strategy in the second part of this Tax Topic.

Thus, the total tax burden on the death of Mr. A using the loss carryback strategy and life insurance includes:

a) Corporate tax payable on the disposition of the investment portfolio held inside Investco ($1,100,000 - 674,740
of refundable tax recovered = $425,260); and

b) Personal income tax payable by the estate on the assets being distributed on the wind-up of Investco ($1.699
million).

In this scenario, the total tax payable is $2.124 million or 26.55% of the value of the investments plus the life
insurance proceeds.

The following table summarizes the “No Planning” option compared the “Loss Carryback” strategy both with and
without insurance.

No Planning Wind-up and Loss Carryback
(Double Tax) No With
Insurance Insurance

FMV of Investments $7,400,000 $7,400,000 $6,400,000
Life Insurance Proceeds 0 0 1,600,000
Less: Capital gains tax on DD at death (1,961,000) - -
Less: Net corporate tax on liquidation (425,260) (425,260) (425,260)
Less: Dividend tax on distribution (2,148,633) (2,148,633) (1,698,633)
Funds available for beneficiaries $2,865,107 $4,826,107 $5,876,107
Tax as a % of corporate value 61.28% 34.78% 26.55%

Based on the above analysis, the loss carryback strategy is much better than no planning, and incorporating life
insurance increases the net estate value by approximately $1 million. The life insurance is advantageous for two
reasons. First, the life insurance increases the wind-up proceeds; the life insurance proceeds received on death are
greater than the decrease in the investment portfolio caused by utilizing investments to fund the life insurance
premiums. Secondly, the life insurance death benefit increases the CDA and reduces the tax payable on the wind-up
dividend. If Mr. and Mrs. A were to die prematurely; the insurance scenario would look even better because it would
generate higher values and a larger CDA credit in Investco relative to the taxable investment.

c) ACB Pipeline and 88(1)(d) Bump

The second planning strategy to avoid double taxation is referred to as the pipeline strategy (the “pipeline”). The
pipeline is a method of turning the ACB that arose on the deemed disposition at death into a loan from the corporation
that can be repaid without incurring further tax. The “88(1)(d) bump” is a tax planning strategy that uses paragraph
88(1)(d) of the Act to increase or “bump up” the cost base of assets inside a corporation in order to reduce the tax
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payable on the disposition of those assets. We will use the same example as before to illustrate the sequence of

transactions to implement this strategy.

Personal Tax

FMV of shares $7,400,000
ACB of shares $0
Capital gain $7,400,000
Taxable capital gain $3,700,000
Personal tax rate 53%
Tax payable $1,961,000

As above, Mr. A is deemed to dispose of his shares of Investco at FMV on his death. The resulting capital gain of $7.4
million is reported on Mr. A’s final personal income tax return, resulting in income tax of approximately $1.961 million.
Following the deemed disposition, Mr. A’s estate will hold the shares of Investco, with an ACB equal to the FMV of

$7.4 million.

To create the pipeline, a new company (“"Newco”) is
incorporated. The estate sells the shares of Investco to
Newco in exchange for two things: a promissory note
receivable equal to the value of the Investco shares ($7.4
million); and common shares of Newco with nominal value. !
There should be no gain or loss on the sale of shares by the
estate to Newco because the FMV of the Investco shares
should equal the ACB (due to the deemed disposition at
death). (See Diagram for illustration of structure.)

After the share transfer, Investco is wound up into Newco. The
wind-up results in Investco’s assets being transferred to Newco.
In the process, paragraph 88(1)(d) of the Act allows the ACB of
the underlying investments to be bumped up to the FMV,
assuming the assets are eligible for the bump. The bump is to
reflect the higher cost base inherent in the ACB of the shares of
Investco. Generally, the ACB bump cannot exceed an amount
equal to the ACB of the shares of the subsidiary (Investco - $7.4
million) less the ACB of the assets of the subsidiary (Investment
portfolio - $3 million). Therefore, in our example, the ACB of the
investments owned by Investco could be bumped from $3 million
to $7.4 million.

FMV/ACB = 0 A
PUC = Q 1
/
- /Note Payable
Newco |-~ =74

FMV/ACB = 7.4

PUC =
FMV = 7.4
ACB = 3.0

Investment Portfolio

N
\
\
\ Note
FMV/ACB = 0 I payable
I =7.4
v /
Newco
FMV = 7.4
ACB = 7.4
v

Investment Portfolio

Newco can now liquidate the investment portfolio. Since the FMV and ACB of the investments are equal or close to
equal, there should be little or no income tax in Newco on the disposition of the investment portfolio. Newco can then

! Note that section 84.1 of the Act may reduce the amount of the note receivable that can be taken back where there is V-Day value

or the capital gains exemption was used.



flow the proceeds up to the estate by repaying the promissory note; no further tax is payable by the estate on the
distribution.

