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under the present system, It also sets out some
special rules concerning closely-held corporations
which are necessary to ensure that taxes are in

fact paid on income defined to be taxable under both
the present and proposed system, In part these rules
relate to goodwill sold in the first few years of the
new system, Since the cost of goodwill purchased

" could be written-off for tax purposes under the new
system, purchasers would be willing to pay more for
it than under the existing system, In recognition .
of this increase in value part of the proceeds of the
sale of goodwill would be taxable,
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the net profit for the year is shown as being retained and
cépitalized by issuing stock dividends. The amount so capita-
lized would be added to the cost basis of the shareé, and
would reduce the tacable capital gain should a shareholder
dispose of his.shares. |

ABC Company Limited
(& closely-held corporation)

Years Ending December 31

The effect ifre

1975 19706 1977 Total
Income Account: : ’ : .
Profit before tax  $-120,000 150,000 160,000 430,000
Corporation tax
Federal Eho 000; E60 OOO; %6%,000; (%72 OOO;
Provinecial . 112,000 15,000 16,000 43,000
Net profit $ “G0000 75,000 ~B0.000 215,000
Surplus Account: ) :
Opening balance $ 500,000 515,000 520 000 500,000
Net profit 60 Q00 75 C00 80,000 215,000
Cash dividends %20 OOO; %30 OOO; EBB OOO; ((85 OOO;
Stock dividends 25,000 4.0, 000 4,0, 000 105,000
Closing balance % 3IF?UUU 520, 000 E?BfUUU 525,000
‘Capital Account: . , -
Opening balance $.lOO 000 125,000 165 000 lOO 000 -
Stock dividends , 25,000 40,000 40 000 05 000
Closing balance $ T25,000 IBF?UUU 265,650 205,000
et Proceeds to Resident Individual Shareholders
Cash dividends $ 20,000 30,000 35,000 85,000
Stock dividends 2),000 L0,000 40,000 105,000
‘Corporate tax credit  _L45,000 70,000 75 000 190 000
’$(gL)'6 )T(rgﬁm)( )
Personal tax, e.g.405% 306,000 56, 000 0,000 152 000
" 4 “5L000 ~BL000 90,000 228,000

tax burden on the income of this

“closely-held. corporation would be the same as if it had

been unincorporated,

In the three years the owners of an

unincorporated business would have netted:

Incone 7 $430, 000
Less personal ta @ L0O% 172,000
’ iy 5"*000
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For the same three years, the shareholders of the closely-

held corporation would net:

From dividend distributions to

date, as above $228, 000
From future dividend distributions-
Increase in surplus © $25,000
Creditable tax 25,000
50,000

Less personal tax @ 4LOj% 20,000

30,000

$258,000

_ Accounts to control the flow of creditable tax
would be maintained by the cérporation. These would show
the additions to creditable tax arising from payments of
corporate tax, the amounts passed out with dividend
distributions, and the-balance on hand, The basic'
features can be demonstraﬁed in the following illustration

for the ABC Company Limited for the year ended December 31,

1976:
ABC Company Limited
Creditable Tax Account
Creditable Until
dJune 30
Details ' 1976 1979 1980 Balance

Opening balance re: ‘
tax for 1975 —_ -

1st instalment for 1976% 5,000 5,000
2nd instalment for 1976 . 5,000 10,000
3rd instalment for 1976 5,000 . © 15,000
PPinal balance for 1975 15,000 30,000
Lth instalment foxr 1976 : 5,000 35,000
5th instalment for 1976 5,000 40,000
Cash dividend (12, 500) - 27,500
6th to 12th S

instalments 35,000 62,500

. for 1976

Cash dividend (2,500) 215,000 ‘ 45,000
Stock dividend - (40,000 5,000
lst instalment for 1977 5,000 10,000
2nd instalment for 1977 5,000 15,000
3rd instalment for 1977 6,500 21,500
I'inal balance for 1976 15,000 36,500

== 20,000 76,500

* In the amount of $5,000, representing 1/12 of the tax
liability for the previous year, if the national tax rate
of 50 were applied to the taxable income of $120,000 for
that year, Since the national tax rate of 50% is assumed
to be made up of 40{% federal and 10 provincial, any pay-
rnents of provincial corporate tax at a rate higher than 10% .-
would not create creditable tax:.

o




-l -

It will be noted that the ccrporate tax becomes
creditable immediately upon payment. As proposed in para-
graph 4,27 of the'White Paper, the tax would remain credit-
able until 2} years from the end of the tadatlon year in
respect of which it arose (for special circumstances in
which the tax would remain creditable longer, see section
. L of this report). As shown in the illustration, the credit-
able tax assumed to go out with dividends first would be

that which "staledated? Ffirst.

The ‘corporation would make an annual reporting

of its creditable tax account o the tax authorities at
‘the same time as fiiing its income tax return. At thc time
of each dividend distribution, the onus would be on the
.ccrporation to see that there was creditable taﬁ on hand to
cover the amount reported to the shareholders, The dividend
slip would look something like this -

We are enclosing a dividend cheque for ~ © $100

In addition you may claim credit for tax paid

by the corporation:

federal tax of : 80
provincial tax of :

" You should report taxable income of . - 4200

In the case of a stock dividend the last two items on the

8lip would be the same as above but the first item might

read
e are enclosing a stock dividend of $100

(for tax purposes the stock will be treated
as having cost you $100)

2., WIDELY-HELD CORPORATION

For this type of corporation, one-half of the
national corporate tax rate of 50% would be creditable to
resident shareholders., Teehnically,~it is proposed that
thls be achieved by having a creditable tax of 25% and a

non—credltable tax of 25c
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The effect of this method of taxation in relation
to individual resident shareholders is illustrated below.
The level of cash dividend shown has been typical of most
public Canadian corporations other than those in thé
resburce.industries in recent years, and would not be
expected to increase.under the proposed system.

X¥7Z Company Limited
(a widely-hield corporation)

Years Inding June 30

1975 L1970 197
Taxable income ‘ $2,400,000 2,800,000 3,100,000
Corporation taxes
Integrated élzl) ggOO 880; §7OO OOO% §775 OOO;
Unintegrate ' 00,000 700, 000 775,000
: T,700.000 T;'ZIOOLGGG‘ I";B*G’mo
Untaxed financial proflt(?) 200, 000 250,000 5,000

. Net profit for year » $ITEUU?UUU HTTEKf T, 'ZHLOUO .

Surplus account :

Opening balance 3 000, 000 3 700, 000 4 550,000
Net profit 400 000 650 000 825 000
Cash dividends (3) t700] ooo) 800.,000) - (900.000)
Closing balance $3,7700,000 0! 5,475,000
.Individual shareholders: .

Cash dividends 1 700 0G0 600,000 . 900, 000
Corporaté tax credit 350,000 OO 000 - 450,000
Taxable income T;050, 000 I’m’m@ 1,350,000

- Personal tax, e.g. 40% 420,000 480,000 51,0, 000

Net proceeds 630 000 720,050 -3

noa/6

(1) ZXach including 20) federal and 5% prov1nclal rates.

(2) Ar1s1ng, for example, from claiming capital cost allow—
ances in excess of depre01atlon booked. .

