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Dividends vs . Capital Gains Under Share Redemptions 

Lawrence I .  Gould and Stanley N .  Laiken* 

Since the early months of 1978, a considerable number of transactions 

involving take-overs of public corporations and acquisitions of minority inter-

ests in public corporations, referred to as "going private", have been observed . 

Each of these types of transaction has been structured to provide certain share-

holders with a choice between the receipt of a capital gain and the receipt of a 

taxable dividend on the disposition or redemption of their shares .1 The effects 

of these transactions on the tax position of individual, Canadian-resident share-

holders have attracted the attention of a large number of investors . They h�ve 

also attracted the attention of the federal government which, through the 

November 16, 1978 Budget, has proposed to adjust this tax position . 

The purpose of this paper is to analyze an anomaly in the application of the 

provisions of the Income Tax Act to these transactions which can give rise to 

very large gains for individual investors with very little, if any, financial 

risk, despite the proposed legislation to block such gains . The first section 

of this paper will provide some background on the issue by tracing the develop-

ment of the concept of dividend stripping through to the 1977 changes in the tax 

legislation and by describing the major elements of the transactions in question . 

The next section will discuss the specific cause of the anomaly, generate some 

rules to maximize the benefits to individual shareholders from its use, and 

show examples of the profits that can be made . Under conditions which will be 

* 
Associate Professors of Finance, Faculty of Business, McMaster University, 
Hamilton . The authors are indebted to their colleague, Prof . Sanjoy Basu, for 
his helpful comments, particularly in suggesting the analysis of the effects of 
general averaging in this situation . 

1navid A. Ward, "Arm's Length Acquisitions Relating to Shares in a Public 
Corporation," Corporate Management Tax Conference 1978 (Toronto: Canadian Tax 
Foundation, 1978), 108 . 
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specified, it will be shown that it is possible to produce profits of up to 

almost $10,000, after all investment costs, with little or no financial risk, 

again, despite the November 16, 1978 Budget proposal (Resolution 39) to remove 

such gains. The next section of the paper will present and discuss some 

potential approaches that might be used to prevent the blatant misuse by 

investors of the tax legislation, even after the proposed amendment in this area, 

if such further action is considered to be warranted. 

I. Background to the Issue 

A. History uf Relevant Legislation 

In the years when dividends were taxed and capital gains were not, there 

was an incentive to d·evise, in certain circumstances, dividend stripping trans-

actions which essentially converted potential dividends into realized capital 

gains. The concept of designated surplus was introduced in 1950 in an attempt 

to stop this practice. Also introduced in 1950 was the concept of a deemed 

dividend to prevent the conversion to capital of corporate surplus that would 

otherwise be distributed as a dividend. This concept is now contained in s. 84 

of �he Act. In 1963, a provision for the use of ministerial 4iscretion was 

passed as the last in a series of measures to prevent dividend stripping.2 This 

provision became s .  247 (1) of the present Act. 

The effective reduction of the tax on taxable dividends introduced in the 

3 1977 Budget, permitted a change in the approach to this problem. The tax on 

taxable dividends for individual investors in all .but the top two federal tax 

2Glen E. Cronkwright, Robert J. Dart and Robert F. Lindsay, "Corporate Distri
butions and the 1977 Tax Changes," Report of the Proceedings of the Twenty-ninth 
Tax Conference (Toronto: Canadian Tax Foundation, 1978), 282. 

3Ibid. , 278. 
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brackets is lower than the .tax on an equivalent amount of capital gains realized 

'th' 4 wi in one year . In the top two tax brackets the advantage of a capital gain 

i . . 1 5 s minima . Thus, now that capital gains are taxed at a rate much closer to 

that of taxable dividends, the incentive for dividend stripping is virtually 

1. . d 6 e iminate . If anything, the balance has shifted in favour of taxable dividends 

relative to capital gains realized in the short term for most individual Canadian 

investors, but particularly those in lower tax brackets . Hence, there may exist 

the reverse incentive to convert what should be potential capital gains into 

taxable dividends, a phenomenon which could lead to what might, perhaps, be 

labelled "capital gains stripping" . This, in fact, is a major component of the 

issue addressed in this paper . 

Despite the fact that the difference between the tax on taxable dividends 

and the tax on capital gains has been all but eliminated such that there will be 

little tax revenue lost in most situations if one is converted to the other, 

s .  247(1) remains in the Act to permit the use of a ministerial determination of 

dividend stripping. It has been suggested that this is necessary because of the 

8 removal of the concept of designated surplus from the Act . The repeal of desig-

nated surplus in 1977 facilitates the share acquisition transactions observed in 

many take-over and "going private" situations where one corporation acq':lires the 

4Lawrence I .  Gould and Stanley N .  Laiken, "The Effect of Income Taxation on 
Investment Priorities: The RRSP", Canadian Tax Journal (Toronto: Canadian 
Tax Foundation, 1977), 662, f .n .  19 . 

5cronkwright et al, op cit ., 279. 