In summary, the ACB pipeline and bump planning strategy limits the tax liability on the death of Mr. A to the personal
tax arising on the deemed disposition of the Investco shares at death ($1.961 million). This works out to a tax rate of
26.5% based on the value of the investment portfolio of $7.4 million. Compared to the no planning option, the tax
payable is reduced by both the net corporate tax payable on the disposition of the investment portfolio ($425,260)
and the tax payable by the estate on the taxable dividend arising on the distribution of the assets from Investco to the
estate ($2.149 million). The tax rate has been cut from 61.28% to 26.5% by utilizing the pipeline and 88(1)(d) bump
strategy.

It should be noted that CRA has been cautious in its public commentary regarding pipeline planning, suggesting that
such transactions may be viewed as “dividend strips”. The CRA has raised issues with pipeline planning asserting
subsection 84(2) of the Act may apply resulting in wind up distributions from pipeline planning being re-characterized
as dividends.

The CRA has issued several favourable rulings and indicated which factors, in their view, are required to be met for
acceptable pipeline planning. While the rulings have included various fact patterns, generally, the favourable rulings
have included the following items:

e The corporation was an investment holding company at the time of death.

e The original corporation (*Investco”) was not amalgamated or wound-up into the pipeline corporation
(“Newco”) for at least one year after death.

e There was an undertaking by the taxpayer to maintain the same mix and the same value of the assets that
the corporation had at the time of death (i.e. use the same investment approach).

e Assets are not distributed to the shareholders for at least one year after the amalgamation, followed by a
gradual distribution of the assets over an additional period of time.

The bottom line is that there is some uncertainty relating to the use of post-mortem pipeline planning which can result
in unexpected tax consequences (dividends as opposed to capital gains). Some practitioners are seeking rulings to
ensure this type of planning can occur without the distribution being re-characterized as a dividend. Since obtaining a
ruling is often not practically possible within the year of death, many practitioners are left with share redemption and
capital loss carry back as the more certain option. For those planning for dividends using insurance on post-mortem
redemptions, capital dividends can reduce tax. This will only help if you have planned to receive dividends and have
the requisite insurance.

Life Insurance Opportunities

Corporate owned life insurance can also be used in conjunction with pipeline planning. Assuming the same facts as in
the loss carryback with life insurance scenario, the tax implications of utilizing corporate owned life insurance in
conjunction with pipeline planning are discussed below.

As was the case without insurance, there is a deemed disposition of the Investco Personal Tax

shares at Mr. A’s death; however, the gain is $6.4 million (instead of $7.4 million) FMV of shares $6.400,000
because a portion of the corporation’s assets have been used to fund the life ACB of shares ($0)
insurance policy premiums. Since the FMV for the deemed disposition is the FMV Capital gain $6,400,000
immediately before death, the life insurance proceeds are not included in the FMV, Taxable capital gain $3,200,000
(Note that if the life insurance policy had cash value, the cash value immediately Personal tax rate 53%
before death would be included in calculating the FMV of Investco’s shares for Tax payable $1,696,000

purposes of the deemed disposition at death.)

The death benefit proceeds of $1.6 million will be received tax-free by Investco and will increase Investco’s CDA equal
to the excess of the life insurance proceeds ($1.6 million) over the ACB of the policy ($0). Investco can pay a tax-free
capital dividend from the CDA to the shareholders (estate) of Investco.

The additional cash in the company from the life insurance proceeds could be a problem in 88(1)(d) bump planning
because the additional cash increases the cost basis of the assets in Investco thereby reducing the amount of the
available bump. To get around this issue, the death benefit proceeds could be paid to the estate as a capital dividend
before the reorganization. The stop loss rules will not apply because there is no loss being carried back.



Now, the restructuring can take place as described above. The estate sells the shares of Investco to Newco for its
FMV of $6.4 million. The only difference from the scenario without insurance is that the value of Investco is lower
because the insurance premiums paid have reduced the value of the investment portfolio. In exchange for the shares
of Investco, Newco issues common shares to the estate for nominal value and a $6.4 million promissory note. There
should be no gain or loss on the sale of shares by the estate because the FMV should equal the ACB.

Investco is then wound up into Newco and as part of the wind-up the ACB of the underlying investments can be
“bumped up”. Since there is no cash from the life insurance sitting in Investco to limit the available bump, the
investment portfolio may be bumped up to its FMV (from $2 million to $6.4 million) to reflect the higher cost base
inherent in the shares of the corporation. The maximum bump of $4.4 million is the share ACB of $6.4 million less
the $2 million ACB of the investment portfolio. Newco can liquidate the investment portfolio with no tax liability as
the FMV and ACB of the investments are equal. When Newco repays the promissory note to the estate, there will be
no tax payable by the estate.

