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VALUATION 87
entirety (ie. the en_bloc fair market wvalue), and an
examination of the particular shareholding to determine how
much discount (if any) should be subtracted f£rom the value so0
determined.”®

The need £for a minority discount may be the result of

certain limitations in the shareholding itself. Some of the
more significant limitations can be listed as follows:

- the size of the shareholding;

- the ability of the shareholder to influence the
control of affairs of the corporation;

- whether the intexrest entitles the shareholder to a
say in the timing and distribution of dividend
payments;

- the existence of a buy-sell agreement restricting
share transfer;

- inability of the minority shareholders to elect
themselves to the board of directors, and thus be
able to influence corporation policy and operations;

- illiquidity of the shareholding,

- the interest of a minority shareholder in a close
corporation may not be as well protected as those of
the minority shareholder in a public corporation as
the management personnel of the close corporation are

usually active in the everyday running of the

7ep, Gampel, "Valuing the Interest in Closely-Held
Company: A Complex Task" (June 1987) The National at 32.
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business and are probably majority shareholders
themselves. As such, shareholders' interests may not
be as well pursued as those of minority shareholders
of a public corporation where directors have a
greater accountability and fiduciary responsibility
to a vast number of shareholders.””

The size of the minority discount can be influenced by a
number of factors. In many instances the factors mentioned
above, which contribute toc determining whether or not there is
need for a minority discount, can also affect the quantum of
such a discount. Other factors include:

- the marketability of shares where the buy-sell
agreement does not provide for the immediate sale of
shares of a minority shareholder to remaining
shareholders;7®

- where there are restrictions on the rights of the
minority shareholder to transfer shares freely.

The three most important factors which may influence beoth

the existence and gquantum of the minority discount are, the
issue of contrel, the lack of marketability and the

restriction factor.”®

The issue of control can play an important role in

TTIhid
7%p, Gampel, jbid,

7*P.W. Moore, "Valuation Revisited" (Feb. 1987) Trusts
and Estates, 40.
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determining the imposition and amount of a minority
discount.®® Consequently, if a minority interest is
substantial enough to effectively block a special resolution
pursuant to the Capnada Busipessg Corporations Act,** then it
may not command as large a discount as a minority shareholding
that can have little or no effect on the major decisions of
the corporation.

Where the shares are being sold to remalning
shareholders, especially if they are already majority
shareholders, the justification for the minority discount may
not apply. The reason for this may be that these shares are
not being so0ld on the open market and in purchasing them, the
purchaser does not become a majority shareholder, he or she
merely consolidates an existing position in the corporation.®?®

There is some question as to whether or not a minority
discount would normally apply in cases of family or group

control where the interest being sold is that of a minority

8co5ee also jinfra, Chapter I, notes 44-48 and
accompanying text.

ean ngpecial resolution™ means a resolution passed by a
majority of not less than two thirds of the votes cast by the
shareholders who voted in respect of that resolution or signed
by all the shareholders entitled to vote on the resolution."-
C.B.C.A. subsection 2(1). See also, O0.B.C.A. subsection
1(44); A.B.C.A. subsection 1{y}.

$2pomglas Inc. v. Jarislowsky, Fraser & Co, Ltd. et al.,
gsupra, note 8 at 942; v

Diligentl v. RWMD OQperations Ltd. et
al., supra, note 68; Taylor Estate v. M. N.R. (1967), 67
D.T.C. 405, [1967] Tax A.B.C. 555 (T.A.B.).
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shareholder outside of this group.®® While some writers feel
that this ls possible once certain conditions are satisfied,®*
the gquestion still seems open for debate.®® The relevant
factors in such a determination include a finding of whether
all the parties forming the control block are amicable and
have demonstrated that they acted in concert in respect to the
decision-making aspects of the corporation (eg. by voting
together at annual shareholders meetings), and whether there
are restrictions on the right to sell or vote shares that form
part of the control block.®*®

Lack of marketability is also a very important factor in
determining the size o0f a3 minority discount. This type of
discount generally applies 1In everyday commercial transactions
where certain commodities which do not have a fixed and ready
market, are often offered at a discount to make them more
attractive to prospective buyers. Such a discount may also be
necessary in the sale of the shares of a close corporation as

these would be affected by the same kinds of limitations.

935,251(5)(a) of the JIncome Tax (Canada) Act provides

that where a related group is in a position to control a
corporation, that group shall be deemed to control the corporation.

*#4p, Gampel, supra, note 76.

°53ee further, A.L. Feld, "The Implications O0f Minority
Interest and Stock Restrictions In Valuing Closely Held
Shares" 122 U. Pa. L. Rev. 934 at 936; W.D. Goodman, "The
Effect of a Shareholders' Agreement on the Valuation of Shares
of a Closely-Held Corporation™ (1976) 24 Can. Tax J. 193 at
207-214.

®®A. Feld, jibid.; W. Goodman, ibid.; P. Gampel, supra,
note 76.
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Nonetheless, the courts have held that 1lack of marketability
should not be taken into account when valuing the shares under
the oppression remedy.®”

Restrictions on the right to transfer shares freely may
also lead to a corresponding decrease in the value of the
shares. Though most buy-sell agreements intentlonally create
such restrictions, these may not affect the price of the
shares where the agreement provides a pre-determined price or
method of determining such a price. However, where the
remaining shareholders are granted an optlion to purchase
shares, the minority discount may be necessary to attract
outsiders if the shareholders choose not to exerclse their
option to purchase the shares,®®

The courts have taken the liberty f£from time to time to
forbid discounts where it was felt that such a discount would
prejudice the minority shareholders right to the falr market
value of their shares.®® The question of minority discounts
in these cases would depend, to some extent, on the nature of

the event that gives rise to the valuatlion and the facts of

®7Daniels v. Fielder (1988), O.R. (2d) 629 (H.C.J.);
Lough v, Capada Natural Resouxces Ltd. (1983), 45 B.C.L.R. 335

{S.C.); See also infra, Chapter VII, notes 56-76¢ and
accompanying text,

s8pomglas Inc. v. Jarislowsky, Fraser & Co. Ltd. et al,,
supra, note 8 at 940-942.

#3g8ee for example, Re Maso nd c

(1987), 38 D.L.R. {(4th) 681, (Ont. C.A.); Diligeptj v. RWMD
Operations elowa Ltd. et al. {No 2}, supra, note 68,
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the particular case.?®

F. PREMIUMS FOR CONTROL

The corresponding question of whether a premium for
control is justified when a party's shareholding represents a
controlling block,®* has often been raised.®2 The possession
of control usually bestows certain rights on the shareholder
who holds it and the term "premium for control"™ implies the
payment of an amount solely because of these rights.®?

The rights bestowed on a shareholder by control usually
include:

- the power to elect and remove the board of directors

and thus 1indirectly govern the affairs of the

®O%Re Mason Intercity Properties, ibid., where it was held
that a minority discount would only be justified if the

conduct of the applicant was of such grave character that she
deserved to be excluded £rom the company. The discount was
accordingly disallowed; But see Eiserman v. Arxra Farms, [1985)
5 W.W.R, 97 (Sask. C.A.), where a minority discount was
disallowed because the plaintiff had forced the sale of his

own shares; Irwin v. D. Coates Enterprises §Ltd. (1983},
B.C.L.R. 383 (s.C.).

®3This can be described as the power to vote more than
50% of the shares in a corporation.

*2Gold Selection Trust Ltd. v. Humphrey, 1[1948] 2 All
E.R. 379 (H.L.); aff'g in part [1946] 2 All E.R. 742 (C.A.);
v. Treasury Co Ss ers, [1948) 1 K.B. 116 (C.A.).

*3See generally, I. Campbell, gupra, note 15 at paras.7-
34 - 7-39; However some commentators reject the notion that
either the control premium or the minority discount should be
used in valuing the shares in a close corporation. See for
example, Thomas Hall, "Comment: Valuating Closely Held Stock:
Control Premiums and Minority Discounts"™ (1982) 31 Emory L.
Rev. 139.
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corporation;

- the right to sell control of the corporation;

- power to have oneself appointed an officer of the
corporation and thus receive remuneration and other
emoluments in excess of what would normally be paid
for managem2nt services;

- the right to determine the timing and amount of
dividends to be distributed.®+

The suggestion that a premium should be paid for the above

powers does not appear to be a very popular one.®® The main
criticism stems from the fact that such a premium could and
would be at the expense of the price payable for the interest
of the minority.*® The tradition of the courts has leaned
towards not recognising any premium for control where a
hypothetical purchaser might be able to abuse the power
acquired through payment of the control premium, to the
detriment of the minority shareholders.®” Nonetheless, the
courts have recognised the award of a premium price over what
may have been considered £fair market value, where the
ownership would have entitled the hypothetical purchaser to

deprive the other shares of the assets of the corporation.

%41, Campbell, jbid.,, at paras.7-34 - 7-35; See further,
T. Hall, sypra, note 93 at 147.

*5T . Hall, ibid.
®&Re Estate of Mann, supra, note 14,

*71. Campbell, psupra, note 15 at 7-34A4; Re Estate of
Mann, ibid.; See further, T. Hall, supra, note 93 at 139.
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Here however, the action was taken within the terms and
conditions of the relevant agreement.®®

The matter of premiums for control was discussed 1in the
British case of Dean v. Prince.®® Here the corporation's
articles provided for the shares of a deceased shareholder to
be purchased by the directors of the corporation at fair
market value as determined by the corporation's auditor. The
majority shareholder died and a JdQispute arose between the
widower and the surviving directors as to the value of the
shares. The ability of the auditor was not called into
gquestion, and the main issue before the court was whether the
block should have been valued at a premium to reflect that
they carried majority voting power.

At the time of the valuation, <the company was incurring
losses, and based on this fact, the auditor decided against
valuing its assets as those of a going concern.

The court seemed to relate the ability to control to the
valuing of the business as a going concern, rather than to the
valuing of the business at break-up value. It therefore
upheld the auditors valuation and indicated clearly that it
does not follow, simply because a block of shares constitutes

a majority, that it had to be valued at a premium.

**Winram Est., supra, note 50.
3*[1954] Ch. 409.
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5. METHODS OF VALUATION

The numbex of methods by which the wvalue of a
corporation's shares may be calculated were limited to four by
Greenburg J. in the case of Re DPomglas Inc. v, Jarjislowsky
Fraser & Co Ltd.et al.*®° 1In his words,

"Generally accepted and recognized valuatlion principles
and theories have postulated four approaches to the
valuation of corporate shares. They are:

a) The guoted market price on the stock exchange-
the market value approach.

b) The valuation of the net assets of the company
at fair market value - the assets approach.

c) The caplitalization of maintainable earnings-
the earnings investment approach.

d) Some combination of the preceding three
methods ,"2932

The very nature of the close corporation as a rule however
precludes the existence of a ready market for its shares and
the potential purchasers of such shares are usually the
remaining shareholders of the close corporation. These four
methods may be employed by the parties to determine value
whenever a dispute arises as to the value of shares.
Regardless of which method of valuation the parties select,
their real goal is usually to attempt to approximate as far as
possible, the market value of the shares.2®=

In the close corporation, where there 1is often only one

i1o00gupra, note 8.
10211980) Que. S.C. 925 at 950.

102p, Coates, gupra, note 35 at 118.
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class of shares, the value of a share would be a fraction of
the value of the business as a whole. Consequently, the value
of shares 1in such a corporation must be related to the value
of the business in its entirety. Each party's interest should
therefore be determined as an proportionate interest in the
fair market value of all the issued shares ep bleoc, subject to
minority discoiunts or premiums for control as applicable.2°?
No method of wvaluation would be equally applicable to
every type of business as each business would have its own
unique characteristics. The selected valuation m:thod must
take account of all the factors in the interest of producing

the most accurate valuation possible.

A. DETERMINATION OF MARKET VALUE

The expression "market value" can be used in two contexts.
It can refer to either the ™market value approach"™ or the
"determination of market value',. The market value approach
refers to the use of prices quoted on a stock exchange
reflecting actual transactions of purchase and sale between
arm's length parties, or the price of similar types of

businesses whose stocks are actively traded in the open

ie3p. Gampel, gupra, note 76; I.R. Campbell, " Business
Valuation Aspects of the Shareholder's Agreements”
me a aqgr ents, (Toronto: Canadian

Bar Association - Ontario Countinuing Legal Education, 1986) at
3.



VALU ON 97
market.x®4 This is the approach referred to by Greenburg J.
in the Domglas case. It is used for valuing the shares of
public corporations and 1is therefore not pertinent to the
present discussion.9®

The market value approach is to be distinguished from the
determination of market value approach.*°® This approach ls
more appropriate for valuing the shares of a close corporation
where there is no free and open market for the transfer of
shares,*°”

Even though a value determination is necessary, there need
be no contemplatlon of an actual open market transaction.
Therefore possible open market purchasers are not necessarily
identifiable.*®® This method provides for the value of shares
to be determined by the price and terms of a hypothetical

market situation in which a bona fide third party purchaser:°?®

io4p, Gampel, ibid.; Re Whjtehorge Copper Mines Ltd.
(1980), 1¢ B.L.R. 113 (B.C.S8.C.).

i10585ee generally, D. Ward, supra, note 17 at Fl.

1oepe.Brant Investments Ltd, and Keeprite Inc., supra,
note 73 per Anderson J. at 53; I. Campbell, supra, note .7.

+e7c., Rohrlich, Organising Corporate and Other Business
Enterprises, {New York: Matthew Bender's Co. 1Inc., 1987) at
2A.08(3); Re Brant Investments Ltd., ibid., at 73.

o081, Campbell, supra, note 15 at para.4-20A.

*93In the American case of Jnterfirst Bank of Dallas N.A.
v. Risser 739 Sw 2d 882, (Tex. App. 1987), cited by O'Neal,
c.7.32, note 1, the court held that sales between family
members are generally not relied upon 1in establishing fair
market value of stock of a closely held corporation, nor are
sales involving insiders, such as officers, directors and employees.
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acting at arm's length offers to buy the shares.3*°

This concept was outlined by Estey J.in the case of

"It is not suggested that the Commissioner has overlooked
any factor that ought properly to have been taken into
account in determining the value of the property. He had
to determine the market value and when, as in this case,

no market value exists, it 1is the task of the
Commissioner, so far as he can, to construct a normal
market - a market which 1is not disturbed by factors

similar to either boom or depression, and where vendors

ready but not too anxious to sell, meet with purchasers

ready and able to purcha<e, and this case is no
exception."22

The concept presupposes a notional market characterized by
a perfect buyer and a perfect seller through which the fair
market value of the shares can be clearly established.>2?

In such a market the parties are assumed to be dealing at
arm's length, and to be o0f equal negotiating ability and
similar financial strength. The requirement of readiness
without anxiety is stressed becavse it 1s felt that anxiety

could influence the price of the shares in the same manner as

could a reluctant buyer or seller.124

i1e80'Neal, supra, note 5 at ¢.7.33, classifies this
method of valuation with some of the voluntary buy-sell
clauses discussed earllier in this text e.g., the shotgun and
restricted auction. 3See further ipnfra, Chapter II notes 72-93
and accompanying text,

+3111945) 2 D.L.R. 274 (8.C.C.).

*22Tbid,, at 291, quoted with approval by McIntyre J.in
Re Estate of Mann, supra, note 14,

1135ee generally, I. Campbell, supra, note 17.

+14G. Ovens, psupra, note 13 at 22-23; 1. Campbell,
supra, note 15 at para.4-20A - D.
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Transactions are thus assumed not to have been forced, but
rather, to have been conducted in a prudent manner and to have
achieved the highest price available minus any restrictions on
sale.**® To this end, this market has been distinguished from
an "open market"33s where transactions are constantly
consummated between parties of different negotlating ability
and different £financial strength, and may or may not be
concluaed at the highest price.x27 Therefore, an assumption
that &n open market transaction is ri ci evidence of
fair mar) :t value may be an inaccurate one,*2®

This concept of the notional market raises the question of

the extent of knowledge which should be imputed by the courts

to the "ready purchaser". The issue was addressed in the case
of Re Lyndall.>**® The court here held that knowledge

affecting the value of shares which would be imputed to the

+22I., Campbell, ibid., at para.4-20D - 4-21.