6
David A .G .  Birnie, "The New Approach to Dividend Stripping and Its Implications 
for Share Acquisitions and Capital Reorganizations;• Report of the Proceedings 
of the Twenty-ninth Tax Conference (Toronto: Canadian Tax Foundation, 1978), 543 . 

7 

8 

Ibid ., 549. 

Cronkwright et al, op cit,, 363; 
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shares of another.9 However, the success of these transactions depends on the 

apparent availability of a choice to the shareholders of either capital gains 

or taxable dividends on the shares to be acquired. 

B .  Pattern of the Typical Transaction 

Consider a typical "going private" situation with special attention to the 

position of the minority interest shareholder's position. A holding company is 

usually formed to facilitate the necessary transactions . The majority share-· 

holders of the public operating company transfer their shares in the operating 

company to the holding company in return for shares of the holding company. The 

holding company then offers to purchase for cash, perhaps with borrowed funds, 

the publicly held minority interest shares of the operating company. This gener-

ally provides the shareholders who accept the offer with a capital gains treat-

ment on the disposition of their shares as long as they are not traders in 

securities. 

The holding company and the operating company are amalgamated and the 

remaining minority interest shareholders who did not accept the cash offer 

receive a special class of redeemable shares of the amalgamated company in 

exchange for their shares in the operating company. This exchange of shares is 

subject to a rollover (s. 85.1) which, in essence, transfers the adjusted cost 

base of the original shares to the adjusted cost base of the redeemable shares 

so that no gain or loss is recognized at the time of the exchange. The amal-

gamation process has been facilitated by the elimination of the former designated 

surplus provision which would have resulted in the payment of a 25% tax on any 

such surplus transferred to the amalgamated corporation.10 

9nouglas S. Ewens, "Meaning of Corporate 'Capital' and Distribution of Post-1971 
Surplus as Capital Gains, " Corporate Management Tax Conference 1978 (Toronto: 
Canadian Tax Foundation, 1978), 72. 

10 . 
Ward, op • .  cit. , 112-13. 
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Next, the redeemable shares are redeemed for cash, again possibly borrowed, 

by the amalgamated corporation. This results in a deemed dividend under s. 84(3) 

in the amount of the difference between the redemption price and the paid-up 

capital of the shares. In the hands of an individual, Canadian-resident share-

holder, this dividend would receive normal treatment for taxable dividends unless 

special elections are filed prior to the end of·l978.11 The November 16, 1978 

Budget, however, proposes to disqualify such deemed dividends from the $1,000 

12 
investment income deduction under s. 110.l� · The redemption also results in a 

disposition of the shares by virtue of s. 54(c)(ii)(A). Since the amount of the 

deemed dividend is not part of the proceeds of disposition as defined in 

s. 54(h)(x), proceeds of disposition are essentially equal to the amount of the 

paid�up capital of the share redeemed, from which the adjusted cost base of the 

shares is subtracted to determine the gain or loss. 

The amalgamated company would then be owned solely by the original majority 

shareholders. It would carry on the original public company's business as a 

. private corporation. 

Transactions involving the take-over of a public corporation by another 

corporation would follow a very similar pattern. In such a case, the role of 

the holding company described in the "going private" situation would be taken 

by the acquiring corporation in the take-over. Note the shareholder's oppor-

tunity, in both cases, to choose between capital gains treatment and taxable 

dividends treatment. 

11 

12 

A.R.A. Scace, "Going Private and Deconglomeration," Report of the Proceedings 
of the Twenty-ninth Tax Conference (Toronto: Canadian Tax Foundation, 1978), 
530. 

Notice that this Budget proposal would not affect the 
his shares in the market and realizes a capital gain. 
be subject to the $1,000 investment income deduction. 

shareholqer who sells 
This gain would still 

I 

I. 
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II. The Anomaly 

A. The Cause 

To illustrate, in specific terms, the issue under consideration, consider 

the case of the recent acquisition of Y & R Properties Limited by Oxford 

Developments Limited. This case attracted a considerable amount of investor 

attention during September 1978, although it is but one of many such situations 

available and it is used in the following analysis only as a representative 

case. Prior to the acquisition, Oxford bid $25 for Y & R shares to provide 

capital gains treatment for shareholders who wished to choose that alternative . 

The remaining shareholders of Y & R were asked on August 25, 1978 to approve the 

amalgamation of Y & R with Oxford. When this was done, the remaining Y & R 

shares were exchanged for redeemable preferred shares of the amalgamated company. 

These shares were redeemed for $25 cash early in October 1978. Of that $25 

amount, $20 was deemed to be a taxable dividend and the remaining $5 was 

considered to be a return of the paid-up capital of the shares. 

