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SALE  OF  ELIGIBLE CAPITAL PROPERTY

CAPITAL DIVIDEND OR CAPITAL  PUNISHMENT?

When eligible capital property (ECP)
is sold in circumstances which give
rise to an excess calculated pursuant
to the formula in paragraph 14(1)(b)
of the Income Tax Act (Canada) (the
“Act”), the resultant income inclusion
also leads to an addition to the corpo-
rate vendor’s Capital Dividend Ac-
count (CDA).  The CDA
addition arises pursuant to
the provisions of para-
graph 89(1)(c.2) (defini-
tion of CDA) of the Act.

Private corporations are
permitted to pay tax-free
capital dividends to their
shareholders who are
residents of Canada in
certain circumstances.
Generally, the rules per-
mit a corporation to elect
in respect of the full amount of a divi-
dend that is payable by the corpora-
tion to the extent of the corporation’s
CDA immediately before the time at
which the dividend became payable.

The CDA consists of the tax-free por-
tion of capital gains realized since
1971, some life insurance proceeds,
capital dividends received from other
corporations and the non-taxable por-
tion of gains arising on a disposition of
ECP.

With respect to taxation years that end
after February 27, 2000, the CDA ad-

dition in respect of the non-taxable
portion of gains on ECP is now made
only at the end of the taxation year
during which a disposition of such
property occurred. This arises be-
cause the provisions of paragraphs
89(1) (c.2) of the Act define the addi-
tion to the CDA by reference to

amounts required by paragraph
14(1)(b) of the Act to be included in
computing the corporation’s income.

The preamble to paragraph 14(1)(b)
of the Act clearly states that the cal-
culation is made “at the end of a taxa-
tion year”.

Consequently, although a disposition
giving rise to gains in respect of ECP
occurs during the year, the relevant
addition to the CDA is not made until
the end of the taxation year in which
the disposition took place. Accordingly,
a capital dividend in respect of the

addition to the CDA can not be made
until, at the earliest, the first day of the
following taxation year.

Under paragraph 89(1)(c) (applicable
to taxation years that end before Feb-
ruary 27, 2000), the addition to the
CDA occurred immediately following

the disposition of the
ECP, since the calcula-
tion was not otherwise
tied into the provisions of
paragraph 14(1)(b) of
the Act. This allowed for
the making of a capital
dividend election imme-
diately following the
ECP disposition transac-
tion, rather than waiting
until the first day of the
next fiscal year.

The result, of course, of paying a capi-
tal dividend in excess of the balance
in the corporation’s CDA is to subject
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You should ensure that any future
capital dividend transactions which

arise as a consequence of the
disposition of ECP not be made

until, at  the earliest, the first day of
the following taxation year.
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gram has now ended.

At this point, there are only two likely
avenues for relief.  The first consists
of an Application for Fairness Relief
pursuant to subsection 220(3.2) of the
Act.   Since the CDA Election under
subsection 83(2) of the Act is listed
under subsection 600(b) of the Regu-
lations, the possibility of revoking the
Election exists. The circumstances for
the granting of such Fairness Relief
are outlined in Information Circular 92-
1.  To the extent that Fairness Relief
is granted, the recipient taxpayer
would obviously be left with a taxable
receipt from the paying corporation
which might, depending upon the cir-
cumstances, be treated as an appro-
priation or, alternatively, a shareholder
loan debit (with consequent s. 80.4 im-
plications).

The second form of relief consists of
a Rectification Order which can be
obtained in a Superior Court. For the
most part, such an order can be ap-
plied for in any of the Provincial and
Territorial Superior Courts. In general
terms, the Court must be satisfied that
the purpose of the application is not to

the paying corporation to a penalty of
75% of the excess under subsection
184(2) of the Act. If the July 18, 2005
amendments are passed, this amount
may be reduced from 75% of the ex-
cess capital gains dividend to 60% of
the excess. (Bill C-33 received First
Reading on November 22nd 2006).

The situation can be mitigated, to some
extent, by causing the paying corpora-
tion to elect under subsection 184(3)
of the Act, to treat the excess as an
ordinary taxable dividend, to the ex-
tent of the excess. However, unless
the payee is a corporation, this will not
solve the tax consequences to the re-
cipients, if the recipients are individu-
als.

Canada Revenue Agency (“CRA”)
has recognized that this change caught
many practitioners by surprise and has
provided administrative relief in respect
of excess elections, in a virtually
unpublicized program.  In order to re-
ceive relief, the parties had to demon-
strate that they did not know of the
change in the timing rule for additions
to the CDA for tax years commenc-
ing after February 27, 2000.  This pro-

engage in retroactive tax planning but,
rather, to implement the genuine and
pre-existing intentions of the parties.
Generally, notice of such an applica-
tion will be given to the Attorney Gen-
eral and will be reviewed, in advance
by a committee of senior lawyers at
the Department of Justice and CRA
personnel. Such an application will be
resisted by CRA if it feels that the tax-
payer is attempting to engage in retro-
active tax planning.

The object lesson from all of this is that
you should ensure that any future capi-
tal dividend transactions which arise
as a consequence of the disposition of
ECP not be made until, at  the earliest,
the first day of the following taxation
year.
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