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by a Canadian-resident corporate taxpayer (or a foreign affiliate of such a taxpayer) on 
the disposition of shares of a foreign affiliate of that taxpayer are recharacterized as a 
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that were released by the Department of Finance on December 19, 2009.
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INTRODUCTION

Section	93	of	the	Income	Tax	Act1	contains	several	rules	that	provide	for	an	election	
(or	a	deemed	election)	in	respect	of	a	disposition	of	a	share	of	a	foreign	affiliate.	
When	the	rules	apply,	all	or	a	portion	of	the	proceeds	of	disposition	are	recharacter-
ized	as	a	dividend,	even	though	no	dividend	is	actually	paid.	Section	93	provides	a	
useful	planning	tool	where,	for	example,	payment	of	an	actual	dividend	would	attract	
foreign	dividend	withholding	tax	or	where	the	affiliate	is	unable	to	pay	a	dividend.2	
That	said,	the	utility	of	section	93	is	limited	by	an	anti-avoidance	aspect	that	prevents	
the	conversion	of	taxable	surplus	into	exempt	surplus	in	certain	circumstances.

This	article	is	the	second	of	two	that	survey	the	rules	in	section	93	and	the	re-
lated	 regulations	 in	 part	 LIX	 of	 the	 Income	 Tax	 Regulations.3	 The	 first	 article,	
published	in	late	2007,4	reviewed	the	current	law	at	that	time	and	certain	proposed	
amendments	to	the	Act	and	regulations	announced	on	March	16,	2001.5	This	article	
will	examine	the	proposed	amendments	to	the	Act	and	regulations	that	were	released	
by	the	Department	of	Finance	on	December	18,	2009	(“the	proposed	amendments”).6	
It	should	be	noted	that	the	proposed	amendments	completely	supplant	earlier	pro-
posals	relating	to	section	93	that	were	announced	on	February	27,	2004.7	Given	that	
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	 1	 RSC	1985,	c.	1	(5th	Supp.),	as	amended	(herein	referred	to	as	“the	Act”).	Unless	otherwise	
stated,	statutory	references	in	this	article	are	to	the	Act.

	 2	 For	example,	the	affiliate	may	have	insufficient	assets	on	hand	to	pay	a	dividend,	or	foreign	law	
may	restrict	the	payment	of	dividends	where	the	affiliate	has	no	realized	profits.

	 3	 CRC	1978,	c.	945,	as	amended.
	 4	 See	Michael	Colborne	and	Michael	McLaren,	“Section	93	Elections”	(2007)	vol.	55,	no.	4	

Canadian Tax Journal	855-93.
	 5	 Canada,	Department	of	Finance,	Notice	of	Ways	and	Means	Motion	To	Amend	the	Income	

Tax	Act,	the	Income	Tax	Application	Rules,	Certain	Acts	Related	to	the	Income	Tax	Act,	the	
Canada	Pension	Plan,	the	Customs	Act,	the	Excise	Tax	Act,	the	Modernization	of	Benefits	and	
Obligations	Act	and	Another	Act	Related	to	the	Excise	Tax	Act,	March	16,	2001.

	 6	 Canada,	Department	of	Finance,	Legislative Proposals and Explanatory Notes Relating to the Income 
Tax Act	(Ottawa:	Department	of	Finance,	2009)	(herein	referred	to	as	“the	2009	draft	
legislation”).	The	2009	draft	legislation	includes	numerous	other	technical	amendments	to	the	
Act	and	regulations;	however,	this	article	examines	only	those	amendments	that	are	relevant	to	
subsection	93(1)	and	(1.2)	elections.

	 7	 Canada,	Department	of	Finance,	Legislative Proposals, Draft Regulations and Explanatory Notes 
Relating to Income Tax	(Ottawa:	Department	of	Finance,	February	2004)	(herein	referred	to	as	
“the	2004	proposals”).
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the	2004	proposals	have	been	abandoned,	they	will	be	discussed	only	briefly	in	this	
article.

For	the	sake	of	brevity,	references	below	to	“surplus”	or	“surplus	accounts”	are	
intended	to	refer	to	the	foreign	affiliate’s	exempt	and	taxable	surplus,	exempt	and	
taxable	deficit,	underlying	foreign	tax,	and	pre-acquisition	surplus	in	respect	of	a	
corporation,	as	applicable	in	the	particular	circumstances.	In	addition,	references	
below	to	a	“foreign	affiliate	share”	are	references	to	a	share	of	a	non-resident	cor-
poration	that	is	a	foreign	affiliate	of	the	Canadian-resident	corporation	to	which	the	
discussion	relates.

The	discussion	below	assumes	that	foreign	affiliate	shares	disposed	of	constitute	
capital	property	to	the	disposing	corporation.8	The	examples	we	use	to	illustrate	the	
effect	of	the	rules	also	assume	that	the	calculating	currency	of	the	particular	foreign	
affiliate	and	the	Canadian	dollar	trade	at	par.	Lastly,	we	assume	that	readers	are	
familiar	with	the	concepts	described	and	the	technical	rules	analyzed	in	our	earlier	
article	on	this	topic.

THE CURRENT RULES: A BRIEF REVIEW

Section	 93	 provides	 for	 two	 elections	 relating	 to	 dispositions	 of	 foreign	 affiliate	
shares.	The	election	in	subsection	93(1)	permits	a	Canadian-resident	corporation	to	
designate	an	amount	in	respect	of	a	disposition	of	a	share	of	a	foreign	affiliate	of	the	
corporation	by	that	corporation	or	by	a	foreign	affiliate	of	that	corporation.	Subsec-
tion	93(1.1)	deems	an	election	to	have	been	made	under	subsection	93(1)	in	respect	
of	a	disposition	by	a	foreign	affiliate	of	a	foreign	affiliate	share	that	constitutes	ex-
cluded	property.9

Similarly,	subsection	93(1.2)	provides	for	an	election	in	connection	with	a	taxable	
capital	gain	arising	from	a	disposition	of	a	foreign	affiliate	share	by	a	partnership	of	
which	a	Canadian-resident	corporation	or	a	foreign	affiliate	of	such	a	corporation	is	
a	member.	In	addition,	subsection	93(1.3)	deems	a	subsection	93(1.2)	election	to	
have	been	made	in	respect	of	a	gain	realized	by	a	foreign	affiliate	from	a	disposition	
of	a	 foreign	affiliate	share	 that	constitutes	excluded	property	by	a	partnership	of	
which	the	disposing	affiliate	is	a	member.

Where	an	election	is	made	under	subsection	93(1)	or	(1.2),	the	designated	amount	
is	deemed	to	be	a	dividend	received	by	the	Canadian-resident	corporation	or	by	a	
foreign	affiliate	of	that	corporation,	and	not	to	be	proceeds	of	disposition.	However,	

	 8	 While	the	application	of	subsection	93(1)	to	the	disposition	of	shares	that	are	not	capital	property	
raises	interesting	questions,	a	discussion	of	those	issues	is	beyond	the	scope	of	this	article.

	 9	 “Excluded	property”	is	defined	in	subsection	95(1)	to	mean	property	used	or	held	by	a	foreign	
affiliate	principally	for	the	purpose	of	gaining	or	producing	income	from	an	active	business;	
shares	of	another	foreign	affiliate	where	all	or	substantially	all	of	the	fair	market	value	of	the	
property	of	the	other	affiliate	is	excluded	property;	property	the	income	from	which	is	or	
would	be,	if	there	were	income	from	the	property,	income	from	an	active	business	by	reason	of	
being	recharacterized	as	such	by	paragraph	95(2)(a)	(excluding	subparagraph	95(2)(a)(v));	and	
certain	hedging	contracts	relating	to	excluded	property.
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the	 election	 provisions	 do	 not	 include	 rules	 for	 determining	 the	 source	 of	 the	
deemed	dividend—that	is,	the	portion	of	the	deemed	dividend	that	is	deemed	to	have	
been	paid	from	the	payer	affiliate’s	exempt	surplus,	taxable	surplus,	or	pre-acquisition	
surplus	accounts.	Instead,	the	relevant	sourcing	rules	are	provided	in	part	LIX	of	the	
regulations.	Part	LIX	also	contains	rules	that,	in	some	circumstances,	apply	to	adjust	
the	surplus	accounts	of	the	relevant	affiliates	in	order	to	reflect	both	the	receipt	of	
a	section	93	deemed	dividend	and	changes	in	the	shareholder’s	economic	interest	in	
the	affiliates.

Under	current	law,	where	a	foreign	affiliate	pays	a	dividend	on	a	share	of	its	cap-
ital	stock	or	a	corporation	is	deemed	to	have	received	a	dividend	on	a	share	pursuant	
to	subsection	93(1),	the	rules	in	part	LIX	of	the	regulations	apply	to	determine	the	
portion	of	the	dividend	that	is	prescribed	to	be	paid	from	the	affiliate’s	surplus	ac-
counts.	This	determination	is	relevant	for	the	purposes	of	the	deduction	rules	in	
section	113	(where	the	dividend	recipient	is	a	Canadian	resident)	and	the	surplus	
accounts	of	an	affiliate	(where	the	dividend	recipient	is	another	foreign	affiliate).

For	a	more	detailed	discussion	of	the	current	law	as	it	applies	to	subsection	93(1)	
and	(1.2)	elections,	readers	are	encouraged	to	review	our	earlier	article.

THE PROPOSED AMENDMENTS

Overview
With	the	exception	of	certain	technical	amendments,	from	a	tax	policy	perspective	
the	proposed	amendments	have	left	intact	the	current	system	as	it	relates	to	subsec-
tion	 93(1)	 elections.	 In	 addition,	 the	 proposed	 amendments	 have	 introduced	 a	
complete	code	that	allows	subsection	93(1.2)	elections	to	operate	in	the	same	manner	
as	 subsection	93(1)	elections.	More	 specifically,	 if	enacted,	 the	proposed	amend-
ments	will	accomplish	the	following	objectives	relating	to	subsection	93(1)	and	(1.2)	
elections:

n	 The	proposed	amendments	will	set	aside	the	tax	policy	objectives	reflected	in	
the	2004	proposals	relating	to	deficit	levitation10	and	surplus	consolidation.11

n	 Regulations	5902	and	5905	will	be	amended	to	simplify	the	surplus	adjustment	
rules	in	regulation	5905	where	corporate	restructurings	or	other	corporate	
transactions	are	carried	out.	Having	regard	to	subsection	93(1)	and	(1.2)	elec-
tions,	the	surplus	adjustment	rules	in	regulation	5905	will	be	removed	from	
regulation	5905	and	 included	 in	regulation	5902	and	proposed	regulations	
5905(1)	and	(5).

n	 Proposed	regulation	5908	will	be	added	to	consolidate	various	partnership	
provisions	of	part	LIX	of	the	regulations	and	to	ensure	that	subsection	93(1.2)	
elections	are	treated	in	the	same	manner	as	subsection	93(1)	elections.

	 10	 Draft	regulations	5905(16)	to	(23)	of	the	2004	proposals.

	 11	 Draft	regulation	5902	of	the	2004	proposals.
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Deviation from Previous Legisl ative Proposals
As	a	policy	matter,	it	is	uncontroversial	that	the	section	93	elections	are	intended	to	
be	a	proxy	 for	 foreign	affiliates	paying	pre-sale	dividends.	Thus,	 if	 in	a	 chain	of	
foreign	affiliates	some	affiliates	have	deficits,	the	potential	for	surplus	erosion	exists.	
(For	example,	the	definition	of	exempt	surplus	“nets”	exempt	surplus	dividends	re-
ceived	by	the	affiliate	with	exempt	losses	incurred	by	the	affiliate	in	prior	years.)12

This	model	is	defensible	on	the	basis	that	losses	of	the	loss	affiliate	must	be	funded	
from	some	source.	If	a	shareholder	funds	the	losses	by	way	of	equity	investment,	the	
amount	of	the	surplus	erosion	theoretically	should	be	equal	to	the	shareholder’s	cost	
of	shares,	allowing	property	to	be	returned	to	the	shareholder	free	of	tax	by	way	of	
a	capital	reduction	or	redemption.	If,	on	the	other	hand,	the	losses	are	funded	by	a	
loan,	then	property	generally	can	be	returned	to	the	lender	by	way	of	a	tax-free	loan	
repayment.	If	property	is	distributed	to	the	affiliate’s	shareholder	in	some	manner	
other	than	by	way	of	a	return	of	equity	or	debt	investment,	then	any	resulting	tax	
consequences	(such	as	a	capital	gain	resulting	from	a	dividend	from	pre-acquisition	
surplus	in	excess	of	adjusted	cost	base)	should	result.

These	concepts	are	illustrated	in	example	1a.

Example 1a
Canco,	 a	 Canadian-resident	 corporation,	 owns	 100	 percent	 of	 a	 foreign	 affiliate,	
Forco	1,	which	has	an	exempt	deficit	of	$100.	The	exempt	deficit	was	 funded	by	a	
$100	share	subscription	by	Canco	for	Forco	1	shares.	Forco	1	owns	100	percent	of	
another	foreign	affiliate,	Forco	2,	which	has	exempt	surplus	and	cash	on	hand	of	$200.

If	Forco	2	pays	a	dividend	of	$200	and	distributes	the	cash	on	hand	to	Forco	1,	
Forco	1	would	add	$200	to	its	exempt	surplus.	However,	since	Forco	1	has	an	exist-
ing	$100	exempt	deficit,13	Forco	1’s	exempt	surplus	after	receipt	of	the	dividend	will	
be	$100.	Consequently,	even	though	there	is	cash	on	hand	of	$200,	only	$100	can	be	
distributed	to	Canco	by	way	of	an	exempt	surplus	dividend.	In	effect,	Forco	1’s	exempt	
deficit	“erodes”	the	exempt	surplus	available	in	the	group	by	$100.	However,	Forco	1	
(presumably)	can	return	the	$100	of	cash	on	hand	by	way	of	a	capital	reduction.	Ac-
cordingly,	$200	of	cash	can	be	returned	to	Canco	free	of	tax	even	though	Forco	1’s	
exempt	deficit	reduces	the	$200	of	exempt	surplus	in	the	system	to	$100.

The	same	result	arises	where	a	subsection	93(1)	election	is	made,	confirming	the	
dividend	model.	This	is	illustrated	by	example	1b.

Example 1b
Canco,	 a	 Canadian-resident	 corporation,	 owns	 100	 percent	 of	 a	 foreign	 affiliate,	
Forco	1,	which	has	an	exempt	deficit	of	$100.	The	exempt	deficit	was	 funded	by	a	

	 12	 See	paragraph	(iii)	of	element	A	and	paragraph	(ii)	of	element	B	of	the	definition	of	“exempt	
surplus”	in	regulation	5907(1).	There	are	similar	provisions	in	the	definition	of	“taxable	surplus.”

	 13	 As	a	technical	matter,	for	the	purposes	of	the	exempt	surplus	definition,	an	exempt	deficit	is	
defined	in	regulation	5907(1)	to	be	the	aggregate	of	Forco	1’s	exempt	losses	in	previous	
taxation	years.
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$100	share	subscription	by	Canco	for	Forco	1	shares.	Forco	1	owns	100	percent	of	
another	foreign	affiliate,	Forco	2,	which	has	exempt	surplus	and	cash	on	hand	of	$200	
and	other	property	having	a	fair	market	value	of	$100.	Canco	sells	the	Forco	1	shares	
for	$300	to	a	third	party.

The	greatest	possible	amount	of	the	dividend	that	Canco	will	be	deemed	to	have	
received	from	exempt	surplus	is	$100,	even	though	Forco	2	has	$200	of	exempt	surplus.	
This	stems	from	the	fact	that	regulation	5902	will	deem	Forco	2	to	have	paid	a	whole	
dividend	equal	to	the	amount	of	its	net	surplus	($200,	here	consisting	only	of	exempt	
surplus)	to	Forco	1.	This	$200	amount	will	be	added	to	Forco	1’s	exempt	surplus,	re-
sulting	in	Forco	1	having	exempt	surplus	after	receipt	of	the	dividend	of	$100	($200	
added	to	exempt	surplus	less	the	$100	exempt	deficit).	For	surplus	purposes,	Forco	1	
will	 therefore	be	considered	to	have	paid	a	dividend	equal	to	the	aggregate	elected	
amount	under	section	93.