*18The courts have on occasion failed to make a similar
distinction, and have in fact, used these terms
interchangeably. See for example, H.P. Connor v R., [(1978)
C.T.C 669; aff'd (1979] C.T.C 365, (Fed. Ct.), per Mahoney J:
"When one comes to value the shares of a private company, the
open and unrestricted market must be assumed. That notional
market ought not to be limited to the other shareholders; it
should be assumed that strangers would be willing to take a
position in the company at the right price and that the other
shareholders would be willing to have him or meet his price."
(emphasis added).

11+7For example if A, acting at arm's length from B, sold

his shares to B; See further, I. Campbell, supra, note 15 at
para.4-20A - 4-22.

iyis1, Campbell, gupra, note 17 at D4.
11®[1969] 3 All E.R. 984 (C.A.).
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parties in a hypothetical sale, was possession of the
information which a willing vendor would normally reguire
before he was prepared to sell and a willing purchaser would
normally require before he was willing to purchase. The
reasoning behind this decision seemed to suggest that in
normal commercial transactions a prudent purchaser would
inform himself as fully as possible about the relevant facts
of the prospective transaction. A similar assumptien could
be made about the vendor, though the purchaser may be better
informed than the vendor in relation te his ability to utilize
the business to be purchased.22°

The criticisms of this method of valuation have surrounded
the concept of the notional market. The idea of a market with
the required features is thought to be difficult to construct
unless one is in possession of all the relevant information
which would normally be considered by both parties to the
transaction prior to its completion.>22>

There 1is also some question as to whether or not the
concept of tho notional market makes adequate provision for
purchasers with special motives. This type of purchaser is
common in the reality of the open market and in fact, is often

prepared to Pay a higher price than a purchaser without a

1201, Campbell, jbid, note 15 at para.4-20C.

i22Tbjid., at para.4-20D.
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comparable interest.*=2

If the term "open market" is accepted as implylng "a
market from which no potential purchaser is excluded",®23 then
it should follow that where special interest purchaser
considerations exist these should be considered when the fair
market value is being determined.22+

As a practical matter, it may be difficult to identify
special interest purchasers and to quantify the prices they
might pay for an interest in the particular business being
valued. However, where such special interest purchasers can
be identified, the fair market value or fair wvalue of the
shares 0of the business, becomes the price which the special
interest purchaser might be willing to pay to obtain the
shares .22

The determination of the market value may involve some
degree of conjecture and speculatlon which may vary from court
to court. There can therefore be no fixed rules for dealing
with the many issues which this method of valuation may raise.

The following observation made by Widgery L.J. in Re

22271, Campbell, supra, note 17 at D5; R. Wise, gupra,
note 10 at 629.

223pe Lyndall, 1[196%] 3 All E.R. 984 (C.A.), per Harmon
L.J. at 990; Holt v. I.R.,C., [1953] 2 All E.R. 1499 (Ch. D.);
Ute er Estate v, A.G. fo r , [1929] S.C.R. 84

(s.c.c.); I.R.C, v. Clay, [1914]) 3 K.B. 466 (C.A.).

sses (1938) A.C. 321 (H.L.); Edmund Littler Sr, v,
M.N.R. supzra, note 66.

1351, Campbell, supra, note 17 at D5.
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Lyndall,*%% may however, be & useful guide:
"It is desirable, in my opinion, thal when the court is
constructing the conditions under which the hypothetical
sale is deemed to take place it should build on a
foundation of reality, so far as this is possible, but it
is even more important that it should net defeat the
intention of the section by an undue concern for
reality in what is essentially a hypothetical
situation.n22”
This hypothetical market sltuation has sometimes been
applied to cases where there are in fact restrictions on the
sale of shares. In such cases the purchaser may take account

of such restrictions when arriving at the market value.22®

B. FORMULA METHODS

When employing a formula method of valuation, the
agreement provides a mathematical formula by which the value
of the ccorporation and its shares can be calculated.

The main disadvantage 1in using formula methods of
valuation is that formulas are usuvally fixed, and therefore
cannot take account of possible changes in the business. The
particular formula method provided in the agreement may become

unsuitable five or ten years later.12*

*2e8gcupra, note 119.
1271bid., at 992.

»22®1 . R.C v, Crossman, [1937] A.C. 26 (H.L.); But see,
Beament PEstate v HM.N.R, (1970), 11 D.L.R. (2d4) 237, (1970
C.T.C. 193 (S.C.C.); rev'g [1968] C.T.C. 588, 69 D.T.C. 5016
(Ex. Ct.). Here the court held that the proper value could
not exceed the amount that could be obtained for the shares
on a winding up as provided for in the shareholder agreement.
See generally, I. Campbell, supra, note 42 at 298-300.

221, cCampbell, ibid., at 310.
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The definition of terms is very important in formula
valuations. 1In many instances of litigation in this area, the
uncertainty created by the language used in the fornula, is
the major reason for the parties having to resort to the
courts,*2°

There are basically two varijiations of the formula based
valuation method. These are:

i) the capitalization of earnings approach; and

ii) the net asset approach.

I. CAPITALIZATION OF EARNINGS APPROACH

The capitalization of earnings method of valuation may be
approached using either the future earnings of the corporation
or the realized earnings of the corporation.*?2

The use of future earnings of the corporation to calculate
the capitalization of earnings rate is really a prophesy of
the corporation's future earnings.2?2 This approach is
apparently preferred by persons calculating the shares of
going concerns, on the reasoning that the worth of a

corporation can usually be determined by 1its ability to

13°See R. Blainey, jsupra, note 27 at 13-15, for the
description of such a case.

133For discussion of special variations of the
capitalization of earnings valuation technique, see H.J.
Haynsworth, "vValuation of Business Interests"™ (1382) 33 Mercer
L. Rev. 457 at 478-480.

122J. Bonbright, gsupra, note 20 at 249-253.
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generate an approprliate rate of return on investment.,23?

This method of wvaluation involves the computing of two
figures, the net maintainable earnings, and an appropriate
earnings multiplier.23+ In calculating the net maintainable
earnings, several factors may be considered. These include,
the actual earnings for the last fiscal year before the event
triggering the wvaluation, the earnings for a twelve-month
period ending immediately at the time of the event
precipitating wvaluation, and the projected earnings for the
fiscal year 1in which the event ocurred.2*?® The testimony of
expert witnesses is relied on in arriving at these figures.

This future earnings approach may ensure a more accurate
valuation because the alternative method, the determination of
the capitalization rate using realized earnings, has no
appraisal significance except as an index of future earning
power.*?® The future earnings method 1is also much easier to
administer.

This method seems only to be preferred for the valuation
of new enterprises, where realized earnings figures are
unavailable. This may be because future earnings are often

difficult to estimate directly.

1333, Bonbright, lbid.; Domglas, supra, note B; D.
ward, supra, note 17 at F25.

134F. Fraser, supra, note 61 at E4-E5; D. Ward, ibid.,
at F25.

135D. Ward, ibid.; pPomjlas, supra, note 8 at 221.

1363, Bonbright, supra, note 20 at 263.
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Another problem with this method of valuation 1is the
discrepancies in the testimonies of the expert witnesses.,>??
This przoblem often arises in 1litigation and the courts are
inclined to exclude conflicting testimony from the record.*>**

Where realized earnings are being used to calculate the
capitalization of earnings rate, the profitabllity (i.e cash
flow of the corporation projected over the long range}. and
the cost of capital (l.e. the required rate of return) are
noted over a period of time. These amounts may be adjusted
to make allowances for extraordinary non-recurring profits or
losses made in any year in order to portray a more accurate
reflection of underlying profitability.x2®

The final figures are then combined with the actual cash

1373ee further, V. Krishna, gsupra, note 18 at 164-165;
and D. Ward, supra, note 17 at F27-F28, for comments on expert
testimony; See also, Les Investments Mont Soleil Ltd. v. Nat.
Prugq Ltd., [1982] C.S. 716, 22 B.,L.R. 139 (Que. S.C.), where
the court noted that while expert opinions should be used to
assist the courts, it is not obliged to follow them.

139Morrison v. Unit tbu . v .
Inc. (United Westburne Ltd, (15 April, 1988) No. RE1926/87,
where the court showed a preference for a capitalized earnings
approach based on "maintainable earnings" (l.e. the level of
earnings which the corporation could reasonably be expected to
maintain over a period of time). A similar approach provided
by an expert witness but based on "future earnings" was

therefore rejected; Connor v, R, (1978), 78 D.T.C. 6497;
aff'd (1979), 79 D.T.C. 5256 (F.C.).

23%profits or losses made during the initial years of the
business may not be a true indication of the real earning
capacity of the business. It has even been suggested that any
valuation based on these earlier figures may not be valid;

See further, D. Coates, supra, note 35 at 1120; H. Fraser,
supra, note 61 at E4-ES5.
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flow to reflect any decrease in the value of the business.*4°
This exercise is best taken over a period of years, whereby
the recurring and non-recurring profits can be excluded or
included accordingly.+2

The above calculations are then subject to further
adjustment based on other significant factors such as
individual executive salaries. The salary factor is
particularly important in a small private corporation, where
most of the corporation's profits may be paid out in the form
of executive salaries,>42 Valuators therefore have to
consider matters such as replacement salarles if the need for
these may arise as a result of the . ‘2»parture of a
shareholder.**?

In some cases, the executive salaries may have been
disproportionately high, in which case replacement salaries
may result in increased profits being reflected. On the other
hand, where executive salaries were low an increase may be

needed to attract management personnel with similar

3407t has been further suggested that instructions
setting out a future method of calculating depreciation be
included in any such formula. 8See further, D. Coates, ibid.,
at 119-120.

i141Every business is said to have a cycle, extending over
a period of years, in which it records profit and loss
patterns. 8Such cycles also take into account both internal
and external influencing factors of the particular business.
See further, G. Ovens, supra, note 52 at 66.

142D, Huberman, gupra, note 40 at 569; D. Coates, supra,
note 35 at 119, note 106.

1423, Ovens, supra, note 52 at 66-67.
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qualifications. A decrease in profits may therefore be
reflected, >4+

The quantum of these salaries may also affect the timing
of the valuation, that is, whether or not they should be taken
into account in computing the corporation's annual income.24®
This Is significant in the close corporation where most of the
profits are taken out in the form of executive salaries and
accordingly the corporation's books may not reflect the true
earning power of the business.24s®

The average profit arrived at after the above adjustments
and calculations have been made 1is then multiplied by an
earnings multiple. The earnings multiplier 1is a function of
the existing rates of return of different types ol investments
and the ‘'"guality" of the anticipated level of £future
earnings.*+” This multiple 1is selected after a review of
salient factors relating to the business including economic
conditions, interest rates, inflation and transactions in
ownership positions of reasonably comparable corporatlions.
The resulting figures are supposed to zeflect the value of a
corporation according to its abllity to generate profit.*+*®

The main advantage of the capitalization of earnings

44lbidq..

1enp), Coates, pupra, note 35 at 119.
14&p, Huberman, supra, note 40 at 569,
147p, Ward, gupra, note 17 at F25-F26.

l48y4, Fraser, gupra, note 61 at EB8.
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method of valuation, regardless of whether the future or
realised earnings approach is being used, seems to be that,
because it considers the capitalization rate, this method
manages to account for intangible assets such as goodwill.z4?®
Many critlcisms can however be levelled agazinst it.>®?°

In the first instance, parties employing this method may
find some difficulty in @efining the term M"earnings",
Providing a suitable definition raises guestions such as when
the wvaluation should be computed, 1i.e. before or after
salaries and or taxes.

Secondly, even though this method manages to take account
of goodwill and other intangible assets,*®* it does not allow
for extraordinary events, for example, where the future
earning capacity of the business is affected over the short
term by the 1loss of intangibles, such as goodwill where a
valued shareholder/employee leaves the business.

Thirdly, this method may be unreliable as it places much
dependence on a multiplier which is based substantially on a
calculation of the earnings of similar types of businesses.
Given that the valuation of shares is essentially a prophesy
as to the future, it may be unwise to attach too much weight

to the price/earnings ratio of similar companies in a similar

+4?D, Coates, supra, note 35 at 119.

1895ee generally, O'Neal, supra, note 3 at c.7.33.

i815ee jnfra, Chapter III1 52-58 notes and accompanying text.
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type of business.2®2 These prices tend to fluctuate and may
be unreliable as part of a formula for determining the value
of the shares of a close corporation at any point in time.

Also, earnings calculations are usually based on generally
accepted accounting principles (GAAP), and different
corporations in the Iindustry may use different accounting
practices, all of which may be generally acceptable. This may
present some discrepancies as the earnings per share of two
identical corporations with identical gross zrevenues and
expenses may be expressed quite differently, even though they
each conform teo the GAAP.22>

This method may also involve the appointment of a
professional appraiser to undertake the analysis necessary to
secure the correct capitalization rate. This may result in
further expenditure and possible delays which may make this
method of valuation even 1less attractive to the shareholders

of a close corporation.

II. NET ASSET APPROACH

In contrast to the capitalization of earnings approach,
the net asset approach to valuation is more appropriate if
the value of the business based on earnings is less than the

net value of its assets on a liquidation.®4 The net asset

152H.0. Spindler & D.Y. Timbrell, Canadian Estate
Planning (Ottawa: CCH Canadian Ltd., 1966) at 15.

183y, Krishna, supra, note 18 at 149,

124D, Ward, sypra, note 17 at F25.
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approach to valuation may be either:
a) the liquidation value of a business; or

b) the book value of a business.2®®

(A) LIQUIDATION VALUE

In the case of the liquidation value, the assets of the
corporation are valued as if the corporation were liquidated.
This form of valuation assumes that the sale is conducted
under orderly circumstances, and not as a result of fire sale
conditions.

The £final valuation is the amount realizable after
expenditures such as the commissions on disposal, income
taxes, legal and accounting fees, severance pay and shut-down
costs are deducted. The 1liquidation wvalue amounts to the
adjusted equity value less the cost of liquidation.:2%

This method has been criticised on the basis that it is
derived from the assumption that the enterprise is not a going
concern. It therefore fails to take adequate account of the
individual aspects of the business. Accordingly, the business
is not valued as a whole component with operational assets so
it may be found to be worth less than its actual value.2®”

This method of valuation may be appropriate in cases where

the corporation is insolvent, operating at a loss or has

i8B8R. Blainey, supra, note 27 at 3.
i8e3, Cole, supra, note 6 at J3.
i87V. Krishna, supra, note 18 at 155.
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redundant assets.*?® Where the business is being valued as a
going concern, liquidation value may also be used to provide
supplementary assistance in the assessment of risk. The risk

factor may have some indirect 1influence on the value of a

going concern.*=®"®

(B) BOOK VALUE

The book value of the corporation 1is the value appearing
in the corporation's financial statement. Therefore, the net
value per share 1is determined by an aggregation of the
historical cost of the corporation's assets, less corporate
liabilities and accumulated depreciation of assets. The
rasulting £igure (called the =shareholder's equity) is then
divided by the number of the corporation's participating
shares,1%9

This method of valuation is probably the most frequently
used. Its attractlion seems to lie in the apparent simplicity
of its calculation. However, the inadequacles inherent in
this method of valuation may outweigh its advantages.2$2

In the first instance, the book value approach is based on

the historical record of the wvalue of the assets of the

ISBIQIQ

1333, Cole, supra, note 6 J2-J3.

182 For a comprehensive checklist of factors to be taken
into account when calculating book value see generally, G.

Ovens, supra, note 52 at 67-70.

161p, Huberman, gupra, note 40 at 568.
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corporation. In most cases these may be nominai amounts
relative to the true value of the business.1e2

Additicnally, book wvalue does not take account of the
earnings potential of the business or of intangible assets
such as patents and 1in some cases, the value of goodwill.2*=?
These intangible assets could be a very valuable aspect of a
corporation's worth.

This method has also been criticised as being unreliable
if fixed assets of some age are involved. Market appreciation
over the costs of such assets is rarely reflected in this type
of wvaluation even though in periods of rising costs,
replacement costs may be considerably higher than the original
cost of the assets. This is particularly true of the
valuation of 1land. Also, machinery and equipment which may
have been written off on the corporation's books may still be
valuable and may even be sold for a substantial sum.*%4 By
the same token, a fall in prices might cause assets to be

valued at prices in excess of their actual value.28>

62D, Coates, supra, note 35 at 119.