The following table summarizes the results of the "No Planning” option compared the “ACB Pipeline and Bump”
strategy both with and without insurance:

No Planning ACB Pipeline and Bump
(Double Tax) No With

Insurance Insurance
FMV of Investments $7,400,000 $7,400,000 $6,400,000
Life Insurance Proceeds 0 0 $1,600,000
Less: Capital gains tax on DD at death (1,961,000) (1,961,000) (1,696,000)
Less: Net corporate tax on liquidation (425,260) - -
Less: Dividend tax on distribution (2,148,633) - -
Funds available for beneficiaries $2,865,107 $5,439,000 $6,304,000
Tax as a % of corporate value 61.28% 26.5% 21.2%

The advantage of adding life insurance to the pipeline plan is that the net estate value has increased to $6.3 million
compared to $5.4 million without insurance. Although the values of Investco’s investments are reduced due to the
payment of life insurance premiums, the life insurance proceeds have more than offset the premium costs.

Part I Summary: Ownership of Common Shares at Death

In summary, the pipeline strategy results in tax at the personal capital gains rate, while the loss carryback strategy
results in corporate tax on the liquidation of the investment portfolio and personal tax at the dividend rate on the
taxable dividend on wind-up. The analysis is affected by the tax rates and in particular, the relative tax rates on
dividends as compared to capital gains. Currently, capital gains treatment results in a lower tax burden than dividend
treatment; therefore, pipeline planning may currently be preferred over loss carryback planning. Both strategies
should be reviewed to determine which provides the best overall tax result. Cost of the planning and time required
should also be considered as tax cost may not be the only consideration. Wills and other agreements affecting estate
planning should be flexible enough to allow the executors to choose the most efficient structure under the rules
existing at the time of death. The above analysis confirms that life insurance can improve the tax result regardless of
the post mortem strategy chosen.

Part II: Ownership of Fixed Value Preference Shares at Death

This part of the Tax Topic considers the planning opportunities for an individual who owns fixed value preference
shares of an operating company at death. Fixed value preference shares are often created in connection with an
estate freeze.

As with our previous example of a shareholder holding common shares of an investment company, if the business
owner holds on to the preference shares until death, he or she will have a deemed disposition of the fixed value
preference shares at death for proceeds equal to the FMV of the shares. Since the shares have a set redemption
value, the FMV equals the redemption value and the tax liability on death is easily determined (based on the excess of
the redemption value over the ACB). Often the estate plan will require that the corporation redeem the preference



shares in order to provide cash for paying tax liabilities and making distributions from the estate. As with common
shares, post-mortem planning can be done to minimize the overall tax burden.

Fact Situation
Consider the following facts:

e Mr. B owns preference shares of Opco, with a redemption value (and FMV) of $2.5 million and nominal PUC and
ACB;

e Opco is an operating company that runs a manufacturing business;

e Mr. B’s daughter owns the participating common shares of Opco with a FMV of $1.5 million and nominal PUC and
ACB; and

e The personal tax rate on ineligible dividends is 45% and 53% on other income.

The following sections look at what happens without any planning and compare the tax liability with the pipeline and
loss carryback strategies. Note that both strategies are similar to those outlined in connection with participating
common shares, but in this fact pattern we are not concerned with unrealized gains in the underlying assets of the
corporation (i.e. the operating assets) because the assets will not be liquidated to fund the redemption of the shares.
Instead, the redemption will be funded out of current or future cash flows. (Detailed calculations of the following
scenarios are found in Appendix B.)

a. Do Nothing — Double Tax Issue

At the time of Mr. B’s death, there will be a deemed disposition of his shares at FMV pursuant to subsection 70(5) of
the Act. The deemed disposition results in a capital gain of $2.5 million with 50% of the capital gain being taxed and
reported on Mr. B’s terminal income tax return. Mr. B’s estate will now own the preference shares with an ACB of
$2.5 million (equal to the redemption value) and nominal PUC. If Mr. B’s estate plan requires that the preference
shares be redeemed to provide cash to the estate and no further planning is done, the redemption will trigger a
taxable dividend of $2.5 million. As shown below, the redemption results in a tax liability of $662,500 on the capital
gain plus $1,125,000 on the taxable dividend.

Personal Tax

FMV of shares $2,500,000 Dividend Tax on Redemption

ACB of shares ($0) Redemption proceeds $2,500,000
Capital gain $2,500,000 Paid up capital ($0)
Taxable capital gain $1,250,000 Deemed dividend $2,500,000
Personal tax rate 53% Dividend tax rate 45%
Tax payable $662,500 Dividend tax payable $1,125,000

Total tax payable is $1.79 million or 71.5% of the value of the shares ($2.5 million). Considering that capital gains tax
rates are around 26.5%, double tax is the result. Some of the tax planning techniques that could be put in place to
mitigate this tax result are outlined in the next two sections.

b. Adjusted Cost Base Pipeline (“'Pipeline”)

The pipeline is a post mortem planning strategy designed to limit the tax on death to that arising from personal tax on
capital gains arising on death. As above, the pipeline is a method of turning the ACB created on the deemed
disposition at death into a loan from the corporation that can be repaid without incurring further tax. This allows the
tax paid basis (i.e., the ACB that has already been taxed) to be extracted from the corporation without paying any
additional tax. We will use the same example as above to illustrate the sequence of transactions to implement this
strategy.