Assuming	that	the	elected	amount	is	$100,	the	entire	amount	of	the	$100	dividend	
that	 Canco	 is	 deemed	 to	 have	 received	 will	 be	 considered	 to	 have	 been	 paid	 from	
Forco	1’s	exempt	surplus.14	The	elected	amount	will	reduce	Canco’s	proceeds	of	dispos-
ition	to	$200,	and	Canco	will	therefore	realize	a	capital	gain	of	$100	($200	proceeds	
less	$100	adjusted	cost	base).	As	in	example	1a,	Canco	is	able	to	receive	$200	free	of	
Canadian	tax—$100	by	way	of	exempt	surplus	dividend	deemed	to	have	been	received	
by	reason	of	the	section	93	election	and	$100	from	the	reduced	capital	gain	resulting	
from	the	$100	adjusted	cost	base.

Consistent	with	the	dividend	model,	under	current	law,	deficits	in	“downstream”	
affiliates	do	not	erode	the	surplus	in	“upstream”	affiliates	because	the	definitions	
of	 exempt	 surplus,	 taxable	 surplus,	 and	net	 surplus	 in	 regulation	5907(1)	do	not	
“consolidate”	exempt	deficits	and	taxable	deficits	of	downstream	affiliates.	This	is	
illustrated	in	example	1c.

Example 1c

Canco,	 a	 Canadian-resident	 corporation,	 owns	 100	 percent	 of	 a	 foreign	 affiliate,	
Forco	1,	which	has	exempt	surplus	and	cash	on	hand	of	$100.	Forco	1	owns	100	per-
cent	of	another	foreign	affiliate,	Forco	2,	which	has	an	exempt	deficit	of	$100.

If	Forco	1	pays	a	dividend	of	$100,	the	entire	amount	of	the	dividend	received	by	
Canco	will	be	paid	from	Forco	1’s	exempt	surplus	because	the	definition	of	exempt	
surplus	does	not	“consolidate”	Forco	1’s	exempt	surplus	and	Forco	2’s	exempt	deficit.	
The	same	result	obtains	if	Canco	sells	the	Forco	1	shares	for	$100	and	makes	a	sub-
section	93(1)	election	for	a	designated	amount	of	$100.	That	is,	Forco	2	is	deemed	to	
have	paid	a	dividend	equal	to	the	amount	of	its	net	surplus	to	Forco	1.	Since	Forco	2’s	
net	surplus	is	nil,	no	amount	is	added	to	Forco	1’s	exempt	surplus;	moreover,	there	is	
no	rule	that	requires	a	reduction	of	Forco	1’s	exempt	surplus.	Consequently,	the	entire	
amount	of	 the	$100	dividend	deemed	to	have	been	received	by	Canco	will	be	paid	
from	Forco	1’s	exempt	surplus.

	 14	 If	the	elected	amount	is	greater	in	this	example,	as	is	possible	under	current	law,	then	$100	of	
the	dividend	will	be	considered	to	have	been	paid	from	Forco	1’s	exempt	surplus	and	the	balance	
from	pre-acquisition	surplus,	with	the	usual	consequences	(reduction	of	adjusted	cost	base,	etc.).
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For	a	brief	time,	the	Department	of	Finance	was	of	the	view	that	downstream	
deficits	should	be	consolidated	with	upstream	surplus.	This	was	reflected	in	the	pro-
posals	released	in	2004	(and	the	predecessor	proposals	issued	in	2002),15	which	set	
out	an	extremely	complex	scheme	for	achieving	this	result.	Those	proposals	were	a	
departure	from	the	dividend	model	under	the	current	law	(see	example	1c	above),	
and	it	is	unclear	why	Finance	believed	that	they	constituted	better	tax	policy.16

Mercifully,	the	consolidated	surplus	approach	was	abandoned	in	the	recent	pro-
posed	 amendments.	 Instead,	 the	 proposed	 amendments	 applicable	 to	 section	 93	
elections	retain	the	basic	dividend	model	and	simplify	the	architecture	of	the	rules.	
The	drafting	style	is	also	updated;	for	example,	the	various	adjustment	rules	now	
compute	amounts	by	way	of	formulas,	in	contrast	to	the	prolix	verbal	descriptions	
in	both	the	current	law	and	the	previous	proposals.

It	is	worth	noting	further	changes	introduced	by	the	proposed	amendments	that	
are	not	directly	related	to	the	rules	applicable	to	the	section	93	elections.	The	so-
called	fill-the-hole	rules	in	proposed	regulations	5905(7.1)	to	(7.7)	are	designed	to	
negate	the	effects	of	transactions	carried	out	to	eliminate	deficits	in	affiliates	that	
would	otherwise	reduce	surplus	when	dividends	are	paid	or	deemed	to	have	been	
paid	(as	a	result	of	a	subsection	93(1)	election)	up	through	a	chain	of	affiliates,	as	
illustrated	in	example	1b	above.	The	impetus	behind	the	fill-the-hole	rules	stems	
from	the	fact	that	real	life	often	does	not	reflect	the	basic	theoretical	model	that	
underpins	the	entire	system	(which	assumes	that	surplus	and	cost	base	will	equal	
distributable	cash	on	hand).	Consequently,	it	is	sometimes	advantageous	for	taxpay-
ers	to	avoid	surplus	erosion	by	eliminating	affiliates	with	deficits	from	a	particular	
ownership	chain,	for	example	by	sale	or	liquidation.	Consider	example	1d.

Example 1d

Canco,	 a	 Canadian-resident	 corporation,	 owns	 100	 percent	 of	 a	 foreign	 affiliate,	
Forco	1.	Forco	1	owns	100	percent	of	another	foreign	affiliate,	Forco	2,	which	has	an	
exempt	deficit	of	$100.	Forco	2	owns	100	percent	of	another	foreign	affiliate,	Forco	3,	
which	has	exempt	surplus	and	cash	on	hand	of	$200.	Canco	has	an	adjusted	cost	base	
of	nil	in	the	Forco	1	shares.

If	the	$200	is	distributed	upstream	to	Canco	by	way	of	dividends	(Forco	3	pays	a	
dividend	to	Forco	2,	Forco	2	pays	a	dividend	to	Forco	1,	and	Forco	1	pays	a	dividend	to	
Canco),	Forco	2’s	$100	deficit	will	reduce	the	amount	of	available	exempt	surplus	from	
$200	to	$100.	As	a	result,	Canco	will	be	considered	to	have	received	a	$200	dividend,	
of	which	$100	is	paid	from	Forco	1’s	exempt	surplus	and	$100	from	its	pre-acquisition	

	 15	 Canada,	Department	of	Finance,	Legislative Proposals and Explanatory Notes Relating to Income Tax	
(Ottawa:	Department	of	Finance,	December	2002).

	 16	 For	example,	it	is	often	difficult	to	determine	whether	and	to	what	extent	a	downstream	deficit	
can	be	said	to	contribute	to	an	upstream	gain.	See	Angelo	Nikolakakis,	Wallace	G.	Conway,	
Brian	Mustard,	and	Nick	Pantaleo,	“Foreign	Affiliates:	A	Review	of	the	Proposed	Rules,”	in	
Report of Proceedings of the Fifty-Fifth Tax Conference,	2003	Conference	Report	(Toronto:	
Canadian	Tax	Foundation,	2004),	24:1-15,	at	24:7.
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surplus.	 The	 latter	 will	 reduce	 Canco’s	 adjusted	 cost	 base	 by	 $100,	 and	 therefore	
Canco	will	realize	a	$100	capital	gain	from	the	disposition	of	the	Forco	1	shares.17

Under	current	law,	this	problem	is	eliminated	if	Forco	2	is	dissolved	before	the	
dividend	is	paid	because	regulation	5905(7)	deems	Forco	2	to	have	paid	a	dividend	
equal	to	its	net	surplus	(nil)	but	does	not	move	Forco	2’s	deficit	to	Forco	1.

The	fill-the-hole	rules	introduce	additional	complexity	into	an	already	complex	
set	of	 rules—although	not	nearly	as	much	complexity	as	 the	earlier	proposals	 to	
amend	the	subsection	93(1)	election	regulations.	Since	the	Department	of	Finance	
has	 not	 provided	 the	 intended	 revenue	 impact	 of	 the	 proposals,	 it	 is	 difficult	 to	
judge	whether	the	additional	complexity	warrants	 the	revenue	return.	That	said,	
from	a	policy	perspective,	it	is	fair	to	say	that	the	proposed	fill-the-hole	rules	are	
consistent	with	the	current	dividend	model	to	the	extent	that	one	assumes	that	taking	
steps	to	prevent	a	deficit	in	an	upper-tier	affiliate	from	eroding	surplus	in	a	lower-
tier	affiliate	is	inconsistent	with	the	model.

THE PROPOSED AMENDMENTS AND 
THE SECTION 93 ELECTIONS

Surplus Consequences of a 
Subsection 93(1) Election
As	described	in	detail	in	our	earlier	article,	where	a	dividend	is	deemed	to	have	been	
received	by	virtue	of	a	subsection	93(1)	election,	under	current	law	regulation	5902	
applies	only	for	the	purpose	of	determining	the	amount	of	the	subsection	93(1)	divi-
dend	that	is	prescribed	to	be	paid	from	exempt,	taxable,	and	pre-acquisition	surplus	
of	the	affiliate	under	regulation	5900(1).	Consequential	surplus	adjustments	to	the	
dividend	payer	are	then	made	if	the	transactions	are	any	of	those	described	in	regu-
lations	5905(2)	(redemptions,	etc.),	5905(5)	(certain	share	transfers	between	Canadian	
companies),	 and	 5905(8)	 (foreign	 affiliate	 dispositions	 of	 foreign	 affiliate	 shares	
where	a	subsection	93(1)	election	is	made).

The	proposed	amendments	maintain	the	same	approach	but	simplify	and	con-
solidate	the	relevant	rules.	The	result	is	that

n	 proposed	regulation	5902(1)(a)(i)	computes	the	surplus,	deficit,	and	under-
lying	foreign	tax	account	balances	of	the	affiliate	to	determine	the	source	of	
the	dividend	for	the	purposes	of	regulations	5901(1)	and	5900(1);18

n	 proposed	regulation	5902(1)(a)(ii)	calculates	the	amount	of	the	whole	dividend	
that	the	particular	affiliate	is	deemed	to	have	paid	on	the	shares	in	respect	of	
which	the	subsection	93(1)	election	is	made	for	the	purposes	of	regulations	
5901(1)	and	5900;19

	 17	 See	paragraph	113(1)(d),	subparagraph	53(2)(b)(i),	subsection	92(2),	and	subsection	40(3).
	 18	 More	particularly,	proposed	regulations	5902(1)(a)(i)(A)	and	(B)	serve	the	function	of	current	

regulations	5902(1)(a)(i)	and	(ii).
	 19	 Proposed	regulation	5902(1)(a)(ii)	replaces	current	regulations	5902(1)(b)	and	(c).
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n	 proposed	regulation	5902(1)(b)	in	concert	with	proposed	regulations	5905(1)	
and	(5)	and	the	repeal	of	current	regulation	5902(3)	determines	consequential	
surplus	adjustments;20	and

n	 proposed	regulation	5902(2)	contains	all	of	the	relevant	interpretation	rules,	
including	the	definition	of	“specified	adjustment	factor.”21

The	rules	in	proposed	regulations	5902(1)	and	(2)	will	be	effective	for	dispositions	
occurring	after	December	18,	2009.22	The	application	of	these	rules	 is	described	
below.	In	addition,	the	coming-into-force	rules	generally	provide	that	any	assess-
ment	of	a	taxpayer’s	tax,	interest,	and	penalties	payable	under	the	Act	for	any	taxation	
year	that	ends	before	the	day	on	which	the	relevant	regulations	came	into	force	and	
would	otherwise	be	statute-barred	from	assessment	shall	be	made	to	the	extent	neces-
sary	to	take	these	amendments	into	account,	if	the	taxpayer	(1)	elects	in	writing	in	
respect	of	all	of	its	foreign	affiliates	that	the	particular	regulation	apply	in	respect	of	
the	provision	and	(2)	files	that	election	with	the	minister	of	national	revenue	on	or	
before	June	30,	2011.

Source of Dividends

Proposed	regulation	5902(1)(a)(i)	determines	the	amount	of	the	particular	affiliate’s	
exempt	surplus	or	exempt	deficit,	taxable	surplus	or	taxable	deficit,	underlying	for-
eign	tax,	and	net	surplus	as	if	all	of	the	other	foreign	affiliates	in	which	the	particular	
affiliate	had	an	equity	percentage	paid	dividends	up	the	ownership	chain	equal	to	
the	respective	“net	surplus”23	of	each	affiliate,	starting	with	the	lowest-tier	affiliate	
and	then	flowing	up	the	chain.	For	this	purpose,	(1)	the	particular	affiliate’s	surplus	
balances	are	to	be	determined	at	the	time	that	is	immediately	before	the	“dividend	
time”	(the	time	the	dividend	is	deemed	to	have	been	received	as	a	result	of	the	sub-
section	93(1)	election,	which	is	immediately	before	the	disposition	of	the	relevant	
foreign	affiliate	shares);	(2)	the	hypothetical	net	surplus	dividends	are	considered	to	
have	been	paid	at	the	time	that	is	immediately	before	the	time	that	is	immediately	
before	the	“dividend	time”;24	and	(3)	the	time	for	determining	which	affiliates	are	
deemed	to	have	paid	the	hypothetical	dividends	is	the	dividend	time.

	 20	 Replacing	current	regulations	5905(2),	(5),	and	(8).

	 21	 Currently	included	in	regulation	5905(8).

	 22	 Section	11(3)	of	the	2009	draft	legislation.

	 23	 As	defined	in	regulation	5907(1),	the	net	surplus	of	an	affiliate	is	determined	using	three	rules:	
paragraph	(a)	of	the	definition	provides	that	if	the	affiliate	has	no	exempt	or	taxable	deficit,	its	
net	surplus	is	the	total	of	its	exempt	and	taxable	surplus;	paragraph	(b)	provides	that	if	the	affiliate	
has	no	taxable	surplus,	its	net	surplus	is	the	amount	by	which	its	exempt	surplus	exceeds	its	
taxable	deficit;	and	paragraph	(c)	provides	that	if	the	affiliate	has	no	exempt	surplus,	its	net	
surplus	is	the	amount	by	which	its	taxable	surplus	exceeds	its	exempt	deficit.	For	a	more	
detailed	explanation,	see	the	discussion	in	our	earlier	article,	supra	note	4,	at	867-69.

	 24	 Note	that	the	timing	for	the	net	surplus	dividends	is	different	under	proposed	law.	Under	the	
current	law,	the	net	surplus	dividends	are	determined	at	the	time	that	is	immediately	before	the	
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In	 consequence,	 proposed	 regulation	 5902(1)(a)(i)	 determines	 the	 maximum	
amount	of	surplus	available	for	the	purposes	of	the	subsection	93(1)	dividend	by	levi-
tating	all	available	surplus	in	the	corporate	chain	to	the	affiliate	in	respect	of	which	
the	subsection	93(1)	election	is	made	by	way	of	a	series	of	hypothetical	dividends.	
This	result	is	the	same	that	arises	under	current	regulation	5902(1)(a),	and	therefore	
satisfies	the	“dividend	model”	policy	objective	underlying	regulation	5902.

Once	 the	 surplus	 balances	 have	 been	 determined	 under	 proposed	 regulation	
5902(1)(a)(i),	the	next	step	is	to	determine	the	amount	under	proposed	regulation	
5902(1)(a)(ii).	This	rule	determines	the	amount	of	the	whole	dividend	that	will	be	
subject	to	the	distribution	rules	in	regulations	5901(1)	and	5900(1).	The	determina-
tion	of	the	whole	dividend	is	relevant	for	the	purpose	of	applying	the	surplus	ordering	
rule	in	regulation	5901(1),	which	in	turn	is	relevant	for	applying	regulation	5900(1)	
to	a	particular	dividend.	This	latter	rule	ultimately	determines	the	portion	of	the	
subsection	93(1)	dividend	that	is	prescribed	to	be	paid	from	the	affiliate’s	surplus	
accounts.

The	amount	determined	by	proposed	regulation	5902(1)(a)(ii)	is	determined	by	
the	formula	A	×	B.25	Element	A	of	the	formula	is	the	total	of	all	subsection	93(1)	
elected	amounts—that	is,	the	aggregate	amount	of	subsection	93(1)	elections	filed	
for	shares	disposed	of.	Element	B	is	the	greater	of	1	and	the	quotient	determined	by	
another	formula,	C/D.	Element	C	of	this	second	formula	is	the	affiliate’s	net	surplus	
determined	under	proposed	regulation	5902(1)(a)(i)	(see	above).	Element	D	is	the	
greater	of	two	amounts:	(1)	the	amount	that	is	one	unit	of	the	currency	in	which	ele-
ment	C	 is	expressed	(the	currency	that	the	affiliate	uses	to	determine	its	surplus	
accounts);	and	(2)	the	amount	that	would	have	been	received	on	the	shares	in	re-
spect	of	which	the	subsection	93(1)	election	is	made	if,	at	the	dividend	time,	the	
affiliate	had	paid	dividends	equal	to	its	net	surplus.