1¢3D. Huberman, gupra, note 40 at 568; But see G. Ovens,
supra, note 52 at 67, where reference is made to '"goodwill at
its book value", which usually represents goodwill which the
corporation may have on its balance sheets, typically as a
result if acquiring a business, but which would seldom
represent the total goodwill of the business; See also,
O'Neal, supra, note 5 at ¢.7.33, for a description of the
ARM34 formula which can also be used to calculate the value of
goodwill.

L440'Neal, supra, note 3 at c.7.30.

1€5C. Rohrlich, supra, note 107 at para.2A.08(1].
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A further consideratio. may be that management has a great
dzal of control over the value of assets to be recorded on the
books and may be able to manipulate book value to the
detriment of the minority shareholder.:%s

Notwithstanding the above considerations, book value may
be acceptable where the corperation's assets are very liquiad
and turn over freguently.

Parties employing the book wvalue method should consider
the following factors. First, the agreement should provide
for the date at which book wvalue would be determined
(possibly the date of the corporation's last financial
statement if this is computed annually, or alternatively, the
date at which the event triggering the valuation occurred}.
In the latter case, if this date is far removed f£from the date
of the financial statement, then the agreement should also
provide for some form of adjustment of the book value, in
which case the nature and extent of these adjustments should
be clearly set out in the agreement.>®7

Secondly, the agreement should stipulate whether
intangibles such as goodwill should be treated as asset items
and if so, how their wvalue should be computed. In some
instances, gooudwill may be discounted because the loss of the
withdrawing shareholderx may considerably reduce both the

goodwill and the earning capacity of the business.z9%*®

1680'Neal, supra, note 3 at c.7.30.
J.I?Ip!g.

1esIbid.
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C. COMBINATION METHODS

As noted earlier, the aim of any valuation arrangement
should be to approximate as far as possible the actual market
value of the shares regardless of whether or not such a value
exists. In some cases, therefore, it may be found that a
combination of two or mere methods may best suit a particular
situation*®® or alternatively, different methods may be
appropriate for the same business, but at different points in
time.27°

The question of whether or not a combination method is the
most appropriate would depend on the facts and circumstances
of each case. This point was noted in the case of Domglas v.

rislow F er & Co.,x72

"The combined approach to share valuation gives regard to

the principle that such wvaluation is not based as much on

a_priori concepts as it is on empirical evidence."17%

This approach has been recognised and applied by the

courts in the interest of determining +the accurate valuation

Le®See O0'Neal, jbid., at c¢.7.36, for some interesting
examples of posslible combination methods which can be used for
share valuation.

27CArams v _Filliman (1955), 128 N.N.(2d4) 284 (N.Y.C.A.).
Here valuation on an jnter vivos transfer was by arbitration
but on death the valuation was calculated at book value.

i718upra, note 8.
3721bid., per Greenburg J. at 855,
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for shares.2r7?>

8. CONCLUSION
Share valuation 1is an Iimportant aspect of the buy-sell
agreement. This will ultimately determine whether or not the

parties to the agreement will receive an acceptable

reimbursement for their investment,

Parties attempting to tonduct a share wvaluation have to
take account of several factors, including the valuation
issues, particularly questions of minority discounts and
premiums for control. An appropriate valuation procedure and
method of calculating the valuation should also be selected.
Each of these factors will play an important role in ensuring

a fair and realistic value for the corporation's shares.

173Jakobsop et al. v Agassiz Ent, (]1980) Ltd. (1988), 49
Man. R. (2d) 270 (Q.B.). Here a combination of two methods

{the capitalization of earnings method and the net asset
method) was found to be the most appropriate for valulng the
shares of a business that had expanded considerably a year

before the amalgamation proceedings which triggered the
valuation.
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CHAPTER IV
G THE BUY-SELL _AGRREMENT

1. GENERAL

An important aspect in the ocperation of the buy-sell
agreement is the provision of some mechanism for financing the
purchase of the shares covered by the agreement. This is
particularly significant where the agreement 1s operative on a
specific event, for example, death or disability and the
remaining shareholders are obliged to produce the cash over a
short period of time to fund the purchase of the shares.2
Funding provisions may also be necessary to facilitate the
operation of the shotgun and restricted auction provisions.=z

In some cases wealthy shareholders may have liquid assets
available to them at the reguired time. In other cases, the
shares may be the only valuable asset that the shareholder
possesses and, in the absence of adequate arrangements for
financing the buy-sell agreement, there 1is the possibility
that the agreement may not operate to serve the interests of
the parties at the relevant time.?

Funding provisions shoulgd always be arranged in advance,

*H.J. Kellough & R.B. Zien, "Corporate Share Repurchase
Plans: An Alternative to Shareholders! Buy-Sell Agreements"
(1977) 25 Can. Tax J. 475,

?See infra Chapter II, notes 72-93 and accompanying text.

’D.P. Coates, "Share Transfer and Transmission
Restrictions In The Close Corporation® (1968) 3 U.B.C.L. Rev.
96 at 122; M.cC. Cullity, R.E. Forbes, and cC. Brown,

a » (Toronto: Carswell, 1984) at 625.
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and should be included in the buy-sell agreement from its
inception.* The shareholders should also decide whether the
purchase price should be paid in £full immediately or whether
all or part of ¢the price should be payable over a perlod of
time. Where the price is to be paid in £full immediately, the
parties should also determine in advance the source of the
funds, that is to say, whether the funds would be generated
through borrowings, their own resources, the corporation, or
from insurance.

On the other hand, if it is to be pald over a period of
time, the parties should determine the length of the period,
the amount and type of security which would be acceptable, th=z

applicable interest rate, and the sources of these future
payments.®

The sources and methods of funding can be divided inte two
categories, testamentary funding and inter vivos funding.

Life insurance is the most effective means of funding the
buy-sell agreement in the event of the death of a shareholder.
This chapter therefore discusses the ¢types of Iinsurance
available for funding the buy-sell agreement, and the

insu-ance arrangements which the parties can implement. The

more successful methods of jpnter vivos funding of share

4D.S.M. Huberman, "Buy and S8Sell Agreements for the
Canadian Close Corporation" (1963) Can. B. Rev. 538 at 549,

®p.W. 8mith, "Buy-Sell Agreements",

ceed 1970
Conference Report, (Toronto: Canadian Tax Foundation, 1980)
665 at 681.
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transfers are also discussed.

There are three distinct groups of potential purchasers
for the shares covered by the buy-sell agreement. These are:
outside third parties, the =remaining shareholders, and the
corporation itself. Where the operation of the buy-sell
agreement involves the purchase of shares by an outsider, it
is usually not incumbent on the shareholders who are party to
the agreement to provide for the financing of such a purchase,
When the buy-sell agreement is being prepared, the
shareholders wusually have no knowledge of the identity or
financial standing of the future purchasers.

Funding arrangements can therefore only be made for
purchases by the shareholders who are themselves party to the

buy-sell agreement and purchases by the corporation itself.

2. CORPORATE PURCHASE

The common law position on corporate share repurchase was
clearly established in the case of Trevor v, Whitworth.®* This
case held that it was illegal for a corporation to purchase
its own issued shares. The principle wunderlying this
position, was the belief that the corporation's capital was a
fund for the carrying on of the corporation's business and the

payment of creditoxrs, and that the purchase of jits own shares

“(1887) 12 A.C. 409 (H.L.)
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would involve a misapplication and reduction of that fund.”
This common 1law position held good in the Canadian courts
for several years.® It has since been abrogated by
legislation in several provinces, which now makes it legal for
a corporation to purchase its own shares subject ¢to certaln
safeguards.? It is therefore now possible to include the
corporation itself as a purchaser in the buy-sell agreement.2°
Where the corporation is included as a purchaser, the main
source of acgqguiring the funds is through the use of corporate-
owned life lnsurance. The corporation would own insurance on
the 1lives of the shareholders, with the corporation or the
other shareholders as beneficiaries. When a shareholder dies,

the proceeds from the Insurance policy would be used to

7H. Sutherland, D.B. Horsey, & J.M. Edmiston, Fraser's
Handbook On Capadian Company Law, 7th ed. (Toronto: Carswell,
1985) at 198.

*E.q.

' ;_n_.x_e_ﬁ.e.d.i.c_a.LBgi.l_iLan_,_. [1953] 9 W.W.R. 278
(Sask. Q.B.); Re. Northern Canadlan Mortgage Co. Ltd. and
Moore v. Northwoeod (1960), 22 D.L.R. (2d) 698 (Man. C.A.)};

Hamer v. National Foxest Products Ltd, (1964), 44 D.L.R. (2d)
757 (B.C.8.C.).

*3ee for example, Canada Business Corporatjons Ackt, S.C.
1974-75-76, ¢.33, as amended by 8.C. 1985, c¢. C-44, as
amended, (hereinafter called the C.B.C.A.) s8s5.30-38; PBusjipess

Corporations Act 1982, S.0. 1982, c¢.4, (hereinafter called the
0.B.C.A.) 88.28-36; Business Corporatjons Act, S.A. 1981,

r

c.B-15, (herelnafter called the A.B.C.\A.) 8s.32-39; Angqus V.
R. Anqus Alberta Ltd, (1988), 58 Alta. L.R. (2d) 76 (C.A.).

iogee generally, L. Getz, "Some Aspects of Corporate
Share Repurchase®" (1974) U.B.C.L. Rev. 9, for some discussion
of the history and development of the law relating to
corporate share repurchase in Canada.
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purchase the shares from the deceased's estate.2*

One of the advantages of corporate share repurchase is
that the surviving shareholders' percentage interest in the
corporation would Iincrease prg rata as a result of the
corporate repurchase of the shares of the deceased shareholder
for cancellation.*?

There are some disadvantages to having the corporation as
the purchaser. The most significant of these disadvantages 1is
that most Canadian corporate legislation prohibits the
corporation from purchasing its own shares if it 1is insolvent
or {f the purchase would result in it becoming insolvent.:?

The corporation may also implement schemes to assist
shareholder purchase. These are discussed below under the

heading "Purchase by Shareholders".

1igee further infra, Chapter IV notes 74-85 and
accompanying text, for discussion on corporate owned-life
insurance. See also jnfra, Chapter V, notes 89-108 and
accompanying text for some discussion of the tax implications
of corporate share repurchase.

123, Bernstein, e :
Gujde, {(Don Mills, Ontario: CCH cCanadian Ltd.,, 1988) at
para.”l18; See also J\nfra, Chapter IV notes 74-85 and
accompanying text.

1?%-A corporation may not make any payment to purchase or
otherwise acquire shares issued by it if there are reasonable
grounds for believing that

(a) the corporation 1is, or would after the payment be,

unable to pay its liabilities as they become due; or

(b) the realizable value if the corporation's assets

would after the payment be less than the aggregate of
its liabllities and stated capital of all classes."-
C.B.C.A. subsection 34(2).

See also, 0.B.C.A subsection 30(2); A.B.C.A. subsection 32(2).
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3. PURCHASE BY SHAREHOLDERS

Life insurance may provide the most effective means of
financing the purchase of the deceased shareholder's interest
by the remaining shareholders.

The corporation may alsec retain a percentage of its
profits which it could then pay to shareholders in the form of
dividends so that they may repurchase shares at the relevant
time. 2+

It may also be possible for the corporation to minimize
its value pilor to such a buy-out by annually distributing
after-tax profits to shareholders in the form of dividends and
bonuses.2® The minimized wvalue would be reflected 1in an
overall lower price for the corporation's shares.

Additionally, where a shareholder owns shares through a
holding corporation, the corporation's business earnings may
be distributed en a regular basis through the holding
corporation without the corporation being subject to Part IV

tax*® on dividends paic. by the operating corporation.*”

24J. Bernstein,

Tax Plannina for Professjonals and
Executives, (Don Mills, Ontario: CCH Canadian Ltd. 1983), at
135, para.l028.

153,F. Kennedy, "Shareholders' Agreements™ in Special
Lectures of the Law Society Of Upper Canada, Recept
Developments jn Estate Planning and Administration, (Toronto:
Richard De Boo Publishers, 1980) 316 at 326; D. Smith, gupra,
note 5 at 681; J. Bernstein, ipid,, at 135, para.l028.

1¢].e special tax on certain amounts of dividend income
levied by the Act and added to the corporation's refundable
dividend tax on hand. In effect the tax becomes fully
refundable to the corporation if and when it in turn pays a
taxable dividend to 1its shareholders. See further, G.M.
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4. TESTAMENTARY FUNDING - LIFRE INSURANCE

Where the option or obligation to purchase results from
the death of a shareholder, the partlies can use 1ife insurance
to fund the purchase price. This method of funding ensures
the availability of sufficlient cash at the relevant time.1®

The use of 1life insurance for this purpose is probably the
most successful means of funding the buy-sell agreement.*®
Its main advantage is that the cash is readily available for
the completion of the transactions wunder the buy-sell
agreement.2° This method of funding may also overcome many of
the problems associated with the other funding schemes which
are discussed later in this chapter.22

When insurance is used for funding a share purchase

Cooley, c s exr, (Toronto: The Canadian
Institute O0f Chartered Accountants, 1983) at 15.23.
A7Ingcome Tax (Canada) Act, s.c. 1970-71-72, «¢.33,

subsections 186(1), and 186(4); See also, D. 8mith, supra,
note 5 at 682.

18F.H. 0'Neal, & R.B. Thompson, ! !

Corporations, (Illinois: Callaghan's Company, 1987, 34
ed., c.T7.37.

1®H. Kellough, psupra, note 1 at 475; M. Cullity, supra,
note 3 at 626.

20T7.A. Sweeney & D.T. Tetreault, "Income Tax
Conslderations in Shareholders' Agreements In Context of the
Budget Proposals of May 23, 1985", ghareholders Agreements and
RDisagreements (Toronto: Canadlan Bar Assoclation - Continuing
Legal Education, 1986) at 18; D. Huberman, pupra, note 4 at
550, ". . .the disaster which will create the need for cash
can also be utilized to provide that cash.".

*1see further, infra, Chapter IV, notes 106-127 and
accompanying text.
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pursuant to a buy-sell agreement, policies are taken out op
the lives of the shareholders, When a shareholder dies, the
Proceeds from the policy are Paid out by the insurance
company. This amount is then applied to the purchase of the
shares of the deceased shareholder.

In the case of larger shareholdings, shareholders should
not necessarily seek to fully fund the obligation to purchase
on death. The amounts needed to fund such large undertakings
may require high premiums, the Provision of which may affect
the stability of the business over g short period of time,
Shareholders may therefore prefer to provide only for
sufficient coverage for g substantial down Payment of the
purchase price with the balance payable over a perlod of
time.22

The legality of using life insurance to fung the buy-sell
agreement seems to be generally accepted,.2? Subsection
156(e) of the lngnzgngg__Agtz‘ provides that a person has an
insurable interest in the life of another i{f he or she has a

pecuniary interest in the life of that other. The Act further

227, Sweeney, 2URr3, note 20 at l16-18,

“>Re Cote Estate (1941), 3 bp.L.R. 523; 22 c.B.R. 387

(ont. 1.C.3.); t ,
(1932} 1 W.W.R. (8ask. K.B.), In both of these cases the court
gave effect to the disposition of the insurance Proceeds

and trusts created by agreement, which required the purchase
of a Partnership's assets in one case, and the purchase of

shares in another, The question of insurable interest was not
d'.scussed in either cagse.

24R.8.0. 1980 €.218, as amended 8.0.1987 c.8.
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provides that a person has an insurable interest in the life
of another only if the other person consents in writing to the
taking out of the Insurance.z® This section allows
shareholders to own insurance on the 1lives of each other.
These provisions can be seen as covering the situations
created by the buy-sell agreement.=2®

The shareholders or the corporation, rather than the
deceased shareholder's estate should be the owners and the
beneficiaries of the insurance policies. This would ensure
the smooth administration of the buy-sell agreement at the
appointed time.