(3) Assuming that the ratio of payout to retained after-tax
taxable income is about 3:2. This was the average ratio
for the years 1955 to 1964 for non-resource companies,
according to Table 9 of study number 27 published by
The Royal Commission on Taxation, entitled, "Rates of
Return on Canadian Cormon Stocks: Dividends,‘Retentions
and Goodwill Gains®,
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vThe accounting for creditable tax would be
similar to that followed in the case of a closely-held
corporation.: The illustration set out below assumes a
quarterly dividend in cash.

£YZ Company Limited
- Creditable Tax Account

(j000Ts]
Creditable Until
4 Dec. 31
Date Details ' 19751976 1977 1978 Balance
1975
Jul, 1 Opening balance 225 500 525 1,250
Jul. 31 lst instalment for 1976(1) _ 50, 1,300
Aug. 31 2nd instalment for 1976 50 1,350
Sept 15 Cash dividend of $180 - (90) 1,260
Sept 30 3rd instalment: for 1976 ' .. 50 1,310
TFinal balance for 1975 75 01,385
Oct. 31 Wth instalment for 1976 ' 50 1,435
Nov. 30 5th instalment for 1976 . " 50 1,485
Dec, 15 Cash dividend of. $160 - (90) - _ ' 1,395
Dec. 31 6th instalment for 1976 A 50 . 1,445
1976
Jan. 1 Staledated credit (45) . ' 1,400
~ Jan, 31 7th instalment for 1976 - . 50 1 , 450
TFeb. 29 8th instalment for 1976' : 50 l 500
‘Mar. 15 . Cash dividend of $180 o (90) l 4,10
Mar. 31 9th instalment for 1976 - 50 1, 460
© Apr.. 30 10th instalment for 1976 o 50 l 510
HMay 31 = 11lth instalment for 1976 ' : 50 1, 1560 -
June 15 . Cash dividend of $260 (130) ) : l 430
June 30 12th instalment for 1976 _ . 50 1 , 480
etc. 780 GO0 BO0

NOTE: (1) Assumed to be 1/12th of '$1,200, 000, one—half of
which is creditable.

It will be noted in the illustration that-on
January 1, 1976, a portion of the creditable tax became
staledated because it had not been passed out with distributions-
within the time limit of 2% years. In some cases the
directors might consider it to be in the best interest of'
shareholders to periodically declare stock dividends in
ordexr to pass out all the creditable tax, while still retaining

funds for expansion.

e /7



-7 -

Thére,will be cases in which there will be’

insufficient creditable tax to cover the cash dividends;

for exaﬁple{ due to accelerated capital cost allowances.

In that event the creditable tax would accompany the dividend
in the usual ratio of $1 of creditable tax to $2 of dividend
until the creditable tax is exhausted. In this case the
dividend slip ﬁight read -

We are enclosing a dividend cheque for - $1.00

In addition you may claim credit for tax
paid by the corporation:

federal ' 36
. provincial
You should report taxable income of $IL5

=

3. INTERCORPORATE HOLDINGS

For inter-corporate holdings, it would be eésential_
that the amount of creditable tax. be known at the time the
pérticular dividend is paid, for otherwise dividends with
their accompanying tax credits could not pass freely and

quickly through corporations. As already noted above, the

creditability would be based primarily on the pa&ment,of tax

rather than on the tax as finally assessed, and accordingly
the position could be ascertained at the time a dividend

was paid. .

For purposes of creditable tax accounting, creditable

tax received with a dividend would be treated as a payment

on account of the corporation tax of the receiving corporation.
As such, it would in turn create creditable tax which

could be passed on to shareholders of the receiviﬁg corporation
within the usual period -~ that is, up until the end of 2%

<

years from the end of the taxation year,

Since the proposed system treats inber-corporate
dividends as taxable income, expenses related to inter-corporate

dividend incone would be deductible, This would result in a



A 'refund of tax, or a ?edﬁéﬁion'of tac llablllty, to the-7  ‘
‘ : ~receiviﬁg corporatidn. For e\amole , if in the 1llustrat10n
in paragraph k.56 of-the White Paper there had been expenses
rof $30 related to the dividend income, the treatment of
the closely-held corporation receiving the dividends weuld

have been as follows:~

From CHC  From WHC

" Dividend received " $100 100

Creditable tax with dividend 100 : 50

: 200 .I50

Less expenses 30 - 30

Taxable income - I70 I20
Corporate tax . 85 60 -

‘ Less creditable tax 100 .50

* . Halance payable or (refundable) Iz 10

|
Amount available for distribution B ‘
to its shareholders (dividend
less expenses plus or minus tax).

et

Creditable tax

2 1e

‘Gains or losses realized by a clOSely-held'cofpoxationﬂ
from shareholdings in Canadian-or foreign corpofations would
ﬁave.no sﬁecial implicétions for the-creditable tax accounting.,
Gains" on -shares in Canadian widelyfheldxcofporations weuld
of.course only be one-half included in arriving at income of

the corporation.

In the case of a widely-held corporation, dlvldends'
~ from closely-held Canadian corporatlons would not need any .
further rules, since thls source of income would bé taxed in
the usual manner, and the creditable tax w1th dividends would

be handled as outllned above.

Dividends from other‘widely-held Canadian cerporations
would require special treatment. In paragraph 4.59 of the
White Paper it is proposed that such income be effectively

‘ . taxed at a 33-1/3% rate fully creditable, in order that no

/9
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further unintegrated corporate tax be collected merely because

of the intercorporate movement of dividends.

In effect, this

amounts to grossing up the actual dividend to its amount

before both creditable and non-creditable corporate tax,

and charging only the creditab;e rate thereon. This may be

illustrated as follows where a widely-held corporation

* receives dividends:

Dividend received
Creditable tax
: Taxable incoie

Cofporate tax:
Creditable - 25%
Non-creditable - 25%

Tess creditable tax
Balance

Anount available for distribution

. Creditable tax

Trom CHC

$100
100
200 ..

———
—

50
.50

T'rom - WHC.

100 -
50

=

AT

0 (on $200)

=
=

s e

If the recelving corporation had expenses of $30 related

to the dividehd, the effect would be as follows: -

Dividend received

Creditable tax with dividend .

Less expenses

- Taxable income

Corporate tax
Creditable

- Non~creditable

Less creditable tax
Balance (refundable)
Amount available for
distribution to its
shareholders (dividend
less expenses .plus balance
“of tax refundable) -
‘Creditable tax

I'rom CHC FromVWHC
$ 100 100
100 - 50
200 T50

30 30
I70 120
L2,5 10
42.5 N/A
100 50
W
,§§ ; 80
e 10

Gains on shares in other widely-held corporations

would be taxzed in the same way as dividends - at a fully

creditable rate of 33-1/3% - in order to keep a balance

../10
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between»the treatment of dividends and share gains, If
there was a net loss on shares in other widely-held
corporations, 4/3rds thereof could be aggregated with income
frpm othef sources for purposes of the creditable tax, bubt
not the non-creditable (in other words, a refund of 33-1/3%
of the loss would be made, provided the corporation had

enough creditable tax).

4

4. OVERPAYMENTS, REFUNDS AND ASSESSHENTS

Corporation income tax, or half of it, will become

‘creditable when it is paid. It will remain creditable uhtii-g

it is passed through to thg shareholders or has become
spaledated; or until the éorporation files a tax return -
claiming a refund of the tax. If a corporation files a
tax return claiming a refund because its instalments ekceed
‘its liability for the year, that excess will immediately be
removed from the creditable tax account. Similérly, if a

corporation filed a return reducing its tax for a year as

" a result of a loss carried back from the following year, the

amoﬁnt of the refund claimed would be removed from the credit- _

able tax account.