During the period between the meeting to approve the amalgamation in August 

and the date set for the exchange of the Y & R shares for the preferred shares 

early in October, hundreds of thousands of shares of Y & R were traded on the 

T.S. E. Many transactions took place at a price in excess of $25. Consider the 

basic case of an individual investor who bought some shares of Y & R at $25 in 

September. At this time the amalgamation had been approved and he knew with 

virtual certainty that he could exchange these shares for the redeemable pre-

f erred shares which would be redeemed for $25 within a month. Thus, he would 

purchase shares for $25, incurring brokerage costs and carrying costs for about 

a month. He would then receive $25 cash for the redeemable preferred shares 

which he would have exchanged at no cost for the Y & R shares initially pur

chased . 
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Although no investment gain has been made, consider the investor's tax 

position. He is deemed to have received a $20 taxable dividend which must be 

grossed up, but is subject to the $1,000 investment income deduction on such 

dividends (if they were received by November 16, 1978 such that the proposed 

amendment would not apply) to the extent that the deduction has not been used 

on other investment income. He is also eligible for the dividend tax credit on 

the dividends. On the redemption of his preferred shares he is considered to 

have received proceeds of $5. Since his adjusted cost base on these shares is 

$25 he has a capital loss of $20 per share resulting in an allowable capital loss 

of $10 which can be used to offset taxable capital gains from other sources or 

other income to the extent of the $2,000 allowable capital loss offset provided 

in s .  3(e)(ii). Thus, to the extent that the capital loss offset can be used, 

he will experience a tax saving which may be increased by the excess, if any, 

of the dividend tax credit over the tax on the grossed-up deemed dividend . 

B. Rules to Maximize Profits 

The profits to an individual investor who enters such a transaction can be 

substantial as will be demonstrated. The extent of these profits depends on a 

number of variables which include: 

1. the investor's tax bracket including the effect on that bracket of the bene-

fits of general averaging (s. 118); 

2. the amount of the $1,000 investment income deduction still available to the 

. 13 
investor; 

3� the amount of the investor's capital lass offset (henceforth, abbreviated to 

CLOFF) defined as his taxable capital gains plus $2,000 less his allowable 

capital losses for the current year and for the innnediately preceding year, 

13 
This will no longer be a relevant variable if the proposed amendment in the 
November 16, 1978 Budget is passed. 

! 
I 
� J 
Ii 
'I 
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since net capital losses can be carried back one year; 

4. the amount of any premium over redemption price paid for the shares subject 

to redemption; and 

5. investment carrying charges and brokerage costs. 

By using a computer simulation technique based on all of the above variables 

for a very large number of realistic cases of individual investors, it was 

possible to generate some basic rules under which an individual investor could 

maximize his after-tax profit from entering the transaction. First, no matter 

what the investor's tax bracket, he should always purchase sufficient shares in 

the transaction to fully utilize the unused amount of his $1,000 investment in-
. 

14 come deduction. Second, if the invester has no CLOFF (perhaps, because his 

allowable capital losses exceed his taxable capital gains plus $2,000), he should 

purchase shares to the extent that his federal marginal tax bracket remains under 

25% (i.e., taxable income under $13,680 in 1978). At this level the dividend tax 

credit will be greater than the tax on the grossed-up dividend deemed by the 

transaction and the excess tax credit can be used to offset tax on other income. 

Third, if the investor has any amount of CLOFF in the current year or the 

inunediately preceding year, he should purchase shares to the extent that he 

fully utilizes the CLOFF through the capital loss component of the transaction 

or· to the extent that his federal marginal tax rate remains under 37 .5% (i.e ., 

$59,319 of taxable income in 1978), whichever arises first . It can be proven 

algebraically that dividends are taxed at rates lower than rates on capital gains 

realized in a very short holding period for investors with federal marginal tax 

14.
The November 16, . 1978 Budget proposes an amendment which would make this rule 
·inapplicable but does not affect the next two rules . Prior to the Budget date, 
the transaction used to the extent indicated would have resulted in a deemed 
dividend which would have been exempt from tax but still would have provided 
the dividend tax credit to be applied to tax on other income. 
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brackets under 37.5%. 15 

It should be noted that gene�al averaging can result in considerable benefits 

in this situation, since the process effectively reduces the marginal tax rate on 

additional income, thereby increasing the amount of income taxed under either the 

25% or 37.5% rate suggested in the above rules. It should also be noted that the 

transaction benefits. the investor by reducing the taxes he would otherwise pay on 

other sources of income. As a result, the maximum profits from the use of the 

transaction will be limited by the amount of taxes payable on the other sources of 

income. It is possible to eliminate virtually all of the tax payable on other 

sources of income under certain conditions and this will still be possible even 

if the proposed amendment is passed. 

C. Examples 

1. The Basic Case 

Table I presents the range of profits possible from the use of the redemp-

tion transaction in the Y & R situation based on a reaiistic set of assumptions 

used to build the computer simulation model. Profit figures are shown for five 

individual, Canadian-resident investors purchasing the Y & R shares at $25 plus 

standard brokerage charges and interest carrying costs on the funds for one 

month and then redeeming the shares through the transaction for $25 in cash. The 

taxable income for these investors for the current year prior to entering the 

transaction and for the immediately preceding year was assumed to be an amount 

equal to the mid-point of the five tax brackets shown. 