As above, Mr. B is deemed to dispose of his shares at FMV on his death. The resulting capital gain of $2.5 million
results in income tax of $662,500 on Mr. B’s terminal tax return. Consequently, the shares are transferred to the
estate with a FMV and ACB equal to $2.5 million.



To create the pipeline, a new company (“Newco”) is
incorporated. The estate sells the shares of Opco to Newco in
exchange for a promissory note receivable equal to the value of

the Opco shares ($2.5 million) and common shares of Newco Daughter
with nominal value.? There should be no gain or loss on the sale FMV/ACB = 0 4
of shares by the estate to Newco because the FMV of the Opco Pui/ 1
shares should equal the ACB (due to the deemed disposition at Note Payable//
death). (See Diagram for illustration of structure.) Newco 12,5 s

Common

Shares

Opco redeems the shares owned by Newco resulting in a FMV/ACB = 25\‘ AEE?/VPJCZS
deemed dividend equal to redemption proceeds ($2.5 million) PUC=0

less the share PUC ($0). Since the dividend is paid to a
connected corporation (subsection 186(4) of the Act), the
dividend may be tax-free. Newco can use the redemption
proceeds to repay the promissory note owing to the estate
without incurring any further tax.

The net result of the pipeline planning strategy is that $2.5 million could be extracted from Opco on a tax-free basis.
Essentially, the ACB of the preference shares has been converted into a note payable and the only tax incurred is the
capital gains tax of $662,500 that arose on Mr. B’s death. The second layer of tax on the redemption has been
eliminated and Daughter becomes the sole shareholder of Opco (since the fixed value preference shares have been
redeemed, only the common shares remain).

As discussed earlier, it should be noted that there is some uncertainty relating to the use of post-mortem pipeline
planning which can result in unexpected tax consequences (deemed dividend on distribution). For those planning for
dividends using insurance on post-mortem redemptions, capital dividends can reduce tax. This will only help if you
have planned to receive dividends and have the requisite insurance.

Life Insurance Opportunities

Corporate owned life insurance can be used in conjunction with the ACB pipeline planning to improve the outcome.
Let’s continue with our example and assume Opco purchases $2.5 million of life insurance on Mr. B to provide the
necessary funds at death to redeem the preference shares owned by Newco. The life insurance proceeds will provide
funds for Newco to repay the promissory note owing to Mr. B’s estate. We have assumed the ACB of the life
insurance policy is nil.

At the time of Mr. B’s death, the pipeline strategy would be implemented as described above. Mr. B’s preference
shares are deemed to be disposed of at FMV realizing a capital gain of $2.5 million and a corresponding tax liability of
$662,500. Newco is incorporated and the estate transfers the fixed value preference shares to Newco in exchange for
common shares of Newco with nominal value and a $2.5 million promissory note. Opco receives the life insurance
proceeds of $2.5 million as well as an addition to its CDA for the amount the death benefit exceeds the policy’s ACB.
In this example, the CDA credit is $2.5 million since the ACB of the policy is nominal. Opco uses the life insurance
proceeds to redeem the preference shares owned by Newco. The $2.5 million deemed dividend on redemption may
be a tax-free intercorporate dividend; Newco uses the redemption proceeds to repay the $2.5 million promissory note
owing to the estate. The estate in turn, uses the proceeds to fund the tax liability on death and can distribute the
remainder to the beneficiaries.

The net tax effect is the same with or without insurance; however, with insurance the redemption was funded by the
life insurance. Without insurance, the redemption would be funded by the operating company’s capital or future
earnings.

Another advantage of using life insurance with the pipeline plan is that Opco retains the $2.5 million CDA balance
from the receipt of the life insurance proceeds; the CDA was not needed for the pipeline strategy. The CDA can be

2 Note that section 84.1 of the Act may reduce the amount of the note receivable that can be taken back where there is V-Day value
or the capital gains exemption was used.
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used by Mr. B’s daughter to extract tax free capital dividends from Opco in the future. The cost of this plan is the cost
of the life insurance premiums paid by Opco.

In our calculations, we have not put a “value” on the remaining CDA balance. The calculation of the CDA “value”
depends on a number of factors such as when the shareholder(s) will be able to take advantage of the CDA, if the
shareholder(s) can take advantage of the CDA and what the dividend tax rates are now versus when the CDA is
expected be used. The CDA “value” can range anywhere from a low of zero to a high of the CDA balance times the
current dividend rate.

The table below summarizes the results of the “"No Planning” option compared to the “"ACB Pipeline” plan with and
without insurance.