In	effect,	the	whole	dividend	determined	under	proposed	regulation	5902(1)(a)(ii)	
is	the	amount	that	the	affiliate	would	have	had	to	pay	on	all	of	the	affiliate’s	shares	
so	that	the	dividend	recipient	would	have	received	a	dividend	on	the	shares	disposed	
of	in	an	amount	equal	to	the	amount	of	the	subsection	93(1)	dividend.	This	rule	
ensures	that	the	appropriate	amount	of	the	affiliate’s	surplus	is	distributed	by	way	of	
dividend	and	thus	satisfies	one	of	the	overall	objectives	of	regulation	5902—namely,	
to	limit	the	amount	of	the	subsection	93(1)	dividend	to	the	proportionate	amount	
of	the	surplus	accounts	relating	to	the	shares	disposed	of.26

dividend	time	and	the	surplus	balances	of	the	particular	affiliate	are	determined	at	the	dividend	
time	(see	current	regulation	5902(1)(a)).	Under	proposed	amendments,	the	particular	affiliate’s	
surplus	balances	are	determined	at	the	time	that	is	immediately	before	the	dividend	time	and	
therefore	the	net	surplus	dividends	are	determined	at	the	time	that	is	immediately	before	the	
time	that	is	immediately	before	the	dividend	time	(see	proposed	regulation	5902(1)(a)(i)).

	 25	 This	is	simply	a	formulaic	expression	of	the	calculation	described	in	current	
regulation	5902(1)(c)(ii).

	 26	 For	a	discussion	of	the	objectives	of	regulation	5902,	see	our	earlier	article,	supra	note	4,	at	
866-67.
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The	effect	of	proposed	regulation	5902(1)(a)(ii)	is	that,	where	less	than	100	per-
cent	of	the	disposing	corporation’s	interest	in	an	affiliate	is	disposed	of,	the	deemed	
dividend	is	considered	to	have	been	paid	from	the	proportionate	amount	of	the	af-
filiate’s	surplus.	This	is	illustrated	in	example	2.

Example 2

Canco,	a	Canadian-resident	corporation,	owns	100	percent	of	a	foreign	affiliate,	Forco,	
which	has	exempt	surplus	of	$250	and	taxable	surplus	of	$250.	Canco	sells	50	percent	
of	its	Forco	shares,	realizes	a	gain	of	$250,	and	designates	$250	in	a	subsection	93(1)	
election.

Proposed	regulation	5902(1)(a)(ii)	provides	that	the	whole	dividend	that	is	deemed	
to	 have	 been	 paid	 by	 Forco	 is	 $500.	 This	 is	 the	 product	 obtained	 when	 the	 $250	
deemed	dividend	under	subsection	93(1)	(element	A)	is	multiplied	by	2	(element	B),	
which	 is	 the	quotient	obtained	when	$500	(element	C,	which	 is	Forco’s	net	surplus	
determined	under	proposed	regulation	5902(1)(a)(i))	is	divided	by	$250	(element	D,	
which	is	50	percent	of	the	$500	net	surplus,	this	amount	being	the	greater	of	$1	and	
the	$500	dividend	that	would	have	been	received	on	50	percent	of	Forco’s	shares	in	
respect	of	which	the	subsection	93(1)	election	is	made	had	a	net	surplus	dividend	been	
paid	on	those	shares).

Accordingly,	in	applying	regulation	5901(1)	for	the	purposes	of	regulation	5900(1),	
Forco	is	deemed	to	have	paid	a	whole	dividend	of	$500,	of	which	$250	would	be	paid	
from	its	exempt	surplus	and	$250	from	its	taxable	surplus.	Therefore,	under	regula-
tions	5900(1)(a)	and	(b),	$125	of	the	dividend	received	by	Canco	as	a	consequence	of	
the	subsection	93(1)	election	is	deemed	to	have	been	paid	from	exempt	surplus	and	
$125	is	deemed	to	have	been	paid	from	taxable	surplus.

It	is	important	to	note	that,	as	under	current	law,	proposed	regulation	5902(1)(a)(ii)	
could	give	rise	to	adverse	tax	consequences	where	the	application	of	the	rule	results	in	
part	of	the	subsection	93(1)	dividend	being	paid	from	taxable	surplus	(as	in	the	example	
above)	and	there	is	insufficient	underlying	foreign	tax	that	relates	to	the	dividend.	
Since	taxable	surplus	dividends	are	subject	to	tax	at	ordinary	corporate	rates,	in	such	
circumstances	it	may	be	more	advantageous	to	designate	a	lower	amount	sufficient	
to	access	only	the	available	exempt	surplus	by	designating	an	amount	that	would	
result	in	the	whole	dividend	under	proposed	regulation	5902(1)(a)(ii)	being	equal	to	
the	exempt	surplus	balance.27	In	this	case,	the	balance	of	the	proceeds	would	give	
rise	to	a	capital	gain.

In	applying	proposed	regulation	5902(1)(a),	 the	application	rules	 in	proposed	
regulation	 5902(2)	 must	 be	 considered.	 Proposed	 regulation	 5902(2)(a)	 provides	
that	in	determining	the	surplus,	deficit,	underlying	foreign	tax,	and	net	surplus	of	a	
particular	foreign	affiliate	in	which	another	foreign	affiliate	of	the	taxpayer	has	an	
equity	percentage	for	the	purposes	of	proposed	regulation	5902(1)(a),	no	amount	is	

	 27	 On	this	point,	see	the	discussion	and	example,	ibid.,	at	870-71.
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included	in	respect	of	any	distribution28	that	would	be	received	by	the	particular	
affiliate	 from	 the	 other	 affiliate.	 This	 rule	 eliminates	 the	 circularity	 that	 would	
otherwise	arise	in	applying	proposed	regulation	5902(1)(a)	where	incestuous	share-
holdings	exist	between	affiliates.29

Proposed	regulation	5902(2)(a)(ii)	provides	that	where	an	affiliate	has	more	than	
one	class	of	shares,	the	amount	paid	as	a	dividend	on	the	shares	of	any	class	is	such	
portion	of	the	affiliate’s	net	surplus	as	the	affiliate	might	reasonably	be	expected	to	
pay	on	all	of	the	shares	of	that	class.	As	under	the	current	law,	the	rule	provides	no	
guidelines	 to	 illuminate	what	might	be	 the	 amount	of	dividends	 that	 an	affiliate	
might	reasonably	be	expected	to	pay.	While	the	answer	 is	obvious	 in	the	case	of	
shares	bearing	a	fixed	dividend	rate	(that	is,	the	amount	of	the	fixed	dividend	en-
titlement),	where	discretionary	dividend	rights	attach	to	multiple	classes	of	shares,	
the	 determination	 of	 whether	 the	 amounts	 paid	 as	 dividends	 are	 reasonable	 is	 a	
judgment	call	based	on	the	particular	facts	and	circumstances.30

Generally,	once	the	amount	of	the	whole	dividend	has	been	determined	under	
proposed	regulation	5902(1)(a)(ii),	the	rules	applicable	to	dividends	in	regulations	
5901	and	5900	will	apply	in	the	usual	manner.	However,	the	proposed	amendments	
retain	three	significant	exceptions	to	the	usual	rules	applicable	to	dividends.

The	first	exception	is	that	regulation	5901(2)	is	inapplicable.	This	rule	allows	pre-
acquisition	surplus	dividends	to	be	paid	out	of	the	affiliate’s	current-year	earnings	if	
the	dividend	 is	paid	after	 the	90th	day	after	 the	commencement	of	 the	affiliate’s	
taxation	year.

The	second	exception	is	that	regulation	5900(2),	which	allows	the	taxpayer	to	
elect	to	pay	dividends	out	of	the	affiliate’s	taxable	surplus	before	exempt	surplus,	
does	not	apply.

The	third	exception	is	that	paragraph	(b)	of	the	definition	of	underlying	foreign	
tax	applicable,31	which	allows	a	claim	for	an	additional	amount	of	underlying	for-
eign	tax	(that	is,	an	amount	greater	than	the	proportionate	amount	applicable	to	
the	 dividend	 determined	 under	 regulation	 5902(1)(a))	 in	 certain	 circumstances,	
does	not	apply.	Since	this	exception	limits	the	amount	of	underlying	foreign	tax	to	
the	proportionate	amount	applicable	to	the	dividend	determined	under	regulation	
5902(1)(a),	 it	effectively	prohibits	 the	accelerated	use	of	 the	available	underlying	
foreign	tax	in	circumstances	where	less	than	a	100	percent	interest	is	disposed	of.

There	is	no	obvious	policy	reason	for	limiting	the	application	of	these	three	rules	
where	a	subsection	93(1)	election	is	made.	This	should	be	changed	because	these	

	 28	 As	in	the	case	of	current	regulation	5905(2),	it	is	not	clear	why	the	proposed	rule	uses	the	term	
“distribution,”	since	regulation	5902(1)(a)	refers	to,	and	contemplates,	only	(hypothetical)	
dividends.

	 29	 In	some	cases,	it	may	be	necessary	to	obtain	technical	clarification.	In	this	regard,	see	our	
earlier	article,	supra	note	4,	at	868,	footnote	24.

	 30	 Where	shares	of	a	class	carry	no	dividend	rights,	the	amount	of	dividends	that	the	affiliate	
might	reasonably	be	expected	to	pay	on	that	class	will	be	nil.

	 31	 Regulation	5907(1).
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exclusions	are	inconsistent	with	the	dividend	model	that	the	Department	of	Finance	
has	clearly	accepted.

Corresponding Adjustments to Surplus

Subsection	93(1)	deems	the	corporate	recipient	to	have	received	a	dividend	from	a	
foreign	affiliate.	The	rule	does	not,	however,	deem	the	affiliate	to	have	paid	the	divi-
dend.	Accordingly,	absent	the	application	of	specific	surplus	adjustment	rules,	no	
adjustment	of	surplus	accounts	would	occur.

As	noted	above,	proposed	regulations	5902(1)(b),	5905(1),	and	5905(5)	are	the	
only	rules	that	apply	to	adjust	the	surplus	accounts	of	a	particular	affiliate	where	
shares	of	the	affiliate	are	disposed	of	and	those	shares	are	the	subject	of	a	subsection	
93(1)	election.	(For	clarity,	in	the	discussion	that	follows,	this	affiliate	will	be	referred	
to	as	“the	relevant	affiliate.”)	In	this	regard,	proposed	regulation	5905(5)	applies	to	
a	transfer	of	a	foreign	affiliate	share	by	a	Canadian-resident	corporation	to	a	taxable	
Canadian	 corporation.	 In	 all	 other	 cases,	 proposed	 regulations	 5902(1)(b)	 and	
5905(1)	provide	the	relevant	adjustments.

Proposed Regulations 5902(1)(b) and 5905(1)

The	adjustment	 rules	 in	proposed	 regulations	5902(1)(b)	 and	5905(1)	 adjust	 the	
relevant	affiliate’s	surplus	accounts.

The	general	thrust	of	proposed	regulation	5902(1)(b)	is	to	reduce	the	surplus	ac-
counts	of	the	relevant	affiliate	to	reflect	the	subsection	93(1)	deemed	dividend.	There	
is	no	adjustment	to	the	surplus	accounts	of	any	lower-tier	affiliates.	No	adjustment	
is	necessary	because	the	dividend	model	(coupled	with	the	proposed	fill-the-hole	
rules	mentioned	earlier)	theoretically	ensures	that	the	appropriate	amount	of	sur-
plus	is	available	for	future	distribution.	Proposed	regulation	5905(1),	on	the	other	
hand,	adjusts	the	available	surplus	and	the	underlying	foreign	tax	of	the	affiliate	to	
reflect	 the	 reduced	 ownership	 interest,	 if	 any,	 resulting	 from	 the	 transaction.	 In	
contrast	 to	 proposed	 regulation	 5902(1)(b),	 under	 proposed	 regulation	 5905(1),	
surplus	adjustments	are	made	to	the	relevant	affiliate	and	all	lower-tier	affiliates.

As	 a	 technical	 matter,	 the	 surplus	 reduction	 under	 proposed	 regulations	
5902(1)(b)(i)	to	(iii)	requires	the	relevant	affiliate	to	reduce	its	surplus	accounts	to	
account	 for	 the	deemed	dividend	arising	 as	 a	 consequence	of	 a	 subsection	93(1)	
election	(or	a	subsection	93(1.2)	election,	discussed	below).	For	example,	in	the	case	
of	exempt	surplus,	proposed	regulation	5902(1)(b)(i)	provides	for	the	inclusion	in	
element	B	of	the	definition	of	exempt	surplus	of	an	amount	equal	to	the	product	
obtained	when	the	specified	adjustment	factor	in	respect	of	the	disposition	is	mul-
tiplied	by	the	total	amount	of	all	dividends	paid	from	the	affiliate’s	exempt	surplus	
under	regulation	5900(1)(a).	Proposed	regulations	5902(1)(b)(ii)	and	 (iii)	provide	
the	same	consequences	for	taxable	surplus	and	underlying	foreign	tax.

Proposed	regulation	5902(1)(b)	is	subject	to	proposed	regulation	5905(5)(c),	which	
applies	where	a	Canadian-resident	corporation	transfers	foreign	affiliate	shares	to	a	
non-arm’s-length	taxable	Canadian	corporation	and	a	subsection	93(1)	election	is	
made.	Regulation	5905(5)(c)	is	discussed	separately	below.
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The	specified	adjustment	factor	is	determined	in	accordance	with	the	rules	in	
proposed	regulation	5902(2)(b).	This	 rule	provides	 that	 the	 specified	adjustment	
factor	is	the	amount	determined	by	the	formula	A/B.	Where	the	elected	dividend	is	
received	 by	 the	 taxpayer	 corporation,	 element	 A	 of	 the	 formula	 is	 100	 percent;	
where	the	dividend	is	received	by	a	foreign	affiliate	of	the	taxpayer,	element	A	is	the	
surplus	entitlement	percentage32	of	the	corporation	in	respect	of	the	other	affiliate	
immediately	before	the	time	that	the	dividend	is	deemed	to	have	been	paid	under	
proposed	regulation	5902(1).	Element	B	is	the	surplus	entitlement	percentage	of	the	
taxpayer	corporation	in	respect	of	the	relevant	affiliate	immediately	before	the	time	
that	the	dividend	is	deemed	to	have	been	paid.

Multiplying	the	amount	of	the	dividend	prescribed	to	be	paid	from	the	relevant	
surplus	 accounts	by	 the	 specified	adjustment	 factor	 is	necessary	 to	 ensure	 that	 a	
proportionate	reduction	of	the	relevant	account	occurs.	In	any	case	where	the	sur-
plus	entitlement	percentage	is	less	than	100	percent,	the	amount	of	the	dividend	
prescribed	to	be	paid	from	the	relevant	surplus	account	will	be	grossed	up	so	that	
the	surplus	reduction	is	the	same	as	that	which	would	have	occurred	if	an	actual	
dividend	had	been	paid.

In	 concert	 with	 proposed	 regulation	 5902(1)(b),	 proposed	 regulation	 5905(1)	
provides	that	the	surplus,	deficit,	and	underlying	foreign	tax	accounts	of	the	relevant	
affiliate	(and	each	lower-tier	affiliate)	are	increased33	in	proportion	to	the	taxpayer	
corporation’s	reduction	in	surplus	entitlement	percentage,	if	any.	Proposed	regula-
tion	5905(1)	therefore	retains	the	taxpayer’s	“interest”	 in	the	surplus	that	existed	
before	the	relevant	foreign	affiliate	shares	were	disposed	of.

More	particularly,	proposed	regulation	5905(1)	determines	the	opening	exempt	
surplus,	exempt	deficit,	taxable	surplus,	taxable	deficit,	and	underlying	foreign	tax	of	
the	relevant	affiliate	(and	each	lower-tier	affiliate)	by	applying	the	formula	A	×	B/C.	
Element	A	of	the	formula	is	the	amount	of	surplus,	deficit,	or	underlying	foreign	tax	
otherwise	determined	at	the	time	of	the	disposition.	Element	B	is	the	corporation’s	
surplus	entitlement	percentage	in	respect	of	the	relevant	affiliate	(or	the	lower-tier	
affiliate,	as	the	case	may	be)	immediately	before	the	disposition.	Element	C	is	the	
corporation’s	surplus	entitlement	percentage	in	respect	of	the	relevant	affiliate	(or	
the	lower-tier	affiliate,	as	the	case	may	be)	immediately	after	the	disposition.