Where the taxpayer wanted a refund of such an
éverpayment, the refund would be limited to the creditable
taxz still on hand, since a refpnd bould not be given for
creditable tax already passed out to shareholders., Ahy\

portion of the overpayment which was not refunded because

- of this limitation could still be applied on account of

subsequent tax liability. Since the limitation only affects

creditable tax, in the case of a widely-held corporation '

it would only apply to the creditable rate of 25%. Over-
payments of the non-~creditable tax of 25% could be refunded

in the usual fashion.

.. /11
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A comparable problem arises when a corporation~
disputes an assessment or a re-assessment,, Consequeﬁtly,
when a taxpayer objects to an assessment or-re-assessment,'
the additional tax demanded by the assessment (that is, |
additional to the amount declared by the corporation

in its return) would be transferred to suspense and either

be refunded to the corporatieh on the success of itsﬁobjeetion

and/or appeal, or become creditable on the day on whichlit 1
was clearly no‘longer subject to‘appeal Because this latter
day might be later than the day on whlch the tax. would \

normally staledate, such tax would‘remaln credltable'until

\_18 months after the end of the taxatmon year in, whlch it waS':

no, longer subJect to appeal..

If an assessuent or re-assessment is hot the
subject of a notice of objection, the addltlonal tawA
demanded by the assessment would not staledate until
18 months after the end of the taxation year in which the
assessment'was issued. This would mean that in a great
majority“of cases additional tax ievied on' an original o
assessment would be creditable in the year in which it was
 paid and remain creditable untll the same day as the instal-’
ments of tax for that year. At the same time, where
addltlonal tax was unsettled for a period of time, or where
a re-assessment was 1ssued three or four years after a
return was filed, there would still be a period of 18 to
30 months in which.any additional tax would be creditable

even though the usual period for creditabllity had passed.

.. /12
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~5. COMMENCIMENT OF THE PROPOSED SYSTEHM

The proposed credit for corporation tax would
apply to all dividends paid from comuencement of the new

system.

Since the corporate tax is creditable immediately
upon payment, and cofporate.tax instalments are péid
currently on a monthly basis, the dividends of most
corporations would carry creditable tax immediately under.
the new system. Where a corporationt's current tax.instal-
ments were insufficéient to‘cover current dividends, or
where a corporétion wanted to build up a backlog of credit-

able tax, it might prefer.to elect to pay the 15% tax on f

*openingisufplus and distribute.sémeitax~péid dividends to_

shareholders (see later paragraphs’in this section).

Where a corporation's fiscal year did not coincide

with the commencement of the new system, special rules would

be needed to detefmine the creditable portion of tax instal-
ments paid on accounﬁlof that year. 'Itvis proposed that
as-the date for each instalment due in the first year of

tﬁe new system arrives, a fraction of the total instalments
paid to that date on account of the liability for the year in

progress would become creditable, Fbr'examplé, consider the

‘case of a corporation with a June 30th fiscal year end in the

event that tax reform is effective Januéry 1, 1971.  Wheh

the seventh instaiﬁent-of“tax for the year to end‘June 30, 1971
fallé dﬁe on January 31, 1971, one-seventh of all of the
instalments paid on account of the year to that daté would

become creditable. A month later when the eighth instalment,

was due, an additional fraction would become creditable -

enough to bring the cumulative amount made creditable to two-

" elghths., On March 31lst the cumulative fraction would be

'1/13
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brought to three-ninths; on April 30th, to four-tenths;
on May 31st to five-elevenths; and on June BOthito six-
twelths. A precise adjustment to the precise tax rates

would take place when the return was filed (since under the

.Whlte Paper proposals the amount of income subject to the

low rate would be reduced in the first calendar year of

‘the new system, an additional amount of tax would become

creditable for many corporations when this precise

computation was made).

The creditable tax recelved with dividends from

other Canadian corporatlons would be creditable 1mmed1atelyf

~_~and would not be reduced by ‘the fractlons mentloned in

the preceding paragraph

The general rule for corporate dividend dlstrlbutlons

would be that. they would be included in income and would

~carry creditable tax in the appropriate ratio, to the extent :

"

there was.creditable “tax on hand at the time of the dividend,

Where there was insufficient creditable tax on hand, the

balance on the dividends would carry no creditable tax.’

In the absence of any further rules, the subsequent
dlstrlbutlon of the surplus that a corporatlon had at the '
beglnnlng of the new system would ‘be taxed at full rates of ‘
the shareholder (although he would get a deduction. for a
capital loss if and when he sold his shares which would
partially recover this tax in the case of shares of widely-

held corporations and fully recover it in the case of those}

- of closely-held corporations). Under the present tax syspem

there are provisions for withdrawing such surplus at flat
rates of about 15%. It is therefore proposed that an option

be made available to all corporations to. make tax-paid

RATA
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distributions out of opening surplus by paying a special
withholding tax of 15%. Tor a resident shareholder this

tax would be in final settlement of his tax liability, and

'the amount of the dividends before the withholding tax

"would be deducted from his share base. For a non-resident

shareholder, the tax would apply against any ordinary

- liability for non-resident withholding tax.

Technically, such a tax-paid dividend would be
treated in much the same way as "tax-paid undistributed
income" is under the present legislation and could pass.

through corporate shareholders, However, the form of the -’

) tax-pald dlstrlbutlon would not be restricted as 1t 1s in

" the present legislation: it could be a cash leldend

As explained in'paragrabhs L.74 to 4.78 in the

" White Paper it might still be.possible for a closely—held

corporation to W1nd up without paylng any tax on 1ts

‘opening surplus, due to the fact that the openlng surplus

:would be-capltallzed in the share base and this share

base would be fully deductible. It is thefefore_propdsed
that for a closely-held corporation, distributions that ‘

dld not carry creditable tax would be deemed to come out of

»the opening surplus and be subject to the spe01al 15% tax

referred to above. In most cases this would be preferable

to being subject to ordinary rates of uax on a non-creditable

‘dividend, and it would clear up the tax liability on the

opening surplus, .

Also explained in paragraphs 4.74 to 4.77 of the

|
White Paper, the immediate introduction of full credit for : B
taxes paid by closely-heid corporaﬁions, when combined with
the full deductibility of their opening share. values,

creates the possibility that tax could be eliminated on income

which would otherwise be taxable under the present system

and which should be taxable under the proposed sysﬁem.

.. /15
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The iliustration given in the White Paper relatéé
to a:debreciable asset. Land which was held for séle in
the ordinary course of business would be another example
' which would demonstrate the potential for eliminatiﬁg

taxable income.,

For example, assume a group of individuai~tax- o
payers - ‘had purchased a parcel of land for $100,000 and on
’ valuatlon day it was worth $280 000. If the land was sold
shortly after the commencement of the new system.ana thg
marglnal rate of the taxpayers was 50%, there would be é
tax 11ab;11ty of $90,000 and they would-have»nét;proceeds ‘
" of $190; 000, A R

~ If instead the land was held ih a closely-held -
_corporation, it is quite possible that in the absencerf

a special rule the shares would-be worth $280,000 on, ‘
valuation day and that the shareholders could net the entire
~proceeds §f $280,000- if the corporation sold the land
shortly after the'commenceﬁent"bf the new system and was

then wound up. The series of transactions would be as .

follows:
| Proceeds of sale " $280, 000
Less corporate. tax 90,000

‘Distribution by corporation

Add creditable tax . 000 .