No Planning ACB Pipeline
(Double tax) No With
Insurance Insurance

FMV of preference shares $2,500,000 $2,500,000 $2,500,000
Less: Tax on deemed disposition (662,500) (662,500) (662,500)
Less: Dividend tax on redemption (1,125,000) - -
Funds available for beneficiaries $712,500 $1,837,500 $1,837,500
Tax as a % of corporate value 71.5% 26.5% 26.5%
Remaining CDA $0 $0 $2,500,000

c. Redemption and Loss Carryback

The second planning opportunity is for Opco to redeem the preference shares held by Mr. B’s estate after his death
and utilize the subsection 164(6) loss carryback provision. This planning typically results in dividend tax treatment as
compared to the capital gains treatment that arises from ACB pipeline planning.

Dividend Tax on Redemption

As above, when Mr. B dies he is deemed to dispose of his preference shares in Redemption proceeds $2.500,000
Opco at the FMV immediately before his death. The capital gain of $2.5 million Paid up capital ($0)
is reported on Mr. B’s terminal tax return. Within the estate’s first taxation year |peemed dividend T $2,500,000]
Opco purchases/redeems the preference shares from the estate. Redemption of |piidend tax rate 45%
the shares results in a deemed dividend of $2.5 million. The deemed dividend is  [Dividend tax payable $1.125.000
a taxable dividend and income tax of $1,125,000 would be payable by the

estate.

The redemption also causes a disposition of the shares by the estate, - -
Iting in ital qain or | The adiusted ds for determining th Capital Loss on Redemption

res_u i ? i z?c:hpl a dga| (t)_r 0ss. eda IJus ih p;ocee Zdo_r_de edr SI ing _ ®  [Toml distributed $2,500,000
ga_ln or loss is the redemp _|on proceeds less the deeme ivi _en . Since, in bDeermed dividend ($2.500,000)
this example, the redemption amount equals the deemed dividend, the ) —_—

. . . . . Adjusted proceeds $0
adjusted proceeds are nil. The capital loss is then calculated as the adjusted Adiusted Cost Base ($2,500,000)
proceeds less the ACB of the shares. Note that the ACB of the shares is $2.5 Loés on redermption w
million because of the deemed disposition at death. As a result, there is a i —

capital loss of $2.5 million. If the shares are redeemed in the first year of
the estate, the capital loss of $2.5 million can be carried back to offset the
capital gain of $2.5 million triggered on the deemed disposition at death pursuant to subsection 164(6) of the Act.

Thus, in this scenario, the total tax burden on the death of Mr. B includes only the personal income tax payable by the
estate on the taxable deemed dividend arising on the redemption of the fixed value preference shares ($1,125,000).
No tax is payable on the capital gain at death because it is fully offset by the capital loss arising on the redemption.

Comparing the pipeline strategy and the loss carryback strategy for a business owner holding fixed value preference

shares at death, the pipeline strategy results in tax at the personal capital gains rate while the loss carryback strategy
results in tax at the personal dividend rates. In our example, the capital gains rate is lower than the dividend rate;
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therefore, the pipeline strategy resulted in lower total income taxes. Currently, capital gains treatment is preferred
over dividend treatment and therefore one might conclude that it would always be advantageous to take capital gains
treatment; however, the existence of corporate owned insurance may alter the decision.

Life Insurance Opportunities

Life insurance can be used in conjunction with the loss carryback planning strategy. Let’s continue with our example
and assume Opco purchases $2.5 million of life insurance on Mr. B to provide funds at death to redeem the preference
shares owned by the estate. Assume that at the time of death, the life insurance policy has $0 ACB so that the CDA
credit to the corporation equals the death benefit.

As above, there is a deemed disposition of Mr. B’s preference shares at his death. Opco will receive the life insurance
proceeds of $2.5 million and an addition to its CDA of $2.5 million. Opco redeems the fixed value preference shares
owned by the estate using the life insurance proceeds to fund the redemption. The redemption results in a $2.5
million deemed dividend ($2.5 million redemption proceeds less PUC of nil), which Opco could declare as a tax-free
capital dividend.

As above, the redemption also results in a disposition of the shares, resulting in a capital loss of $2.5 million. Pursuant
to subsection 164(6), assuming the shares are redeemed within the first year of the estate, the capital loss can be
carried back to Mr. B’s terminal return to offset the capital gain reported on the deemed disposition. However,
application of the subsection 112(3.2) stop loss rules will likely deny a portion of the loss realized by the estate as a
result of the redemption of the shares.

Without the stop-loss rules, there would be no tax payable on the redemption of shares with this type of planning.
The stop loss rules limit the amount of losses that can be carried back using subsection 164(6) of the Act when a
capital dividend has been paid (or is deemed to be paid) on the shares. If the shares are grandfathered, the stop loss
rules will not be applicable. There are two ways that shares can be grandfathered. Very briefly, the basic
requirements of the two rules are as follows:

1. Grandfathering is available for shares that are disposed of pursuant to an agreement in writing made before
April 27, 1995; and

2. Grandfathering is also available for shares owned by a taxpayer on April 26, 1995 if at that time a corporation
was a beneficiary of a life insurance policy on the life of the taxpayer and it was reasonable to conclude that a
main purpose of the life insurance policy was to fund the redemption or cancellation of the shares.