General averaging was used in the computation of all taxes using 110% of the 

preceding year's net income (before assuming personal exemptions of $5,960 for 

15
could and Laiken, op. cit., 662, f.n. 19. Since there is no 37.5% federal 
marginal tax bracket currently, the effective upper limit is the 36% federal 
marginal tax bracket which includes taxable income up to $59,319 in 1978. 
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Federal 
Marginal 18% . 
Tax Rate 

1978 

TABLE I 

TAX SAVINGS RESULTING FROM USE OF REDEMPTION TRANSACTION 
(Y & R PROPERTIES/OXFORD DEVELOPMENTS) 

23% 25% 36% 39% 

Taxable $3,042 - $4,563 $10,647 - $13,689 $13,689 - $16,731 $36,504 - · $59,319 $59,jl9 - $91,260 
Income 

� $ 0 $2,000 $3,803 $ 0 $2,000 $12,168 $ 0 $2,000 $15,210 $ 0 $2,000 $47 '912 $ 0 $2,000 $75,290 
Exempt 

$1,0003 $259 $417 $317 $345 $1,508 $4,030 $318 $1,218 $3,565 $316 $486 $556 $316 $500 $500 

0 180 417 . 304 9 1,092 3,617 0 7 7 7  2,829 0 0 13 0 0 0 

1cLOFF (available capital loss offset) = taxable capital gains plus $2,000 minus allowable capital losses for both 
the current year and the immediately preceding year. The three cases shown in the table consist of: 

(a) no CLOFF available, i.e., allowable capital losses exceed taxable capital gains plus $2,000 before the 
redemption transaction; 

(b) $2,000 of CLOFF, i.e., allowable capital losses equal taxable capital gains; and 
(c) CLOFF equal to the amount of taxable income (mid-point of the tax bracket) used in the calculations, 

i.e., all taxable income arises from an excess of taxable capital gains plus $2,000 over allowable 
capital losses (as might be the case for a non-working spouse). 

2Amount of unused $1,000 exemption for Canadian-source interest, grossed-up divi4ends and taxable capital gains 
prior to the redemption transaction. 

· 

3The results in this row of the table will not be attainable if the amendment proposed in the November 16, 1978 
Budget is passed. 

I-' 0 
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marital status, one child under 16 and one child over 16 for 1978) as the basis 

for the computation (on the assumption that such an amount would be greater than 

the 120% of the average of the preceding four years' net income). It was assumed 

that the investor had no other dividend income other than that from the redemp

tion. Hence, where all of the $1,000 deduction was assumed to have been used, 

it was assumed to have been used to exempt Canadian-source interest income or 

taxable capital gains. It was further assumed that the saving was received as a 

refund of taxes upon filing a personal tax return six months from the time of the 

redemption transaction and, hence,Table I reflects the present value of this 

saving. 

The table confirms the rules previously outlined and shows the maximum 

profits that can be generated from the use of the rules. Note that it is possible 

to make a profit irrespective of the individual's tax bracket _if the investor has 

not fully utilized his $1,000 exemption. These are the only profits under 

discussion that would be eliminated by the proposed amendment. 

The entries in the table· representing no CLOFF and no unused exemption 

clearly show that profits will be generated by the transaction only for investors 

in federal marginal tax brackets under the 25% rate with lower prof its at the 

relatively higher tax bracket of 23% . These profits would still be available if 

the proposed amendment is passed. Finally, if the investor has CLOFF available 

from other sources of income, the table shows that profits will result from the 

· .', transaction to the extent that either the CLOFF is fully offset by the allowable 

capital loss component of the redemption or the investor's income reaches the 

37.5% federal marginal tax bracket, whichever arises first, even if the investor 

has fully utilized his $1,000 deduction before the transaction. These profits, 

also, will still be attainable even if the proposed amendment is passed. 

Note that at the relatively high tax bracket of 36% the profits are severely 

reduced by brokerage charges and carrying costs. The number of shares that should 
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be purchased to fully utilize the investor's CLOFF for the current year and for 

the immediately preceding year would be given by dividing total CLOFF for the two 

years by the allowable capital loss component of the transaction, in this case, 

$10. The potential carryforward of allowable capital losses is disregarded in 

this analysis on the assumption that the investor can enter another similar 

redemption transaction in the following years to fully utilize his CLOFF in those 

years. 

It should be emphasized that there is likely a very large number of taxpayers 

in the 23% and 25% federal marginal tax brackets. It is also very likely that 

most of these taxpayers have at least the $2,000 of CLOFF allowed by s. 3(e)(ii). 

Thus, tax savings of $1,092 in the 23% bracket and $777 in the 25% tax bracket, 

as shown in the table, can be achieved by using the redemption transaction and 

this opportunity will not be blocked by the proposed amendment. 