Proposed	regulation	5905(1)	is	subject	to	proposed	regulations	5905(3)(a),	(5),	
and	(5.1).	Proposed	regulation	5905(3)(a)	applies	where	a	foreign	affiliate	is	formed	
as	a	result	of	a	“foreign	merger”	(within	the	meaning	of	subsection	87(8.1)),	and	
proposed	regulation	5905(5.1)	applies	where	foreign	affiliate	shares	become	shares	

	 32	 Defined	in	regulation	5905(13).	In	determining	surplus	entitlement	percentage,	regulations	
5905(10),	(11),	and	(12)	must	be	considered.	For	a	detailed	discussion	of	surplus	entitlement	
percentage	and	the	applicable	regulations,	see	our	earlier	article,	supra	note	4,	at	874-77.

	 33	 Proposed	regulation	5905(1)	provides	for	an	increase	where	another	person	acquires	shares	in	
the	relevant	affiliate	and	a	decrease	where	the	taxpayer	(or	another	foreign	affiliate)	acquires	
shares	in	the	affiliate.	These	circumstances	are	not	relevant	here.
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of	a	new	corporation	by	virtue	of	an	amalgamation	governed	by	subsection	87(1).	
Neither	of	these	proposed	regulations	is	discussed	further	in	this	article.	Proposed	
regulation	5905(5)	is	discussed	in	some	detail	below.

The	surplus	adjustments	provided	by	proposed	regulations	5902(1)(b)	and	5905(1)	
are	illustrated	in	example	3a.

Example 3a
Canco,	a	Canadian-resident	corporation,	owns	50	of	the	100	outstanding	shares	of	a	
foreign	affiliate,	Forco,	which	has	$100	of	exempt	surplus.	Canco	retracts	25	of	 its	
Forco	shares,	realizes	a	gain	of	$25,	and	designates	$25	in	a	subsection	93(1)	election.

Deemed Dividend
The	first	step	is	to	analyze	the	$25	dividend	that	is	deemed	to	have	been	received	

by	Canco	as	a	consequence	of	the	subsection	93(1)	election.	For	this	purpose,	pro-
posed	regulation	5902	and	regulations	5901	and	5900	must	be	applied	to	determine	
the	portion	of	the	dividend	paid	from	exempt	surplus.

Pursuant	to	proposed	regulation	5902(1)(a)(i),	the	exempt	surplus	and	net	surplus	
of	Forco	is	$100.	In	consequence,	proposed	regulation	5902(1)(a)(ii)	provides	for	the	
purposes	of	regulations	5900(1)	and	5901(1)	that	the	whole	dividend	paid	by	Forco	is	
$100,	being	the	$25	subsection	93(1)	dividend	(element	A	of	the	formula	in	proposed	
regulation	5902(1)(a)(ii))	multiplied	by	4.	In	this	regard,	4	is	the	amount	that	results	
from	element	B	of	the	formula,	being	the	quotient	obtained	by	dividing	Forco’s	net	
surplus	determined	under	proposed	regulation	5902(1)(a)(i)—that	is,	$100	(element	C	
of	the	formula	in	proposed	regulation	5902(1)(a)(ii))—by	the	$25	amount	of	the	net	
surplus	that	would	have	been	received	by	Canco	on	the	25	shares	in	respect	of	which	
the	section	93	election	is	made	(element	D	of	the	formula).	Since	the	portion	of	the	
$100	whole	dividend	deemed	to	have	been	paid	by	Forco	and	received	by	Canco	is	
$25,	and	since	that	portion	of	the	dividend	is	deemed	to	have	been	paid	by	Forco	out	
of	Forco’s	exempt	surplus	under	regulation	5900(1)(a),	the	entire	amount	of	the	$25	
dividend	deemed	to	have	been	received	by	Canco	is	paid	from	exempt	surplus.

Surplus Adjustments
Having	determined	the	amount	of	the	deemed	dividend	received	by	Canco	from	

Forco’s	exempt	surplus,	an	adjustment	must	be	made	to	Forco’s	exempt	surplus	to	
account	for	the	subsection	93(1)	deemed	dividend	and	for	the	reduction	of	Canco’s	
entitlement	to	Forco’s	exempt	surplus	(since	Canco	owns	only	25	of	the	75	Forco	shares	
outstanding	after	the	redemption).	To	this	end,	proposed	regulation	5902(1)(b)(i)	re-
duces	Forco’s	exempt	surplus	from	$100	to	$50	by	adding	to	the	amount	described	in	
subparagraph	(v)	of	element	B	of	the	definition	of	exempt	surplus	(regulation	5907(1))	
the	product	of	the	$25	exempt	surplus	dividend	multiplied	by	the	specified	adjustment	
factor	of	200	percent,	or	2.	This	specified	adjustment	factor	is	the	quotient	obtained	
when	100	percent	(element	A	of	the	formula	in	proposed	regulation	5902(2)(b))	is	div-
ided	by	Canco’s	50	percent	surplus	entitlement	percentage	in	Forco	immediately	before	
the	disposition	(element	B	of	the	formula).

Applying	 the	 formula	A	×	B/C	 in	proposed	regulation	5905(1),	Forco’s	opening	
exempt	surplus	is	then	deemed	to	be	$75.	In	this	regard,	element	A	is	$50	(the	exempt	
surplus	at	the	time	of	the	transaction	by	reason	of	the	proposed	regulation	5902(1)(b)	
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adjustment,	 which	 occurs	 immediately	 after	 the	 time	 that	 the	 proposed	 regulation	
5902(1)(b)	adjustment	occurs);	element	B	is	50	percent	(the	surplus	entitlement	per-
centage	 immediately	 before	 the	 redemption);	 and	 element	 C	 is	 33.33	 percent	 (the	
surplus	entitlement	percentage	immediately	after	the	redemption).34

Proposed Regulation 5905(5)—Certain Non-Arm’s-Length Transfers

Proposed	regulation	5905(5)	provides	for	the	continuity	of	surplus	balances	where	
a	corporation	resident	in	Canada	(“the	disposing	corporation”)	disposes	of	shares	in	
a	foreign	affiliate	to	a	taxable	Canadian	corporation	(“the	acquiring	corporation”)	
with	which	the	disposing	corporation	does	not	deal	at	arm’s	length.

Proposed	 regulation	 5905(5)	 carries	 out	 the	 same	 role	 as	 current	 regulations	
5905(5)	and	(6),	which	is	to	ensure	that	the	acquiring	corporation’s	entitlement	to	
the	affiliate’s	surplus	is	maintained	notwithstanding	that	the	particular	transaction	
increases	the	acquiring	corporation’s	interest	in	the	affiliate.	Accordingly,	the	rule	
reduces	the	affiliate’s	exempt	surplus,	taxable	surplus,	exempt	deficit,	taxable	deficit,	
and	underlying	 foreign	 tax,	 as	 is	 relevant	 in	 the	circumstances,	 in	 respect	of	 the	
acquiring	corporation.	No	adjustment	is	made	to	the	affiliate’s	surplus	in	respect	of	
the	disposing	corporation	because	 the	disposing	corporation’s	entitlement	 to	 the	
surplus	 is	diluted	by	reason	of	 its	reduced	shareholding	 in	the	affiliate.	The	rule	
applies	whether	or	not	a	subsection	93(1)	election	is	made.

As	 stated	 above,	 the	 surplus	 adjustments	 in	 proposed	 regulation	 5902(1)	 are	
subject	to	proposed	regulation	5905(5)(c),	and	the	surplus	adjustments	in	proposed	
regulation	5905(1)	 are	 subject	 to	proposed	 regulation	5905(5).	 In	 addition,	pro-
posed	regulation	5905(5)(c)(ii)	provides	that	no	adjustment	to	the	affiliate’s	surplus	
balances	in	respect	of	the	disposing	corporation	shall	be	made	pursuant	to	proposed	
regulation	5902(1)(b)	other	than	for	the	purpose	of	proposed	regulation	5905(5)(b),	
and	proposed	regulation	5905(5)(d)	provides	that	no	adjustment	is	to	be	made	under	
regulation	5905(1)	to	the	surplus	balances	in	respect	of	the	disposing	corporation.	
Therefore,	the	entire	mechanism	to	adjust	a	foreign	affiliate’s	surplus	where	a	corpor-
ation	resident	in	Canada	has	transferred	foreign	affiliate	shares	to	a	non-arm’s-length	
taxable	Canadian	corporation	is	contained	in	proposed	regulation	5905(5).

The	proposed	regulation	5905(5)	adjustment	is	made	by	first	reducing	the	affiliate’s	
surplus	accounts	in	respect	of	the	disposing	corporation	under	proposed	regulation	
5905(5)(c)(i)	for	the	purpose	of	proposed	regulation	5905(5)(b).	The	affiliate’s	surplus	
balances	in	respect	of	both	the	acquiring	corporation	and	the	disposing	corporation	

	 34	 That	this	is	the	correct	result	may	be	verified	as	follows.	Before	the	redemption,	Canco	can	be	
viewed	as	having	an	entitlement	to	extract	$50	of	Forco’s	exempt	surplus,	being	50	percent	of	
Forco’s	$100	exempt	surplus	balance.	Canco	extracts	only	$25	of	exempt	surplus	by	making	the	
subsection	93(1)	election.	If	Forco	later	pays	a	$75	dividend	(that	is,	its	exempt	surplus	balance),	
the	entire	$25	dividend	that	Canco	receives	(as	the	33.33	percent	shareholder)	will	be	paid	
from	exempt	surplus.	In	conclusion,	Canco’s	interest	in	Forco’s	exempt	surplus	before	the	
redemption	is	not	diluted	by	reason	of	the	regulation	5905(1)	adjustment.
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are	then	determined	under	proposed	regulation	5905(5)(b).35	The	final	step	is	to	
compute	the	affiliate’s	opening	surplus	balances	in	respect	of	the	acquiring	corpor-
ation	pursuant	to	proposed	regulation	5905(5)(a).

More	specifically,	proposed	regulation	5905(5)(c)(i)	reduces	(for	the	purpose	of	
proposed	regulation	5905(5)(b))	the	affiliate’s	surplus	accounts	in	respect	of	the	dis-
posing	 corporation	 to	 account	 for	 the	 deemed	 dividend	 arising	 by	 virtue	 of	 the	
subsection	93(1)	election.	This	is	achieved	by	applying	proposed	regulation	5902(1)(b)	
on	the	assumption	that	the	disposing	corporation’s	surplus	entitlement	percentage	
in	the	affiliate	is	determined	as	if	the	only	shares	owned	by	the	disposing	corpora-
tion	were	the	foreign	affiliate	shares	that	were	disposed	of.	(See	the	discussion	above	
on	the	operation	of	proposed	regulation	5902(1)(b).)

Once	 the	 surplus	 accounts	 in	 respect	of	 the	disposing	 corporation	have	been	
reduced	under	proposed	regulation	5905(5)(c)(i),	proposed	regulation	5905(5)(b)	
determines	the	surplus,	deficit,	and	underlying	foreign	tax	accounts	of	the	affiliate	
and	of	each	lower-tier	affiliate	in	respect	of	the	acquiring	corporation	and	the	dis-
posing	corporation	by	way	of	the	formula	A	×	B/C.	In	the	case	of	exempt	surplus,	
for	example,	element	A	of	the	formula	is	the	amount	of	exempt	surplus	determined	
without	reference	to	proposed	regulation	5905(5)	but	taking	into	account	proposed	
regulation	 5905(5)(c)(i).	 Element	 B	 is	 the	 surplus	 entitlement	 percentage	 of	 the	
disposing	corporation	or	the	acquiring	corporation,	as	the	case	may	be,	immediately	
before	the	disposition	as	if	the	shares	disposed	of	were	the	only	shares	of	the	relevant	
affiliate	owned	by	 the	disposing	corporation	 immediately	before	 the	disposition.	
Element	 C	 is	 the	 surplus	entitlement	percentage	of	 the	acquiring	corporation	 in	
respect	of	the	relevant	affiliate	immediately	after	the	disposition.	The	formula	re-
flects	the	proportionate	change	of	surplus	entitlement	percentage	in	the	affiliate,	and	
ensures	that	the	acquiring	corporation’s	entitlement	to	the	affiliate’s	surplus	accounts	
after	the	acquisition	is	equal	to	its	entitlement	(if	any)	to	those	accounts	before	the	
acquisition	plus	the	additional	entitlement	to	those	accounts	acquired	from	the	dis-
posing	corporation.

After	the	adjustment	in	proposed	regulation	5905(5)(b)	has	been	made,	proposed	
regulations	5905(5)(a)(i)	to	(v)	are	applied	to	determine	the	opening	surplus	accounts	
of	the	relevant	foreign	affiliate	and	all	lower-tier	affiliates	in	respect	of	the	acquiring	
corporation.	For	example,	proposed	regulation	5905(5)(a)(i)	provides	that	the	foreign	
affiliate’s	opening	exempt	surplus	in	respect	of	the	acquiring	corporation	is	the	total	
of	the	affiliate’s	exempt	surplus	in	respect	of	the	acquiring	and	disposing	corpora-
tions	before	the	transfer	less	the	total	of	the	affiliate’s	exempt	deficits	in	respect	of	
the	acquiring	and	disposing	corporations.	Proposed	regulations	5905(5)(a)(ii)	to	(v)	
operate	in	the	same	manner	to	determine,	respectively,	the	affiliate’s	opening	exempt	
deficit	(total	exempt	deficit	less	total	exempt	surplus),	opening	taxable	surplus	(total	

	 35	 Adjusted	surplus	for	both	corporations	is	required	for	the	application	of	proposed	
regulation	5905(5)(a).
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taxable	surplus	less	total	taxable	deficit),	opening	exempt	deficit	(total	exempt	deficit	
less	 total	 exempt	 surplus),	 and	 opening	 underlying	 foreign	 tax	 (total	 underlying	
foreign	tax	of	the	acquiring	and	disposing	corporations).

As	stated	above,	proposed	regulation	5905(5)(d)	confirms	that	no	adjustment	is	
to	be	made	under	regulation	5905(1)	to	the	affiliate’s	surplus,	deficit,	and	underlying	
foreign	tax	in	respect	of	the	disposing	corporation,	a	consequence	of	the	fact	that	
the	disposing	corporation	has	a	diluted	entitlement	to	these	accounts	by	reason	of	the	
disposition.

The	 adjustments	 made	 by	 proposed	 regulation	 5905(5)	 are	 illustrated	 in	
example	3b.

Example 3b
Canco,	a	Canadian-resident	corporation,	owns	all	of	 the	shares	of	Subco,	a	 taxable	
Canadian	corporation.	Canco	and	Subco	each	own	50	shares	(that	is,	50	percent	each)	
of	a	foreign	affiliate,	Forco,	which	has	$100	of	exempt	surplus	in	respect	of	each	of	
Canco	and	Subco.	Canco	transfers	25	Forco	shares	to	Subco,	realizes	a	gain	of	$25,	
and	designates	$25	in	a	subsection	93(1)	election.

Deemed Dividend
The	first	step	is	to	analyze	the	$25	dividend	that	is	deemed	to	have	been	received	

by	Canco	as	a	consequence	of	the	subsection	93(1)	election.	Accordingly,	proposed	
regulation	5902	and	regulations	5901	and	5900	must	be	applied	to	determine	the	por-
tion	of	the	dividend	paid	from	exempt	surplus.	For	the	reasons	set	out	in	example	3a,	
the	exempt	surplus	and	net	surplus	of	Forco	is	$100,	the	whole	dividend	paid	by	Forco	
is	$100,	and	therefore	Canco	is	considered	to	have	received	the	entire	$25	deemed	
dividend	from	exempt	surplus.

Surplus Adjustments
Proposed	regulations	5905(5)(a),	(b),	and	(c)	set	Forco’s	opening	surplus	balances	in	

respect	of	Subco,	and	proposed	regulation	5905(5)(d)	confirms	that	no	adjustment	shall	
be	made	to	the	surplus	balances	of	Forco	in	respect	of	Canco.	Consequently,	Forco’s	
exempt	 surplus	 in	 respect	 of	 Canco	 will	 remain	 $100,	 and	 proposed	 regulations	
5905(5)(a),	(b),	and	(c)	will	reset	Forco’s	opening	exempt	surplus	balance	in	respect	of	
Subco	to	$66.67,	as	discussed	below.