A corporate trustee or another person acting as a trustee,
may be employed to administer the insurance arrangement. An
experienced trustee can wusually be relied on to keep the
documents carefully and properly, and the possiblility of the
parties having to resort to legal action to enforce the buy-
sell agreement would be minimized.=z2”

The trustee would be a depository to the life insurance
policies and the recipient of the benefits under the policies.
He or she would supervise the premium payments, receive the

benefits under the insurance policy and distribute these in

28Para.l56(2)(b).

2%D. Coates, sgupra, note 3 at 123; D. Huberman, supra,
note 4 at 551.

270'Neal, gupra, note 18 at c.7.37; D.P. Coates, jbid..
at 123; See¢ generally, G.J. Couch,

Couch Encyclopedia of
(New York: The Lawyers Co-operative Publishing
Co., 1984),.
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accordance with the agreement. He or she should also be party
to the agreement and any changes in the agreement which would
affect the trustee should require the consent of the
trustee.2®

The cost of the services of a trustee may make this
arrangement prohibitive to the shareholders of a small
corporation with limited capital.

There are several tax consequences associated with the
use of life insurance to fund buy-sell agreements.z? The
parties interested in employing such a scheme should consult
an experienced insurance underwriter, and possibly a trust
officer and a tax specialist.3°

One lisadvantage 1in using 1life insurance to finance the
buy-sell agreement is the cost of some types of insurance.
The parties would have to decide in each individual situation
whether the objective of such insurance Jjustifies the cost.
They also have to be aware that in the absence of insurance
they may be forced to produce the required amounts on short
notice.>2

The amount of the insurance should be reviewed

periodically to ensure that it is adequate to cover the needs

2%J. Bernsteln, gupra, note 12 at para.436.

29g8ee further infra, cChapterx ¥V notes 122-152 and
accompanying text, for discussion on the tax consequences
resulting from the use of insurance to fund buy-sell agreements.

»20*Neal, supra, note 18 at c.7.37.

310'Neal, ibid., at c.7.37.
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of the shareholders and the corporation in accordance with the
financlial development of the corporation.

The buy-sell agreement should specify who is to pay which
premiums and should also establish some mechanism for
determining annually whether or not these premiums have in
fact been paid. The services of a trustee may be useful in
this instance.

The agreement may also provide that on the death of a
shareholder, the estate of the deceased should assign any
peolicy which the deceased owned on the 11lives of the other
shareholders, to those shareholders whose lives are insured.

On termination of the agreement by reason other than
death, the agreement should provide that the insurance
policies on the life of the withdrawing shareholder, as well
as the policy or policies which he or she holds on the lives
of other shareholders, should be assigned to the remaining
shareholderz whose lives are insured or they should be allowed
to lapse.?2

The insurance corporation may have a policy of refusing
payment in some cases of fraud or suicide. Where the sharas
are to be purchased immediately after death, this could
present a problem for the remaining shareholders and the
deceased shareholder's family. Parties may provide that in
such cases the payment would be negotiated at the time of

death, perhaps using one of the jnter vivos methods discussed

*2J. Bernstein, supra, note 12 at para.436.
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below.>>

The discussion on the use of insurance to fund buy-sell

agreements can be divided into two parts:

a) the various types of insurance policies
available; and
b} the wvarious arrangements which can be made

utilizing the available policies.

A. TYPES OF INSURANCE

Before 1life insurance can be successfully employed,
several factors have to be considered. These include the
objectives of the individuals, their ages, insurability, the
nature of the business, and the tax brackets of the
corporation and the individual shareholders.

These factors, whether taken individually or collectively,
may present a different picture in every situation. Each
cas2 would therefore have to be 1looked at on its particular
facts to determine which type of coverage is the most
sujtable.

There seems to be no general rule for classifying the
various types of life insurance. It is however generally
accepted that the 1ife insurance arrangements used for funding

buy~-sell agreements are basically variations of four types of

insurance. These are:

*?8ee further, Chapter IV notes 106-~127 and accompanying
text.
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i) term insurance;

i1) participating whole of life insurance;
iii) term to 100 insurance; and

iv) Joint-life insurance.?*

These four types of Insurance will be discussed individually.

I. TERM INSURANCE
This type of insurance represents coverage for the pure
risk of mortality and is the least expensive. The term of the
policy may be one, five or a specified number of years until
the insured attains a certain age beyond which the coverage
ultimately ceases to be available. The cost of term insurance
is constant for the original term but it increases as the
shareholder gets older.>®
There are many variations of this type of insurance and
the price differences are based on individual premium
schedules. The premium schedules availahle are level premium,
five year increasing, and ten year Iincreasing.®®* 1If the

policy is cancelled at any time prior to death, no portion of

2*4D.R. Drinkwalter, "The Uses Of Life Insurance Since The
Repeal Of The Ontario Secession Duty Act and The Gift Tax Act"
1n Special Lectures of the Law Society of Upper Canada,

(Toronto. Richard De Boo Publishers, 1980) 229 at 232 233 P.
Fosbery, "The Use and Importance of Life Insurance in

Shareholders' Agreements™ Shareholders' Rights and Procedyres,
(Toronto: Inzight Press, 19&5).
35p, Fosbery, ibjd, at 1.

3¢p. Fosbery, jbid.
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the premiums are refundable to the owners of the policy.?*”

The pollicy is convertible and/or renewable. Where the
insurance policy 1s convertible, the insurec has an option at
any time up to a pre-determined age, to chzuge the policy to a
term to 100,** or a whole of life policy,>®® once he pays the
cost of the changeover. However, the cost of the conversion
rises steeply when the Insured passes the ages of sixty,
sixty-five,and seventy.<®

Renewable term insurance policies azre sometimes subject to
either medical or pricing assessments. This means that the
insurance company reserves the right to set higher premiums
where the insured's medical condition has deteriorated between
the original date of the policy and the renewal date. Where
interest rates are higher at the renewal date, some companies
may also increase premiums to compensate for thelr costs.<*

It may be possible to guarantee renewal without a new
medical examination, by the payment of an additional cost on
the original premiums to obtain a rider which would permit

renewal of the policy without renewed proof of insurability.

*7J. Bernstein, pupra, note 12 at para.308.

»8gee further jnfra, Chapter IV notes 54-57 and
accompanying text.

A*Cee further infra, Chapter IV notes 47-53 and
accompanying text.

<op, Drinkwalter, ipra, note 34 at 232; See further, J.
Bernstein, gupra, note 12 at para.308.

<2p, Drinkwalter, pupra, note 34 at 232.
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Some insurance companies do not permit renewal after the age
of 65, others offer term insurance up to the age of 75.42

Parties considexring purchasing term Iinsurance should make
enquiries about the insurance company's practices concerning
premium adjustments. If they feel uncomfortable with the
uncertainty which such adjustments could create, it may be
wiser for them to seek an insurance company whose rates are
guaranteea.+?

The maln advantage of term insurance is the initial low
cost of the premiums, especially where the shareholders are
younger. This type of lnsurance Iis also very useful in the
buy-stll agreement, as it can provide for the payment of the
purchase price on the death of a shareholder whenever that
death occurs.** Also, in the case cf a new business heavily
encumbered by debt, term insurance may be the only type of
insurance available to the parties.

However, where the shareholders are oldez, but are
involved in a permanent business which they intend to pass on
to their children, term insurance may not be the most
suitable form of insurance.<4® This is beca.se the insurance
coverage ultimately ceases to be avallable and the face amount

of the policy is only payable on death. If the policy is not

42J. Bernstein, gupra, note 12 at para.308,
43p. Fosdery, gupza, note 34 at p.l.
44J. Bernstein, supra, note 12 at para.308.

48D, Drinkwalter, gupra, note 34 at 232.
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converted before the older insured shareholder dies or becomes
ineligible for a policy renewal or if the insured 1lives beyond
the age of 75, the parties would be unable to rely on the
proceeds of the policy.

Because of it= low cost, term insurance may be the most
attractive type of Iinsurance when the business 1is in its
teething stage.**® The policy can then be converted once the
parties are Iin a poslition to afford the higher premiums

required by the other types of insurance.

II. WHOLE OF LIFE

Whole of 1life, or ordinary 1life insurance, as it is
sometimes called, is permanent insurance. It pays a face
value on the death of the insured whenever that event may
occur, provided the policy is stlill in force.*” The whole of
life policy can also be either participating (in which case
the insurance company pays dividends to its owner based on the
profitability of the 1life Iinsurance company), or it can be
non-participating.

The premiums for this type o0f policy are usually more
expensive than term insurance, as the lnsurance company will
inevitably be required to pay the face value.*® Premiums are

determined at the comnencement of the policy and ordinarily

I.Ihld .
«7Ibjd. at 233; J. Bernstein, sgupra, note 12 at para.308.

4®p, Drinkwalter, gupra, note 34 at 233,
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will not vary. The exception to this 18 where the premiums
are reduced when the insurance company pays dividends on a
participating policy, and sub-dividends are credited against
the premiums.4”?

The premium may alsc be payable for a fixed period of
years or until the insured dles. A medical is rxeguired on
application for the policy, but no further medical
examinatlons are required. It may also be possible to acquire
fully paid-up whole of 1ife insurance by making a lump sum
payment at the commencement of the policy.®°

In the case of participating whole of 1ife insurance, the
premiums are generally more expensive than those for non-
participating whole of 1life insurance. Where the corporaticn
pays dividends on the participating policy however, these
dividends may be used towards the payment of the insurance
premiums. It may also be used to acquire additional whole or
term coverage or to reduce the premium outlay on the original
whole of 1ife policy to 1less than the premiums on an
equivalent non-participating whole of life policy.®2

The whole of 1life insurance pol’icy wmay also acquire a cash
surrender value. This is the amount which the policy owner is
entitled to recover if tlie policy is terminated before death.

It ropresents the amount of the premiums which is in excess of

4®*p, Fosbery, supra, note 34 at 4.
®9J. Bernstein, supra, note 12 at para.308.

®2Ibid.; D. Drinkwalter, supra, note 34 at 233.



PUNDING 133
the actual cost to the insurance company of providing coverage

for the insured.P?

The disadvantage of whole of 1life insurance 1lies, in the

short run, in the cost of its premiums.?3

I1I1I. TERM TO 100 INSURANCE

This form of Iinsurance 1is a hybrid of whole of life
trsurance and term insurance,®4 The coverage is guaranteed
for life and the policy acquires no rash surrender value. The
contract carries a price slightly higher than that of term
insurance.®®

The premiums for term to 100 insurance are guaranteed but
the interest rates may be adjusted every five years. This
type of insurance may also have either a limited premium
paying period, or an anticlipated premium payment period, after
which the insurance contract is fully paid for. In other
cases the insured has an option to discontinue the premium

payments after five years. The insured can then accept a paid-

BZThe insurance company retains a reserve fund from which

to pay the 1life insurance proceeds. The portion of the
premium in excess of the actual cost of funding the insured is
a part of this reserve, Because the reserve fundz are

invested by the insurance company the amount for which the
insurance company is actually at risk decreases, as the income
of the reserve - increases. The cash surrender value of the
policy therefore grows accordingly. See further, J.
Bernstein, suypra, note 12 at para.308.

230, brinkwalter, supra, note 34 at 233.
54J. Bernsteln, pupra, note 12 at para.308.

B8P, Fosbery, 3upra, note 34 at 3,
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for contract for a reduced face amount or cash value. Once
payment is accepted however, this terminates the insurance
contract.®®

An indexed term to 100 insurance policy is also available.
This provides for an increase in the value of the policy every
year, for the first ten years of the life of the policy. This
increase is calculated using the consumer price index as a
measure. After the first ten years, medical evidence is
required to obtain further indexing £for the subseguent ten
year periods. Indexing is not available after the shareholder
reaches the age of sixty.

This type of insurance has an advantage over other *types
of insurarce as it allows for possible lncreases in the value
of the shares eguivalent to the rate of inflation in cases
where the parties neglect to annually review thelir

agreement.®2”

IV. JOINT-LIFE INSURANCE

This type of insurance policy (also called multi-life or
contingent-1if=2 insurance), covers the 1lives of several
shareholders and begins to be payable on the death of the
first shareholder, and then on the subsequent deaths of each

of the other shareholders.®™® The joint 1life insurance policy

*elbid., at 4.
®7Ibid., at 3.
8®D. Drinkwalter, supra, note 34 at 233.
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is easier to administer than the other types of insurance
discussed, as only one or two policies are usually required.

When implementing this type of policy, parties should
ensure that the pollcy guarantees the continued coverage of
the survivors without the requirement of a further
underwriting process. This would protect the other
shareholders in the event of a second death occurring while
they are too occupied with emotional and other problems to
ponder the state of thelir coverage.®®

One of the main advantages of this type of insurance is
that it makes the Iinsurance arrangement easier to administer
and the need to employ the services of a trustee to assist
with the administration of several insurance policies is

avoided.

B. INSURANCE PAYMENT ARRANGEMENTS

There is virtually no 1limit to the variety of insurance
arrangements that can be implemented to £fund buy-sell
agreements. For example, provision can be made for zach
shareholder to pay premiums on insurance policies on the lives
of each other. Each shareholder may also pay premiums on
insurance policies on their own life, or the corporation may

pay premiums on insurance policies on the lives of each of the

shareholders.®°

BIIbid
®°0'Neal, sypra, ncte 18 at c.7.37.
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The proceeds of the linsurance policier, on the other hand,
may be made payable to the corporation, the remalining
shareholders, the deceased's estate, a beneficlary designated
by the insured shareholder, or a trustee,®2

The three most common types of insurance arrangements
which are availahle for funding buy-sell agreements are:

i) criss-cross shareholder insurance;
1i) corporate-owned insurance; and
iii) split-dollar insurance.®2
The maln differences between these three types of insurance

are the in manner in which they are owned.®?

I. CRISS-CROSS INSURANCE

The criss-cross is the most commonly used Jjnsurance
arrangement. This may be because criss-cross insurance is
simple and easily understood by the client.®+ With this type
of arrangement, each shareholder undertakes to obtain and
maintain insurance on the 1lives of the other shareholders.

The shareholders each have the responsibility of paying the

ﬂlxhid

¢28ee also, D. Drinkwalter, "Funding of Sharehvlder's
Agreements"
(Toronto: Canadian Bar Association - Ontario Contiruing Legal
Education, 1986) at 9-11, for discussion of a possible new
insurance product which may override some of the disadvantages
of the other insurance products presently in operation.

®3H. Kellough, gypra, note 1 at 477.

®4D. Drinkwalter, gupra, note 62 at 3.
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insurance premiums. When a shareholder dies the proceeds from
the 1life insurance policy are pald to the surviving
shareholders, to be applied towards the purchase price of the
shares of the deceased shareholder.*®®

Where several shareholders are 1involved the parties may
retain a trustee to administer theilr insurance arrangement.
The trustee would collect and discharge the insurance premiums
and receive the insurance proceeds. These would then be paid
to the estate of the deceased shareholder in consideration for
the deceased's shares.®*

One advantage of the criss-cross insurance arrangement is
that the insurance proceeds are r.ceived tax free and the
purchase price is reflected 1in the adjusted cost base of the
shares.*” Also these proceeds would not bz exposed to
creditors of the corporation because the irsurance policy
would be held outside of the corporation. The ins-.rance

proceeds cannot be assessed as a part of the estate of the

deceased.®*

€37, Bernstein, "Life-Insured Corporate Buy-sell
Arrangements™ rt -

Report of the Proceedings of the Thirty-8ixth
Tax Conference, 1984 Conference Report, (Toronto, Canadian Tax
Foundation, 1985) 957 at 983.

9®3ee generally, G. Couch, pupra, note 27 au: 295-297; J.
Bernstein, supra, note 12 at para.406.

€7J. Bernstein, pupra, note 65 at 991.