Note that this is a very brief description of the basic rules. The detailed rules should be consulted to determine the
grandfathered status of any particular share. Refer to the Tax Topic entitled, “Stop Loss Provisions and
Grandfathering Rules” for more details.

If the shares are not grandfathered and the PUC and ACB of the shares are equal, then the loss carryback will be
limited if the taxable dividend on redemption is less than half of the capital gain on death.

Assuming the grandfathering rules do not apply in our Loss Stopped

example, Mr. B would be subject to the stop loss rules if Opco |(1) Capital Dividend $2,500,000

elected that 100% of the deemed dividend on redemption was |(2) Capital loss less taxable divs $2,500,000

a capital dividend. The stop loss rules will permit only half of Lesser of (1) & (2) A $2,500,000

the capital loss to be carried back to the capital gain reported

on the terminal return. (3) Capital Loss $2,500,000
(4) Capital Gain $2,500,000
Lesser of (3) & (4) B $2,500,000
A minus 50% of B $1,250,000
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The net result is no tax payable on the deemed dividend received by the estate, Personal Tax

but capital gains tax payable of $331,250 on 50% of the capital gain realized on FMV of shares $2.500,000
the deemed disposition at death. The drawback of this planning scenario is that ACB of shares ($0)
the CDA credit received from the life insurance proceeds was fully utilized on the Capital gain T $2.500,000|
share redemption. However, tax was still payable on 50% of the redeemed Loss carry-back ($1,250,000)
amour!t (at. cgpital gains tax rates). The 50% solution discussed below is one way [\ capital gain T $1.250,000]
to avoid this issue. Taxable capital gain $625,000
Personal tax rate 53%
Tax payable m
Life Insurance Opportunities — 50% Solution
If the stop loss rules apply, an effective life insurance planning Loss S_tOpPe_d
strategy is the “"50% solution”. With the 50% solution, only a (1) Capital Dividend $1,250,000
portion of the available CDA is used. In our example, Mr. B is (2) Capital loss less taxable divs __$1,250,000]
deemed to dispose of his preference shares at FMV on his death Lesser of (1) &(2) A $1,250,000
and Opco uses the life insurance proceeds to redeem the
preference shares owned by the estate. The redemption gives rise (3) Capital Loss $2,500,000
to a deemed dividend of $2.5 million. Using the 50% solution, (4) Capital Gain $2,500,000
Opco elects only 50% of the deemed dividend be a tax-free capital Lesser of (3) & (4) B $2,500,000]
dividend. The other 50% is a taxable dividend. The redemption
triggers a disposition of the shares by the estate giving rise to the A minus 50%of B $0

same capital loss of $2.5 million. However, since the capital
dividend paid on the shares is restricted to 50% of the loss, none of the loss carryback is “stopped” by the stop-loss
rules in subsection 112(3.2) of the Act. As a result, the full loss on the disposition can be carried back to the terminal
return to offset the gain on death pursuant to subsection 164(6) of the Act.

The net result is that there is no tax payable on the terminal return as a result Dividend Tax on Redemption
of the deemed disposition. The only tax payable by the estate is $526,500 on Redemption proceeds $2,500,000
the taxable dividend. Since the dividend tax rate is higher than the capital gains |Paid up capital ($0)
rate, the tax payable under the 50% solution is greater than the tax paid above |peemed dividend $2,500,000
when a full capital dividend was declared. However, with the 50% solution, Capital dividend ($1,250,000)
Opco still has a $1.25 million CDA balance remaining that can be paid to Mr. B’S  |taxable dividend T $1,250,000]
daughter in the future as a tax-free capital dividend. Dividend tax rate 45%
Dividend tax payable $562,500

Life Insurance Opportunities — Spousal Rollover and Share Redemption
It is possible to replicate the tax treatment of grandfathered shares through what is commonly referred to as the “roll
and redeem” strategy. This strategy uses the tax free spousal rollover rules at death (under subsection 70(6) of the
Act). If Mr. B predeceases Mrs. B, at the time of his death he can transfer his preference shares to Mrs. B or a
spousal trust at cost, thereby deferring the tax liability on death.

Continuing the above example, at the time of Mr. B’s death Opco would receive $2.5 million insurance proceeds tax
free and a credit to its CDA. Opco can then use the life insurance proceeds to redeem the preference shares owned
by Mrs. B, resulting in a deemed dividend of $2.5 million. Opco can declare the entire deemed dividend as a tax-free
capital dividend. The stop loss rules outlined above do not apply in this scenario because there was no gain at death
and no loss being carried back. Therefore, the spousal rollover and share redemption do not result in any tax payable
on Mr. B’s death.
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The table below summarizes the results of the redemption strategies discussed above. For detailed calculations refer
to Appendix B.