Proposed	regulation	5905(5)(a)	provides	that	the	opening	exempt	surplus	of	Forco	
in	respect	of	Subco	is	deemed	to	be	the	amount	(if	any)	by	which	Forco’s	exempt	surplus	
in	respect	of	each	of	Canco	and	Subco	determined	immediately	before	the	disposition	
exceeds	the	total	of	its	exempt	deficit	in	respect	of	each	of	Canco	and	Subco	immedi-
ately	before	the	disposition.

Pursuant	 to	 regulation	 5905(5)(b),	 for	 the	 purpose	 of	 proposed	 regulation	
5905(5)(a),	the	exempt	surplus	of	Forco	in	respect	of	Subco	immediately	before	the	
disposition	is	deemed	to	be	$66.67—that	is,	the	product	of	(1)	$100,	being	the	exempt	
surplus	of	Forco	in	respect	of	Subco	determined	without	reference	to	proposed	regu-
lation	5905(1)	but	taking	into	account	proposed	regulation	5905(5)(c)(i);	and	(2)	the	
proportion	that	Subco’s	surplus	entitlement	percentage	in	respect	of	Forco	immediately	
before	the	disposition	(50	percent)	is	of	its	surplus	entitlement	percentage	immedi-
ately	after	the	disposition	(75	percent).
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Proposed	regulations	5905(5)(b)	and	(c)	operate	to	determine	the	exempt	surplus	
of	Forco	in	respect	of	Canco	immediately	before	the	disposition	for	the	purpose	of	
proposed	regulation	5905(5)(a).

The	first	step	in	this	determination	is	to	adjust	Forco’s	exempt	surplus	in	respect	of	
Canco	in	accordance	with	proposed	regulation	5905(5)(c)(i).	This	adjustment	reduces	
Forco’s	exempt	surplus	balance	from	$100	to	nil.	The	adjustment	is	accomplished	by	
applying	proposed	regulation	5902(1)(b)	as	if	Canco’s	surplus	entitlement	percentage	
referred	to	in	element	B	of	the	formula	in	proposed	regulation	5902(2)(b)	were	deter-
mined	as	if	the	25	shares	disposed	of	were	the	only	shares	owned	by	Canco	immediately	
before	that	time.	Technically,	Forco’s	exempt	surplus	in	respect	of	Canco	is	reduced	by	
adding	$100	to	the	amount	described	in	subparagraph	(v)	of	element	B	of	the	definition	
of	exempt	surplus	in	regulation	5907(1),	$100	being	the	product	of	the	$25	exempt	
surplus	dividend	multiplied	by	the	specified	adjustment	factor	of	400	percent,	or	4.	
This	specified	adjustment	factor	is	the	product	obtained	when	100	percent	(element	A	
of	 the	 formula	 in	proposed	regulation	5902(2)(b))	 is	divided	by	Canco’s	25	percent	
surplus	entitlement	percentage	immediately	before	the	disposition	(based	on	the	pre-
sumption	that	the	25	shares	disposed	of	were	the	only	shares	owned	by	Canco).

The	next	step	in	the	determination	of	Forco’s	exempt	surplus	in	respect	of	Canco	
is	 to	 compute	 the	 proposed	 regulation	 5905(5)(b)	 amount—that	 is,	 the	 product	 of	
(1)	nil,	being	the	exempt	surplus	of	Forco	in	respect	of	Canco	after	taking	into	account	
the	proposed	regulation	5905(5)(c)(i)	adjustment;	and	(2)	the	proportion	that	Canco’s	
surplus	entitlement	percentage	in	respect	of	Forco	immediately	before	the	disposition	
(50	percent)	is	of	its	surplus	entitlement	percentage	immediately	after	the	dispos-
ition	 (25	percent).	The	result	 is	 that	 the	amount	determined	pursuant	 to	proposed	
regulation	5905(5)(b)	is	nil.

As	noted	above,	proposed	regulation	5905(5)(a)	provides	that	the	opening	exempt	
surplus	of	Forco	in	respect	of	Subco	is	deemed	to	be	the	amount	(if	any)	by	which	
Forco’s	exempt	surplus	 in	respect	of	each	of	Canco	(nil)	and	Subco	($66.67)	deter-
mined	immediately	before	the	disposition	exceeds	the	total	of	Forco’s	exempt	deficit	
in	respect	of	each	of	Canco	(nil)	and	Subco	(nil)	immediately	before	the	disposition.	
Consequently,	the	opening	exempt	surplus	of	Forco	in	respect	of	Subco	is	$66.67.36

Subsection 93(1.1) Election
Regulation	5902(6)	applies	to	prescribe	the	amount	designated	in	a	subsection	93(1)	
election	 that	 is	 deemed	 to	 be	 made	 by	 reason	 of	 subsection	 93(1.1).37	 The	 pre-
scribed	amount	is	the	lesser	of	the	capital	gain	otherwise	realized	and	the	amount	
that	could	reasonably	be	expected	to	be	received	on	the	shares	if	the	particular	affili-
ate	paid	a	dividend	of	its	net	surplus	determined	under	regulation	5902(1)(a).	The	
only	change	to	this	rule	is	that	proposed	regulation	5902(6)(b)	refers	to	regulation	

	 36	 As	in	example	3a,	the	fact	that	Subco	can	extract	$50	of	Forco’s	$100	exempt	surplus	both	
before	and	after	the	transfer	confirms	this	($50	being	50	percent	of	Forco’s	exempt	surplus	of	
$100	before	the	transfer	and	75	percent	of	its	exempt	surplus	of	$66.67	after	the	transfer).

	 37	 For	a	discussion	of	subsection	93(1.1),	see	our	earlier	article,	supra	note	4,	at	885-86.
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5902(1)(a)(i),	as	opposed	to	regulation	5902(1)(a),	reflecting	the	proposed	restruc-
turing	of	regulation	5902(1)	described	above.

First-Tier Partnerships: Subsection 93(1.2) 
and Regul ation 5908
Enabling the Subsection 93(1.2) Election

Under	the	current	law,	no	portion	of	a	subsection	93(1.2)	deemed	dividend	(including	
dividends	arising	from	a	deemed	subsection	93(1.2)	election	by	reason	of	subsection	
93(1.3))	will	be	considered	to	have	been	paid	from	a	foreign	affiliate’s	surplus	ac-
counts	for	the	purpose	of	determining	the	source	of	the	dividend	under	the	surplus	
rules.38	This	results	from	the	absence	of	regulations	currently	in	force	to	prescribe	
any	portion	of	a	subsection	93(1.2)	deemed	dividend	to	be	paid	from	an	affiliate’s	
surplus	accounts.39	Consequently,	while	a	dividend	deemed	to	have	been	received	
by	 a	Canadian-resident	 corporate	partner	pursuant	 to	 subsection	93(1.2)	will	 be	
included	in	the	corporation’s	income,40	the	corporation	will	not	be	able	to	deduct	
any	amount	under	subsection	113(1)	in	computing	taxable	income.	In	effect,	a	cap-
ital	gain	will	have	been	converted	into	a	fully	taxable	dividend.	Similarly,	a	dividend	
deemed	to	have	been	received	by	a	foreign	affiliate	pursuant	to	subsection	93(1.2)	
will	not	be	included	in	the	surplus	balances	of	the	recipient	affiliate,	potentially	giv-
ing	rise	to	adverse	consequences	when	the	group	repatriates	funds	to	Canada.

The	proposed	amendments	remedy	this	technical	lacuna	by	introducing	a	simple	
deeming	rule	in	proposed	regulation	5908(8)(a).	This	rule	provides	that	any	reference	
to	subsection	93(1)	in	part	LIX	of	the	regulations	(other	than	a	reference	in	regula-
tions	5902(5)	and	(6))	will	be	deemed	to	include	a	reference	to	subsection	93(1.2).41	
This	is	an	elegant	solution	to	the	technical	problem	under	current	law.	If	promul-
gated,	 the	amendment	will	 apply	 to	elections	made	under	 subsection	93(1.2)	 for	
dispositions	that	occur	after	November	1999.42

	 38	 Subsection	93.1(1)	provides	the	technical	authority	for	computing	surplus	balances	where	a	
foreign	affiliate	is	held	by	a	partnership.	For	a	more	detailed	review	of	subsections	93.1(2)	and	
93.1(1),	see	our	earlier	article,	supra	note	4,	at	886-91.

	 39	 Subsection	93(1.2)	was	introduced	in	2001	as	part	of	the	Income	Tax	Amendments	Act,	2000,	
SC	2001,	c.	17,	section	70(2).	However,	proposed	regulations	applicable	to	section	93	elections	
that	were	announced	on	March	16,	2001	(supra	note	5)	have	not	yet	been	enacted.

	 40	 Section	90	and	paragraph	12(1)(k).

	 41	 The	exclusion	of	references	to	subsection	93(1)	in	regulation	5902(5)	is	appropriate	since	the	
regulation	prescribes	the	manner	and	time	period	for	filing	a	subsection	93(1)	election	with	
the	minister	of	national	revenue,	though	this	is	unnecessary,	since	the	manner	and	time	period	
for	filing	an	election	under	subsection	93(1.2)	are	set	out	in	proposed	regulation	5908(8)(b).	
The	exclusion	of	references	to	subsection	93(1)	in	regulation	5902(6)	is	both	appropriate	and	
necessary	since	that	provision	prescribes	the	amount	that	will	be	deemed	to	have	been	elected	
in	respect	of	a	transaction	to	which	subsection	93(1.1)	applies.

	 42	 See	section	17(5)	of	the	2009	draft	legislation,	supra	note	6.
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The	application	of	the	deeming	rule	in	proposed	regulation	5908(8)(a)	to	deter-
mine	the	source	of	the	deemed	dividend	resulting	from	a	subsection	93(1.2)	election	
is	illustrated	in	example	4a.

Example 4a

Canco,	a	Canadian-resident	corporation,	owns	a	99.99	percent	interest	in	a	partner-
ship,	P.	P	owns	100	percent	(100	shares)	of	a	foreign	affiliate,	Forco,	which	has	exempt	
surplus	of	$100	in	respect	of	Canco.	The	fair	market	value	of	the	Forco	shares	is	$200.	
P	has	an	adjusted	cost	base	of	$100	in	the	Forco	shares.	P	sells	all	of	its	Forco	shares	
for	$200,	 realizing	a	gain	of	$100,	and	Canco	designates	$50	pursuant	 to	 subpara-
graph	93(1.2)(a)(i).

Pursuant	to	paragraph	93(1.2)(a),	Canco	will	be	deemed	to	have	received	a	divi-
dend	immediately	before	the	disposition	of	the	Forco	shares	by	P	in	an	amount	equal	
to	$100	(ignoring	the	sliver	interest),43	and	pursuant	to	paragraph	93(1.2)(b),	Canco’s	
taxable	capital	gain	from	P’s	disposition	of	the	Forco	shares	that	is	allocated	to	Canco	
pursuant	to	the	rules	in	subsection	96(1)	will	be	deemed	to	be	nil.

Pursuant	 to	proposed	regulation	5908(a),	 a	 reference	 to	 subsection	93(1)	 in	 the	
relevant	regulations	 includes	a	reference	to	subsection	93(1.2),	proposed	regulation	
5902	and	regulations	5901	and	5900	will	apply	to	determine	the	source	of	the	subsec-
tion	93(1.2)	deemed	dividend.

Pursuant	to	proposed	regulation	5902(1)(a)(ii),	the	whole	dividend	that	is	deemed	
to	have	been	paid	by	Forco	is	$100,	which	is	the	product	obtained	under	the	formula	
described	in	the	discussion	of	this	rule	in	the	text	above.	That	is,	the	$100	deemed	
dividend	under	subsection	93(1.2)	is	multiplied	by	1,	the	quotient	obtained	when	$100	
(Forco’s	net	surplus	determined	under	proposed	regulation	5902(1)(a)(i))	is	divided	by	
$100	(100	percent	of	the	$100	net	surplus,	which	is	the	amount	of	the	$100	dividend	
that	would	have	been	received	on	the	100	percent	of	Forco’s	shares	disposed	of	by	P	
that	are	the	subject	of	the	subsection	93(1.2)	election).

Accordingly,	in	applying	regulation	5901(1)	for	the	purpose	of	regulation	5900(1),	
Forco	is	deemed	to	have	paid	a	whole	dividend	of	$100,	all	of	which	is	paid	from	exempt	
surplus.	Therefore,	under	 regulation	5900(1)(a),	 the	entire	amount	of	 the	dividend	
deemed	to	have	been	received	by	Canco	as	a	consequence	of	the	subsection	93(1.2)	
election	is	deemed	to	have	been	paid	from	exempt	surplus.

	 43	 Pursuant	to	subparagraph	93(1.2)(a)(i),	the	amount	of	the	deemed	dividend	is	determined	to	be	
twice	the	amount	designated	by	Canco.	Subparagraph	93(1.2)(a)(i)	provides	that	the	designated	
amount	cannot	exceed	the	amount	that	is	equal	to	the	proportion	of	P’s	taxable	capital	gain	
that	the	number	of	Forco	shares	of	the	class	disposed	of	(determined	as	the	amount,	if	any,	by	
which	the	number	of	those	shares	that	were	deemed	to	have	been	owned	by	the	disposing	
corporation	for	the	purposes	of	subsection	93.1(1)	immediately	before	the	disposition	exceeds	
the	number	of	those	shares	that	were	deemed	to	have	been	owned	for	those	purposes	by	the	
disposing	corporation	immediately	after	the	disposition)	is	of	the	number	of	the	Forco	shares	
that	were	owned	by	P	immediately	before	the	disposition.	In	order	to	simplify	the	discussion,	
in	this	and	all	subsequent	examples,	we	have	ignored	for	this	purpose	the	sliver	interest	in	P	
not	held	by	Canco.



378  n  canadian tax journal / revue fiscale canadienne (2010) vol. 58, no 2

Corresponding Adjustments to Surplus

As	 noted	 above,	 the	 proposed	 amendments	 restructure	 current	 regulations	 that	
apply	to	adjust	surplus	balances	of	a	foreign	affiliate	whose	shares	are	the	subject	of	
a	subsection	93(1)	election.	Proposed	regulation	5908	extends	these	regulations	to	
subsection	93(1.2)	elections.

As	will	be	discussed	below,	proposed	regulation	5908	ensures	that	a	corporate	
partner	of	a	partnership	holding	foreign	affiliate	shares	is	required	to	adjust	the	sur-
plus	balances	of	a	foreign	affiliate	in	which	the	partnership	holds	an	interest	in	the	
same	manner	as	every	other	Canadian-resident	corporate	shareholder	pursuant	to	
proposed	regulations	5902(1)(b),	5905(1),	and	5905(5).	Proposed	regulation	5908(9)	
preserves	this	result	through	multiple	tiers	of	partnerships	by	deeming	a	member	of	
a	partnership	(the	first	partnership)	that	is	a	member	of	another	partnership	(the	
second	partnership)	to,	itself,	be	a	member	of	the	second	partnership	for	the	pur-
poses	of	proposed	regulation	5908.

Adjustments Under Proposed Regulation 5902

Subject	to	proposed	regulation	5905(5)(c),	the	surplus	adjustment	mechanism	under	
proposed	regulations	5902(1)(b)(i)	to	(iii)	requires	the	foreign	affiliate	whose	shares	
are	disposed	of	to	reduce	its	surplus	accounts	to	account	for	the	deemed	dividend	
arising	as	a	consequence	of	a	subsection	93(1)	or	(1.2)	election.	For	example,	in	the	
case	of	exempt	surplus,	proposed	regulation	5902(1)(b)(i)	 includes	in	the	amount	
described	in	subparagraph	(v)	of	element	B	of	the	definition	of	exempt	surplus	in	
regulation	5907(1),	an	amount	equal	 to	 the	product	obtained	when	the	specified	
adjustment	factor	in	respect	of	the	disposition	is	multiplied	by	the	total	amount	of	
all	dividends	paid	from	the	affiliate’s	exempt	surplus	under	regulation	5900(1)(a).