2. Other Cases 

Two other effects are worth noting. First, it is possible to generate a 

profit from the use of this transaction even if a premium over the redemption 

price is paid. In the Y & R situation, many investors paid a premium of over 

$1, i. e. , they paid over $26, to purchase the shares which would be redeemed for 

$25. This premium represents a cash loss which would reduce the profits from the 

resulting tax savings. For the purposes of analysis, a $1 premium was assumed 

and .the profits were recomputed. In all cases showing a profit greater than $13 

in Table I, the premium still resulted in a profit, although that profit was some-

what reduced. The previously mentioned investor in the 23% federal tax bracket 

with $2,000 of CLOFF would generate a $723 tax saving while the investor in the 

25% tax bracket with $2,000 of GLOFF would generate a $432 tax saving, even if 

the proposed amendment is passed. 

Second, general averaging has an important effect in increasing the profits 
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from the redemption transaction. As noted previously, general averaging 

effectively reduces the tax paid on abnormal increases in income such that 

greater amounts of income can be taxed at rates under 25% or 37.5%. This has the 

effect of increasing the profits available for the redemption transaction. 

To test these effects, under somewhat more extreme conditions, one change 

was made to the set of assumptions used to test the basic case. It was assumed 

that the investor had no net income in the years prior to the current year when 

he entered the redemption transaction. This removes the possibility of carrying 

back a capital loss to the preceding year. This reduced the profits for cases 

where such a carryback could be used, particularly in the lower tax brackets. 

However, in all other cases the profits in this case were greatly increased. 

Again, the previously mentioned investor in the 23% federal marginal tax bracket 

with $2,000 of GLOFF would generate a tax saving of $1,694 and the investor in 

the· 25% tax bracket with $2,000 of GLOFF would generate a tax saving of $2,168 

even if the proposed amendment is passed. Even greater profits are possible in 

higher tax brackets. For example, consider the case in Table I of the investor 

in the 36% federal marginal tax bracket having fully utilized his $1,000 invest-

ment income deduction and having GLOFF equal to his taxable income of $47,912. 

The profit shown in Table I for this case is $13. However, the profit for the 

equivalent case under the more extreme general averaging assumption is $9, 595. 

These more extreme· general averaging conditions are not necessarily 

uncommon. It is conceivable for a non-working spouse, for example, to own a 

sizeable capital property which is disposed of for a taxable capital gain of, 

say, $50,000. If such an individual used a redemption transaction similar to 

that offered by the Y & R situation, most or all of that taxable capital gain 

could be offset by the allowable capital loss component of the transaction and, 

combined with the effects of general averaging, the tax otherwise payable on the 

gain would be substantially reduced or eliminated, resulting in a tax saving of 

almost $10,000. 
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D. The Inequity 

The foregoing analysis has focussed on the case of the individual investor 

who purchased shares subject to a take-over or "going private" transaction after 

the transaction has been approved such that there is no financial risk to the 

investor. No economic gain is generated by the investor who, using the case of 

the Y & R transaction, pays $25 for shares which are effectively redeemed for 

$25. As has been suggested by the Chairman of the Ontario Securities Commission, 
. 16 there is even less economic justification when a premium is paid for the shares. 

Yet a great many investors can profit from entering the transaction and gener-

ating a tax saving which is well worth the effort involved. These opportunities 

would be only partially eliminated by the proposed amendments to disqualify the 

deemed dividend in these cases from the $1,000 investment income deduction. 

It should be recognized that many investors will acquire the shares of a 

company which is ultimately subject to a take-over or "going private" trans-

action. These shareholders will have made their investments before such trans-

actions are announced and their investments will be subject to normal financial 

risks inherent in such a situation. The benefits to these investors of entering 

the type of redemption transaction under discussion will not likely be as great 

as those outlined above since the capital loss component in their transactions 

will not be as great. Their situation is, in some sense, more "legitimate.... In 

fact, the legislation in this area with respect to investor choice would appear 

to be designed for their case. Thus, any attempt to fully remove the anomaly, 

assuming that such removal is both desirable and worthwhile, must not adversely 

affect this latter group of shareholders or hinder sound business transactions 

16 . 
James C. Baillie, "Developments in Securities Regulations Affecting Corporate 
Acquisitions," Corporate Management Tax Conference 1978 (Toronto: Canadian 
Tax Foundation, 1978), 185. 
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which are expected to produce an economic gain. While sound business practice 

may suggest the structuring _of take-over or "going private" transactions in the 

manner described and while it may be satisfactory to permit shareholders in 

these situations, a choice between capital gains and taxable dividends on which 

these taxes are almost equivalent, it is evident from the foregoing analysis of 

a very common case that an anomaly exists which can create, in certain circum-

stances, considerable profits from transactions with little or no economic justi-

fication. 

III. Analysis of Approaches to Removing the Anomaly 

A. Use of the Anti-Avoidance Rule 

· It would seem possible to use the anti-avoidance rule in s. 55 in the case 

of an individual investor who has purchased his shares, perhaps at a premium, 

after the shareholders' meeting to approve a take-over or "going private" trans-

action. In this specific case, the only advantage of entering the transaction 

is.to obtain a tax advantage. In such a situation, it has been suggested that 

a transaction of this nature can be appropriately considered to be artificial. 17 

Although the transaction in this specific case may be set up within the letter 

of ·the law, it hardly seems within the spirit of the law that a tax advantage 

should be created without any other financial justification. Furthermore, this 

specific case hardly represents the situation of a taxpayer arranging his 

18 
"legitimate" business affairs and, thereby, minimizing his taxes. 