%

There would be no personal tax payable on the $280 OOO

since 1t would be offset by a deductlon of the opéening share
value of $280,000, In thls way, the excess of the fair ‘
market value of the land over its cost would have entlrely
eé@aped tax} even'though_the transaction would have been

taxable under the present system;

.-./16
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The position with respect to goodwill is somewhat

'different, although the results would be the same. Because

!

the purchase of goodwill would bec&ﬁé a dépreciabie!expenditure

under the White Paper proposals, the government believes

‘that purchasers would be willing to pay more for ggodwilli‘”

under the proposed system than under the present system.

' In fact, the goverhment expects that taxpayers would be.

willing to pay at least 125 tax-deductible dollars under ﬁhé

proposed system for every 100 after-tax dollars under thé

present system. For this reason, it has proposed'that-if :

goodwill is sold in the first year of the proposed system,

4O per"éeht of the proceeds would be taxable"(pafégréﬁh 5.8 .
of the White Papef). If the vendors tax rate were SO'bér.Cenﬁ ”

or less, he would still net at least the $100 that;wé would .

receive under the present system.

N

) o .
In a way similar-to that described with respect

to land and depreciaBle property, the valué of the'goodwill

in a .corporation would - in the absence of a special rule -
be capitalized in the value of the shares, and no part

of the proceeds of sale of the goodwill would, effectively,

N
o

Assume a business operation in which the tangible

.

assets have a tax value of $1,000;OOO and there is gqodwill-
in the anount of $4,80,000 which, under the new system,

would have a value of about $600,000, If the business was
unincorporated and the ovmers had a marginal tax rate of 50%,

the sale of business in the first year of the proposed system

_ would net $1,480,000:

Proceeds from sale of business $1,600,000
Less 50% tax on 40% of $600,000 120,000
$I,%80,000

/17
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On the . other hand, if this business had been in

a closeiy—held corpbration, the net proceeds could be

$1,600,000, As in the case of the land, the distribution

of cofporate surplus ($1,480,000) and the credit for

corporate tax @120,000) could be received free of tax singe
they_wouid be 6ffset‘by a déduction for an opening shére
value (which would be $1,600,000 in the absence of a special |
rule).  The purchaser of the:business would have a cost.

which could be written off against future income evén

-though there. had béen no tax cost to the wvendor.

In view of this, it is proposed in paragraph k.79
of the White Paper that some of the tak ofAcloselyrheld
corporations be non-creditable, to ensure that taxes are

collected on income otherwise taxable under the present

" system, and on income which would be taxable under the

proposed system if received by unincorporated business.

Specifically, in the ordinary course of operations l/5th:

of the pfofits of a éiosely—held cqrpofation would give rise

t0 non-creditable tax, so that over a period of time ﬁax
would gradually be collected on the amount by which the

opening share value exceeded the tax values of the_undef-

iying assets., (For this purpose, the ‘tax values of securitie§

and shares would be the opening value for purposes of the
proposed tax on capital gains,) Wherglcorporation-tax arose -
from specified types of transactions - such. as reeaﬁtured
depreciation, sale of oil and mining properties, br sale of

goodwill - all of the tax would be non-creditable.

If some of the taxable income of the closely-held
corporation was taxed at the rate of 21%, the tax on the
excess of the opening share values over the underlying

tax values would be satisfied at that rate. Furthermore,

/18
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since the shareholders of some closely-held corporations
might not want to take ad#antagelof creditable tax until
 the top pefsonal rates had been lowered to 50%, the closely-
"held corporation would be given the bptidn of treating more .
“of its corporate tax as non-creditable; the requirement
would then be met in a shorter period of time, and at a

- lower tax cost.

The opening share value for purposes of the _
computation of the difference would be declared by the board -
of directors of the corporation at the time of filing the
corporation's first tax return undef thg new systém,_.Thié.

declaration would set out’ the boardts opinion-of the'fair R

market value of all of the shares of the corporation if they

were sold in a block to oné buyer, Even though this .

. valuation were agreed with the Department of National Revénue{ h

it would not be binding on individual shareholders in their
determination of the Valuation Day value of. their holdings.
It would be open to them to argue that their particular |
holding was worth more than average. (e.g. since it carried

with it control of the corporation) or less than average

(e.g. since it did not have voting rights) or indeed that the-.

- _ A
"average" was itself incorrect. In  this latter cohnection, -

‘the "average" value as agreed with the board of directors
would be ﬁhe beginning point Hr the Department's valuations
of individual holdings, and might be expected ﬁo have some
influence on the courts as evidence of the value of the

corporation.

If the corporation realized a tax-free capital
gain on an asset other than securities or shares, the amount

of the tax-free capital gain would also reduce the total

amount to which non-creditable tax would apply. For example,.

if a corporation sold to its business in the fourth year of
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the new system and received as part of the proceeds $1.00,000

in respect of its goodwill, the corporate tax on the taxable

amount of $55,000 would be non-creditable, but both the

: $55,000 and the tax-free proceeds of $45,000 would reduce

the opening difference.

Since the proposal requires that the tax on one-

fifth of the corporation's taxable income be treated as non-

fcrediteble each year, there.could be cases in which the

opening difference would have been dealt with before the

ax-free capital gain arose. In those cases, part of - the

tax preV1ously declared non—credltable would become

creditable and be available to be passed through to. the

lcorporatlon's shareholders. The staledating rules would

apply to this creditable tax as though the tax had been .

levied on the tax-free gain,

As indicated in paragraph 4.79 of the‘White Peper,

- if a corporatlon elected to adopt the partnership optlon

from the commencement of a new system, ‘the share values

would be based on the tax values of the underlying assets

‘and the income of the corporation would be taxed in the

hands of the shareholders in the same way'as the owners

~of an unincorporated business., If for some reason the

corporation did not elect the'partnership option until
after the introdiction of the new system, the share valnes
at the time of election would then be reduced by remaining
portion of the opening excess of the share‘valuee over the‘
tax values of the underlying assets in respect of which
non-creditable corporate tax had not already been

collected,

Department of Finance.
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Finance Minister E.J. Benson today released a technical
¢ paper explaining mechanisms to give shareholders credit for
§ corporate tax pald under the proposed system of tax integratiom.
3§ .

The document, sent to the Commons and Senate committees
studying tax reform, enlarges on the White Paper in five areas:

1, Closely-held corporations

The two steps are outlined under which these corporations
would, effectively, be taxed at personal rates by giving
shareholders full credit on dividends for tax collected
from the corporations. Distributions in the form of
stock dividends would permit corporations to retain

funds for internal use.

2, Widely-held corporations

Shareholders of these corporations would receive credit
on their dividends for half the corporate tax paid.

The paper explains here and in the section on closely- .
held corporations how a typical company might organize
a "creditable tax account” on its instalments of tax
and payment of dividends.