The	specified	adjustment	factor	is	determined	in	accordance	with	the	rules	in	
proposed	regulation	5902(2)(b)	and	requires	the	computation	of	the	surplus	entitle-
ment	percentage	of	the	Canadian-resident	corporation	in	respect	of	the	affiliate.	The	
determination	of	the	surplus	entitlement	percentage	of	a	Canadian-resident	corpora-
tion	in	respect	of	a	foreign	affiliate	requires	that	corporation	to,	directly	or	indirectly,	
hold	shares	of	the	affiliate,	since	one	of	the	principal	factors	in	the	determination	is	
the	corporation’s	equity	percentage	in	the	affiliate.44	Proposed	regulation	5908(1)	
provides	the	necessary	technical	link	where	a	partnership	is	included	in	the	owner-
ship	chain.45

	 44	 See	the	definition	of	“equity	percentage”	in	subsection	95(4).

	 45	 See	the	discussion	in	our	earlier	article,	supra	note	4,	at	889,	regarding	the	ownership	of	
partnership	property	under	common-law	principles.	Pursuant	to	section	17(2)	of	the	2009	draft	
legislation,	proposed	regulation	5908(1)	will	apply	for	taxation	years	of	a	foreign	affiliate	that	
begin	after	November	1999,	except	that	its	application	to	acquisitions,	dispositions,	redemptions,	
cancellations,	foreign	mergers,	amalgamations,	and	issuances	that	occur,	and	windups	that	
begin,	on	or	after	December	18,	2009	is	slightly	modified	in	the	manner	set	out	in	the	draft	
legislation	(see	supra	note	6).	We	do	not	discuss	those	modifications	in	this	article	since	they	do	
not	produce	a	different	result	from	that	described	above.
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More	particularly,	proposed	regulation	5908(1)	provides,	for	certain	limited	pur-
poses,	that	where	foreign	affiliate	shares	are	owned	by	a	partnership	(or	are	deemed	
to	be	owned	by	a	partnership	under	proposed	regulation	5908(1)),	the	partners	are	
deemed	to	own	the	shares	directly	in	proportion	to	their	respective	interests	in	the	
partnership	based	on	fair	market	value.	In	this	regard,	for	the	purposes	of	proposed	
regulations	5902(2)(b)	and	5905	(among	others),	each	partner	is	deemed	to	own	the	
number	of	foreign	affiliate	shares	held	by	the	partnership	that	the	fair	market	value	
of	that	partner’s	partnership	interest	is	of	the	fair	market	value	of	all	partnership	in-
terests.	Since	the	surplus	entitlement	percentage	of	a	Canadian-resident	corporation	
in	respect	of	a	foreign	affiliate	is	computed	pursuant	to	regulation	5905(13)	and	the	
specified	adjustment	factor	is	computed	pursuant	to	proposed	regulation	5902(2)(b),	
the	fiction	in	proposed	regulation	5908(1)	allows	the	computation	of	surplus	entitle-
ment	percentage	and,	consequently,	the	specified	adjustment	factor.

Therefore,	the	surplus	adjustments	in	proposed	regulations	5902(1)(b)(i)	through	
(iii)	will	apply	where	a	partnership	holds	foreign	affiliate	shares	in	the	same	manner	
as	discussed	above	where	a	corporation	holds	foreign	affiliate	shares.

The	application	of	proposed	regulation	5902(1)(b)	in	the	context	of	a	subsection	
93(1.2)	election	is	illustrated	in	example	4b	below.

Adjustments Under Proposed Regulation 5905(1)

Proposed	regulation	5905(1)	provides	that	a	foreign	affiliate’s	surplus	balances	are	
increased	in	proportion	to	the	taxpayer	corporation’s	reduction	in	surplus	entitle-
ment	percentage,	if	any.46	More	particularly,	proposed	regulation	5905(1)	determines	
the	opening	surplus	balances	after	a	disposition	of	foreign	affiliate	shares	by	multiply-
ing	the	relevant	surplus	balance	otherwise	determined	at	the	time	of	the	disposition	
by	the	proportion	that	the	corporation’s	surplus	entitlement	percentage	in	respect	
of	the	affiliate	immediately	before	the	disposition	is	of	its	surplus	entitlement	per-
centage	immediately	after	the	disposition.

Changes	in	the	surplus	entitlement	percentage	of	a	Canadian-resident	corpora-
tion	 in	 respect	 of	 a	 foreign	 affiliate,	 and	 surplus	 adjustments	 made	 pursuant	 to	
proposed	regulation	5905(1),	will	arise	at	any	time	that	shares	of	the	foreign	affiliate	
are	disposed	of,	or	acquired,	by	the	corporation	or	by	another	foreign	affiliate	of	the	
corporation.	While	proposed	regulation	5908(1)	ensures	that	the	partners	of	a	part-
nership	are	deemed	to	own	foreign	affiliate	shares	directly	in	proportion	to	their	
respective	interests	in	the	partnership	based	on	fair	market	value,	it	does	not	pro-
vide	a	mechanism	to	deem	a	disposition	or	acquisition	of	shares	by	a	partnership	to	
be	a	disposition	or	acquisition	of	shares	by	the	partners.	This	is	accomplished	by	
proposed	regulations	5908(2)	and	(3).

	 46	 Proposed	regulation	5905(1)	also	applies	to	decrease	surplus	balances	in	proportion	to	the	
taxpayer	corporation’s	increase	in	surplus	entitlement	percentage.	We	do	not	address	this	
aspect	of	the	proposed	regulation	in	this	article.
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Proposed	 regulation	5908(2)	deems	dispositions	 and	 acquisitions	of	 shares	 to	
occur	whenever	there	is	a	change	in	a	partner’s	interest	in	the	shares	of	a	foreign	
affiliate,	as	determined	under	proposed	regulation	5908(1).	More	particularly,	for	
the	purposes	of	proposed	regulations	5905(1),	(4),	and	(5)	(among	others),

n	 proposed	regulation	5908(2)(a)	provides	that	if	a	person	is	deemed,	pursuant	
to	proposed	regulation	5908(1),	to	own	at	a	particular	time	a	lesser	number	of	
shares	of	a	foreign	affiliate	than	the	person	was	deemed	to	own	immediately	
before	 that	 time,	 the	 number	 of	 affiliate	 shares	 equal	 to	 the	 difference	 is	
deemed	to	have	been	disposed	of	by	the	person;	and

n	 proposed	regulation	5908(2)(b)	provides	that	if	a	person	is	deemed,	pursuant	
to	proposed	regulation	5908(1),	to	own	at	a	particular	time	a	greater	number	
of	shares	of	a	foreign	affiliate	than	the	person	was	deemed	to	own	immediate-
ly	before	that	time,	the	number	of	affiliate	shares	equal	to	the	difference	is	
deemed	to	have	been	acquired	by	the	person.

Proposed	regulation	5908(3)	provides	two	interpretation	rules	for	the	applica-
tion	of	proposed	regulation	5908(2)	that	provide	clarity	where	an	entire	interest	in	
foreign	affiliate	shares	held	by	a	partnership	or	an	entire	interest	in	a	partnership	
held	by	a	Canadian-resident	corporation	or	a	foreign	affiliate	of	such	a	corporation	
is	acquired	or	disposed	of.	More	particularly,

n	 if	 a	 partnership	 does	 not	 own	 (and	 is	 not	 deemed	 by	 proposed	 regulation	
5908(1)	to	own)	foreign	affiliate	shares	at	a	particular	time,	proposed	regula-
tion	5908(3)(a)	will	apply	to	deem	proposed	regulation	5908(1)	to	have	applied	
to	deem	the	partners	of	the	partnership	to	own	no	foreign	affiliate	shares	at	
that	time;	and

n	 if	a	Canadian-resident	corporation	or	a	foreign	affiliate	of	such	a	corporation	
disposes	of	(or	acquires)	its	entire	interest	in	a	partnership	that	owns	(because	
of	the	assumptions	in	paragraph	96(1)(c))	shares	of	a	non-resident	corporation,	
proposed	regulation	5908(3)(b)	will	 apply	 to	deem	the	corporation	or	 the	
affiliate,	as	the	case	may	be,	to	own	(because	of	proposed	regulation	5908(1))	
no	shares	of	the	non-resident	corporation	at	the	time	that	is	immediately	after	
the	disposition	(or	immediately	before	the	acquisition).

Consequently,	by	virtue	of	the	deeming	rules	in	proposed	regulation	5908(2)	and	
(3),	the	surplus	adjustments	in	proposed	regulation	5905(1)	will	apply	where	a	part-
nership	holds	foreign	affiliate	shares	in	the	same	manner	as	discussed	above	where	
a	corporation	holds	foreign	affiliate	shares.

The	rules	in	proposed	regulation	5908(3)	are	necessary	because	proposed	regula-
tion	5908(2)	is	premised	on	changes	in	deemed	share	ownership	as	determined	under	
proposed	regulation	5908(1)	at	 two	different	 times.	Proposed	regulation	5908(1)	
applies	only	where	foreign	affiliate	shares	are,	on	the	basis	of	the	assumptions	con-
tained	in	paragraph	96(1)(c),	owned	by	a	partnership	or	are	deemed	by	proposed	
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regulation	5908(1)	to	be	owned	by	a	partnership.	Absent	proposed	regulation	5908(3),	
where	an	entire	ownership	interest	was	acquired	or	disposed	of,	proposed	regula-
tion	5908(1)	would	not	apply	to	deem	share	ownership	before	the	acquisition	or	
after	the	disposition,	as	the	case	may	be,	and	therefore	would	not	apply	at	one	of	the	
times	that	is	relevant	to	make	an	assessment	under	proposed	regulation	5908(2).

The	 application	 of	 proposed	 regulation	 5902(1)(b)	 and	 proposed	 regulation	
5905(1)	in	the	context	of	a	subsection	93(1.2)	election	is	illustrated	in	example	4b.

Example 4b

Canco,	a	Canadian-resident	corporation,	owns	a	99.99	percent	interest	in	a	partner-
ship,	P.	P	owns	100	percent	(100	shares)	of	a	foreign	affiliate,	Forco,	which	has	exempt	
surplus	of	$100	in	respect	of	Canco.	The	fair	market	value	of	the	Forco	shares	is	$200,	
and	P’s	adjusted	cost	base	in	the	shares	is	$100.	P	sells	50	percent	of	its	Forco	shares	
to	an	arm’s-length	third	party	for	$100,	realizing	a	gain	of	$50,	and	Canco	designates	
$25	pursuant	to	subparagraph	93(1.2)(a)(i).

Deemed Dividend

Pursuant	to	paragraph	93(1.2)(a),	Canco	will	be	deemed	to	have	received	a	divi-
dend	immediately	before	the	disposition	of	the	Forco	shares	by	P	in	an	amount	equal	
to	$50,	and	pursuant	to	paragraph	93(1.2)(b),	Canco’s	taxable	capital	gain	(allocated	to	
Canco	pursuant	 to	 the	 rules	 in	 subsection	96(1))	 from	 P’s	disposition	of	 the	Forco	
shares	will	be	deemed	to	be	nil.	As	in	example	4a,	proposed	regulation	5902	and	regu-
lations	5901	and	5900	will	apply	 to	determine	the	source	of	 the	subsection	93(1.2)	
deemed	dividend.

Pursuant	to	proposed	regulation	5902(1)(a)(ii),	the	whole	dividend	that	is	deemed	
to	have	been	paid	by	Forco	is	$100.	This	is	the	product	obtained	by	multiplying	the	
$50	deemed	dividend	under	subsection	93(1.2)	by	2,	the	quotient	obtained	when	$100	
(Forco’s	net	surplus	determined	under	proposed	regulation	5902(1)(a)(i))	is	divided	by	
$50	(50	percent	of	the	$100	net	surplus,	which	is	the	amount	of	the	$100	dividend	that	
would	have	been	received	on	the	50	percent	of	Forco’s	shares	disposed	of	by	P	that	are	
the	subject	of	the	subsection	93(1.2)	election).

Accordingly,	 in	applying	regulation	5901	for	 the	purpose	of	regulation	5900(1),	
Forco	is	deemed	to	have	paid	a	whole	dividend	of	$100,	all	of	which	is	paid	from	exempt	
surplus.	Therefore,	under	 regulation	5900(1)(a),	 the	entire	amount	of	 the	dividend	
deemed	to	have	been	received	by	Canco	as	a	consequence	of	the	subsection	93(1.2)	
election	($50)	is	deemed	to	have	been	paid	from	exempt	surplus.

Surplus Adjustment

Pursuant	to	proposed	regulation	5902(1)(b)(i),	Forco’s	exempt	surplus	in	respect	of	
Canco	will	be	reduced	by	$50	(by	virtue	of	the	addition	to	the	amount	described	in	
subparagraph	(v)	of	element	B	of	the	exempt	surplus	definition).	This	amount	is	the	
result	of	multiplying	the	$50	dividend	prescribed	by	regulation	5900(1)(a)	to	have	been	
paid	out	of	Forco’s	exempt	surplus	by	the	specified	adjustment	factor	in	respect	of	the	
disposition.	Pursuant	to	proposed	regulation	5902(2)(b),	the	specified	adjustment	fac-
tor	 in	 respect	 of	 the	 disposition	 is	 1.	 This	 amount	 is	 the	 quotient	 obtained	 when	
100	percent	is	divided	by	Canco’s	surplus	entitlement	percentage	(again	assumed	to	be	
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100	percent)	 in	 respect	of	Forco	 immediately	before	 the	deemed	dividend	 (having	
regard	to	the	fiction	created	by	proposed	regulation	5908(1)).

The	surplus	adjustment	made	pursuant	to	proposed	regulation	5902(1)(b)(i)	will	be	
made	at	the	time	the	dividend	is	deemed	to	have	been	received—that	is,	immediately	
before	the	disposition	of	the	Forco	shares	by	P.	Since	that	adjustment	will	already	have	
been	made	at	the	time	of	the	disposition,	the	surplus	balances	will	be	further	adjusted,	
pursuant	 to	 proposed	 regulation	 5905(1),	 to	 take	 into	 account	 changes	 to	 Canco’s	
surplus	entitlement	percentage	in	Forco	resulting	from	the	disposition.

Surplus	adjustments	will	be	made	pursuant	to	proposed	regulation	5905(1)	because	
proposed	regulation	5908(2)(a)	will	apply	to	deem	Canco	to	have	disposed	of	a	50	per-
cent	interest	in	Forco.	This	follows	because,	pursuant	to	proposed	regulation	5908(1),	
Canco’s	interest	in	Forco	will	be	deemed	to	be	100	percent	immediately	before	the	
disposition	and	50	percent	immediately	after	the	disposition.

Technically,	Forco’s	exempt	surplus	in	respect	of	Canco	will	be	adjusted	from	$50	
to	$100.	The	latter	amount	is	the	product	of	(1)	$50,	being	Forco’s	exempt	surplus	in	
respect	of	Canco	immediately	before	the	disposition,	as	adjusted	by	proposed	regula-
tion	5902(1)(b)(i),	and	(2)	the	proportion	that	Canco’s	surplus	entitlement	percentage	
in	respect	of	Forco	immediately	before	the	disposition	(100	percent)	is	of	its	surplus	
entitlement	percentage	immediately	after	the	disposition	(50	percent).

Adjustments Under Proposed Regulation 5905(5)

As	discussed	above,	proposed	regulation	5905(5)	provides	for	continuity	of	surplus	
balances	where	a	Canadian-resident	corporation	disposes	of	shares	of	a	foreign	af-
filiate	to	a	taxable	Canadian	corporation	with	which	the	disposing	corporation	does	
not	deal	at	arm’s	length.	While	proposed	regulation	5908(2)	applies	to	deem	foreign	
affiliate	shares	to	have	been	disposed	of	and	acquired,	both	the	deemed	seller	and	
the	deemed	acquiror	are	relevant	to	the	application	of	proposed	regulation	5905(5).	
Accordingly,	proposed	regulation	5908(4)	provides	that	the	shares	that	are	sold,	or	
are	deemed	to	have	been	sold,	are	deemed	to	have	been	sold	proportionately	to	the	
members	of	a	partnership	that	are	deemed	to	have	acquired	the	shares.

Technically,	proposed	regulation	5908(4)	applies	where	(1)	a	Canadian-resident	
corporation	(“the	disposing	corporation”)	disposes	of	 foreign	affiliate	shares	of	a	
class;	(2)	as	a	consequence	of	the	same	transaction	or	event	that	caused	the	dispos-
ition,	a	taxable	Canadian	corporation	with	which	the	disposing	corporation	is	not	
dealing	at	arm’s	length	(“the	acquiring	corporation”)	acquires	shares	of	that	class;	
and	(3)	the	transaction	or	event	that	caused	the	disposition	is	one	to	which	proposed	
regulation	5908(2)(a)	or	(b)	applies.	The	disposition	of	shares	by	the	disposing	cor-
poration	and	the	acquisition	of	shares	by	the	acquiring	corporation	are	governed	by	
proposed	regulations	5908(2)	and	(3).