With Insurance
No Full CDA 50% Roll and
Insurance (stop-loss Solution Redeem
applies)

Value of preference shares $2,500,000 $2,500,000 $2,500,000 $2,500,000
Less: tax on capital gain - (331,250) - -
Less: dividend tax (1,125,000) - (562,500) -
Net funds to estate $1,375,000 $2,168,750 $1,937,500 $2,500,000
Tax as a % of corp. value 45.0% 13.25% 22.5% 0.00%
Remaining CDA balance $0 $0 $1,250,000 $0

As discussed above, this analysis also doesn't include the “value” of the remaining CDA balance. Some of the items
that may affect CDA “value” and the future use of the CDA include: past transactions, CDA is a cumulative calculation;
any US citizen or resident shareholders may have US tax issues; current dividend tax rates versus future tax rates;
time value of money, tax savings now versus future tax savings; and any future legislative changes.

The analysis also doesn’t consider the relationship between the deceased shareholder and the surviving
shareholder(s). Due to the current spread between capital gains tax rates and dividend tax rates, it may be
advantageous to use pipeline planning at death and leave the full CDA to be used in the future to offset the high
dividend rates, resulting in a lower tax liability for the family as a whole. However, if the deceased shareholder is
unrelated to the surviving shareholders, the deceased family would prefer to use the full CDA (even if stop loss
applies) to redeem the shares, as this will result in the least amount of tax payable by the deceased shareholder’s
estate. To avoid disagreements at death, it is best if these discussions take place beforehand.

In general, insurance can enhance estate values arising on the redemption of fixed value preference shares because
of the reduction in income tax borne by the estate as a result of the capital dividend account credit. This analysis does
not take into account the cost of the insurance premiums that is ultimately borne by the common shareholders, nor
does it reflect the benefit of having insurance proceeds available to fund the redemption.
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Conclusion

Currently capital gains are taxed at a lower rate than dividends, thus pipeline planning is often preferred. However,
this conclusion could change if there are changes to the dividend or capital gains tax rates, or whether there are
refundable tax or capital dividend account balances arising from other sources.

Life insurance can also affect the choice of post mortem planning strategy. For example, in the scenario with fixed
value preference shares, life insurance may make the redemption strategies preferable. In general, life insurance will
help with any post mortem planning scenario by: increasing the net estate value and preserving capital at death;
reducing the tax liability at death; and providing liquidity at death.

Although these rules of thumb apply in many cases, the choice of strategy implemented in any particular case
depends on the facts and circumstances at the time of death. The purpose of this Tax Topic is to outline the planning
strategies that are available; however, an analysis of all the rules and issues is beyond the scope of this paper. Due
to the complexity of post-mortem estate planning, it is important to involve a professional tax advisor.

Last updated: May 2017
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Appendix A

OWNERSHIP OF PARTICIPATING COMMON SHARES AT DEATH

Detailed Tax Calculations

Wind-up & Loss C/IB Pipeline and ACB Bump
Double Without With Without With
Tax Insurance Insurance | Insurance Insurance
a) Deceased
Deemed proceeds on death 7.400,000| 7.400,000 8,400,000 | 7.400,000 6,400,000
Less: adjusted cost base - - - - -
(Capital gain 7.400,000| 7.400,000 8,400,000 | 7.400,000 6,400,000
Less: capital loss (see (1) below) - (7,400,000) (8,400,000} - -
Met capital gain 7,400,000 - - 7,400,000 8,400,000
Tax on capital gain (53% x 1/2) 1,861,000 - - 1,961,000 1,696,000
b) Investco - Sale of the Assets
Proceeds from liquidation of imvestments 7.400,000| 7.400,000 8,400,000 | 7.400,000 8,400,000
Adjusted cost base (3,000,000) (3,000,000} (2,000,000)]  (7.400,000) (8,400,000)
(Capital gain 4,400,000 ]  4.400,000 4,400,000 - -
(Corporate tax (50% X 172) 1,100,000 1,100,000 1,100,000 = =
Distribution from Corporation
Proceeds on sale of assets 7.400,000| 7.400,000 8,400,000 | 7.400,000 6,400,000
Less: corporate tax (1,100,000) (1,100,000} (1,100,000) - -
Add: RDTOH 674,740 674,740 @74,740 - -
Plus: Life insurance procesds - - 1,600,000 - 1,600,000
Available to distribute 6,074,740 ] 6,874,740 7,574,740 | 7,400,000 8,000,000
(Capital dividend account (CDA) 2,200,000 ) 2,200,000 3,200,000 - 1,600,000
Refundable dividend tax on hand (ROTOH) 674,740 674,740 74,740 - -
c) Estate
linvesteo Assets Distributed as a Dividend A MIA MNIA
(Capital dividend 2,200,000 1,600,000
Taxable dividend 4,774,740 -
6,074,740 1,600,000
L
Wind-up of Investco NIA MNIA WA
Proceeds of wind-up 6,874,740 7.574,740
Less: paid-up capital of shares - -
Deemed dividend 6,874,740 7.574,740
Capital dividend 2,200,000 3,800,000
Taxable dividend 4,774,740 3,774,740
Proceeds of disposition 6,974,740 7.574,740
Less: deemed dividend (8,874,740) (7.574,740)
Adjusted proceeds of disposition - -
Less: adjusted cost base (7,400,000} (8,400,000}
(Capital loss before stop-loss (7.400,000) (8,400,000)
Reduction (see (2) below) - -
(Capital loss available for camyback (1) (7,400,000} (8,400,000}
Newco repays note payable to Estate NIA WiA MiA 7 40[#'01]0 i 4O|]IIZH]D
Income tax on taxable dividend (45%) 2,148,633 ] 2,148,633 1,608,633 - -
d) Reduction in Capital Loss MNIA MNIA MIA
Lesser of
1) Capital dividend
2) Capital loss less taxable dividends 2,200,000 2,625,260
Less: 50% of lesser of 1) Capital loss (Estate)
2) Capital gain (deceased) (3,700,000) (3,200,000}
Reduction (2} - -
‘Summary: Net Funds to Estate
Fair market value of Investco plus life insurance 7,400,000 7,400,000 8,000,000 7,400,000 8,000,000
Less: Capital gains tax at deemed disposition {1,061,000) - - {1,861,000) (1,686,000)
Less: Corporate tax in Invesico (1,100,000) (1,100,000} (1,100,000) - -
Add: RDOTOH recovery 674,740 674,740 @74,740 - -
Less: Dividend tax on distribution (2,148.633)| (2.148,633) (1,688,833) - -
|Net funds to estate 2,865 107 ] 48X 107 5,3]’-6,,"}? 5 433,000 wm
Total tax as a percentage of corporate value 61.28%)| MTE% 26.55% 26.50% 21.20%)
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Appendix B