Some adminstrative problems are apparent in using the s. 55 approach. Al-

though individual investors are required to report dispositions of securities, 

17
Thomas E. McDonnell, "Recent Developments Relating to Sham, Benefits and 
Business Purpose," Report of the Proceedings of the Twenty-Ninth Tax Conference 
(Toronto: Canadian Tax Foundation, 1978), 105. 

18Ibid. , 110. 
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the assessment procedures must identify those securities involved in the redemption 

transactions discussed. In recent months, a large number of companies have had 

securities subject to such transactions. Furthermore, the assessment procedure 

must identify only those investors who were in a position to artificially creat� 

the tax saving without any financial risk, i. e. , only those shareholders who 

entered the transaction after shareholder approval was granted. Those shareholders 

who invested in the shares of the company subject to a take-over or "going private" 

transaction before such a transaction was even announced to the public, for whom 

the choice offered by taxable capital gains or taxable dividends may be regarded 

as legitimate, should not be subjected to treatment under s. 55. 

Random sampling of cases involving the types of share transactions in 

question might be the least costly approach to assessment in this area. However, 

it should be recognized that the costs of entering these transactions after the 

. shareholder-approval stage are so low and the potential tax savings are so high 

that many taxpayers will be motivated to take the chance of an adverse assessment. 

The use of s. 247 (1) has been suggested as a possible approach.19 However, 

this provision which deals with dividend stripping, i. e. , the conversion of an 

amount that would ordinarily be paid as a taxable dividend to a capital gain, 

does not appeau to be appropriate in the specific case at hand. The case in 

question, in essence, involves the reverse situation of converting what should, 

perhaps, result in a capital gain on the disposition of shares into a taxable 

dividend. Perhaps, what is required is a "capital gains stripping" provision, 

directed only to the specific case involved in the anomaly described. 

19Birnie, op. cit. , 549; Cronkwright et al, op. cit., 363; Ewens, op. cit. , 73; 
Ward, op. cit. , 112. 
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B. Possible Repeal of the Deemed Dividend Rules 

As indicated earlier, s. 84 may be considered as a provision which was 

designed to prevent the problem of dividend stripping. However, this may no 

longer be regarded as a problem, since, at least in some situations, capital 

gains are now taxed at approximately the same rates as taxable dividends. This 

might suggest that s. 84 could be repealed. However, at least three reasons have 

been indicated for maintaining the provision including: permitting shareholders 

an opportunity to choose between capital gains and taxable dividends instead of 

forcing capital gains treatment for all, preventing distributions of surplus to 

non-residents free of Canadian withholding tax, and preventing tax-free distri

butions of surplus up to the V-Day value of shares. 20 

Even if these issues could be addressed in some other way and s. 84 were 

repealed, the problem of the anomaly would not be solved. It would seem 

possible to duplicate the effects of the redemption transaction in question by 

selling the assets of the subject corporation to a new corporation for cash and 

paying a taxable dividend from these proceeds to the shareholders of the subject 

corporation followed by redeeming the shares of the subject corporation for their 

paid-up capital. This would provide investors, who buy the shares of the subject 

corporation (conceivably after the details have been announced and approved) for 

an amount equal to the taxable dividend plus the paid-up capital, with the same 

opportunity for a tax saving without financial risk as the redemption trans-

action at issue. 

C. Possible Changes in the Deemed Dividend Rules 

Currently a deemed dividend under s. 84 (3) is, in essence, given by the 

20 
Cronkwright et al, op. cit. , 285. 
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excess of the redemption price over the paid-up capital of the shares. Perhaps 

the investor's adjusted cost base for the shares should be substituted for the 

paid-up capital of the shares in the calculation of a deemed dividend. Thus, a 

deemed dividend would be considered to be the excess of redemption price over 

the shareholder's adjusted cost base and this concept would be used in all cases 

where shares are redeemed. This would still permit the concept of a tax-free 

return of capital which would be represented by the adjusted cost base of the 

shares. 

Consider the effects of this approach on the extreme case of the original 

investor who, using the Y & R figures, paid the $5 paid-up capital amount for his 

shares. In the take-over or "going private" transactions under consideration, he 

could choose to sell his shares on the open market and receive a capital gain of 

$20 assuming a disposition at a market value of $25. Alternatively, he could 

choose to enter the redemption transaction which would result in a deemed divi

dend of $20 computed as the difference between the redemption price of $25 and 

his adjusted cost base of $5. In this case, his proceeds of disposition could 

still be considered to be the amount received net of the deemed dividend or $5 

($25 - 20) and his cost would be $5 resulting in no capital gain or loss, thereby 

returning the original $5 of capital tax free. 