¢®D.I. Beach, "Price Clauses and Funding Arrangements" in
Edited Lectures, Shareholders and gShareholders Agreements,
{Toronto: Department of Continuing Legal Education of the Law
Society of Upper Canada, 1976) at 57; D. Smith, pupra, note 5
at 683.
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One disadvantage 18 the hlgh cost of financing the

acqulsition of criss-cross insurance as large premium payments
are required.®*® Another disadvantaqe is that these payments
have to made using after-tax dollars and the shareholders may
be required to take taxable capital in the form of bonuses or
taxable dividends to meet these premium payments. These
dividends and bonuses may also attract corporate distribution
tax.”®

Another disadvantage is that the insurance funds finance
the purchase of the shares of the deceased at substantial
prices and these transactions may be subject to capital gains
tax and succession duty.”*

The fact that the insurance premiums are shared
disproportionately depending on the age and state of health of
the shareholders rather than on the percentage of shares owned
can be seen as a further disadvantage. However, it may be
possible to compznsate a shareholder whose premiums are
unjustly high through an adjustment by way of a bonus
proportionate to the shareholding.?=z

It may also be possible for the parties to arrange for the

“*R. Rocchi, "Funding Buy-Sell Agreements"™ (1979) 27 Can
Tax J. 105.

TO

(1980), 80 D.T.C. 6365 (F.C.A.).

v Ltd. v. The Queen

73D, Beach, gupra, note 68 at 58.

73J. Bernstein, supra, note 65 at 985; D. Smith, supra,
note 5 at 683.
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shareholders to pay the premiums on their own policies, or the
premium payments could be modified to reflect Jactual
shareholdings, This 1latter method may however entail
complicated calculations and cross payments which may be
difficult to organize and which may have to be re-assessed if
the amount of Insurance 1increases in relation to economic
growth of the corporation.

The criss-cross agreement also becomes more complex and
difficult to administer as the number of participating
shareholders increases. This is because each shareholder owns
a policy or a portion of a policy on the lives of the other
shareholders, and several policlies may therefore be required.
The complexity may be minimized by the use of a trustee.
Joint life insurance policies rather than separate insurance
policies may also be used to simplify the administration of

the criss-cross arrangement.’?

I1. CORPORATE-OWNED INSURAMNCE

In the case of corporate-owned 1life insurance, the
corporation maintains Insurance on the lives of each of the
shareholders for the purpose of purchasing the deceased
shareholder's interest at the relevant time. The pollicy is

owned exclusively by the corporation and the corporation pays

73J. Bernstein, supra, note 12 at para.406; See also, J.
Bernstein, gupra, note 65 at 985-986, for a discussion of the
income-splitting opportunity, which iz a variation of the
criss-cross arrangement.
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all the premiums. When the shareholder dies, the proceeds of
the policy may be used in either of two ways to fund the buy-
out. First, the corporation can use the insurance proceeds to
purchase the deceased's shares for cancellation.”*

Secondly, the shareholders can enter into an agreement
whereby the survivers agree to buy the shares of the deceased
shareholder. The insurance proceeds are then paid to the
surviving shareholders by way of dividends and these are used
to pay the purchase price of the shares.’®

One advantage of this arrangement is that the insurance
premiums are in essence shared proportionately, based on the
individual shareholding. The amounts used to finance these
premiums would otherwise have been paid to shareholders by the
corporation as some form of bonus or dividend. This insurance
scheme is therefore more equitable than the criss-cross
arrangement where shareholders may be required to finance a
disproportionate percentage of the premiums based on the age
and health of the shareholders.”e

Another =dvantage is that the premiums for corporate-owned
insurance are discharged using corporate £funds. In cases
where the corporate tax rate is 1lower than the marginal tax

rate of individual shareholders, fewer after-tax dollars are

74J. Bernstein, jbid., at 998.

?8D. Ward, "lInsurance Funding of Buy-Sell Agreements"™,
(1974) 22 Can. Tax J. 484 at 49¢.

7¢J. Bernstein, gupra, note 65 at 1001.
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utilized. Alsc, the need for dividends and bonuses to cover
premium payments 1s unnecessary, and the potential 1iablility
for corporate distribution tax is therefore avoided.

When a shareholder dies, the surviving shareholder's
percentage interest in the corporation would increase pro rata
as a result of the corporate share repurchase, however the
premiums would have been altered.?”? Where the shareholders
purchase the shares, the agreement may specify whether the
shareholders should purchase the shares on a pro rata basis.7®

Corporate-owned insurance may entail more legal
formalities and increased legal and accounting fees in the
year the Insurance proceeds are distributed.?”® However,
corporate-owned insurance is also more easily administered as
fewer policies are involved, and the corporation pays all the
premiums,%°

Corporate-owned insurance can only be operative where the
relevant corporation statutes permit corporate repurchase of
shares for the purpose of cancellation or where the shares are
purchased by shareholders with funds dividended to them.®>

The corporation would be unable to distribute the proceeds

of the insurance policy if it becomes insclvent. The funds

77J. Kennedy, sgupra, note 15 at 329.
7®J. Bernstein, supra, note 12 at para.418.
7*J. Bernstein, gupra, note 65 at 974.

*°1bjd., at 1001; H. Kellough, gupra, hote 1 at 484.
®*13,. Bernstein, jibid.
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may therefore become accessible to the corporation's
creditors.®?® The corporation may be able to clrcumvent its
creditors by having shareholders instead of the corperation
itself pay premiums, using additional funds distributed by the
corporation to shareholders by way of bonuses or dividends for
this purpose.®?

The corporation may be unable to repurchase its shares if
it is insolvent at the time of the shareholder's death.®<¢ In
such a case there may also be some question about the value of
the corporation, as where the agreement provides for the sale
of shares at "fair market value", the purchase price may be
less than the lnsurance proceeds.

The agreement may provide that 1f the corporation is
insolvent when a shareholder dies, the purchase price may be
funded by the surviving sharehclders. These shareholders may
also undertake to put adequate funds into the corporation to
render it solvent 8o that it can meet its obligation to

purchase the shares,®®

*2Re_Cote Estate, [1941) 3 D.L.R. 523; 22 C.B.R. 387
(Ont. H.C.J.).

#3J3. Bernstein, pgupra, note 14 at 148.

®4C.B.C.A. subsection 34(2); O0.B.C.A. subsection 30(2);
A.B.C.A. subsection 32(2).

#53J. Bernstelin, gupra, note 65 at 1001.
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1I1I1. SPLIT-DOLLAR IMNSURANCE®**®

This ¢type of Iinsurance covers a variety of plans.®*”
Though these plans may vary to some extent in their detall,
they all have one common feature. They are all arrangenents
designed to combine the advantages of corporate-owned
insurance and shareholder criss-cross insurance, and to split
the annual cost of life insurance between the shareholders and
the corporation.

In effec-t, this method cf coverage attempts to cover the
payment of premiums with corporate funds,®® while avolding the
estate and valuation problems assocliated with corporate-owned
life insurance.®?® The premiums are therefore pald primarily
by the corporation, while the shareholders are the direct
reciplents of the proceeds of the policy.

This type of insurance is best explained using the example
of only two shareholders. These shareholders would purchase

whole of 1life participating insurance policies, with which

%8gee also, jinfra, Chapter v, notes 137-145 and
accompanying text.

®7p. ward, supra, note 75 at 484. Also see generally,
E.H. White & H. Chasman, Busipness Insurance, (New Jersey:
Prentice-Hall Inc., 1974) at 500-503, for some discussion of
possible variations of the split-dollar insurance.

4sCorporate funds are generally taxed at a lower level
than the funds of shareholders.

@sg3, 8ilver, “"Estate Planning in Canada" (1979) 27 Can.
Tax J. 206 at 206.
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they would be cross-insured.®® Contracts are then made
between each shareholder and the corporation pursuant to which
the corporation becomes entitled to the benefit of the cash
surrender value and all (or in some cases only part) of the
dividends which are expected to accrue on it.

The shareholders each pay the pramiums on the policles on
each other's lives until the policles acquire a cash surrender
value.®* The policies are then assigned to the corporation as
the co-owner and the corporation undertakes to annually pay
the portion of the premiums representing the increase in the
cash surrender value (l.e. the amount which is payable when
the whole of 1life pollicy 1is terminated before death). It
represents the amount of the premiums which 1s in excess of
the actual cost to the insurance corporation of providing
coverage to the insured.

Corporate funds, which would be taxed at a lower level
than shareholder funds are used to discharge the premiums.
The balance of the premium relating to the mortality gain
(i.e. the amount payable on the death of the shareholder) 1is
paid by the shareholders and the shareholders remain the
beneficiaries of the face amount of the policy.®?

The agreement would also provide that on the pay-out of

®ol.e they themselves would be the owners and
beneficiaries of the policies on the lives of each other.

®2g8. S8ilver, pupra, note B89 at 206; J. Bernstein, supra,
note 65 at 986.

®28. 8iiver, jibjd.; J. Bernstein, jbid..
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the proceeds of the policy the corporaticn zeceives proceeds
equal to the cash surrender value of the policy. The balance,
which represents the mortality gain on the policy, is paid to
the beneficiary of the policy. The cash surrender value of
the policy increases annually and there is a corresponding
decrease in the amount payable to the surviving shareholder.®?

In order to ensure that the amount payable to the
surviving shareholder s suificient to purchase the shares of
the deceased shareholder, additional term insurance on the
lives of the insured shareholders, may be acquired. These
peclicies are in an amount equal to the cash surrender value of
the policy and are payable to the surviving shareholder. This
insurance is usually financed with the dividends received
under the original policy®™* under the fifth dividend optien
(l.e. the option to use the dividends payable on the
participating whole of life policy to purchase additjonal term
insurance).®® The estate of tne deceased therefore receives
the mortality gain plus the proceeds of the additional term

insurance coverage.®*®

®3g, Silver, jbid.; See also, D.A. Ward, pgupra, note 75
at 485, for a split-dollar schedule which illustrates the way
the premiums on split-dollar life insurance is divided between
the shareholders and the corporation.

*4Because participating insurance 18 normally used in
split-dollar insurance, the corporation receives dividends
under the pelicy.

*sgee further, 8. Silver, pupra, note 89 at 206.

*e3, Silver, jbid., at 207; J. Bernstein, guprs, note 65
at 986.
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This ensures that the surviving shareholder receives
Insurance proceeds equivalent to the £face amount of the
original participating policy. The corporation, on tiic other
hand, would s8till collect the cash surrender value cof the
policy.®”

This means that the corpeoration will recover an amount
equal to the aggregate of the premiums previously paid by it.
The interest of the corporation in the policy consists of an
asset the value of which both before and after the death of
the shareholder is equal to cost.®®

The major advantage of split dollar insurance is that it
allows shareholders to fund the buy-sell agreement with
insurance substantially pald for by the corporatioen. This is
an attractive option for shareholders who would otherwise have
to draw additional salary or dividends from the corporation to
fund the payment of premiums.

Also, although the split dollar insurance arrangement is
funded by the corporation, amounts totalling ihe face value of
the policy are paid directly to the shareholder and should not
be a factor in determining the value of the shares owned by
the deceased at the time of death.

A third advantage results from the fact that because the
corporation receives the cash surrender value of the polticy,

the mortality gain should not increase the value of the shares

*78. 8ilver, ibid.; J. Bernstein, jbid..

®*®D. Ward, supra, note 75 at 486.
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of the corporation for the purposes of deemed disposition on
death, and should not be exposed to the creditors of the
corporation.®®

One disadvantage of split-dollar insurance is that the
premiums may be considerably hilgher than thoses under
equivalent term or non-participating insurance. This is
because split-dollar insurance arrangements are structured to
maximize the increase in the cash surrender value 80 as to

minimize the premium paid by the shareholder.2°°

C. THE UNINSURABLE SHARRHOLDER

The uninsurable shareholder may be able to asslign an
existing policy which the shareholder or others already owned
on his or her 1life to £fund the buy-sell agreement.z°2
Alternatively, a business concern with which the shareholder
was previously connected, and which already owns a policy on
the shareholder's life may be willing to sell that policy to
the shareholders to permit the funding.2°2

Another solution is for the insurable shareholder, who
invariably has a greater life expectancy than the uninsurable

shareholder, to begin purchasing the shares of an uninsurable

®®J. Bernstein, jbiq., at 986.
ioorpbid,, at 987.

*eip, Coates, pupra, note 3 at 124; O'Neal, sypra, note
18 at c.7.37.

3020 *Neal, jbid., at c.7.37.
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shareholder while they are both still alive.2°* This should

mitigate against them having to make a larger purchase on
short notice Jif and when the uninsurable shareholder dies.2o+
Problems would arise if one of the insurable sharei. lders
dies unexpectedly and before the uninsurable shareholder who
is normally expected to die first,

The parties may also establish a sinking fund into which
installment payments equivalent to the insurance premiuins may
be deposited. These amounts may be used towards the payment

of the purchase price at the required time.2°>

S. INTER VIVOS FUNDING

In the case of jinter vivos buy-sell tramsactions, the
funding mechanisms, though important, are not absolutely
necessary. This is especially so in relation to put-call buy-
sell arrangements. The party who is unable to procure the
finances needed to purchase shares would hardly consider
triggering a buy-sell agreement which would tequire the
furnishing of such amounts. It is therefore unlikely that the
absence of a funding arrangement in these circumstances would
threaten the success of the buy-sell agreement.

The absence of an adequate funding arrangement could be

193D.F. Hoxie, "Business Buy-Outs and The Uninsurable
Shareholder™ (1962) 101 Trusts and Estates 326.

1©40'Neal, supra, note 18 at c.7.37.

10%3ee also infxa, Chapter IV, notes 121 and accompanying
text.
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advantageous to the financially strong shareholder who can
then enforce the put-call provisions at will. If an adequate
funding arrangement 18 included in the agreeaent, b..n
shareholders would be assured an equal bargalning position
once the put-call arrangement is triggered.

Where a shareholder becomes disabled, retires, resigns, or
is dismissed, some funding arrangement may be necessary to
preserve the rights of a departing shareholder to receive
reimbursement for shares in the corporation. The remalning
shareholders should also be in a position to ensure that these
shares neither pass to undesirable third parties nor remain
the property of a former employee who is no 1longer a
harmonious associate.

Insurance 1s usually only available in those cases where
the need for funding is the result of the disability of a
shareholder. There are at least five additional methods
available for funding jipter vivos buy-sell agreements.>®® The
methods of jnpter vives funding include:

a) cash payment after a specified interval;

b) payment of the purchase price in installments;

c) a sinking fund or savings scheme to which the
shareholders would contribute fixed amounts over

a period of tim:;

108Twe addjtional methods namely; 1) corporate retained
earnings, and ii) the minimizing of the value of the company
by the dlistributing of after-tax profits annually, have been
discussed under the heading "Purchase by Shareholders", infra,
Chapter IV, notes 14-17 and accompanying text.
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a) a bank leoan;
e) a mortgage;*°7 and
£) disability insurance.
There are both advantages and disadvantages to the use of

each method.

A. A CASH PAYMENT AFPTER A 3PRCIFIED INTERVAL

This method of funding provides for the payment of the
full amount for the shares at a specified interval after the
triggering event has occurred. It may be successful {f the
remaining sharzholders have sufficlent cash reserves or
borrowing ability to cover the full purchase price, or if the
total value of the business is not high. However,
shareholders are usually reluctant to tie up such large sums
of money, but if they invested these amounts, they might be
unable to realize their investment soon enough to meet their
obligations under the buy-sell agreement.2°®

The shareholders may individually or collectively open a
bank account into which they can deposit a certain amount
every year to cover their future commitment. This recourse
may prove unsuccessful if one or more of the triggering events

occur before an adequate amount is acquired.*°*

i97Most of these methods can also be used to fund buy-
sell agreements operational on death. Insurance however seems
to be preferred as a more efficient, and often cheaper method
of achieving the same result.

iosn. Coates, supra, note 3 at 122.
LO'Ih’d .
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Additionally, the shareholders may be reluctant to tie up the
large sums of money needed to establish and maintain such a
fund.

The source of such funding has to be resolved soon after
the triggering event occurs otherwise the opportunity to

attract third party offers for the shareholder's shares may be
diminished or lost.