3. Intercorporate Holdings

Where one corporation owns shares in another, share-
holders of the first corporation would receive credit
for taxes paid by the second corporation in several
ways discussed in this section,

4, Overpayments, Refunds and Assessments

"Creditable" tax arises when tax is paid. It remains
creditable until it lapses, normally 2% years from the
end of the corporation's taxation year (staledating);
until it is passed to shareholders to cover dividends;
or until a refund is claimed in the event of an over-
payment, The circumstances in cases of refunds and
assessment disputes are explained,

5. Commencement of the system

, This section discusses methods by which tax would become
._,. creditable in the year in which the system starts, It
—"— ' deals with the tax still to be paid on surpluses existing
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under the present system., It also sets out some
special rules concerning closely-held corporations

. which are necessary to ensure that taxes are in

fact pald on income defined to be taxable under both
the present and proposed system, - In part these rules
relate to goodwill sold in the first few years of the
new system, Since the cost of goodwill purchased

" could be written-off for tax purposes under the new

system, purchasers would be willing to pay more for
it than under the existing system, In recognition
of this increase in value part of the proceeds of the
sale of goodwill would be taxable,







‘Capital Account:
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the net profit for the year is shown as being retained and
dapitalized by issuing stock dividends. The amount so capita;
lized would be added to the cost basis of the shareé, and
would reduce the taxable capital gain should a shareholder
dispose of hisAshares. |

ABC Company Limited
(a closely-held corporation)

Years Ending December 31’
1975 1976 1977 Total

Income Account: - : .
Profit before tax $ 120,000 150,000 160,000 430,000
Corporation tax

Federal (48,000) (60,000) (64,000) (172,000)
Provincial (12,000) (15,000) (16,000) (43,000)

Net profit $ ~G0,000 75,000 80,000 215,000

Surplus Account:

500,000 515,000 520 000 500,000

Opening balance 9

Net profit 60 Q00 75,000 80,000 215,000
Cash dividends (20 000) (30 000) (35 OOO) (85 000)
Stock dividends (25,000) (40,000) (40,000) (105 OOO)_

Closing balance $ 515,000 520,000 B?BLUUU 525,000

5 100,000 125,000 165,000 100,000

Lo

Opening balance

Stock dividends 5 0CO 40,000 40,000 05 000
Closing balance $ 125000 ﬁm 205000 2‘65’,
Net Proceeds to Resident Individual Shareholders
Cash dividends $ 20,000 30,000 35,000 85,000
Stock dividends 25,000 40,000 ‘40,000 105,000
Corporate tax credit 45 000 70, 000 75LQOO 190, 000
B ,000 TL0,000 7T50,000 8

Personal tax, e.g.L0% (30 000) (56,000) 60 000) (152 000)

& 55000 “I;" WLOW‘

pL.X
1

The effectiﬁe tax burden on the ihcome of this

‘closely-held. corporation would be the same as if it had

‘been unincorporated. 1In the three years the owners of an

unincorporated business would have netted:

Incone _ $430,000
Less personal tax @ LO% 172,000
ﬁﬂffjﬂﬁj

/3



Date

1976

Jan. 1

Jan. 31
Feb, 29
THar, 31

Apr, 30
May 31
June 15
June 30)

to )
Dec. 30)
Dec, 31

1977

Jan. 31
Feb, 28
Mar. 31

-3 -

For the same three years, the shareholders of the closely-

held corporation would net:

I'rom dividend distributions to

date, as above $228,000
From future dividend distributions-
Increase in surplus " $25,000
Creditable tax 25,000
, 000

Less personal tax @ 40% 20,000
: . 30,000
1253, 000
' Accounts to control the flow of creditable tax
would be maintained by the cérporation. These would show
the additions to creditable tax arising from payments of
corporate tax, the amounts passed out with dividend
distributions, and the balance on hand, The basic
features can be demonstraﬁed in the following illustration

for the ABC Company Limited for the year ended December 31,

1976:
- ABC Company Limited
Creditable Tax Account
Creditable Until
June 30
Details : 1975 1979 1980 Balance

Opening balance re: ’
tax for 1975 - —_

lst instalment for 1976% 5,000 5,000
2nd instalment for 1976 5,000 10,000
3rd instalment for 1976 5,000 . 15,000
Final balance for 1975 15,000 30,000
4th instalment for 1976 - 5,000 35,000
5th instalment for 1976 5,000 40,000
Cash dividend (12,500) " 27,500
6th to 12th L

instalments 35,000 62,500

for 1976
Cash dividend (2,500) 215,000) ’ 45,000
Stock dividend 4,0,000) 5,000
lst instalment for 1977 5,000 10,000
2nd instalment for 1977 5,000 15,000
3rd instalment for 1977 6,500 21,500
Final balance for 1976 15,000 36,500

—= . 20,000 I6,500

% In the amount of $5,000, representing 1/12 of the tax
liability for the previous year, if the national tax rate
of 505 were applied to the taxable income of $120,000 for
that year., Since the national tax rate of 50% is assumed
to be made up of 40j federal and 10 provincial, any pay-
rments of provincial corporate tax at a rate higher than 10% .-
would not create creditable ta:x,

00/3
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It will be noted that the corporate tax becomes
creditable immediately upon baymént. As proposed in para-
graph 4.27 of the White Paper, the tax would remain creédit-
able until 2% vears from the end of the taxation year in
respect of which it arose (for special 01rcumstances in
whlch the tax would remain creditable longer, see sectlon
.4 of this report). As shown in the illustration, the credit~
able tax assumed to. go out with dividends first would be

that which "staledated" first.

The ‘corporation would make an annual reporting

of its creditable tax account to thé‘tax authorities at .
the same time as filing its income tax return. At the timé
of ‘each dividend distribution, the onus would be on the
.cprporation to see that there waS'creditable tak on hand to
cover the amount reported to the shareholders, The dividend
slip would look something like this -

We are enclosing a dividend cheque for : $100

In addition you may claim credit for tax paid

" by the corporation: '
federal tax of < 80

. . provincial tax of g N
"You should report taxable income of . ~ $ZUC

In the case of a stock d1v1dend the last two items on the

s8lip would be the same as above but the first item might

read
e are enclosing a stock dividend of $100

(for tax purposes the stock will be treated
as having cost ‘you "$100)

-~ 2, WIDELY-HELD CORPORATION

For this type of corporation, one-half of the
national corporate tax rate of 50% would be creditable to‘
resident shareholders. Technically,-it is proposed that
this be achieved by having a creditable tax of 25% and a

non_credltabJe tax of 25%%.

/5
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The effect of this method of taxation in relation
to individual resident shareholders is illustrated below.
The level of cash dividend shown has been typical of most
public Canadian corporations other than those in thé
resburce.industries in recent years, and would not be
expected to increase.under the proposed systen.

XYZ Company Limited
{a w1dely4he1d’corporatlon)

Years Inding June' 30

1975 1975 7T
Taxable income $2,400,000 2,800,000 3,100,000
Corporation taxes
Integrated glzl) ggoo ooo; é7oo ooog §775 ooo;
Unintegrated ' 00,000 700, 000 775,000
/ 1,200,000 T,400.000 T,550.000
Untaxed financial profit{?) 200’000 250, 000 275, 000

Wet profit for year $T,500,000 I,650,000 I,525,000 .