Where	proposed	regulation	5908(4)	applies,	the	disposing	corporation	is	deemed	
for	the	purposes	of	proposed	regulation	5905(5)	to	have	disposed	of	to	the	acquiring	
corporation	the	number	of	shares	of	the	class	determined	by	the	formula	A	×	B.	
Element	A	is	equal	to	the	number	of	shares	of	that	class	disposed	of	by	the	disposing	
corporation.	Element	B	depends	on	the	application	of	proposed	regulation	5908(2)(b)	
in	the	following	manner:
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n	 Where	the	acquiring	corporation	is	a	member	of	a	partnership	and	proposed	
regulation	5908(2)(b)	deems	the	acquiring	corporation	to	have	acquired	the	
foreign	affiliate	shares,	element	B	will	be	equal	to	the	proportionate	share	of	
foreign	 affiliate	 shares	 deemed	 by	 proposed	 regulation	 5908(2)(b)	 to	 have	
been	acquired	by	the	acquiring	corporation.	More	particularly,	in	such	a	case,	
element	B	will	be	equal	to	the	amount	determined	by	the	formula	C/D,	where	
C	 is	equal	to	the	number	of	shares	of	the	class	that	is	deemed	by	proposed	
regulation	5908(2)(b)	to	have	been	acquired	by	the	acquiring	corporation	as	
a	 result	of	 the	 transaction	or	event,	 and	 D	 is	 equal	 to	 the	 total	number	of	
shares	of	that	class	that	is	deemed	by	proposed	regulation	5908(2)(b)	to	have	
been	acquired	by	a	person	as	a	result	of	the	transaction	or	event.

n	 Where	the	acquiring	corporation	did	not	acquire	the	shares	because	of	proposed	
regulation	5908(2)(b)	(that	is,	the	acquiring	corporation	was	not	a	member	of	
a	partnership	that	acquired	the	shares),	element	B	will	be	equal	to	1.

Consequently,	by	virtue	of	the	deeming	rules	in	proposed	regulations	5908(2),	
(3),	 and	 (4),	where	a	partnership	disposes	of	 foreign	affiliate	 shares,	 the	 surplus	
adjustments	in	proposed	regulation	5905(5)	will	apply	in	the	same	manner	as	dis-
cussed	above	in	respect	of	a	disposition	by	a	corporation.

The	application	of	proposed	regulation	5905(5)	in	the	context	of	a	subsection	
93(1.2)	election	is	illustrated	in	example	4c.

Example 4c

Canco,	a	Canadian-resident	corporation,	owns	a	99.99	percent	interest	in	a	partner-
ship,	P,	and	a	100	percent	interest	in	Subco,	a	taxable	Canadian	corporation.	P	owns	
100	percent	(100	shares)	of	a	foreign	affiliate,	Forco,	which	has	exempt	surplus	of	$100	
in	respect	of	Canco.	The	fair	market	value	of	the	Forco	shares	is	$200,	and	P’s	adjusted	
cost	base	in	the	shares	is	$100.	P	sells	50	percent	of	its	Forco	shares	to	Subco	for	$100,	
realizing	a	gain	of	$50,	and	Canco	designates	$25	pursuant	to	subparagraph	93(1.2)(a)(i).

Deemed Dividend

Pursuant	to	paragraph	93(1.2)(a),	Canco	will	be	deemed	to	have	received	a	divi-
dend	immediately	before	the	disposition	of	the	Forco	shares	by	P	in	an	amount	equal	
to	$50,	and	pursuant	to	paragraph	93(1.2)(b),	Canco’s	taxable	capital	gain	(allocated	to	
Canco	pursuant	to	the	rules	in	subsection	96(1))	from	P’s	disposition	of	the	shares	will	
be	deemed	to	be	nil.	As	in	examples	4a	and	4b,	the	source	of	the	subsection	93(1.2)	
deemed	dividend	will	be	determined	pursuant	to	proposed	regulation	5902	and	regu-
lations	5901	and	5900.

Pursuant	to	proposed	regulation	5902(1)(a)(ii),	the	whole	dividend	that	is	deemed	
to	have	been	paid	by	Forco	is	$100.	This	is	the	product	obtained	by	multiplying	the	
$50	deemed	dividend	by	2,	 the	quotient	obtained	when	$100	 (Forco’s	net	 surplus	
determined	under	proposed	regulation	5902(1)(a)(i))	is	divided	by	$50	(50	percent	of	
the	$100	net	surplus,	which	is	the	amount	of	the	$100	dividend	that	would	have	been	
received	on	the	50	percent	of	Forco’s	shares	disposed	of	by	P	that	are	the	subject	of	the	
subsection	93(1.2)	election).
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Accordingly,	 in	applying	regulation	5901	for	 the	purpose	of	regulation	5900(1),	
Forco	is	deemed	to	have	paid	a	whole	dividend	of	$100,	all	of	which	is	paid	from	exempt	
surplus.	Therefore,	under	 regulation	5900(1)(a),	 the	entire	amount	of	 the	dividend	
deemed	to	have	been	received	by	Canco	as	a	consequence	of	the	subsection	93(1.2)	
election	($50)	is	deemed	to	have	been	paid	from	exempt	surplus.

Surplus Adjustments
Pursuant	to	proposed	regulation	5908(4),	for	the	purposes	of	proposed	regulation	

5905(5),	all	of	the	shares	deemed	by	proposed	regulation	5908(2)	to	have	been	disposed	
of	by	Canco	will	be	deemed	to	have	been	disposed	of	to	Subco.	That	is,	element	B	in	
proposed	regulation	5908(4)	will	be	1,	since	Subco	will	not	acquire	the	shares	because	
of	proposed	regulation	5908(2)(b)	(that	is,	Subco	is	not	a	member	of	a	partnership	that	
acquired	the	shares).

Proposed	regulations	5905(5)(a),	(b),	and	(c)	set	Forco’s	opening	surplus	balances	
in	respect	of	Subco,	and	proposed	regulation	5905(5)(d)	confirms	that	no	adjustment	
shall	be	made	 to	 the	 surplus	balances	of	Forco	 in	respect	of	Canco.	Consequently,	
Forco’s	exempt	surplus	in	respect	of	Canco	will	remain	$100,	and	proposed	regula-
tions	5905(5)(a),	(b),	and	(c)	will	set	Forco’s	opening	exempt	surplus	balance	in	respect	
of	Subco	to	nil,	as	discussed	below.

Proposed	regulation	5905(5)(a)	provides	that	the	opening	exempt	surplus	of	Forco	
in	respect	of	Subco	is	deemed	to	be	the	amount	(if	any)	by	which	Forco’s	exempt	surplus	
in	respect	of	each	of	Canco	and	Subco	determined	immediately	before	the	disposition	
exceeds	the	total	of	its	exempt	deficit	in	respect	of	each	of	Canco	and	Subco	immedi-
ately	before	the	disposition.

Pursuant	 to	 regulation	 5905(5)(b),	 for	 the	 purpose	 of	 proposed	 regulation	
5905(5)(a),	the	exempt	surplus	of	Forco	in	respect	of	Subco	immediately	before	the	
disposition	is	deemed	to	be	nil—that	is,	the	product	of	(1)	nil,	being	the	exempt	surplus	
of	Forco	 in	respect	of	Subco	determined	without	reference	 to	proposed	regulation	
5905(1)	but	taking	into	account	proposed	regulation	5905(5)(c)(i);	and	(2)	the	propor-
tion	that	Subco’s	surplus	entitlement	percentage	in	respect	of	Forco	immediately	before	
the	disposition	(nil)	is	of	its	surplus	entitlement	percentage	immediately	after	the	dis-
position	(also	nil).

Proposed	regulations	5905(5)(b)	and	(c)	operate	to	determine	the	exempt	surplus	
of	Forco	in	respect	of	Canco	immediately	before	the	disposition	for	the	purpose	of	
proposed	regulation	5905(5)(a).

The	first	step	in	this	determination	is	to	adjust	Forco’s	exempt	surplus	in	respect	of	
Canco	in	accordance	with	proposed	regulation	5905(5)(c)(i).	This	adjustment	reduces	
Forco’s	exempt	surplus	balance	from	$100	to	nil.	The	adjustment	is	accomplished	by	
applying	proposed	regulation	5902(1)(b)	as	if	Canco’s	surplus	entitlement	percentage	
referred	to	in	element	B	of	the	formula	in	proposed	regulation	5902(2)(b)	were	deter-
mined	as	if	the	50	shares	disposed	of	were	the	only	shares	owned	by	Canco	immediately	
before	that	time.	Technically,	Forco’s	exempt	surplus	in	respect	of	Canco	is	reduced	by	
adding	$100	to	the	amount	described	in	subparagraph	(v)	of	element	B	of	the	exempt	
surplus	definition,	$100	being	the	product	of	the	$50	exempt	surplus	dividend	multi-
plied	by	the	specified	adjustment	factor	of	200	percent,	or	2.	This	specified	adjustment	
factor	is	the	product	obtained	when	100	percent	(element	A	of	the	formula	in	proposed	
regulation	5902(2)(b))	is	divided	by	Canco’s	50	percent	surplus	entitlement	percentage	
immediately	before	the	disposition	(based	on	the	presumption	that	the	50	shares	disposed	
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of	were	the	only	shares	owned	by	Canco	and	having	regard	to	the	fiction	created	by	
proposed	regulation	5908(1)).

The	next	step	in	the	determination	of	Forco’s	exempt	surplus	in	respect	of	Canco	
is	 to	 compute	 the	 proposed	 regulation	 5905(5)(b)	 amount—that	 is,	 the	 product	 of	
(1)	nil,	being	the	exempt	surplus	of	Forco	in	respect	of	Canco	after	taking	into	account	
the	proposed	regulation	5905(5)(c)(i)	adjustment;	and	(2)	the	proportion	that	Canco’s	
surplus	entitlement	percentage	in	respect	of	Forco	immediately	before	the	disposition	
(100	percent)	is	of	its	surplus	entitlement	percentage	immediately	after	the	dispos-
ition	 (50	percent).	The	result	 is	 that	 the	amount	determined	pursuant	 to	proposed	
regulation	5905(5)(b)	is	nil.

As	noted	above,	proposed	regulation	5905(5)(a)	provides	that	the	opening	exempt	
surplus	of	Forco	in	respect	of	Subco	is	deemed	to	be	the	amount	(if	any)	by	which	
Forco’s	exempt	surplus	in	respect	of	each	of	Canco	(nil)	and	Subco	(nil)	determined	
immediately	before	the	disposition	exceeds	the	total	of	Forco’s	exempt	deficit	in	respect	
of	each	of	Canco	(nil)	and	Subco	(nil)	immediately	before	the	disposition.	Consequent-
ly,	the	opening	exempt	surplus	of	Forco	in	respect	of	Subco	is	nil.

Lower-Tier Partnerships: Subsection 93(1.3) 
and Regul ation 5908
Subsection	93(1.3)	deems	an	election	to	have	been	made	under	subsection	93(1.2)	
where	a	foreign	affiliate	(“the	particular	affiliate”)	of	a	Canadian-resident	corporation	
has	a	gain	from	a	disposition	by	a	partnership	of	shares	of	another	foreign	affiliate	
(“the	second	affiliate”)	that	constitute	excluded	property.	Proposed	subparagraph	
93(1.2)(a)(ii)	provides	 that	 the	amount	designated	on	 the	deemed	election	 is	 the	
prescribed	amount.47	Under	the	current	law,	no	regulation	is	in	force	that	prescribes	
an	amount	for	this	purpose.48

Proposed	regulation	5908(8)(c)	prescribes	an	amount	for	the	purpose	of	subpara-
graph	93(1.2)(a)(ii)	 and	will	 apply	 in	 respect	of	 elections	made	under	 subsection	
93(1.2)	for	dispositions	occurring	after	November	1999.49	Conceptually,	the	pre-
scribed	amount	determined	under	proposed	regulation	5908(8)(c)	 is	equal	to	the	
lesser	of	the	taxable	capital	gain	that	would	otherwise	be	allocated	to	the	particular	
affiliate	and	the	amount	that	is	equal	to	50	percent	of	the	particular	affiliate’s	pro-
portionate	entitlement	to	the	second	affiliate’s	net	surplus.

In	technical	terms,	the	amount	prescribed	by	proposed	regulation	5908(8)(c)	is	
the	lesser	of

	 1.	 the	taxable	capital	gain	(if	any)	of	the	particular	affiliate	from	the	disposition	
of	the	share(s)	of	the	second	affiliate	otherwise	determined;	and

	 47	 Pursuant	to	section	4(3)	of	the	2009	draft	legislation,	proposed	subparagraph	93(1.2)(a)(ii)	will	
apply	in	respect	of	dispositions	that	occur	after	November	1999.

	 48	 See	the	discussion	in	our	earlier	article,	supra	note	4,	at	892-93.

	 49	 Pursuant	to	section	17(5)	of	the	2009	draft	legislation.
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	 2.	 the	amount	determined	by	the	formula	A	×	B	×	C/D,	the	elements	of	which	
are	defined	as	follows:
a.	 Element	A	is	the	fraction	referred	to	in	paragraph	38(a)	that	applies	to	the	

particular	affiliate’s	taxation	year	that	includes	the	last	day	of	the	partner-
ship’s	 fiscal	 period	 that	 includes	 the	 time	 of	 the	 disposition	 (currently	
one-half ).

b.	Element	B	is	the	amount	that	could	reasonably	be	expected	to	have	been	
received	in	respect	of	all	shares	of	the	same	class	as	the	share	disposed	of	
if	the	second	affiliate	had	paid	a	dividend	equal	to	the	amount	of	its	net	
surplus	 determined	 under	 proposed	 regulation	 5902(1)(a)(i)	 (discussed	
above).

c.	 Element	C	is	equal	to	the	number	of	shares	determined	under	subsection	
93(1.3).	 The	 number	 of	 shares	 determined	 under	 subsection	 93(1.3)	 is	
equal	to	the	amount	(if	any)	by	which

	 i.	 the	number	of	shares	of	the	particular	class	disposed	of	that	the	par-
ticular	affiliate	is	deemed	to	own	for	the	purposes	of	subsection	93.1(1)	
immediately	before	the	disposition

exceeds
	 ii.	 the	number	of	shares	of	that	class	that	the	particular	affiliate	is	deemed	

to	own	for	the	purposes	of	subsection	93.1(1)	immediately	after	the	
disposition.

d.	Element	D	is	equal	to	the	total	number	of	issued	shares	of	the	particular	
class	immediately	before	the	disposition.

The	application	of	subsection	93(1.3)	and	proposed	regulation	5908(8)(c)	is	illus-
trated	in	example	4d.

Example 4d
Canco,	 a	 Canadian-resident	 corporation,	 owns	 all	 100	 shares	 of	 a	 foreign	 affiliate,	
Forco	1,	which	has	no	surplus	balances	in	respect	of	Canco.	Forco	1	owns	a	99.99	per-
cent	interest	in	a	partnership,	P.	P	owns	all	100	shares	of	a	foreign	affiliate,	Forco	2,	
which	has	exempt	surplus	of	$100.	The	Forco	2	shares	are	excluded	property	and	their	
fair	market	value	is	$200.	P’s	adjusted	cost	base	in	the	Forco	2	shares	is	$100.	P	sells	
100	percent	of	its	Forco	2	shares	to	an	arm’s-length	third	party	for	$200	and	realizes	a	
gain	of	$100.

Deemed Dividend
Since	the	Forco	2	shares	are	excluded	property,	subsection	93(1.3)	will	deem	Canco	

to	have	made	a	subsection	93(1.2)	election,	and	subparagraph	93(1.2)(a)(ii)	will	deem	
Forco	1	to	have	received,	immediately	before	P’s	disposition	of	the	Forco	2	shares,	a	
dividend	equal	to	twice	the	amount	determined	under	proposed	regulation	5908(8)(c).

Proposed	regulation	5908(8)(c)	deems	the	subparagraph	93(1.2)(a)(ii)	prescribed	
amount	to	be	the	lesser	of	Forco	1’s	otherwise	determined	taxable	capital	gain	($50)	
and	the	amount	determined	by	the	formula	A	×	B	×	C/D.	In	this	example,
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1.	 A	is	50	percent;
2.	 B	is	$100,	being	Forco	2’s	net	surplus	in	respect	of	Canco	as	determined	under	

proposed	regulation	5902(1)(a)(i);
3.	 C	is	100,	being	the	number	of	shares	determined	under	subsection	93(1.3),	or	

the	number	of	Forco	2	shares	equal	to	the	amount	(if	any)	by	which
a.	 the	 number	 of	 shares	 of	 the	 particular	 class	 disposed	 of	 that	 Forco	 1	 is	

deemed	to	own	for	the	purposes	of	subsection	93.1(1)	immediately	before	
the	disposition	(100)	exceeds

b.	 the	number	of	shares	of	that	class	that	Forco	1	is	deemed	to	own	for	the	
purposes	of	subsection	93.1(1)	immediately	after	the	disposition	(0).

