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           Notes

It. scarcely lies in the mouth of the taxpayer who plays with fire to complain of burnt fingers.
Lord Greene

(1942)

1. Burnt fingers = taxes and interest, 3 years later.  You get a client.
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Question:  What amounts are taxed to the client?

2. There are two obvious sources:

· salary/bonus, formally called employment income; or

· dividends declared and paid, which we have seen in the earlier chapters.

3. What about the less obvious?  

· The swimming pool case.  Company controlled by client uses $50,000 cash to build a swimming pool at client/shareholder’s house.
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What happens?  Read s.15(1).  Notice the exclusions.  Consider the company building and owning the pool.  What is the amount of the “benefit”?  Read the Hinkson, Youngman and Fingold cases, behind this Chapter.

· The Visa Card example.  Company uses its cash to pay shareholder’s visa bill.
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Focus on the company.  Who has “benefited”?  Consider “expense accounts”.  What happens if the shareholder uses a Visa card to pay corporate expenses, but obtains “points” under a credit card bonus plan?
4. What is the tax result?

· Legally, this is not a “dividend”.  There is no gross-up and dividend tax credit.  The dividend tax rate is not applicable.  A simple addition to income taxed (top rate) at 44% on the amount of the benefit.  No integration.

· Legally, not disclosed to be salary or bonus (at the time).  Is the value of the benefit deductible to company?  After the fact recharacterizing - likely not.
· It may simply be a taxable “shareholder benefit”, period, with the effect of double tax.
5. What if the transaction that results in the benefit is a mistake?  Is it still a benefit?  Read the Tax Court and Federal Court of Appeal decisions in Franklin, behind this Chapter.

6. The shareholder loan.  Company lends $50,000 to shareholder.
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· The company still has the value represented by the asset, right?  Does this give rise to a s.15(1) problem?
· How might this be viewed by the CRA?

· Will it ever be repaid?

· Is interest charged, so the company has a fair return?


Policy arguments cut both ways.  It is not surprising the legislation dealing with loans (and debt) seems unnecessarily complex.

7. The rules are in s.15(2) to s.15(2.6), and s.80.4 and s.80.5.  

· Subsection 15(2) can include a loan (or debt) in a shareholder’s income unless one of the exceptions apply.

· If the loan or debt is not included in income, a benefit is still included in income to the extent the interest rate on the loan is less than a rate prescribed for the purpose.


These basic rules address the potential abuse side of shareholder loans.

8. As you will gather, the provisions are specific and detailed.  Consider a loan from “the brother’s” company.  Consider a loan to a spouse from the brother’s company.  

9. Who is caught?  Read the language of s.15(2).
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What does “connected with” mean here?  Read s.15(2.1).  It means “does not deal at arm’s length” with the person.
  


Read s.251(1):

· “Related” persons are deemed not to deal at arm’s length.  We saw “related” in chapter three.

· Otherwise, it is a “question of fact”.  Cases say you look at:

(
the “degree of influence” or control one has over the other; or

(
same “directing mind” governs the actions of both parties – such that they do not really have a “separate interest” in the outcome (more on this in later chapters).

· Why the exception for corporations resident in Canada?

· Consider another simple case.  Return to the client, and assume an Opco and spouse.
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The spouse is caught.

10. Now what happens?

· Unless an exception applies, the loan is included in income the year received (s.15(2)).

· The first exception applies where the loan repaid within one year of the end of the company’s taxation year which the loan is made and the loan is not part of a “series of loans and repayments” (s.15(2.6)).



Thus, there is yet another time line.
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If the loan is not repaid, the borrower has income in 2012 (s.15(2)) being the year the loan was received.  Consider repayment and subsequent advance problem – “series of loans and repayments”.  Read the Meeuse case included in the materials on the meaning of “series”.  

11. What are the other exceptions?  Read s.15(2.3).

· The loan or debt was made in the “ordinary course of company’s business” (in case of a loan, the ordinary business must be lending money).  Examples?

· A 2nd mortgage lender?

· Trade debts?  Extending credit to a shareholder in the same fashion as other customers?  



AND

· Bona fide (real and credible) arrangements are made for repayment within a “reasonable time”.  What is a reasonable time?  The mortgage-lending example?  Practice – documentation.  

12. Still more exceptions?  Read s.15(2.4)(a), (b), (c) and (d).

· a loan to an employee who is not a “specified employee” (here the loan can be for any purpose); or

· a loan to an employee or the spouse, to enable the employee or spouse to buy a house to live in; or

· a loan to an employee (or employee of a related company) to subscribe for shares of the company; or

· a loan to an employee to buy a car to be used in the employment.

But only if, in each of the above cases, two conditions are met:

· the person got the loan “because of the employment” and not because of the shareholding.  (In practice, test other employees: are they treated comparably?  Consider a West Vancouver house - $1m loan?); and

· there are credible arrangements to repay “within a reasonable time”.

13. A “specified employee” (read s.248) is a “specified shareholder” (i.e., a 10% or more shareholder) or otherwise does not deal at arm’s length with that shareholder. 

14. Assume the loan is caught.  What if it is repaid, say 5 years later?  Read s.20(1)(j).  Deduction in the later year.  
15. Now read s.80.4(2).  Sound familiar?  The person has received a loan, etc.  There is a deemed benefit, included in income (s.15(9)), if the actual interest on the loan is less than the prescribed interest rate in effect during the time.  The income inclusion is the prescribed rate (Reg. 4301).  Two exceptions.

· Read s.80.4(3)(a).  The ordinary business is lending money, the loan is not made by reason of employment or a shareholding, and the interest rate is an arm’s length rate. 

· Read s. 80.4(3)(b).  The loan has been included in income.  

16. Read s.80.4(1).  A rule for “low interest” loans to any employee, (or past or future employee), or a corporation carrying on a “personal services business”.  Why the latter?  Remember, in policy terms the government sees this as “disguised” employment.  Picks up the interest benefit in the company’s hands.

17. Read s.80.5.  What if, in our spouse example, she uses the loan to buy Pubco stocks?  The interest benefit can be deducted as “interest (s.20(1)(c)).  Thus, s.80.4 and s.80.5 are a “wash”.  But, s.15(2) still a problem – must repay within the “one year” time frame.  Good short term financing?
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18. One last point – in the category of corporate distributions.  A “dividend in kind”.  Example, client – company has a car used in the business, worth $40,000.  Stops using it.  Client wants it for personal use.  Company declares and pays a dividend in the form of the car.  What is the result?

· “Taxable dividend” s.248 leads to s.89(1): means “any dividend” (except a dividend out of the capital dividend account: Chapter 4).

· Read s.82.  Take into income the “amount” of a taxable dividend.  Read s.248(1).  “Amount” means the value of a thing in money.

· Thus, the amount of the dividend is simply the value of the car.  This is a “dividend in kind” as opposed to a simple cash dividend.  In tax law, there is no difference.  

· How is the company affected in the example?  Read s.69(4):

· There is a deemed sale of the car at fair market value.  Recapture of CCA?
Client Ltd.
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� 	Note that the definition of “connected person” in subsection 15(2.1) will be expanded by legislation proposed by the Minister of Finance on October 31, 2011 to include partnerships that do not deal at arm’s length with or are affiliated to the shareholder.  
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