Surplus account:

Opening balance 3,000,000 3 700, 000 h 550,000
Net  profit 1,400,000 . 650 000 825 000
Cash dividends (3) (700, ooo)~ 1800.000) - "{900,000)
Closing balance $3, 700,000 I, 550“560 '57575f503
.Individual shareholders: .

Cash dividends . 700,000 OO 000 . 900, 000
Corporateé tax credit 350,000 OO 000 1,50, 000
Taxable income ., 'I"UFULﬁﬁﬁ QUULUUU 5UL*UU

- Personal tax, e.g. 40O% 420,000 480,000 540 000
Vet proceeds “"636"(500 —'723"060 —&10,000

X3 0/6

(1) Each including 20% federal and 5% provincial rates;

(2) Arising, for example, from claiming capital cost allow—
ances in excess of deprec1atlon booked.

(3) Assuming that the ratio of payout to retained after-tax
taxable income is about 3:2. This was the average ratio
for the years 1955 to 1964 for non-resource companies,
according to Table 9 of study number 27 published by
The Royal Commission on Taxation, entitled, ‘'Rates of -
Retwrn on Canadian Cormion Stocks: Dividends, Retentions
and Goodwill Gains®. :
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'The accounting.for creditable tax would be
similar to that followed in the case of a closely-held
gorporation, The illustration set out below assumes a
Quarterly dividend in cash.

£YZ Company Limited
- Creditvable Tax Account

(300071s)
_ Creditable Until
. Dec. 31

Date Details ' I075 1976 1977 1978 Balance
1975 |
Jul. 1 Opening balance 225 500 525 - 1,250
Jul. 31  1st instalment for 1976(1) , T 50 1,300
Aug. 31 2nd instalment for 1976 o 50 1,350
Sept 15 Cash dividend of $180 (90) 1,260
Sept 30 3rd instalment- for 1976 ' : ., 50 1,310

Iinal balance for 1975 : 75 . 1,385
Oct. 31 Lth instalment for 1976 o : 50 1,435
Nov. 30 5th instalment for 1976 . " 50 1,485
Dec. 15 Cash dividend of $180 =~ ~  (90)- ] ) 1,395
Dec. 31 6th instalment for 1976 _ 50 1,445
1976
Jan., 1 Staledated credit (45) ' 1,400
Jan. 31 7¢h instalment for 1976 - . 50 - 1,450
Feb. 29 6th instalment for 1976 : 50 1,500
Mar. 15 . Cash dividend of $180 - (90) 1,410
Mar. 31 9th instalment for 1976 . 50 1,460
Apr. 30 10th instalment for 1976 - © 50 1,510
Hay 31  1lth instalment for 1976 : 50 1,560
June 15 = Cash dividend of $260 (130) S © 1,430
June 30 12th instalment for 1976 . 50 1,480

ete. ' 750 BO0 GO0

NOTE: (1) Assumed to be 1/12th of‘$i,2oo,odo, one-half of

which is creditable.

Tt will be noted in the illustration that-on
January 1, 1976, a portion of the creditable tax became
staledated because it had not been passed out with distributions-
within the time limit of 2% years., In some cases the
directors might consider it to be in the best interest of
shareholders to periodically declare stock dividends in
order to pass out all the creditable tax, while still retaining

funds for expansion.

< /7
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There will be cases in which there will be'

insufficient creditable tax to cover the cash dividends;
for example, due to accelerated capital cost allowances.
In that event the creditable tax would accompany the dividend
in the usual ratio of $1 of creditable tax to $2 of dividend
until the creditable tax is exhausted, In this case the
dividend slip might read -

We are enclosing a dividend cheque for - $100

In addition you may claim credit for tax

paid by the corporation:
federal : 36

provincial
"You should report taxable income of 9

3. INTERCORPORATE HOLDINGS

For inter-corporate holdings, it would be eésential(
that the amount of creditable tax. be known at the time the
pérticular dividend is paid, for otherwise dividends with
their accompanying tax credits could not pass freely and
quickly through corporations. As already noted abové, the
creditability would be based primarily on the payment.of tax
rather than on the tax as finally assessed, and accordingly
the bosition could be ascertained at the tihe a dividgnd

was paid.

For purposes of creditable tax accounting, creditable
‘tax received with a dividend would be treated as a payment
on account of the corporation tax of the receiving corporation.
As such, it would in turn create creditable tax which
could be passed on to shareholders of the receivihg corporation
within the usual perlod - that is, up until the end of 2%

yvears from the end of the taxation year,

Since the proposed system treats inter-corporate
dividends as taxable income, expenses related to inter-corporate

dividend income would be deductible, This would result in a

[
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refund of ta\, or a reductlon of tax llablllty, to the '
receiving corporation. TFor e\amole, if in the 1llustratlon
in paragraph 4.56 of the White Paper there had been expenses
-of $30 related to the dividend income, the treatment of

the closely-held corporation recelvlng the dividends would

have been as follows:-

From CHC  From WHC

Dividend received T 8100 100
Creditable tax with dividend | 100 ‘ 50
Less expenses . 30 30

Taxable income 170 T20
Corporate tax ' . 85 60 -
Less creditable tax 100 .50

.-Balance payable or (refundable) 1I35) - 10

Amount available for distribution
to its shareholders (dividend
-less expenses plus or minus tax).

Créditable tax

I le
12 lig

Gains or losses realized by a clbsely—held‘corporationr

from shareholdings in Canadian-.or foreign corpofations would
'haw're no s.p;ecial impli‘c'ations for the —~créditable tax accounting. |
Gains on shares in Canadian widelyfheld~cofporations‘wSuld
of‘course only be one-half included in arriving at income of

the corporation.

In the caée'éf a widely-held corporation, dividends
from closely-held Canadian corporations would not need any _.
further rules, since this soufcé of income would bé‘ﬁawéd in
the usual manner, and the creditable tax w1th dividends would

be handled as outllned above,

Dividends from other widely-held Canadian corporations

would require special treatment. In paragraph L4.59 of the
White Paper it is proposed that such income be effectively

. taxed at a 33-1/3% rate fully credltable, in order that no

/9
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’furthervunintegrated corporate tax.be collected merely because |
of the intercorporate movement of dividends, In effect, this
amounts ‘to grossing up the actual dividend to its amount

" before both creditable and non~creditable'corporate tax, -

and charging only the credltable rate thereon. This may be

illustrated as follows where a widely-held corporation

- receives dividends:

I'rom CHC From WHC.:
Dividend received - $100 100 -
Creditable tax . 100 50
Taxable income ) 200 150
Corporate tax: . . R
Creditable - 25% _ ' 50 .50 {on $200) .
Non—credltable - 25% . . 50 N/A L
_ ‘ ... . T0O '~Téb;'
Less credltable tax . -0 7100 " 50
_ Balance - NiT Wil
Amount available for dlstrlbutlon 100 100"
.Creditable tax ‘55 a EQ

'If the receiving corporation had expenses of $30 related

to the dividend, the effect would be as follows:

4 From CHC From WHC
Dividend recelved . $ 100 100
Creditable tax with dlvldend . - 100 50

200 50 -
Less ekpenses 30 .30 .
- Taxable income T70 120
Corporate tax == . A
" Creditable L2.5 LO
Non~creditable L2,5 Né%

. - EE

Less creditable tax - . .100 50
~ Balance (refundable) TI5) TI0)
Amount available for - —
distribution to its )
shareholders (dividend
less expenses.plus balance
" of tax refundable) : 85 80
Creditable tax, T245, o

Gains on shares in other widely-held corporations
would be taxed in the same way as dividends - at a fully

creditable rate of 33-1/3% - in order to keep a balance

o
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between the treatment of dividends and share gains, 1If

" there was a net loss on shares in other widely-~held

corporations, A4/3rds thereof could be aggregated with income
from other sources for purposes of the creditable tax, but

not the non-creditable (in other words, a refund of 33-1/3%

of the loss would be made, provided the corporation had

enough creditable tax).

