Tax II Chapter 2

Spring 2013












Notes


Chapter 2 Lecture Notes
Classification of Corporations 
(For Special Rates & Rules)
David Christian







Spring Term 2013
Thorsteinssons LLP







UBC Faculty of Law
______________________________________________________________________ 












Notes
One should not indulge in great thoughts about a tax problem unless they are firmly based on the controlling statute.

Griswold (1946)

1. Subsequent Chapters (in particular chapters 3 and 4) examine special rules available only to “private corporations” and “Canadian-controlled private corporations”.  The notion of a “public corporation” is also relevant in these rules.  This chapter examines these classifications as well as the notions of “central management and control”, “legal control” and “factual control”.    

Private Corporation Defined (plus Concepts of Residence and Legal Control)
2. Subsection 89(1) defines a private corporation, at any particular time, as a corporation that:

· is “resident in Canada”; 

· is not a “public corporation”; and
· is not “controlled by” one or more public corporations.
Each of these are discussed in turn.  
3. When is a corporation “resident in Canada”?  By reason of subsections 250(4) and 250(5.1), a corporation is deemed to be resident in Canada where:

· it has been incorporated in Canada after 1965; or
· it has continued into Canada after July 1994 from another jurisdiction.

4. A corporation that has been incorporated outside Canada can be resident in Canada under the common law interpretation of “resident” if its central management and control abides in Canada.  “Central management and control” in this context of residency generally refers to the ordinary exercise of power and control by the board of directors in guiding the important and strategic affairs of the corporation, assuming the board has the legal power to govern such affairs of the corporation.  It is generally taken as the place where the directors meet and guide the business, not necessarily the place where the day-to-day business itself is run or where the shareholder(s) of the corporation may reside.  An example is the “international subsidiary” of a large company incorporated in Barbados.  Such legal arrangements require careful planning and monitoring to ensure that the day-to-day operations are consistent with the legal structure and the planning objectives.
5. A corporation resident in Canada (for the above reasons) is nonetheless deemed not to be resident in Canada where it is deemed to be resident in another country under an income tax convention (tax treaty) that Canada has entered into with that other country.  The rule is in subsection 250(5).  An example of such a rule in a tax treaty can be found in Article IV.3 of the Canada-US tax treaty.  An example of a situation in which this result could arise is a corporation incorporated in the US that holds directors meetings in Canada.  
6. The second branch of “private corporation” definition is:  not a public corporation.  A public corporation is defined in subsection 89(1) as a corporation that is “resident in Canada” and 

· any class of its shares is listed on a designated stock exchange.  This concept is defined in subsection 248(1), and the designation is made pursuant to section 262; 

· it has elected to be a public corporation, or is designated by, the Minister of National Revenue as, a public corporation - which requires a specified dispersion of shares held by the public (Regulation 4800); or 
· it was a public corporation at some prior time (for example, its shares were previously listed in Canada), unless it elects not to be a public corporation and meets prescribed conditions relating to ownership of its shares (Regulation 4800, can apply when “taken private”); and note  

· in its first taxation year, if the corporation is a public corporation at some time in the year it can elect to be a public corporation throughout the year.  
7. The next test in the definition of a “private corporation” is:  it is not controlled by one or more public corporations.  
8. This introduces the concept of legal (or de jure) control.  Legal control of a corporation will be relevant throughout the course.  It has been held in the jurisprudence generally to mean control over the affairs and fortunes of the corporation as a result of owning that number of shares as carries with it the right to elect the board of directors (typically more than 50% of the voting shares of the corporation).  The power to elect the board (threshold required) is found in the governing corporate law statute and the constitution (articles) of the corporation.  
9. Under certain corporate law statutes, the board’s power to manage the corporation’s business can be removed or limited by a “unanimous shareholders agreement”.  In this event legal control is vested in those persons who are in a position to control who exercises the powers over the corporation as is normally exercised by the directors.  
10. The only matters relevant in assessing legal control are the corporate law statute, the corporation’s articles, and any unanimous shareholder agreement (as contemplated and allowed by the corporate statute) that removes powers from directors and places it in the shareholders’ hands.
11. This statutory concept of legal control of a corporation differs from the common law test of where a corporation resides: i.e., central management and control.  Legal control focuses on the power to elect the board of directors (or the legal power to usurp the directors’ duties).  
12. Legal control looks through tiers by reason of paragraphs 256(6.1)(a) &(b) as follows:
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Canadian-Controlled Private Corporation Defined (plus Factual Control and Options)
13. “Canadian-controlled private corporation” - CCPC for short - is defined in subsections 248(1) and 125(7) as:
· any private corporation (defined above); 