OWNERSHIF OF FIXED VALUE PREFERENCE SHARES AT DEATH

Detailed Tax Calculations

ACE Pipeline Redemption and Loss Camyback
Without With Without With Insurance
Insurance Insurance | Insurance (Full CDA) [30% solution) {grandfathered
shares or spousal
rodlover)

a) Deceased
Deemed procesds on death 2,500,000 2,500,000 2,500,000 2,500,000 2,500,000 2,500,000
Less: adjusted cost base - - - - - -
Capital gain 2,500,000 2 500,000 2,500,000 2 500,000 2,500,000 2,500,000
Less: capital loss (see (1) below) - - 2,500,000} {1,250,000) (2,50:0,000) (2,500,000
Met capital gain 2,500,000 2,500,000 - 1,250,000 - -
Tax on capital gain (53% x 1/2) 662,500 B62 500 - 331,250 = -
b} Estate
Redemption of Preference Shares NiA MNIA
Proceeds of redemplion 2,500,000 2,500,000 2,50:0,000 2,500,000
Less: paid-up capital of shares - - - -
Deemed dividend 2,500,000 2,500,000 2,600,000 2,500,000

Capital dividend - 2,500,000 1,250,000 2,500,000

Taxable dividend 2,500,000 - 1,2-54],1]00 -
Proceeds of disposition 2,500,000 2,500,000 2,500,000 2,500,000
Less: deemed dividend (2 500,000} (2,500,000} (2 500,000} 2.500,000)
Adjusted proceeds of disposition - - - -
Less: adjusted cost base (2,500,000} (2.500,000) (2,50:0,000) (2,500,000
Capital loss. before stop-loss (2,500,00:0) (2.500,000) (2,50:0,000) (2.500,000H
Reduction (see (2] below) - 1,250,000 - -
Capital loss. available for camyback (1) SZ.EDO.DD'UE (1,260,000) (2,50:0,000) (2.500,000)
Mewco repays note payable to Estate 2,500,000 2,500,000 NiA A MiA MNIA
Income tax on taxable dividend (45%) - - 1,125,000 - 582,500 -
c) Reduction in Capital Loss HiA A A MIA
Lesser of (o capial dwidend)
1) Capital dividend
2) Capital loss less taxable dividends 2,500,000 1,250,000
Less: 50% the lesser of

1} Capital loss (Estate)
2} Capital gain (deceased) (1, 250,000) (1,250,000)

Reduction (2} 1,250,000 .
Summary: Net Funds to Estate
FMV of preference shares 2,500,000 2,500,000 2,500,000 2,500,000 2,500,000 2,500,000
Less: tax on deemed disposition (862,500) (582,500) - (331,250) - -
Less: dividend tax on distribution - - (1,1:25,000) - (582,500) -
Met funds to estate 1 a_:!.?@ 1,837,500 | 1,375,000 2,168,750 1,537,500 2,500,000
Total tax as a percentage of corporate
wvalue 26.50% 26.50%i 45.00% 13.25% 22_50% 000
Remaining Capital Dividend Account - 2,500,000 - - 1,250, 000 -
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