L. OVERPAYNDNTS REFUNDS AND ASSFSSHENTS

Corporatlon income tax, or half of it, w111 become

‘credltable when it is paid. It will remain creditable untllA

. it is passed through to the shareholders or has become

staledated, or until the éorporation-files a tax return
claiming a refund of the tax., If a corporation files a

tax return claiming a refund because its instalments exceed.

its liability for the year, that excess will immediately be

removed from the creditable tax account. Similérly, if a

corporation filed a return reducing its tax for a year as

'a result of a loss carried back from the following year, the

amgﬁnﬁ of the refund c¢laimed would be removed from the credit-

able tax account,

Where the taxpayer wanted a refund of such an
overpayment, the refund would be limited to the creditable

tax still on hand, since a refund could not be given for

) creditable tax already passed out to shareholders., Ahyx

portion of the overpayment which was not refunded because
of this limitation could still be applied on account of

subsequent tax liability. Since the limitation only affects

" creditable tax, in the case of a widely-held corporation

it would only apply to the creditable rate of 25%. Over-

payments of the non-creditable tax of 25% could be refunded

‘in the usual fashion.

< /11
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A comparable problem arises when a corporation
disputes an assessment or a re-assessment, Consequeﬁtly;
when a taxpayer objects to an assessment or‘re-assesement,'
the additional tax demanded by the assessment (that is,
additional to the amount declared by the corporation
in its return) would be transferred to suspense and either .
be refunded to the corporétieh on the success of itSﬁobjectioﬁ
and/or"appeal, or become creditable on the day on which;it.A
was clearly no lon@er subject to appeal Because thls latter
day might be later than the day on whlch the tasx would ‘
normally staledate, such tax would remain gredltable il
18 months’after the end of the texatiqn-yeaf'ih;ﬁhicﬂ'it was ' -

ne_longer.subject to appeal. .

If an assessment or re-assessment is ﬁqg‘ﬁﬁé
subject of a notice of objection, the additional ﬁex
@emanded by the assesgment'would not sta;edate until
18 months'after the end of the taxation year in which ﬁhe
aséesément'was issued. This would mean that in a greaf
maJOrlty of cases addltlonal tax leV1ed on an orlglnal
assessment would be creditable in “the year in Wthh it was

'.pald and remain creditable until the same day as the 1nstal—
ments of tax for that year. At the same time, where
additional tax was unsettled for a period of time, or where
a re-assessment was 1ssued three or four years after a
return was filed, there would still be a period of 18 to

30 months in which any additional tax would be credltable

even though the usual period for credltablllty had passed.

AV



0. COMMENCEMENT .OF THE PROPOSED SYSTEH

The proposed credit foir corporation tax would
apply to all dividends paid from commencement of the new_‘-

system,

Since the corporate tax is creditable imﬁediately .
upon payment, and cofporate.tax instalments are paid
currently on a monthly basis, the dividends of moét
corporations would carry creditable tax immediately under.
the new system. Where a corporation's current tax instal—
ments were instfficient to cover current dividends, or

where a corporation wanted to build'up a backlog of credit-

able tax, it might prefer.to elect to pay the lE%ntak‘on ,

" ‘opening surplus and distribute_séme tax~paid dividends to

shareholders (see later paragraphs in this section)a

Where a corporation's fiscal year did not coincide
with the commencement of the new systemn, spedial rules would

be needed to determine the creditable portion of-tax instal-

‘ments paid on accounﬁ'of that year. It is proposed that

as the date for each instalment due in the first year of

tﬁe new system arrives, a fraction of the total instalments
paild to that date on account of the liability‘for the yéar‘iﬁ'
progress would become creditable, For example, COﬁsider the
case of a corporation with a June 30th fiscal year end in the
event that tax reform is effective Januéry 1, 1971, UWheh

the seventh instalment. of tax for the year to end.June 30, 1971
falls due on Janvary 31, 1971, one-seventh of all of the |
instalments paid on account of the year to that date would
become creditable. A month later when the eighth instalment
was due, an additional fraction wbu}d become creditable ;
enough to bring the cumlative amount made creditable to two-

eighths., On larch 31lst the cumulative fraction would be

00/13 .
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broughﬁ to three«ninths;'on April 30th, to four-tenths;

- on May 3lst to five-elevenths; and on June 30th to Six-
ﬁwelths. A precise adjustment to the precise tax rates
would take place when the return was filed (since under the.
~White Paper prqposals the amount of income subject to the
low rate would be reduced in the first calendar year of

the new system, an additional amount of tax would become
creditable for many corporations when this precise

computation was made).

The creditable tax recelved with dividends from
other Canadian corporatlons would be creditable immedlately
. _and would not be reduced by the fractlons mentloned in

the precedlng paragraph.

o The general rule for corporate dividend distributibns_
would be that they would be included in income and would

_ carry“creditable tax in the appropriate ratio, to the extent -
-therejwas,creditable‘bax on hand at the time of the divideﬁd,
Where there was insufficient creditable tax on hand, the

balance on the dividends would carry no creditable tax.

In the absence of any further rules, the subsequent
dlstrlbutlon of the surplus that a corporatlon had at the
beginning of the new system would be taxed at full rates of
the shareholder (although he would get a deduction. for a.
capltal loss if and when he sold his shares which would
partially recover this tax in the case of shares of widely-:
~ held corporations and fully recover it in the case of thoSeA
~of closely-held corporatibns). Under the present.taxvsystem-
there are provisions for Withdrawing such surplus at flat
rates of about 15%. It is therefore proposed that an option

be made available to all corporations to make tax-paid

"../11+
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distributions out of opening surplus by paying a special
withholding tax of 15%. TFor a resident shareholder this

tax would be in final settlement of his tax liability, and

the amount of the dividends before the withholding tax

“would be deducted from his share base. For a non-resident

shareholder, the tax would apply against any ordinary

- liability for non-resident withholding tax.

Technically, such a tax-paid dividend would be
treated in much the same way as "tax-paid undistributed -
income" is under the present legislation and could pass.

through corporate shareholders, However, the form of the "~

, -tax-paid distribution would not be restricted as it is in

the present legislation: it could beva>cash dividehd.<<l

As explained in'baragrabhs L.7h to 4.78 in the

" White Paper it might still be possible for a closely-held

corporation to wind up without paying any tax on its

‘opening surplus, diue to the fact that the opening surplus

‘would be capitalized in the share base and this share

base would be fully deductible, It is thefefore_bropdsed
that for a closely-held corporation, distributions that

did not carry creditable tax would be deemed to come out of

the opening surplus and be subject to the special 15% tax

referred to above., In most cases this would be preferable
to being subject to ordinary rates of tax on a non—creditable
dividend, and it would clear up the tax liability on the

opening surplus., .

