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This Month:
e Sale of Private Company Shares to Related Persons
e "Refreezing” an Estate Freeze

Sale of Private Company Shares to Related Persons

Typically, a sale of shares will result in a capital gain, only one-half of which will be subject to tax under
current tax rules. If they are shares of a private corporation that meet certain criteria, you could also
potentially claim the lifetime capital gains exemption which would exempt the gain from taxation. For 2021,
the maximum gain that can be exempted is $892,218. For family farm and fishing corporations, the exempt
amount is currently $1 million.

Sometimes, rather than selling the shares to an individual as purchaser, it is more advantageous to sell the
shares to a corporation that is owned by the purchaser. A long-standing problem was that the tax
consequences could backfire if the shares were sold to a family member’s corporation instead of an arm’s
length purchaser. Instead of realizing a capital gain on the sale, the tax rules could change the nature of the
income to a taxable dividend — less advantageous than capital gains tax rates and this would also preclude
being able to claim the capital gains exemption. This problem could happen where payment of the selling
price in cash or a note payable would exceed the cost of your shares. (That cost would exclude any cost
increase if you had bought the shares from a related person). The Department of Finance has always been
concerned that there could be a tax loophole in certain share sales where the parties were related. Over the
years there has been a lot of criticism that from a business succession viewpoint, it was more tax advantageous
to sell the shares of the family corporation to “outsiders” rather than the next generation in the family.

Recent amendments to the tax rules were brought forth this summer by a private member’s bill (Bill C-208)
to change this. The new rules state that if the purchaser corporation does not dispose of the shares within
60 months of the purchase, the conversion of the capital gain to a dividend will not apply. As a result, the
gain on the initial sale by the transferor will be a capital gain and eligible for the capital gains exemption. In
other words, the Bill is meant to treat inter-generational business transfers similar to a sale to an unrelated
purchaser. The Bill also allows for simpler reorganizations on business transfers between siblings.
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Since the Bill was not drafted by the Department of Finance, but a private member of parliament, there are
some technical weaknesses to the legislation that could open the door to tax abuse. The Department of
Finance announced that it will be introducing changes to strengthen the new legislation, possibly as early as
November 1%t, 2021 . However, that does not guarantee that final changes won't be made with retroactive
effect. The main conclusion is that legitimate inter-generational business transfers taking place before any
amendments to the law should be eligible for the new rules. However, aggressive, or sham inter-generational
business “transfers” that are purely tax motivated will either be challenged by CRA using the “General Anti-
Avoidance Rule” which basically deconstructs the tax benefits originally sought or potentially will not qualify if
there is retroactively effected legislation.
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“Refreezing” an Estate Freeze

An estate freeze is a technigue used to minimize future income taxes of a business owner by having them
exchange their common shares for fixed value preferred shares. The exchange of common to preferred
shares is done without triggering any immediate tax. New common shares are issued to a family trust or
directly to adult family members at a nominal value. Therefore, the future growth in value is effectively
passed on to the beneficiaries of the freeze, and the original business owner has fixed the tax liability on the
preferred shares since no future growth will accumulate on them.

Some businesses have experienced a decline in value due to the economic effects of Covid19. It may be
beneficial to “refreeze” the shares to lock in the new lower value of the business into new fixed value
preferred shares. Redoing the freeze at a lower value can reduce the tax liability upon a future sale or at
death when there will be a deemed disposition of all the deceased’s assets. Professional advice is required
before implementing a “refreeze” because there are various tax measures such as attribution rules, tax
benefit, and other anti-avoidance rules that could apply. For example, these measures could apply if the
decline in value is because of excess dividends or remuneration that have been paid out of the corporation.
Finally, an accredited business valuator will need to adequately document and support the new lower
valuation.
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Padgett Business Services is dedicated to meeting the tax, government compliance, profit & financial reporting and payroll needs of businesses with fewer than 20 employees in
the retail and service sector of the economy. This publication suggests general business planning concepts that may be appropriate in certain situations. It is designed to provide
complete and accurate information to the reader. However, because of the complexities of the tax law and the necessity of determining whether the material discussed herein is
appropriate to your business, it is important you seek advice from your Padgett office before implementing any of the concepts suggested in this newsletter.
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