4.	 D	is	100,	being	the	total	number	of	issued	Forco	2	shares.

The	amount	prescribed	by	regulation	5908(8)(c)	for	the	purpose	of	paragraph	93(1.2)(a)	
is	therefore	$50.	Consequently,	Forco	1’s	taxable	capital	gain	is	reduced	from	$50	to	
nil,	and	pursuant	to	paragraph	93(1.2)(a),	the	dividend	deemed	to	have	been	received	
by	Forco	1	is	$100	(that	is,	twice	the	subparagraph	93(1.2)(a)(ii)	amount).

As	in	the	previous	examples	involving	a	partnership,	the	source	of	the	subsection	
93(1.2)	 deemed	 dividend	 is	 determined	 pursuant	 to	 proposed	 regulation	 5902	 and	
regulations	5901	and	5900.	Pursuant	to	proposed	regulation	5902(1)(a)(ii),	the	whole	
dividend	that	is	deemed	to	be	paid	by	Forco	2	is	$100.	This	is	the	product	obtained	
by	 multiplying	 the	 $100	 deemed	 dividend	 by	 1,	 the	 quotient	 obtained	 when	 $100	
(Forco	2’s	net	surplus	determined	under	proposed	regulation	5902(1)(a)(i))	is	divided	
by	$100	(100	percent	of	the	$100	net	surplus,	which	is	the	amount	of	the	$100	divi-
dend	that	would	have	been	received	on	100	percent	of	Forco	2’s	shares	disposed	of	by	
P	that	are	the	subject	of	the	subsection	93(1.2)	election).

Accordingly,	 in	applying	regulation	5901	for	 the	purpose	of	regulation	5900(1),	
Forco	2	is	deemed	to	have	paid	a	whole	dividend	of	$100,	all	of	which	is	paid	from	
exempt	surplus.	Therefore,	under	regulation	5900(1)(a),	the	whole	dividend	deemed	
to	have	been	received	by	Forco	1	as	a	consequence	of	the	subsection	93(1.2)	election	
($100)	is	deemed	to	have	been	paid	from	exempt	surplus.

Surplus Adjustment
Pursuant	to	proposed	regulation	5902(1)(b)(i),	Forco	2’s	exempt	surplus	in	respect	

of	Canco	will	be	reduced	by	$100	(by	virtue	of	the	addition	to	the	amount	described	
in	subparagraph	(v)	of	element	B	of	the	definition	of	exempt	surplus).	This	is	the	prod-
uct	of	multiplying	the	$100	dividend	prescribed	by	regulation	5900(1)(a)	to	have	been	
paid	out	of	Forco	2’s	exempt	surplus	by	the	specified	adjustment	factor	in	respect	of	
the	disposition.

Pursuant	to	proposed	regulation	5902(2)(b),	the	specified	adjustment	factor	in	respect	
of	the	disposition	is	1.	This	is	the	quotient	obtained	when	Canco’s	surplus	entitlement	
percentage	 in	respect	of	Forco	1	 immediately	before	the	dividend	(100	percent)	 is	
divided	by	Canco’s	surplus	entitlement	percentage	in	respect	of	Forco	2	immediately	
before	the	deemed	dividend	(100	percent)	(ignoring	the	sliver	interest	and	having	re-
gard	to	the	fiction	created	by	proposed	regulation	5908(1)).

In	addition,	pursuant	to	subparagraph	(iii)	of	element	A	of	the	definition	of	exempt	
surplus	 in	regulation	5907(1),	Forco	1’s	exempt	surplus	 in	respect	of	Canco	will	be	
increased	by	$100.
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Filing Procedure
Subsection	93(1.2)	requires	the	Canadian-resident	corporation	to	file	an	election	in	
the	prescribed	manner	in	respect	of	the	disposition	by	the	partnership.	In	this	con-
nection,	proposed	regulation	5908(8)(b)	provides	that	an	election	under	subsection	
93(1.2)	must	be	made	by	filing	the	prescribed	form	on	or	before	a	particular	desig-
nated	time.	The	form	to	be	filed	in	order	to	make	the	election	has	not	yet	been	
prescribed.	These	rules	are	similar	to	those	applicable	to	subsection	93(1)	elections	
under	regulation	5902(5).

With	respect	to	the	designated	time	for	filing,	proposed	regulation	5908(8)(b)	
provides	that	where	the	Canadian-resident	corporation	is	a	member	of	a	partner-
ship	that	has	disposed	of	a	foreign	affiliate	share,	the	election	form	must	be	filed	on	
or	before	the	due	date	for	filing	the	corporation’s	tax	return	for	the	taxation	year	
that	includes	the	last	day	of	the	partnership’s	fiscal	period	in	which	the	disposition	
was	made.	(Under	subsection	150(1),	that	return	must	be	filed	within	180	days	fol-
lowing	the	end	of	the	relevant	taxation	year.)	Where	the	election	is	in	respect	of	a	
foreign	affiliate	share	disposed	of	by	a	partnership	of	which	a	foreign	affiliate	of	
a	Canadian-resident	corporation	is	a	member,	the	form	must	be	filed	on	or	before	
the	due	date	for	filing	the	Canadian-resident	corporation’s	tax	return	for	the	taxa-
tion	year	that	includes	the	last	day	of	the	affiliate’s	taxation	year	that	includes	the	
last	day	of	the	partnership’s	fiscal	period	in	which	the	disposition	was	made	(that	is,	
within	180	days	of	the	end	of	the	relevant	taxation	year	of	the	corporation).

TRANSITIONAL ISSUES

Subsection 93(1) Elections and the Former Surplus 
Consolidation and Deficit Realloc ation Rules
The	draft	legislation	introduced	on	February	27,	2004	proposed	amendments	to	the	
foreign	affiliate	rules,	including	so-called	surplus	consolidation	and	deficit	realloca-
tion	rules.	The	Joint	Committee	on	Taxation	of	the	Canadian	Bar	Association	and	
the	Canadian	Institute	of	Chartered	Accountants	(“the	joint	committee”)	has	raised	
certain	issues	concerning	these	rules	that	are	particularly	relevant	to	subsection	93(1)	
elections.

Surplus Consolidation Rules

Having	 regard	 to	 the	 surplus	 consolidation	 rules,	 the	 2004	 proposals	 proposed	
changes	to	the	calculation	of	surplus	balances	in	regulation	5902	for	the	purposes	of	
elections	under	subsection	93(1).	Generally,	under	the	proposals,	the	surplus	bal-
ances	of	the	foreign	affiliate	that	issued	the	shares	disposed	of	would	be	computed	
on	a	 consolidated	basis,	 taking	 into	 account	 the	 relevant	 affiliate’s	proportionate	
share	of	the	aggregate	surplus	and	deficit	of	all	lower-tier	foreign	affiliates	in	which	
the	relevant	foreign	affiliate	had	an	equity	percentage.	The	purpose	of	the	consoli-
dation	rules	was	to	force	a	netting	of	deficit	balances	against	surplus	balances	when	
determining	the	“attributed	net	surplus”	of	a	foreign	affiliate	that	could	be	accessed	
through	the	subsection	93(1)	election.
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Apparently,	some	taxpayers	made	subsection	93(1)	elections	based	on	the	consoli-
dated	net	surplus	approach	required	under	the	2004	proposals.50	These	taxpayers	
were	 faced	with	a	difficult	decision.	While	 the	proposals	were	not	 law,	 the	draft	
amendments	indicated	that	they	would	be	enacted	with	retroactive	effect.	Accord-
ingly,	 if	 a	 taxpayer	 complied	with	 the	 current	 law	and	 the	2004	proposals	were	
enacted,	the	taxpayer	would	be	subject	to	non-deductible	deficiency	interest	in	the	
event	the	new	rules	resulted	in	additional	Canadian	tax	payable	in	the	year	of	dis-
position.	It	is	unlikely	that	matters	were	helped	by	the	Canada	Revenue	Agency’s	
public	statements	that	taxpayers	should	not	comply	with	the	current	law	and	instead	
file	their	returns	on	the	basis	of	the	proposed	regulations	(although	these	statements	
should	have	been	irrelevant	to	the	decision-making	process).51

Taxpayers	that	filed	on	the	basis	of	the	surplus	consolidation	rules	may	not	have	
obtained	the	same	benefit	from	the	election	that	they	would	obtain	under	the	cur-
rent	law	(being	the	only	governing	legislation),	or	under	the	proposed	amendments	
issued	in	December	2009.	For	example,	surplus	would	be	eroded	if	a	deficit	existed	
in	a	lower-tier	foreign	affiliate.

Since	the	ability	of	the	taxpayer	to	amend	a	subsection	93(1)	election	is	subject	
to	the	minister’s	discretion	and	the	taxpayer	is	required	to	pay	a	penalty	in	respect	
of	any	resulting	additional	tax,52	the	joint	committee	has	recommended	to	the	min-
ister	of	finance	that	taxpayers	be	given	the	right	to	open	statute-barred	years	and	
amend	subsection	93(1)	elections	made	 in	respect	of	dispositions	occurring	after	
February	27,	2004	and	before	December	18,	2009	without	incurring	a	penalty.53

In	our	view,	the	joint	committee’s	recommendation	should	be	well	received	by	
the	minister	of	finance	especially	since	the	minister’s	representatives	have	instructed	
taxpayers	to	file	on	the	basis	of	proposed	legislation.	It	should	be	noted	that	if	the	
minister	refuses	to	allow	an	amended	subsection	93(1)	election,	the	taxpayer	can	
seek	judicial	review	of	the	decision.54	In	light	of	the	manner	in	which	this	legislation	
has	proceeded,	and	given	that	the	Canada	Revenue	Agency	encouraged	reporting	
in	accordance	with	the	now-abandoned	proposals,	it	would	be	surprising	if	such	a	
decision	were	upheld	by	a	court.

	 50	 See,	for	example,	the	Joint	Committee	on	Taxation	of	the	Canadian	Bar	Association	and	the	
Canadian	Institute	of	Chartered	Accountants,	“Submission	of	the	CICA-CBA	Joint	Committee	
on	Taxation:	December	18,	2009	Technical	Amendments	Relating	to	the	Taxation	of	Foreign	
Affiliates,”	February	15,	2010.

	 51	 For	more	background	on	this	point,	see	our	earlier	article,	supra	note	4,	at	891-92,	footnote	59.

	 52	 See	subsections	93(5.1)	and	(6).

	 53	 Supra	note	50,	at	3.

	 54	 For	a	discussion	of	the	judicial	review	mechanism,	see	Michael	Colborne	and	Shawn	D.	Porter,	
“The	Limitation-on-Benefits	Article	in	the	Fifth	Protocol	to	the	Canada-US	Tax	Convention,”	
in	Report of Proceedings of the Sixtieth Tax Conference,	2008	Conference	Report	25:1-75,	at	25:50ff.
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Deficit Reallocation Rules

Having	regard	to	the	deficit	reallocation	rules,	the	2004	proposals	would	have	intro-
duced	a	system	that	would	have	resulted	in	the	allocation	of	the	subsection	93(1)	
deemed	dividend	to	lower-tier	affiliates.	Such	a	system	would	prevent	the	creation	
of	a	deficit	in	the	top-tier	affiliate.	The	joint	committee	has	observed	that	taxpayers	
may	have	inadvertently	triggered	pre-acquisition	surplus	dividends	(and	potentially	
gains)	because	exempt	surplus	dividends	were	paid	through	affiliates	with	blocking	
deficits	that	would	not	have	existed	had	those	proposals	been	enacted.

Accordingly,	the	joint	committee	has	recommended	to	the	minister	of	finance	
that	a	transitional	election	should	be	introduced	to	allow	taxpayers	to	elect	to	apply	
draft	regulations	5902	and	5905	as	set	out	in	the	2004	proposals,	to	any	transaction	
that	occurred	between	February	27,	2004	and	December	17,	2009.55	While	 this	
recommendation	introduces	further	administrative	complexity	into	an	already	ad-
ministratively	complex	area	of	tax	law,	such	an	election	would	likely	be	relevant	only	
for	a	limited	number	of	taxpayers	that	analyzed	and	applied	the	2004	proposals.

Subsection 93(1) Elections and 
the Bump Limitation Rules
Subsection	88(1)	provides	rules	that	apply	in	certain	circumstances	where	a	taxable	
Canadian	corporation	is	wound	up	into,	or	amalgamated	with,	its	parent	corpora-
tion.	 Pursuant	 to	 paragraph	 88(1)(d),	 the	 parent	 corporation	 may	 increase,	 or	
“bump,”	the	tax	cost	of	certain	non-depreciable	capital	property	held	by	the	subsidi-
ary	 corporation	 to	 an	 amount	 that	 does	 not	 exceed	 the	 fair	 market	 value	 of	 the	
property	held	by	the	subsidiary	at	the	time	of	the	acquisition	of	control	of	the	sub-
sidiary	by	the	parent.	This	rule	is	commonly	used	after	an	acquisition	of	control	of	
a	target	corporation	to	increase	the	tax	cost	of	shares	of	a	foreign	affiliate	of	the	
target	corporation.

Proposed	 regulation	 5905(5.4)	 reduces	 the	 amount	 of	 the	 paragraph	 88(1)(d)	
bump	by	the	amount	(if	any)	by	which	(1)	the	aggregate	of	the	entitlement	to	the	
tax-free	surplus	balance	(that	is,	“good”	surplus)	of	the	foreign	affiliate	in	respect	of	
the	subsidiary	at	the	time	of	the	acquisition	of	control	of	the	subsidiary	by	the	parent	
and	the	tax	cost	of	the	affiliate’s	shares	held	by	the	subsidiary	at	the	time	of	the	ac-
quisition	of	control	exceeds	(2)	the	fair	market	value	of	the	affiliate’s	shares	at	the	
time	of	the	acquisition	of	control.

The	expression	“tax-free	surplus	balance”	of	the	affiliate	in	respect	of	the	sub-
sidiary	is	defined	in	proposed	regulation	5905(5.5)	to	mean	the	total	of

	 1.	 the	amount	(if	any)	by	which	the	affiliate’s	exempt	surplus	in	respect	of	the	
subsidiary	exceeds	the	affiliate’s	taxable	deficit	in	respect	of	the	subsidiary;	
and

	 55	 Supra	note	50,	at	3.
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	 2.	 the	lesser	of
a.	 the	product	of	the	affiliate’s	underlying	foreign	tax	in	respect	of	the	sub-

sidiary	and	the	amount	by	which	the	relevant	tax	factor	exceeds	1,	and
b.	 the	amount	(if	any)	by	which	the	affiliate’s	taxable	surplus	in	respect	of	the	

subsidiary	exceeds	the	affiliate’s	exempt	deficit	in	respect	of	the	subsidiary.

As	noted	above,	the	election	in	regulation	5900(2)	allowing	a	taxpayer	to	elect	to	
pay	dividends	out	of	the	affiliate’s	taxable	surplus	before	exempt	surplus	does	not	
apply	where	a	dividend	is	deemed	to	have	been	paid	pursuant	to	subsection	93(1).	
The	 joint	 committee	has	 recommended	 that	 the	 election	provided	 in	 regulation	
5900(2)	be	available	where	 the	underlying	 foreign	 tax	balance	restricts	 the	para-
graph	88(1)(d)	bump.56	 Implementing	 this	 recommendation	would	ensure	 that	 a	
subsection	93(1)	election	would	be	available	to	the	fullest	extent	possible	where	the	
parent	corporation	disposes	of	the	foreign	affiliate	shares	after	the	acquisition	of	
control;	 it	 would	 also,	 we	 believe,	 be	 consistent	 with	 the	 policy	 underlying	 the	
bump	rules.

CONCLUSION

The	purpose	of	this	article	has	been	to	provide	a	survey	of	the	application	of	the	pro-
visions	 of	 section	 93	 and	 the	 associated	 regulations	 on	 the	 assumption	 that	 the	
proposed	amendments	released	on	December	18,	2009	will	ultimately	be	enacted.	
As	drafted,	the	proposed	amendments	ensure	that	the	section	93	elections	will	remain	
a	useful	planning	tool.	In	this	regard,	they	retain	the	basic	policy	that	underpins	the	
current	system	while	expanding	its	scope	to	include	the	application	of	section	93	to	
partnerships.

	 56	 Ibid.,	at	11.
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