B. PAYMENT OF THE PURCHASE PRICE IN INSTALLMENTS

The parties may agree that the purchase price is to be
paii in installments by the corporation or the remaining
shareholders over a period of time.**»° This is a variation of
the above method and@ is usually preferred as being less of a
financial burden on the pu:chasers.*2

The payments may be organized in several ways. The
purchasing shareholder may agree to pay a fixed dollar amount,
or a proportion of the net profit figure. Some dAifficulty may
arise |if the purchaser 1s upable to meet large fixed
payments.*2 Another method 1is through a payment of a
proportion of the net profit figure, while using the stock as
security for the outstanding balance. The purchaser is also

given the right to veote the shares, provided that the

*19J. Bernsteln, psupra, note 14 at 134, para.l028;
Trimac Ltd, v, C-I-L [Alta.) (1989), 69 Alta. L.R. 113, (1990]
1 W.W.R. 133 (Q.B}.

*110'Neal, gupra, note 18 at c.7.37.

r12p, Coates, supra, note 3 at 122.
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installment payments are not in arrears.**?

The use of the corporation's stock as security may be
illusory. For example If the corporation 1itself is the
purchaser, the pledged shares may be of little value if the
corporation has to default on its obligations.>*+* Also, the
assets of the business may be drained off without difficulty
or fear of legal repercussions.>2® To guard against this, the
agreement may stipulate that the corporation may not increase
salaries, pay dividends beyond a stated amount, or in any way
dissipate its assets until the loans are paid.**® The parties
may also prefer to use assets other than the corporation's
shares to secure installment payments.

Promissory notes may also be used to furnish collateral
for tne outstanding balance. In such a case the rate of
interest which the notes are to bear should be fixed in

advance, 227

123p, Coates, ibjd.; O'Neal, gupra, note 18 at c.7.37.
+140'Neal, ibid.

iiep. Coates, supra, note 3 at 122.

11¢0'Neal, supra, note 18 at c.7.37.

+270f note, 1s the American case of Bridham v. M&J Corp.
352 Mass. 674, 227 NE2d 915 (1967), (as cited by O'Neal,
ibjd., ©.7.37, note 1), where a deceased's shareholder's
administrator was held not entitled to a guarantee that the
close corporation purchasing the deceased's shares under the
buy-sell agreement would meet its future obligations to make
installment payments in the absence of a provision for the
giving of security; An ordinary installment creditor has no
right to require proof of his or her debtor's ability to meet
future installments.
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Where payments are being made in installments, it may be
advisable for the parties to include some provision allowing
the purchaser who takes the shares of more than one
shareholder, or takes more than a stated amount, to decrease
his or her payments and to spread them over a longer
period,:3® Parties may also consider allowing purchasers to
accelerate their installment payments if they wish.

The agreement may also provide for the full purchase price
to become due automatically if the purchaser defaults on his
payments , 2%

The main disadvantage of this method of funding 1is that
the required amounts may not be readily available. This may
delay transactions under the buy-sell agreement which could in
turn, result in the loss of third party offers where relevant.
Also, where a shareholder s dies, these amouints may be
needed immediately to cover funeral and other expinses, such
as estate taxes.

Where the purchase price is to be paid by the corporation
this method may have the effact of mortgaging the
corporation's profits for an indefinite period of time after
a shareholder's death or departure. The departing
shareholders or thelr beneficiaries are also dependent on the

success of the business for their income.

Further, even 1Iin the case of installment payments the

1380'Neal, pupra, note 18 at c.7.37.
ii®rpbid,., at c.7.37, note 1.
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purchaser may £find difficulty in raising the cash necessary
for the down payment. This 1is because 1t 13 usually
impractical for parties to tie up such large sums of cash in

advance when the date and tost of purchase are unknown.22°

C. A SINKING PFPUND OR SAVINGS SCHEME

Here, the shareholders periodically contribute fixed
amounts over a period of time to a sinking fund. The amounts
so accumulated, would then be avallable whenever necessary.
Where the corporation is the purchaser, it may be also be
possible for it to set up such a fund.

The sinking fund may also be used as an alternative to
life Iinsurance for purchasing the interest of an uninsurable
shareholder. In this case, periodic amounts eguivalent to the
fnsurance premiums which would have been paid, are deposited
in a fund.2=2

In both ca2tes, such a fund can only be successful if it
has time to mature. If the event triggering the buy-sell
agreement occurs suddenly, (for example the disability of a
shareholder), there iz a possibility that the £fund may not
have matured to the required level at the time of purchase.
Also, if the value of the business increases rapidly, the
value of the shares may also rise beyond the original

projections of the sinking fund.

l-:lolhid .
1220'Neal, jbid.; J. Kennedy, supra, note 15 at 326.



FUNDING 155
D. BANK LOAN

‘‘he parties may also wish to rely on obtaining a kank loan
at the required time to be used towards funding the buy-sell
agreement. The shares in question may be used as mecurity for
the loan.*22 This rellance on future bank financing may be
risky, as the clircumstances of the shareholders and the
climate of the (financial community may change substantially
during the life of the agreement. Such changes may result in
one or more of the shareholders being ineligible for such a
loan.x22

There seems to be no guestion that the interest on loans
for this purpose would be deductible under subsection 20(1)(c)
of the lncome Tax (Canada) Act.x>2+ Howaver, there may be
some question about the deductibility of funds borrowed by the
corporation %o purchase the interest of one of 1ts
shareholders, unless the purchase can be categorized as the

substitution of debt capital for equity capital.x2®

1t22gee generally, H. S8Sutherland, ! ‘

Fraser's Handbook
suprqa, note 7 at 197-198; See also jinfra, Chapter 1V notes
113-115 and accompanying text.

123D. Coates, pupra, note 3 at 122.

124J. Bernstein, supra, note 14 at 134, para.l028; D.
Beach, pupxa, note 68 at 59.

1287, Kennedy, gupra, note 15 at 326; See also,
Interpretation Bulletin IT-80; -

Irans-Prairje Pipelines Ltd.
v. M,N.R., {1970} C.T.C. 537, 70 D.T.C. 6351; Bronfman Trust
v. R., (1979] C.T.C. 524, 79 D.T.C. 5438.
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E. MORTGAGE

It may also be possible for the purchaser to arrange a
mortgage on the assets of the corporation whose shares are
being purchased. The pruceeds of the mortgage would then be
used to assist the shareholders in effecting the purchase.
This option is avalilable 1f the corporation itself 1is the
purchaser, otherwise the assets presented would have to be in
support of the guarantee of the shareholder's 1l1loan by the

corporation.

Under paragraph 44(2)(c)(ii) of the cCapada Business
Corporations Act,*?* the corporation 1is permitted to give

financial assistance by way of 1loans or guarantees in
accordance with a plan for the purchase of the corporation's
shares. However, the Act prevents the corporation from
providing such assistance where there are reasonable grounds
for believing that afterx giving the assistance, the
corporation would be unable to pay its debts or where the
realizable value of corporation's assets would be less than
the aggregate of the corporatiocn's 1liabilities and stated
capital of all classes.

Where a bank has lent money in violation of tuis section,
the loan would be held unenforceable as against the corporate
defendant. The bank would therefore be unable to enforce the

mortgage to the extent that the proceeds are used to assist in

+26g3ee also, 0.B.C.A. s5.20, A.B.C.A. 5.42.
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purchasing shares.*=®”

F. DISABILITY INSURANCE

Shareholders usually address the Iissue of the funding of
their agreement in the event of death with methods such as
life insurance. However they tend to disregard the guestion
of the funding of the agreement in the event of disability.

A policy on the 1life of a shareholder will not usually
provide funds if the shareholder becomes disabled. The
disabled shareholder who is unlikely to recover may therefore
be compromised in the absence of an adequate funding
arrangement.

8pecial disability insurance may sometimes be used to fund
purchases in the event of disability from sickness; accident
or mental infirmity.22¢ However, the wvariety of insurance
products obtainable for disability £funding 1is limited and
those that are available are usually unsatisfactory.®*2® This
may be because insurance companies usually find it difficult
to set a price for 1insurance based on the assessment of

whether or when a shareholder would recover.x3°

*27Royal Bapk of Canada v. Stewart (1979), 8 B.L.R. 77
(B.C.8.C.); v

Irving Oi] Ltd. v. Centxal and Easterp Trust Co,
{1978), 5 B.L.R. 29 (N.S8.8.C.); Hubley v, Stonehouse Motel et
al (1976), 24 N.S.R. (2d) 262 (8.C.).

1z®(Q'Neal, pupra. note 18 at c.7.37.

322®R.A. Sabel, "Disability Insurance: Caveat Emptor"
(1983) 69 Am. B.A.J. 782.

i3op, Fosbery, gupra, note 34 at 5.
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The 1issue of who should determine disability, 1is a

contentiocus one. The partles can provide for disabllity to be
determined using the third party arbitrator provided for by
the disablility insurance company. Once the insured Iis
collecting benefits under the total disability clause, the
disability can be safely assumed. Partial disability may be
determined on the basis of the expectancy of the insured's
recovery.»

The standard disability policy does not usually provide
the lump~sum payment which is often needed to fund buy-sell
agreements.*?Z Where lump-sum payments are available they are
usually payable in cash within days of the relevant medical
authorities certifying that the shareholder 1is totally and
permanently disabled.2>?? Total disabllity can be defined as
disability arising as a result of injuries or sickness whereby
the insured 1s unable to perform the substantial and material
duties of his or her occupation and is receiving care by a
physiclian which is appropriate for the oondition causing
disability.23«

The agreement should also provide a time 1imit for the

disabled shareholder to retain his or her shares, with a

133p, Drinkwalter, supra, note 62 at 2; See also, jinfra,
Chapter II notes 117-120 and accompanying text.

*1320'Neal, pypra, note 18 =zt 7.37,
i33p. Drinkwalter, supra, note 34 at 234.

134D. Drinkwalter, gupxa, note 62 at 1.
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mandatory buy-out after this perjod has passed. A suggested
period is twelve months in the case of total disability.
Disability buy-out insurance is avallable in thece instances.
This type of insurance will pay up tc 100% of the share value
12, 15, or 18 months after the insured 1is declared totally
disabled.>28

Some companies make lump-sum payments based on either a
fixed amount or on the value of the shares at the time of the
disability. The use of share value as the neasure of
disablility payments may have adverse results if the share
value is subject to periodic fluctuations.:*®

The approximate cost of this type of insurance is usually
about 6% of the share value, subject to the age and
insurability of the shareholder. The maximum amount available
on any one life is usually $1,000,000.237

A disability policy can also provide for periodic payments
to the disabled shareholder. This type of payment can be used
in cases where arrangements have been made for the suzchase
price to be paid in installments.,>>% In this case, the
commencement of pay-outs on the insurance policy have a

waiting period of between twelve and twenty-four months,

13sp, Drinkwalter, ibid., at 1.

i2¢p, Fosbery, gupra, note 34 at 6.

237p, Drinkwalter, gupra, note 34 at 234.

i3e1hid,; P. Fosbery, supra, note 34 at 5.
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depending on the amount at risk. The larger thke amount, the
longer the waiting period.x>®

Some insurance companies may also insist that the partial
or complete recovery of the shareholder terminates their
obligation to continue payments.*4° This may prove
unfortunate in cases where the shareholder has precipitated a
buy-out contingent on the receipt of such payments because
typically, the agreement has to be completed regardless of the
insurance company's position. This can result in litigation
which some Insurance companies are anxious to avoid. Some
insurance contracts therefore self-complete once payments have
started regardless of whether or not the shareholder
recoverg .14

Where the insurance policy provides for periodic payments,
the approximate cost is usually 6% of the share value, however
the maximum amount available §is wusually only $250,000.242
This amount may not always be enough to cover the payments
under the buy-sell agreement, but may soclve some of the
funding problems that are inevitable if a shareholder becomes
permanently disabled. For example, it may provide an initial

down payment for the shares.

13*D. Drinkwalter, pupra, note 62 at 1.; P. Fosbery,
supra, note 34 at 6.

*4°p. Drinkwalter, ibjd., at 2; P. Fosbery, ibid., at 6;
R. Sabel, supra, note 129 at 782,

143D. Drinkwalter, jibid.

*42p, Drinkwalter, supra, note 34 at 234.
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S. CONCLUSION

Pre-arranged measures for funding buy-sell transactions
are necessary. In the case of death, and to a more limited
extent disability, 1insvrance may be used to finance these
transactions. ?Parties would have to review the various types
of insurance arrangements in the Juterest of sel:=ting the
most appropriate method of funding.

There are also several alternatives available for funding
inter viveg buy-sell tranmnsactions. Both the advantages and

disadvantages of each of these methods would have to be

considered.



l. GEMERAL

The sale and purchase of shares involves the movement of
property to and by the corporation and its shareholders.*> .
a general rule, these transfers are taxable events which give
rise to a capital gain or loss.? Given that such transfers
are the main objective of the buy-sell agreement, the income
tax considerations assoclated with them ave significant.?

Detaliled discussion and analysis on the technical aspects

of income tax law as they relate to the buy-sell agreement

have be=n undertaken elsewhere.* The present chapter will

*For general discussion on corporate taxation, see J.R.
Wilson & 8S.F. Bollefer, "Taxation of Corporations and their
Shareholders" in Law Socliety of Upper Canada, Bar Admission

Course Materials, Business Law 1986/87, (Toronto: Carswell,
1986) c.b.

2In some cases the Income Tax {Capadz) Act, R.8.C. 1970-

71-72, ¢.63 (as am.) permits these transfers to occur on a
"rollover"™ basis, Iin which case no taxable gain or income is
recognized, for example, subsections 70(5.2), (C;, and (9.2).
3ee also, Interpretation Bulletin IT-449, Sept. 26, 1987,
"Meaning Of Vested Indefeasibly"; See further jifra, Chapter
V, notes 64-77 and accompanying text. Unless otherwise notad,

statutory references are to the [Income Tax (Canada) Act,

[hereafter referred to as *the Act"].

?See generally, W. Grover & F. Iacobucci,

Materlals On
Canadian Income Tax, 6th ed., (Don Mills, Ontario: Richard De
Boo Pubiishers, 1985) at 118-134.

“S8ee R.G. Witterick, "But-Sell Agreements" Rep

2 1988 Conference
Repert, (Toronto: Canadian Tax Foundation, 1989) 16.1; B.T.
Wilson, "Buy-Sell Agreements" Re

- ¢+ 1987 Conferencs Report, (Toronto:
Canadian Tax Foundation, 1988) 16.1; J. Bernsatein, "Life
Insured Corporate Buy-Sell Arrangements" Report of the
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therefore concentrate on discussing the fiwmplications of
relevant income tax principles to the operation of the buy-
sell agreement and the manner in which these are dealt with by
statute, judicial decisions, and administrative policy.

The aspects o0f the buy-sell agreement which are most
affected by Income tax considerations are the control of the
corporation, the funding of the agreement, and the valuation
of shares under the agreement. This chapter will dlscuss the

income tax considerations as they relate to these specific

areas.

2. THE ISSUE OF CONTROL

A. DE JURE CONTROL
The buy-sell agreement usually contains provisions which

may affect the control of the corporation.® This is mainly

Proceedings of the Thirty-8ixth Tax Conference, 1984
Conference Report, (Toronto: Canadian Tax Foundation, 1985)
957; J.G. Vesley, "Some Inter Vivos Aspects of Buy-Seil
Agreements" Report of the Proceedings of the Thirty-8ixth Tax
Conference, 1984 Conference Report, (Yoronto: Canadian Tax
Poundation, 1985) 925; R.M. Wise, "Valuation Aapects of
Shareholders' Buy-Sell Agreements" Report of the Proceedings
of the Thirty-8ixth Tax Conference,

1984 Conterence Report,
(Toxonto: Canadian Tax Foundation, 1985) 1013.

®The issue of contrxol has several additional implications
foxr corporate taxation. For a breakdown of the specific
aspects of corporate taxation which relate to the issue of
control, see R.E. Levine, "Income Tax Implications Of
Shareholders Agreemants® Legal Problems Relating To
Shareholders Agreements, (Vancouver: The Continuing Legal
Education Society ot British Columbia, 1982) at 4-5; Sae
also, R.J. Reid, "Income Tax Implicationr of a Change In
Conitrol® Zelecteg Income Tax Aspects of the Purchase and Sale
of @ Businesz, Conference Management Tax Conference 1984,
(Toronto: Canadian Tax Foundation, 1984) at 85, for a
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the result of the rights and restrictions which result from
such an agreement or the option to acquire shares on the
occurrence of a particular event.® The question of who
controls the corporation will determine whether the parties
are dealing at arm's 1length,” whether the corporation is
classified as a Canadlan Controlled Private Corporation
(CCPC),? and whether two or more corporations are associated
for the purposes of the Act.® These conslderations will
ultimately determine the amount of tax which is payable by the
cocporation,.