Now consider the effects of this approach on the other extreme case of the 

investor who buys the shares of the subject corporation after shareholder 

approval of the redemption transaction. Again, using the Y & R figures, he 

would have purchased shares at $25 and, essentially, redeemed them for $25. His 

deemed dividend under the revised concept discussed here would be computed as 

the difference between that redemption price of $25 and the cost base of $25 

resulting in no deemed dividend. His proceeds of disposition could still be 

considered to be the amount received ($25) net of the deemed dividen d ($0) 

resulting in proceeds of $25. Since his cost base was $25, he would have no 
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gain or loss on the transaction. Thus, in the case of the artificial use of the 

transaction, there would be no deemed dividend and no capital loss offs�t which 

is as it should be. 

If the subject corporation chooses to sell its assets and pay a taxable divi-

<lend followed by a return of paid-up capital as outlined previously, the revised 

deemed dividend concept might work as follows. Again, using the Y & R figures, 

assume the subject company has $25 in cash per share to distribute after the sale 

of its assets and a taxable dividend of $20 is paid followed by the redemption of 

the company's shares for the remaining $5 representing paid-up capital. 

Consider the case of the investor who can now benefit from the anomaly by 

buying the shares of the subject corporation for $25. This investor would 

receive the taxable dividend of $20. Since the shares are then redeemed, the 

revised concept of a deemed dividend as the excess of redemption price ($5) over 

adjusted cost base ($25) produces a negative amount of $20. This "deemed divi-

dend deficiency" could be used to offset the taxable dividend received of $20 in 

this situation. There should be no need to use the capital gains rules for a 

disposition, because the whole deemed dividend process has converted what might 

otherwise have been a capital gain to a taxable dividend and has provided for a 

tax-free return of invested capital. 

It is recognized that this approach, involving a revision of the concept of 

a deemed dividend, may create more problems than it solves. However, it does 

represent an approach to the particular problem at hand which could be considered 

and, in fact, this approach is very similar in concept to the provision in 

s. 112(3) applicable to corporations. Perhaps further thought along these lines 

is warranted. 

1i 
Ii I 



- 20 -

D. A Full-integration System 

Perhaps the most effective approach to solving the problem presented by the 

anomaly in this situation is embedded in the Carter Commission recommendation of 

21 a full-integration system. It is the imperfection of the integration system 

adopted by the current tax legislation that gives rise to the problem under 

discussion. If, as recommended by the Carter Commission, the integration system 

were complete such that there were no advantages to dividends over capital gains 

at all income levels, surplus stripping of any kind would not be a problem and 

the redemption transaction under discussion would not arise. Although a return 

to this Carter concept of full integration is the ideal approach to solving this 

particular problem, it is not the most practical at this stage of the development 

of Canadian federal tax legislation. 

IV. Summary 

This paper has analyzed a share redemption transaction common to many 

take-overs and "going private" offers. An anomaly in the Act provides certain 

investors with an opportunity to generate large tax savings without financial risk, 

but also without economic gain. Although the November 16, 1978 Budget (Resolution 

39) proposes to eliminate such tax savings, the amendment to the $1, 000 investment 

income deduction, if passed, will not remove all opportunities for generating large 

tax savings and, in fact, may obstruct a legitimate choice between capital gains 

and taxable dividends in this situation. Since the proposed amendment does not 

fully remove the effects of the anomaly discussed, a number of further approaches 

to addressing the problem of removing these effects are suggested and analyzed 

with the conclusion that, perhaps a revision in the concept of the deemed divi-

dend is warranted." 

21 
Report of the Royal Commission on Taxation, Vol. 4 (Ottawa: Queen's Printer, 
1967)' 6-7. 



Faculty of Business 
McMaster University 

WORKING PAPER SERIES 

101. Torrance, George W., "A Generalized Cost-effectiveness Model for the 
Evaluation of Health Programs," Noyember, 1970. 

102. Isbester, A. Fraser and Sandra C. Castle, "Teachers and Collectiye 
Bargaining in Ontario: A Means to What End?" November, 1971. 

103. Thomas·, Arthur L. , "Transfer 
Will They be Arbitrary?" 
June, 1971). 

Prices of the Multinational Firm: When 
(Reprinted from: Abacus, Vol. 7, No. 1, 

104. Szendrovits, Andrew Z. , "An Economic Production Quantity Model with 
Holding Time and Costs of Work-in-process Inventory, 11 March, 1974. 

111. Basu, S. , "Investment Performance of Common Stocks in Relation to 
their Price-earnings Ratios: A Text of the Efficient Market 
Hypothesis," March, 1975. 

112. Truscott, William G. , "Some Dynamic Extensions of a Discrete Location
Allocation Problem," March, 1976. 

113. Basu, S. and J. R. Hanna,. "Accounting for Changes in the Genera:}. 
Purchasing Power of Money: The Impact on Financial Statements of 
Canadian Corporations for the Period 1967-74�" April, 1976. 
(Reprinted from Cost and Management, January-February, 1976). 

114. Deal, K. R. , "Verification of the Theoretical Consistency of a 
Differential Game in Advertising," March, 1976. 

114a. Deal, K. R. "Optimizing Advertising Expenditures in a Dynamic Duopoly," 
March; 1976. 