Also explained in paragraphs 4.74 to 4.77 of the
White Paper, the inmediate introduction of fuil credit for
taxes paid by closely~heid corporations, when combined with
the full deductibility of their opening share values,
creates the possibility that tax could be Qliminated on income
which would otherwise be taxable under the present system

and which should be taxable under the proposed system.

../15
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The iliustration given in the White Paper'relatee
to a:defreciable asset., Land which was held for sale in
the ordinary course of business would be another example‘

- which would demonstrate the potential for eliminatihg

taxable income.

For example, assume a group of individuai<taxn‘
payers had purchased a parcel of land for .$100,000 and on
E valuatlon day it was worth $280 000, If the land was sold
shortly after the commencement of the new system.and the
marginal rate of the taxpayers was 50%, there would Be a;
tax liability of $90,000 and they would have\néteproceeds ,
" of $190,000. | |

If instead the lard was held in a closely-held
_corporation, it is quite possible that in the absence of

a special rule the shares would -be worth $280,000'on”

valuation day and that the shareholders could net the entire

- proceeds: of $280,000-if the eorporation'sold the land
shortly after the commeﬁcement“of the new system and was

then wound up. The series of transactions would be as .

follows:
Proceeds of sale $280,000
Less corporate tax 90, 000
‘Distribution by corporation IgULUGU .
Add creditable tax . 8,000 :

There would be no personal tax payable on the $280 OOO

since it would be offset by a deductlon of the opéning share_

value of $280,000, In this way, the excess of the falr .
market value of the land over its cost would have entlrely
esgaped taﬁ, even though the transaction would have been

-taxable under the present system;
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The position with respect to goodwill is soméwhat'

'different, although the results would be the same. Because

the purchase of goodwill would become a depreciable expenditure

under the White Paper proposals, the government believes

that purchasers would be willing to pay more for goodwill"

~under the proposed system than under the present system.

Ih facﬁ the government expects that taxpayers would be .
w1lllng to pay at least 125 tax-deductible dollers-under ﬁhe
proposed system for every 100 after~tax dollars under the 4
present system. For this reason, it has proposed that-lf

goodwill is sold in the first year of the proposed system,

"LO per cent of the proceeds would be taxable (paragraph 5.8 .

of the White Paper)., - If the vendors tax rate were 50 per cent

or less, he would still net at least the-$lOO that,we would

receive under the present system.

In a way similar- to that described with respect

o land and depreciaBle property, the value of the goodwill

in a-.corporation would - in the absenoe of" a special rule -
be capitalized in the value of the shares, and no‘parﬁ'

of the proceeds of sale of the goodwill would, effectively,.

PR
Assume a business operation in wﬁich the tangible'
assets have a tax value of.$l,OOOJOOO and there is goodwill.
in the amount of $480,000 which, under the new system,
would have a value of about $600,000, If the business was

unincorporated and the owners had a marginal tax.rate of 50%,

the sale of business in the first year of the proposed system

. would net $1,480,000:

Proceeds from sale of business $l 600,000
Less 50% tax on LO% of $600,000 120 000
ﬁg}E&U{UUO
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On the.other hand, if this business had been in
a closeiy~held cprpbration, the net proceeds could be

$1,600,000. As in the case of the land, the distribution

" of corporate surplus ($1,480,000) and the credit for

corporate tax @120,000) could be received free of tax since
they. would be 6ffset‘by a déduction for an opening shére
value (which would be $1,600,000 in the absence of a special
rule). The purchaser of the business would have a cost

which could be written off against future income even

- though there. had been no tax cost to the vendor.

In view of this, it is proposed in paragraph k.79
of the White Paper that some of the tax of closelypheldi -
corporations be non-creditable, to ensure that taxes are

collected on income otherwise taxable under the present

" system, and on income which would be taxable under the

proposed system if received by unincorporated business.

Specifically, in the ordinary course of operations l/5th-

of the pfofits of a blosely-held cqrporétiOn would give rise

to non-creditable tax, so that over a period of time tax
would gradually be dollected on the amount by which the
opening share value exceeded the tax values of the under-
iying assets., (For this purpose,‘the‘ﬁax Valués of ;ecuritieg
and shares WOﬁld be the opening value for purposes of the
proposed tax on cépital gains, ) WherelcorporationAtax afose
from specified types of transactions ~ such as recapﬁured
depreciation, sale of oil and mining properties, br sale of

goodwill -~ all of the tax would be non-creditable.

If some of the taxable income of the closely-held
corporation was taxed at the rate of 21%, the tax on the
excess of the opening share values over the underlying

tax values would be satisfied at that rate. Furthermore,
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since the shareholders of some closely-held corporations
might not want to take advantage'of creditable tax until

the top personal rates had been lowered to 50%, the closely-

"held corporation would be given the bptidn of treating more

“of its corporate tax as non-creditable; the requirement

would then be met in a shorter period of time, and at a

" lower tax cost,

The opening share value for purposes of the
computation of the difference would be declared by the board
of directors of the corporation at the time of filing the
corporation's first tax return undef the new system. .Thié'
declarapion would set out’ the board's opinion of the fair -
market value of all of the shares of the corporation if they.

Were sold in a block to one buyer. Even though this -

. valuation were agreed with the Department of National Revenue, _

it would not be binding on individual shareholders in their

determination of the Valuation Day value of. their Holdings.

~It would be open to them to argue that their particular

holding was worth more than average. (e.g. since it .carried

with it control of the corporation) or less than average

(e.g. since it did not have voting rights) or indeed that thgn;

- A
Taverage" was itself incorrect. In . this laitter connection,

“the "average" value as agreed with the board of directors

would be the beginning point HDHr the Departmeﬁt's valuations
of individual holdings, and might be expected to havé some
influence on the courts as evidence of the value of the

corporation,

If the corporation realized a tax-free capital
gain on an asseét other than securities or shares, the amount
of the tax-free capital gain would also reduce the total
amount to which non-creditable tax would apply. For example,

if a corporation sold to its business in the fourth year of
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the new system and received as part of the proceeds $100, 000

in respect of its goodwill, the 'corporate tax on the taxable

amount of $55,000 would be non-creditable, but both the °

$55,000 and the tax-free proceeds of $45, 000 would reduce_.

the opening difference.

Since the proposal requires that the tax on one-

fifth of the corporation's taxable income be treated as non-

‘creditable each year, there.could be cases in which the

opening difference would have been dealt with before the

tax-free capital gain arose. In those cases, part of the

“tax prev1ously declared non-creditable would become
"credltable and be avallable to be passed through to. the
“’corporatlon's shareholders. The staledating rules would"

apply to this creditable tax as though the tax had been .

levied on the tax-free gain,

As indicated in paragraph 4.79 of the.white Paper,

-if a corporatlon elected to adopt the partnershlp optlon

from the' commencement of a new system, “the share values

would be based on the tax values of the underlying assets

‘and the income of the corporation would be taxed in the

hands of the shareholders in the same way'as the‘owners

of an unincorporated business. If for some reason the

corporation did not elect thelpartnership option until
after the introduction of the new system, the share valnes
at the time of election would then be reduced by fenaining
portion of the opening éxcess of . the share values over the
tax values of the underlying assets in respect of which
non-creditable corporate tax had not alrecady been

collected.

Department of Iinance.