The term "control" is not defined in the Act,2° and the

comm>n law definition as provided by Jackett P. in the case of

Buckerfield Ltd, v. H.N.R.** has prevailed,

history of the evolution of the concept of control, as we'l as
some discussion of its present meaning and implications for
the assessment of income tax.

*3ee further, jnfra, Chapter III, notes 47-51.

78ee further, jnfra, Chapter v, notes 39-62 and
accompanying text.

9g%ee further, infra, Chapter V, notes 63-66 and
accompanying text.

*3ee furthev, jinfra, Chapter V, notes 67-71 and
accompanying text,

A°The Act only provides definitions of control for
certain purposes, e.g. para.ll12{6)(b) provides,
". . . .For the purposes of this section,
.+« « .(b) one corporation 1is controlled by another
corporation if more than 50% of its issued share capital
(heving £full wvoting rights under all circumstances)
belongs to the other corporation, to persons with whom the
other corporation does not deal at arm's length, or the
other corporation and persons with whom the other
corporation does not deal at arms' length."

*2[1964} C.T.C. 504; 64 D.T.C. 5301 (Ex. Ct.).
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"the word "control" contemplates the right of contro} that
rests 1in the ownership of such a number of shares as
carries with it the right to a majority of the votes in
the election of the board of directors".22
Control was therefore defined as meaning de jure control,

that is, exercised through legal means, rather than de facto

control, that is, existing for all practical purposes, but not
through legal means.*®

A recent decision of the Supreme Court of Canada,>* has
challenged the generality of this distinction between de jure
and de facto control on the grounds that it is "™not an
entirely accurate description of the processes of

determination of the presence of control in one or more

shareholders for the purpose of paragraph 256(1)(a)".*® The

+2Ibid., C.T.C. at 507, D.T.C. at 5303; Interpational
o (1969] C.T.C. 668, 69 D.T.C.
145 (Ex. Ct); aff'd 1[1972) C.T.C. 242 (8.C.C.).

1IM.N.R. v, Dworkin Furs Ltd.,, {19671 C.T.C. 5067, 67

D.T.C. 5035 (8.C.C.); Re. A. Zimet Ltd. (1985), 31 B.L.k. 277
(Ont. 8.C.); R. _v. Mars Fipance Inc,, (1982} C.T.C. 216
(F.C.T.D.). In these three cases, the parties were found to

have de jure control of several companies, but were not 1in a
position to exercise same. The court however found that once
de Jjure control has been established, the issue of de facto
control is no longer relevant. But see, Special Risks Holdings
Inc., v. M.N.R,, (1986) 1 cC.T.C. 201 (F.C.A.), where an
agreemert between parties which 1in fact created de facto
control was held to override the lack of de jure control for
the purposes of the relationship and accordingly the parties
could not be found to "2 dealing at arm's length.

*4R.__v. Imperial General Properties Ltd,, (1985] 2 8.C.R
288; (1985), 31 B.L.R. 77, 1[1985] C.T.C. 299, 85 D.T.C. 5500
(s8.¢.C.).

*®Para.256(1)(a) reads, "(1l) PFor the purposes of this
Act, one corporation is assoclated with another in a tax year,
if at any time in that year,

(a) one of the corporations is controlled by the other. ."
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taxpayer corporations in this case were thus held to be
assoclated In splite of the fact that the beneficlial ownership
of the shares had been passed to others. These taxpayer
corporations had however maintained the right to cause the
Iiquidation of the corporation without cause. 1In arriving at
his decision, Estey J. made these comments,
"In determining the proper application of subsection 39(4)
to the circumstances before the court, the court 1is not
limited to a highly technical and narrow interpretation of
the legal rights attached to the shares of a corporation.

Neither is the court constrained to examine those rights
in the context only of thelr immediate application in a

corporate meeting. it has 1long been said that these
rights must be assess:d in thelr Iimpact "over the long
run. inlLs

It has also been held that in order for a person to
control a corporation, he or she does not have to possess
direct ownership of shares in that corporation.*” This means
therefore that if, for example, a person owns 60% of the
shares in a corporation, which in turn owns G0% of the shares
in a second corporation, the individual will be regarded as

having control of the second corporation.*®

**R. v, Imperial Propertjes Ltd., supra note 14 at C.T.C.
302, D.T.C. 5503. See also, T.A. Sweeny & D.T. Tetzeault,
"Income Tax Considerations in 8Shareholders' Agreements in
Context of the Budget Proposals of May, 23, 1985" Shareholders
Agreements ’ {Toronto: Canadian Bar
Assoclation - Ontario Continuing Legal Education, 1986), at
20, for a critique of this case.

*7Vipeland Quarry & Crushed Stone Ltd. v. M.N.R., (19661
C.T.C. 69, 66 D.T.C. 5092 (Ex. Ct.); v
M.N.R,, {1982] C.T.C 2447, 82 D.T.C. 1431 (T.R.B.).

*®R. Reid, pupra, nota 5 at 85; See also, R.B. Miner,
"More Corporations To Be Assoclated Under New Tax Laws" (May,
1988) 1 Can. Corp. Rep. 81 at 83-84.
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Where there are no specific statutory rules overrxiding
this general principle,*® the mere existence of an option to
a~quire shares under a contract (or to control the voting
rights of shares) is not construed as a right to control
unless and until such option is exerciszed.z?

Also, the right to dictate the redemption of preference
shares and thereby obtain control does not by itself confer
control on the person possessing such a right.2 The courts
have held further that where a corporation is controllied by
one person it cannot be concurrently controlled by a group of
persons,2*®

The above position on de__jure control has been further
qualified by Revenue Canada which has stated, with respect to
paragraph 251(5)(a), that where a related group is 1in a
position to control a corporation, that group is deemed to be
a2 related group which controls the corporation whether or not

it Is a part of a larger group which in fact controls the

corporation.??

1%g8ee for example, para.251(5)(b) and subsection 256(8).

2°E.P, Taylor v. M.N.R, (1961), 61 D.T.C. 513 (T.A.B.);
Rous & Manp Pregss Ltd, v, M.-M. R, (1953), 53 D.T.C. 326 (T.A.B.).

**Artic Geophysjical Ltd. v. M.N.R., [1967] C.T.C. 57, 68
D.T.C. 5013 (Ex. Ct).
*2gouthside Car Market Ltd. v. R., (1982] C.T.C. 214, 82

D.T.C. 6179 (F.C.T.D.}; See also, R. Miner, supra, note 17 at
S4.

Z223ee also, Interpretation Bulletin, IT-64R2, Dec.
20,1983, "Corporations: Association and Control", para.27.
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In the recent case of Ipternational Mercantile Factors
Ltd. v. R.,?** the questior of control was discussed 1In order
to determine whether the taxpayer corporation qualified for a
small business deduction or whether it was controlled by a
public corporation.

The facts of this case established that two public
corporations C Ltd. and H Ltd. each held 50 percent of the
voting rights attaching to the taxpayers' shares, while R
Ltd., a private corporation owned by B, held the remaining 50
percent.

The shareholder agreement was to terminate upon the
termination of a management agreement between the taxpayer
corporation and B Ltd. (another private corporation owned by
B}. The management agreement could be terminated without
notice by the taxpayer upon payment to B Ltd. of a lump sum
equal to one-third of the annual management fee provided for B
Ltd.

The Minister had denied this business deduction for
several years on the grounds that during those years, it was
not a Canadian Controlled Private Corporation {CCPC). The
taxpayer appealed and its appeal was dismissed.

After examining several of the leading authorities in this
area the courts concluded that deciding factor in determining
the issue of "control" was not the fact that ¢ Ltd. and H

Ltd. together held 50 percent, but rather that neither side

2490 D.T.C. 6390 (F.C.T.D.).



NCO AX 169
could effectively alter the composition of the taxpayer's
board of directors during the currency of the managemen:
agreement.

Also, throughout the taxatlion years in issue, both
agreements were in force, and there was no agreement as to how
many persons would represent each sharsholder of the board of
directors. In fact, the board comprised four representatives
from C Ltd. and H Ltd. and only one from R Ltd. C and H thus
had 1legal and effective control of the taxpayer at all
material times.

Teitelbaum J. concluded,

"This finding may not be "on all fours" with the

findings in the cases of pBuckerfjeld and Dworkin Furs
(supra). As in the cases of Qakfield or Imperial
Propertjes (supra) the Supreme Court went further than the
Buckexrfield and Dworkin Furg cases by defining the issue
of control not on the fact of equal voting rights, but by
the fact that one 50% shareholder could cause the
liquidaticn of the Cempany gliving it eentrol. 1I also,
followiny the principle in Oakfield and Imperial
Propert.es, am satisfied that hecause Charter and Hamilton
have retained, fcr as long as they wish, the majority of
the Board of Directors, they have retalned legal and
effective control of the Plaintiff corporation as control

was defined in s. 125(6) of the Ipncome Tax Act".2®
Control was therefore established as de facto control, rather

than de jure control.

In the case of trusts and voting agreements, unless the
contrary is proven, a mere nominee or a sare trustee is deemed
to have voted in accordance with the wishes of the beneficial

owner and the beneficial owner Is considered to have the

281bjid, at p.6399.
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vote.?® Where a legal trust is set up however, the trustees
who own the shares subject to the trust arrangement or
provisions in a will are regarded as having control. The

courts may however 1lock behind the trust to establish who

exercises control.=7

In the case of Lusita Holdings Ltd., v. R.,2" an
individual was the corporate trustee for four separate trusts.
In each case the second trustee was an unrelated person. The
first trustee had a right at will to require the second
trustee to resign and thereafter to name a replacement. The
issue was whether the individual controlled the voting rights
of the shares owned by the trust either directly or by virtue
of paragraph 251(5)(b).=2"7 The court noted that at all times
the flrst trustee could not act without a second trustee and
that btoth trustees had to agree on how to vote the shares.
The court therefore concluded that the first trustee «id not
have de jure control of the right to contrel the voting rights

of the trust's shares in the corporation. A similar reasoning

*®R. Reld, pupra, note 5 at 86-88; Aaron's (Pringe
t (1966) C.T.C. 330, 66 D.T.C. 5244 (Ex.
Ct.); aff'd [(1967) C.T.C. 50, 67 D.T.C. 5035 (8.C.C.).

*7R. Reid, }bid,, at 86; M,N.R. v. Consolidated Holdings
Co, T4d., [1972} C.T.C. 18, 72 D.T.C. 6007 (8.C.C.); £folld.
B.A. Fawcettz & Son Ltd, v, R.,

2 (1980) c.T.C. 293, 80 D.T.C.
6195 (F.C.A.).

*e[1982] C.T.C. 351, 82 D.T.C. 6297 (F.C.T.D.); aff'd 84
D.T.C. 6346 (F.C.A.).

2o9gee further infra Chapter V, notes 39~62 and
accompanying text.
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was also applied in at least two later cases.2?

The question of whether the existence of a shareholder
agreement can affect de jure control was looked at in the case
of Aaron's Ladies Apparel Lid, 7. M,N.R.?* This case held
that restrictions on the voting power of the shareholder would
not affect the control of the corporation unless they are
incorporated into the articles of incorporation. Hall J.
stated,

"A contract between shareholders to vote in a given or

agreed way is not 1illegal. The Articles of Assoclation

are in effect an agreement between the shareholders and
binding upon all shareholders.">»2
This is a strict application of the notion of de jure control.

The issue was further discussed in the case of

International Ixon & Metal Co. Ltd. v. M.N.R.? The court

found that,

"The fact that the shareholders of such a corporation
may be bound under contract to vote in a particular way
regarding the election of directors (as in this case), is
irrelevant to the said meaning of "controlled™ because the
corporation has nothing to do with such a restriction.

Instead, the only relevant fact is that the voting
power in such a corporation remains in the owners of such
a number of shares. In other words, they do not in any
lesser way control the corporation because they themselves
may be 1liable to certaln external control by such a
contract.

As a consequence, in my view, this said agreement was
not the kind of contract among shareholders discussed in

*°Re A, Zimet Ltd., supra, note 13; g
Ltd. v, R,, (1983] C.T.C. 5, 83 D.T.C. 5036 (F.C.T.D.).

32(1967] C.T.C. 50; 67 D.T.C. 5035 (S.C.C.).
22]bid., at C.T.C. 61; D.T.C. 5041.

338ypra, note 12.
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(Aaron's Ladies Apparell because in that case, by virtue
of statute it became part of the constitutlon of the
Companyn"?®

This finding was later upheld by the Supreme Court of Canada.

Though the declsion in the Aaron's case?® was
distinguished, the decision in the Interpnational JIxon case may
cast some doubt on the effect of a unanimous shareholder
agreement on the issue of de Jjure control. However, it is
significant that the court distinguished the two cases on the
grounds that the agreement in the Aaron's Ladies Apparel case
was protected by statute.

The unanimous shareholder agreement is now given special
status in most of the Canadlan business corporations statutes,
and directors and officers must act in accordance with the
provisions in the agreement.?¢ This type of agreement seems
to more closely resemble the agreement in the Aaron's case,
and the £findings of the courts seem to suggest that such an
agreement can affect the issue o0of control.?” This can be
construed as movement away £from the strict de jure control
notion.

Where a corporate share repurchase agreement exists, the

shareholders are not regarded as having the right at any time

241bid., C.T.C. at 674-675; D.T.C. at 5448.
*58upra, note 31.

38gee further, lnfra, Chaptex VI notes 47-63 and
accompanying text.

»7R. Reid, pupra, note 5 at 90.
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to acquire shares or to control the voting rights because

these rights are vested in the corporation.??®

B. THE ARM'S LENGTH RULE

The guestion of who controls the corporation is important
for establishing whether or not the parties to the agreement
were dealing at arm's length at the time of the agreement.
The question of control will alsoc determine whether or not two
corporations are associated and therefore deemed not to be
dealing at arm's length.?®

The term "arm's length"™ is used several times in the Act,
but no general definition is provided for all the arm's length
relationships.*° Section 251 specifies two classes of
persons for the purpose of establishing *he relationship.
These are "related persons" and "persons not related to each
other" (unrelated persons). The term "related persons" is
defined by subsection 251(2) of the Act and includes
individuals connected by blood relationship, marriage, and

adoption.**

a8w.J. Bies, "Certaln Tax Aspects of Shareholder
Agreements™ Zhareholders Rights and Agreements, (Toronto:
Insight Press, 1985) at 6.

3®%gee generally, 8. Eng, "The Arm's-Length Rules" Report
1988
Conference Report, (Toronto: Canadian Tax Foundation, 1989) 13.1.

“®Interpretation Bulletin, IT-419, July 10, 1978,
"Mzaning of Arm's Length".

4i8ee subsections 251(3)-(6) inclusive, for expansion and
clarification of the definition as provided in subsection 251(2).



INCOMF TAX 174

For the purposes of the Act, related persons are deemed
not to deal at arm's length.+? In the case of H.,_ apd L.
Kushnir v, M.N.R.,** transactions between related persons,
though conducted on a seemingly arm's length basis, were held
to be non-arm's length transactions. This case seems to be
authority for the proposition that, once it is determined that
prrsons are related, there is an irrebuttable presumption that
they could not have dealt at arm's length.

The guestion of whether unrelated persons were dealing at
arm's length at a particular time is one of fact,** and each
transaction must be examined on its own merits.+® Three main
factors are employed in determining whether, as a matter of
fact, such a tranmsaction 1Iis at arm's length. The £first of
these is the exlstence of a common mind, that is, if the same
party determined the terms of the bargain on behalf of both
parties.**®

Secondly, Revenue Canada will determine whether the

parties acted in concert, that 1is, interdependently rather

42para.251(1){a}.
4311985 1 Cc.T.C. 2301 (T.C.C.).
“4IT-419; Para.251(1)(b).

4821T-419.