· that is a “Canadian corporation” (defined below); 
other than (i.e., the above will qualify unless any of these are met):
· a corporation that has any class of its shares listed on a designated stock exchange;

· a corporation that is controlled directly or indirectly in any manner whatever (meaning factual control as discussed below) by:

· one or more non‑residents;
· one or more public corporations;
· one or more corporations described above – i.e., corporations listed on a stock exchange; or

· any combination of these (item (a) in the definition); or
· a corporation that would be controlled (meaning legal control) by one fictional person, if that fictional person owned all the shares of the corporation that are in fact owned by a non‑resident, public corporation or listed corporation described above (the consolidation rule) (item (b) in the definition).
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14. A “Canadian corporation” means a corporation that is resident in Canada and is incorporated in Canada (subsection 89(1)).  For example, a corporation incorporated in, say, the Cayman Islands could never be a CCPC - even if its central management and control (directors) are located in Canada and it is therefore resident in Canada and otherwise meets the definition of CCPC.  
15. The rule in item (a) of the CCPC definition employs the words “controlled directly or indirectly in any manner whatever”.  This introduces the concept of factual control, which is another term that will be relevant throughout this course.  The concept has particular relevance to “associated corporations” discussed in Chapter 3.  The phrase “controlled … whatever” is defined in subsection 256(5.1).  Any person or group is considered to “control directly or indirectly in any manner whatever” a corporation at any time where the person or group has any direct or indirect influence that, if exercised, would result in control in fact of the corporation.  
16. Exceptions to factual control are contemplated in subsection 256(5.1) and subsection 256(6), where factual control is deemed not to exist:

· where the corporation and the controller are dealing with each other at arm's length and the influence is derived from a franchise, licence, lease, distribution, supply or management agreement or other similar agreement or arrangement, the main purpose of which is to govern the relationship between the corporation and the controller regarding the manner in which a business carried on by the corporation is to be conducted (the latter part of subsection 256(5.1)); or
· where there was in effect an agreement or arrangement enforceable according to the terms thereof, under which, on the satisfaction of a condition or the happening of an event that it is reasonable to expect will be satisfied or happen, the controlled corporation will cease to be controlled, or controlled, directly or indirectly in any manner whatever, as the case may be, by the controller and be or become controlled, or controlled, directly or indirectly in any manner whatever, as the case may be, by a person or group of persons, with whom or with each of the members of which, as the case may be, the controller was at the particular time dealing at arm's length  - AND - the purpose for which the controlled corporation was at the particular time so controlled, or controlled, directly or indirectly in any manner whatever, as the case may be, was the safeguarding of rights or interests of the controller in respect of debt owed to the controller or shares owned by the controller that are to be redeemed by the corporation (subsection 256(6)).  

Consider the example of a loan to a start-up from an established person with safeguard protection in the loan agreement.  Note: subsection 256(6) is broader and applies to both legal “control” and “control in fact”.  The notion of “arm’s length” is discussed in a later chapter.  
17. Read Silicon Graphics and Taber Solids Control (1998) Ltd, copies of which are behind this Chapter.  
18. One last rule on the definition of Canadian-controlled private corporation and the notion of legal control, which is contained in paragraph 251(5)(b).   

· Where a person has an absolute or contingent right to acquire shares,  (except on the death, bankruptcy or permanent disability of an individual), that person is deemed to own those shares in ascertaining whether the corporation is a CCPC;

· Where a person has an absolute or contingent right to acquire, control or reduce votes (same exceptions), the votes are deemed to be so controlled or reduced in ascertaining whether the corporation is a CCPC; and

· Where a person has an absolute or contingent right to redeem, acquire, or cancel shares (same exceptions), the shares are deemed to be so redeemed, acquired, or cancelled in ascertaining whether the corporation is a CCPC.  
Consider, for example: 
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19. The CRA has an administrative exception for shareholder agreements that contain a “shot-gun” or “right of first refusal clause”.  Review CRA Document 2003-0004255 found after the case reports attached to this Chapter.  
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� 	but note that this rule can still be overcome by another control provision.  In PriceWaterhouseCoopers Inc. Trustee in Bankruptcy of Bioarificial Gel Technologies (Bagtech) Inc. v. The Queen, 2012 DTC 1142 (French text only), the Tax Court found that this rule did not apply when a unanimous shareholder agreement prevented non-resident sharholders from electing a majority of the directors of the corporaton.  As such, Canadians had de jure control of the corporation, and it was a CCPC. 
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