115. Adams, Roy J. , "The Canada-United States Labour Link Under Stress," 
[1976]. 

116. Thomas, Arthur L. , "The Extended Approach to· Joint-Cost Allocation: 
Relaxation of Simplifying Assumptions," June, 1976. 

117. Adams, Roy J. and C.H. Rummel, "Worker' s Participation in Management 
in West Germany: Impact on the Work, the Enterprise and the Trade 
Unions," September, 1976. 

118 . .  Szendrovits, Andrew Z., "A Comment on 'Optimal and System Myopic 
Policies for Multi-echelon Production/Inventory Assembly Systems'," 
[1976). 

119. Meadows, Ian S. G. , "Organic Structure and Innovation in Small Work 
Groups," October, 1976. 



• 

1 

-2-

120. Basu, S. , "The Effect of Earnings Yield on Assessments of the 
Association Between Annual Accounting Income Numbers and Security 
Prices," Oct ober , 1976. 

121. Agarwal, Naresh C. , "Labour Supply Behaviour of Married Women - A 
Model with Permanent and Transitory Variables," October, 1976 . 

122. Meadows, Ian S.G. , "Organic Structure, Satisfaction and Personality," 
October, 1976. 

12 3. Banting, Peter J'.1. , "Customer Service in Industrial Marketing: A 
Comparative Study," October, 1976. (Reprinted from: European 
Journal of Marketing, Vol. 10, No. · 3, Summer, 1976). 

124. Aivazian, V. , "On the Comparative-Statics of Asset Demand, "  August, 
1976. 

125. Aivazian, V., "Contamination by Risk Reconsidered, " October, 1976. 

126. Szendrovits, Andrew Z. and George 0. Wesolowsky, "Variation in 
Optimizing Serial Multi�Stage Production/Inventory Systems, 
March 1977. 

127, Agarwal, Naresh C., "Size-Structure Relationship: A Further 
Elaboration," March 1977. 

128. Jain, Harish C., "Minority Workers, the Structure of Labour Markets 
and Anti-Discrimination Legislation, " March, 1977. 

129. Adams, Roy J. , "Employer Solidarity," March, 1977. 

· 130. Gould, Lawrence I. and Stanley N. Laiken, "The Effect of Income 
Taxation and Investment Priorities: The RRSP;" March 1977. 

131. Callen, Jeffrey L., "Financial Cost Allocations: A Game-Theoretic 
Approach," March 1977. 

132. Jain, Harish C., "Race and Sex Discrimination Legislation in North 
America and Britain: Some Lessons for Canada," May, 1977. 

133. Hayashi, Kichiro. "Corporate Planning Practices in Japanese 
Multinationals. " Accepted for publication in the Academy of 
Management Journal in 1978. 

134. Jain, Harish C. , Neil Hood and. Steve Young, "Cross-Cultural Aspects of 
Personnel Policies in Multi-Nationals: A Case Study of Chrysler 
UK", June, 1977. 

135. Aivazian, V. and J. L. Callen, "Investment, Market Structure and the 
Cost of Capital", July, 1977. 



" 

1 

- I I 

- 3 -

136. Adams, R. J., "Canadian Industrial Relations and the German Example", 
October, 1977. 

137. Callen, J. L., "Production, Efficiency and Welfare in the U.S. Natural 
Gas Transmission Industry", October, 1977. 

138. Richardson, A. W. and Wesolowsky, G.o., "Cost-Volume-Profit Analysis and 
the Value of Information", November, 1977. 

139. Jain, Harish C. , "Labour Market Problems of Native People in Ontario", 
December, 1977. 

140. Gordon, M.J. J_an.d '.'i..I. Gould; "The Cost of Equity Capital: A Reconsideration", 
January, 1978. 

141. Gordon, M.J. and L. I. Gould, "The Cost of Equity Capital with Personal 
Income Taxes and Flotation Costs", January 1978. 

142 � Adams, R. J .• , "Dunlop After Two Decades : Systems Theory as a Framework 
For Organizing the Field of Industrial Relations", January, 1978. 

143. Agarwal, N.C. and Jain, H.C., "Pay Discrimination Aga:i,.nst Women in 
Canada: Issues and Policies", February, 1978. 

144. Jain, H. c. and Sloane, P.J., "Race, Sex and Minority Group Discrimination 
Legislation in North .America and Britain", March, 1978. 

145. Agarwal, N.C., "A Labor Market Analysis of Executive Earnings", June, 1978. 

146. Jain, H. C. and Young, A., "Racial Discrimination in the U .K. Labour 
Market : Theory and Evidence", June, 1978. 

147. Yagil, J., "On Alternative Methods of Treating Risk," September 1978. 

148. Jain, H. C., "Attitudes toward CoT!llllunication System: A Comparison of 
Anglophone and Francophone Hospital Employees," September, 1978 

149. Ross, R., "Marketing Through the Japanese Distribution System", November, 
1978. 



2) (\X\\ 5 

R.EF 
t--\� 
\L\.S 

. Rt;i 
·vYiJ. \SO 

' J 


	1236791