“®Estate of Karma May v. M.N.R, (1988), 88 D.T.C. 1189
(T.C.C.); M.N.R. v, Estate of T.R. Merit, 1(1969] Cc.T.C. 207

{Ex. Ct.); I1T-419, para.l2. But =see, Robinson v, M.N.R.,
(1987) 1 Cc.T.C. 2055 (T.C.C.).
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than independently.*” The third factor to be conslidered is de
facto control.+®

Paragraph 251(2)(b) governs the relationship between a
person and a corporation. This section provides that for a
non-arm's length relationshlip to exist, between an individual
and a corporation, that corporation must be controlled by that
shareholder, either singly*® or through a related group.®® In
cases where a shareholder and a corporation are deemed not to
be related by virtue of this section, there is a general
presumption that they are dealing at arm's length.®*

When determining whether a person and a corporation are
related and therefore deemed not to be dealing at arm's length
paragraph 251(5)(b) applies. This section provides,

"A person who had a right under a contract, in equlty or

otherwise, either immediately or in the future and either

absolutely or contingently, to, or to acquire, shares in a

corporation, or to control the voting rights cf shares in

a corporation, shall, except where the contract provided

that the right is not exercisable until the death of an

individual designated therein, be deemed tc¢ have had the

same position in relation to the control of the
corporation as if he owned the shares; . . .me=2

“7pender Enterprises Ltd, v, M.N.R., [1965] C.T.C. 343
{(Ex. Ct.).

“®Norapnda Mines Ltd, v. M.N.R,, i1987] 2 C.T.C. 2089; 87
b.Tr.C. 379 (T.C.C.); 1T-419, paras. 1l and 13. See further
infra, Chapter V notes 5-38 and accompanying text.

4®"para.251(2)(b){1).

Bopara.251(2)(b}(ii).

*r11T-419, para.l9.

®2The preamble to this section states that the rule only
has effect for subsection 251(2) and s.256.
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This paragraph seems to be aimed at ensuring that 1f a
person is put in a position where he or she is entitled to
control, even contingently, he or she would be subject to the
same disadvantages as i1f they actually had control.®?

Where the buy-sell agreement grants a shareholder a right
or an option to acquire the shares of another shareholder,
paragraph 251(5}{(b) will apply regardless of whether the
option 1s exercisable on the occurrence of a speclfic event.®+*

Paragraph 251(5)(b) does not apply unless all parties have
either a right or an obligation to buy or sell. Accordingly,
this paragraph is held not to apply to either the right of
first refusal,®® or the shotgun provision.®®* The recason for
this is that a right of first refusal cannot be construed as a
right to acquire shares. It ls merely an option to acquire a
xight to acquire shares if the owner of the shares declides to
offer them for sale to a third party.®”

In the case of the shotgun provision, the right to acquire

the shares is contingent on the shotgun clauvse being invoked.

53p.W. Snmith, "Buy-8ell Agreements"

Proceedings of the Thirty-First Tax Conference, 1979
Conference Report, (Toronto: Canadian Tax Foundation, 1980)
665 at €68. See also, IT-419, para.8.

s4w. Bies, pypra, note 38 at 4.

»o1T-64R2, para.3l; IT-419, para.8; See further jinfra,
Chapter II notes 94-108 and accompanying text.

881T-64R2, para.3l. S8ee further infra, Chapter II notes
73-90 and accompanying text.

871T-64R2, para.3l; IT-419, para.8; W. Biles, gupra,
note 38 at 5.
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It {8 only then that one shareholder has the right to acquire

the shares of the offeror by accepting the offer. The
offeror's right to acqguire, on the other hand is contingent on
his offer being rejected by the offeree.®®

Paragraph 251(5}(b) does not apply where +the contract
provides *hat the right to acquire the shares 1is not
exercisable until after the death of the individual designated
therein. It will therefore not apply where one shareholder
has a right to acquire the shares of another shareholder on
his or her death.®®

It has been argued that the words "in the future" and
*contingently” in paragraph 251(5)(b) modify the word "right".
Therefore the right to acquire shares pursuant to a shotgun or
first refusal clause should be considered a contingent or
future right.®°

Notwithstanding the above, Revenue Canada has ruled that
it would not allow the controlling shareholders to argue that
paragraph 251(5)}(b) has the effect of divesting them of
control by glving the appearance of divesting control by
"selling™ the controlling shares to some other person while

retaining an option to repurchase them.*2 Also, paragraph

®%W. Bies, ibid.

5»IT-64R2, para.32; R. v, Alxoy Industries Ltd. (1976),

76 b.T.C. 6220 (F.C.T.D.); Toric Optical Ltd, v. R. (1978),
78 D.T.C. 6310 (F.C.T.D.).

®oW. Bles, pupra, note 38, at 5. This argument has found
some support in the obiter djicta of Mahoney J. in Lusita
Holdings, supra, note 28 at 6299.

¢1IT-64R2, para.33.
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251(5){b) does not deny that actual control is held by the
person who holds it, otherwise it would be possible for the
person who does control the corporation to argue that he or
she was divesting control pursuant to that paragraph, by

giving an option to some other person which such person has no

intention of exercising.*?

C. CANADIAN-CONTROLLED PRIVATE CORPORATION (CCPC)

The issue of control as determined by the buy-sell
agreement, is important for establishing whether a corporation
qualifies as a Canadlan Controlled Private Corporation (CCPC).
A CCPC is defined in the Act as "a private corporation that is
a Canadlan corporation,%® other than a corporation controlled,
directly or indirectly in any manner whatever, by one or more
non-resident persons, by one or more public corporations
(other than a prescribed venture capital corporation) or by
any combination thereof".®+4

The fact of whether or not a corporation qualifies as a

CCPC is important for establishing whether it is entitled to

«217-64R2, paras.33-35;

Viking Feood Products Ltd., v.
M.N.R., (1967, 67 D.T.C. 5067 (Ex. Ct); M.N.R. v, Fritz Werner

Ltd. (1972), 72 D.T.C. 6239 (F.C.T.D.); Yarxdley Plastics of
Canada Ltd., v, M.N.R,, [1966) C.T.C. 215 (Ex. Ct.).

e>pefined in subsection 89(1).

%4para.l125(7}(b) and subsection 247(1); See further,
Interpretation Bulletin, 1IT-458, Sept. 8, 1980, "Canadian
Controlled Private Corporation™.
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the small business deductlion®®?® from the tax otherwise payable

for a year as provided for under the Act.®®

D. ASSOCIATED CORPORATIONS

The guestion of control also determines whether or not
two corporations are associated.®” According to the Act, two
corporations are assoclated 1If one corporation controls the
other, or both corporatlons are controlled by the same person
or group of persons.*® The most significant consequence of
association 1is that where corporations are found to be
associated, they are obliged to share the one annual small
business deduction and the total business limit.®®* The full

small business deduction may not be claimed by each of them.?°

®PI.e. 20% of its active business income for that year up
to a maximum of $200.000 - subsection 125(2); See further,
Interpretation Bulletin IT-73R4 September 13, 1988, "Small
Business Deduction".

®®Subsection 125(2), para.(6)(a); IT-64R2, para.2.

®7See generally, W.G. Beach & M.F. Wheeler, "Assocliated

Coxrporations"
1988 Conference Report, (Toronto: Canadian Tax

Poundation, 1989) 10.1; P. Truster, "Associated Corporations:
The New Rules"
Conference, 1988 Conference Report, (Toronto: Canadian Tax
FPoundation, 1989) 11.1]; R.B. Miner,
(Toronto: Carswell Legal Publications, 1983).

®®Subsections 256(1), (2), and (3)-(6) inclusive, provide
exceptions in certain circumstances where the application of
the general rules would be inappropriate.

®8ee further, W. Beach, psupra, note 67 at 10.2; R.
Miner, supra, note 18 at 8l1-s85, for a discussion of the
other effects of association for the purposes of the Act.

79Subsections 125(2)-(3); IT-64R2, para.l.
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Because the buy-sell agreement provides for rights or
options to purchase shares, care must be taken when drafting
the agreement to ensure that two corporations do not

inadvertently become assoclated or lose their CCPC status.7?

3. THE DEATH OF A SHARERHOLDER

The Act provides that the taxpayer 1is deemed to have
disposed of non-depreciable capital property (such as shares
of a corporation) immediately before death for proceeds of
disposition equal to the fair market value of the property at
that time.?2

The deemed disposition rules do not apply (and the tax may
be deferred), If the capltal property 1s begqueathed to a
spouse or a testamentary spouse trust.”? This 1is called a
spousal rollover. Where the shares are begueathed outright to
the spouse, para.70(6){a) provides a recllover at death, once

the shares vest indefeasibly in the widow or widower within 15

73W. Bies, gupra, note 38 at 3.

72paras.70(5)(a) and (c); If the capital gain arises on
death, the executors may elect to pay the resulting tax in ten
consecutive installments - subsection 15%(5}; F. P. Kirby,
"Phe Capital Gains Exemption: Other Than Qualifying Small
Business Corporation Shares™, Report of the Proceedings of the
Fortieth Tax Conference Report, 1988 Conference Report,
(Toronto: Canadian Tax Foundation, 1989) 30:1 at 30:36; J.
Bernstein, gupra, note 4 at 976.

73g3ubsection 70(6); Para.73(l)(c) defines a spouse trust
as a trust under the terms of which a spouse {5 entitled to
receive all of the income of the trusi that arises before the
spouse's death and no person except the spouse may, before the
spouse's death, receive or otherwise obtain the use of any of
the income or of the capital of the trust,
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moenths of the death of the taxpayer.’*

Revenue Canada's view is that a property vests
indefeasibly in a spouse or child of the deceased, when such
person obtains a right to absolute ownership of that property
in a manner that such right cannot be defeated by any future
event even though that person may not be entitled to the
immediate enjoyment of all ¢tlie benefits arising f£from that
right.?”®

Where the spouse o0f a deceased shareholder is the
beneficiary of the shares and the spouse is not subject to a
mandatory buy-sell agreement, the deemed disposition on death
may be avoided.?®

If the shares which were owned by the deceased immediately
before death are begneathed to a beneficliary and are subject
to a buy-sell agreement, the vesting of the shares in the
beneficiary depends on the terms of the agreement. If a
person acquires shares subject to a buy-sell agreement under a
deceased person's will, and is bound to sell them, the shares
would not be considered to have vested indefeasibly in the

beneficiary for the purposes of subsection 70(6) (which deals

748ee further, R. Witterick, gupra, note 4 at 16.17-

16.18; J Bernstein, gupra, note 4 at 977. See also, infra,
Chapter V, note 2.

7RIT-449, para.l; B. Dontigny Estate v. R,, [1974]
C.T.C. 532 (F.C.A.).

78IT-449, para.8{(d); J. Bernstein, Tax Planning for
(Don Mills, ontario: CCH
Canadian Ltd., 1983) at 146; Parxkes Estate v. M.N.R., [1986]

1 C.T.C. 2262, 86 D.T.C. 1214 (T.C.C.).
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with transfers and distributions to a spouse or a spouse
trust), if they passed subject to the buy-sell agreement.?”

On the other hand, in those cases where the terms of the
agreement simply grant the remaining shareholders an optlon to
acquire the deceased's shares, an executor is required to sell
and the other party to buy the shares before settling the
estate, therefore the shares would not be considered to vest
indefeasibly. Once the taxpayer's executors transfer the
shares to the beneficliary before the option is exercised, the
shares would be considered to have vested indefeasibly in the
beneficiary at the time of the transfer.?®

This result could be avoided if the spouse is made a party
to the buy-sell agreement, with the surviving shareholders
having a call option to purchase the shares of the deceased in
the event of death, failing which the spouse would be entitled
to a put option.”™ 1In such a case, neither party is compelled
to sell or purchase the shares and therefore the indefeasible

vesting can occur.®®

7717-449, para.8(d); Parkes Estate v. M.N.R., ibid.;
See also, R.M. Wise, "Valuation and the Income Tax Act" (1981)

29 Can. Tax J. 626 at 631; J. Berastein, gupra, note 4 at
976-978.

781T-449, para.d(d); This would also apply where the
beneficliary is a trust.

7*R. Witterick, gupra, note 4 at 16.18; R. Wise, gupra,
note 77 at 631; J. Bernstein, gypra, note 76 at 148; See
further, infra, Chapter II notes 72-74 and accompanying text.

®°R. Wise, jbjd., at 631; R. Witterick, jbid., at 16.12-
16.17.
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If the purchase price 1is payable over a perioad of time,
the capital gains reserve may be available.®? The shares
would be acqguired at their adjusted cost base to the
deceased®™® and the sale by tre spouse of the shares for
proceeds iIn excess of the adjusted cost base would give rise
to a caplital gain.®?

Where vhe spousal rollover is not avalilable, the deceased
will be deemed to have disposed of the shares immediately
prior to death for proceeds equal to their fair market value
at that time.®* A capital gain may resnlt and the estate will
acqguire the shares at a cost base equal to the £alr market

value of the shares on death.®?

®ipara.40(l)(a)(iii), if however there is adequate life
insurance, the purchase price would be paid in £ull at the
closing and no reserve would be available - 75(5)(d); J.
Bernstein, supra, note 4 at 983.

®2pPara.70(6)(b); The adjusted cost base, as it applies
to property other than depreciable property, is defined in
para.54(a, as the cost to the taxpayer of the property
adjusted, as at that time, in accordance with the provisions
~E 8.53. Section 53 describes a variety of specific
situations, in which amounts that would otherwise be treated
as capital gains or losses (see note 80 Lelow), or amounts of
ordinary Income, have instead been deferred and appiled to
reduce or increase the cost base of the property for purposes
of measuring a future capital gain or loss - G. Colley, Tax

Principles to Remember, (Toronto: The Canadlan 1Institute of
Chartered Accountants, 1983) at 9-19.

®3para.40(1)(a); A capital gain occurs when capital
property is disposed of and the proceeds of disposition exceed
the cost (or adjusted cost base) of the property plus the
costs of disposition - G. Colley, ibid., at 9-01.

®4para.70(5)(a); J. Bernstein, sucra, note 4 at 978.
®®para. 70(5)(c); J. Bernstein, ibid,
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If the shares are sold pursuant to the buy-sell agreement
for a price equal to the falir market wvalue of the shares at
the time of death, the estate would realize neither a gain nor
a loss on the subsequent disposition of the shares.

Where the shares are subject to a deemed disposition on
death, and are sold to the surviving shareholders by the
@eceased's estate for fair market value as determined in the
buy-sell agreement, the value determined in the agreement has
been held to be the value for both the deemed disposition and
the actual sale, therefore no additional tax should arise.*S

If the purchase price as set in the agreement is less than
the actual proceeds of the sale of the shares by the estate,
the estate will realize a capital loss or possibly a business
investment loss (BIL).®7 If the loss was 1incurred within the
first taxation year of the estate +the capital loses could be

employed to reduce the capital gain arising on death.®®

®®Re Estate of Warwick Beament (1970), 11 D.L.R. (3d) 237
($.C.C.); See also jinfra, Chapter V notes 152-157 and

accompanying text.
®7J. Bernstein supra, note 76 at 979.

®®3ubsection 164(6) - This subsection provides that where
in the course of administering the estate of a deceased
taxpayer, the 1legal representative has, within the first
taxation year of the estate, disposed of capital property of
the estate so that a net capital 1loss arises, the legal
representative shall be deemed to have paid, on account of the
tax payable by the estate for 1its first taxation year, an
amount equal to the difference between the tax payable by the
deceased for the taxation year in which he died and the tax
that would have been payable in the year of death 1f such
excess capital 1loss (or parxt thereof) 1is subject to an
election to be treated as a capital loss of the deceased for
the year of death. If such an election is made, the capital
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4. FUNDING

A. CORPORATE PURCHASE

Corporate legislation in many of the Canadian
jJurisdictions has been amended to permit a corporation to
redeem or repurchase the shares of a deceased or departing
shareholder for cancellation. The corporation may malntain
insurance for the purpose of funding the buy-out.®®

The treatment Ly Revenue Canada of insurance proceeds
pavable to the corporation depends on the date on which the
corporation became a beneficiary under the pollcy.®° If the
shares owned by the deceased are purchased for cancellation,
and the maximum capital dividend 1is declared, there is a
possibility that the deceased and the estate will not be
taxable.®>

Where the corporation is a benefic