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RE: Part  VI.1  Tax — Recommendation to Repeal or Reform in the Private Corporation  Context  

The STEP Canada Tax Technical Committee respectfully submits this letter as a follow-up to the phone call 
held with the Department of Finance on May 21, 2026. The Part VI.1 regime was introduced as part of the 
1987 tax reform to address after-tax preferred share financing by non-taxpaying corporations. In the 
private corporation context, however, the rules frequently apply to ordinary estate planning, succession 
planning, charitable giving, corporate reorganizations, and other commercial transactions that bear little 
or no connection to that policy concern. 

The Committee’s primary recommendation is that Part VI.1 be repealed. If repeal is not pursued, the 
Committee recommends a series of targeted reforms intended to better align the rules with their 
underlying policy objectives and prevent their application to ordinary private corporation transactions 
that do not involve preferred share financing. 

This submission was prepared by a subcommittee of the Tax Technical Committee consisting of: 

Florence Marino, LLB, TEP (Tompkins Insurance) - Subcommittee Chair 
Kenneth Keung, CA, CPA, CPA (CO), CFP, MTAX, LLB, TEP (Doane Grant Thornton LLP) 
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Background and Original Policy Rationale  
Part VI.1 of the Income Tax Act1 was introduced as part of the 1987 tax reform. The White Paper on Tax 
Reform2 identified preferred shares as a vehicle for after-tax financing, and the proposals were intended 
to reduce this tax advantage. As the White Paper stated, the tax on preferred shares has been designed 
“to reduce the tax advantage for non-taxpaying companies of financing through the use of preferred 
shares.”3 The advantage arose because of the differential tax treatment of dividends and interest. Where 
an issuing corporation was non-taxpaying, it could issue dividend-paying preferred shares rather than 
interest-bearing debt, allowing investors to receive dividends that were subject to preferential treatment. 
This substitution reduced the after-tax cost of capital and eroded government revenues. 

Part VI.1, in sections 191 through 191.4, imposes a tax at the issuer level on dividends paid on taxable 
preferred shares (TPS) and short-term preferred shares (STPS ), as defined in subsection 248(1). This tax 
may be partially offset by a deduction under paragraph 110(1)(k), which provides a gross-up deduction 
based on the amount of Part VI.1 tax paid. In principle, this mechanism is intended to leave a fully taxable 
issuer broadly indifferent to the imposition of the tax. 

In proposing the new regime, the White Paper clearly stated the intent of the provisions as follows:  

“The tax is designed to:  

• allow taxpaying corporations to raise preferred share capital; 

• exempt smaller corporations and investment vehicles; and 

• recognize private investment arrangements where preferred shares are used to take into account 
different rights and interests of investors.”4 

As stated, the White Paper contemplated that the rules would not apply to “smaller corporations and 
investment vehicles.” This was reflected in the relief mechanism, including the $500,000 dividend 
allowance, the “substantial interest” exemption, and the carve-out for private holding corporations. 
However, as recognized by practitioners for nearly 30 years — most notably by Evelyn P. Moskowitz in her 
seminal 1997 paper, “The Preferred Share Rules: Yes, They Can Apply to You!”5 and by Joan E. Jung in her 
2017 paper, “The Taxable Preferred Share Rules and the Private Corporation”6 — the rules routinely apply 
in many private corporation contexts that involve no element of after-tax financing whatsoever. As Jung 
observed, “[a] private corporation may issue shares not to raise capital and not with a view to after-tax 
financing, yet such shares may fall within the TPS definition. The rules can become a costly trap in what 
are likely unintended situations.”7 

It is noteworthy that the TPS rules and related definitions have not been subject to any significant 
amendments since their enactment in 1988. The $500,000 dividend allowance has never been indexed or 
increased. The problems identified by Moskowitz in 1997 remain unresolved today, and the passage of 

 
1 RSC 1985, c. 1 (5th Supp.), as amended (“the Act”). Unless otherwise stated, statutory references in this 
submission are to the Act. 
2 Canada, Department of Finance, The White Paper: Tax Reform 1987 (Ottawa: Department of Finance, June 18, 1987) 
(“the White Paper”). 
3 Ibid., at 49. 
4 Ibid., at 50. 
5 Evelyn P. Moskowitz, “The Preferred Share Rules: Yes, They Can Apply to You!,” in Report of Proceedings of Forty-
Ninth Tax Conference, 1997 Conference Report (Toronto: Canadian Tax Foundation, 1998), 9:1-47. 
6 Joan E. Jung, “The Taxable Preferred Share Rules and the Private Corporation,” in 2017 Ontario Tax Conference 
(Toronto: Canadian Tax Foundation, 2017), 12:1-23. 
7 Ibid., at 12:3. 
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time has only increased their practical significance as transaction values have grown and family structures 
have become more complex. 

The Case for Abolition or Fundamental Reform 

The Tax Is Economically Distortive 
Part VI.1 distorts corporate financing decisions by imposing an additional tax cost on preferred share 
dividends that has no equivalent for debt instruments. This differential treatment discourages the use of 
equity-like financing and artificially favours debt. Such asymmetry is inconsistent with the general 
principle that the tax system should be neutral between different forms of financing. Abolishing Part VI.1 
would reduce this distortion and support more balanced capital structures. 

For Private Businesses, the Provision Is Unnecessarily Complex and 
Administratively Burdensome 
The Part VI.1 regime is one of the more technically complex areas of the Act. The definitions of TPS and 
STPS in subsection 248(1), the excluded dividend rules, the interaction between Part VI.1 and the Part I 
deduction under paragraph 110(1)(k), and the various elections and designations available under section 
191.2 impose significant compliance burdens on issuers and their advisors. While Part VI.1 tax may often 
be encountered by larger taxpayers as part of routine financing structures, the concerns described in this 
submission arise in the context of private corporations and related entities that often lack the resources to 
properly navigate this regime. 

Moreover, in the private business context, Part VI.1 concerns often arise in relation to STPS, which are 
generally subject to the 40% rate, rather than in relation to TPS that are not STPS, which are generally 
subject to the 25% rate. This is especially so in estate freeze transactions, which is the typical context in 
which preferred shares are issued by private corporations. The Canada Revenue Agency ’s (CRA’s) 
longstanding administrative position has generally been that freeze shares should be retractable or 
redeemable at the option of the holder for an amount fixed by reference to the fair market value (FMV) of 
the property exchanged at the time of the freeze, and that this freeze value must be preserved through 
priority rights and restrictions on dividends or other transactions that could erode that value (e.g. , 
RCT 85-191, July 1, 1980; and document no. 2008-0285241C6 , October 10, 2008). But those same 
features engage the STPS  rules, because the corporation may become obliged within five years of 
issuance to redeem, acquire, or cancel the shares for an amount that is fixed. In other words, the very 
terms that are necessary to implement an ordinary estate freeze on accepted tax principles may also 
trigger the STPS rules, notwithstanding that no financing transaction has occurred. 

The Integration Mechanism Under Paragraph 110(1)(k) Is Imperfect 
While paragraph 110(1)(k) provides a deduction in computing Part I taxable income to partially offset the 
burden of Part VI.1, this integration mechanism is fundamentally flawed. The purpose of the deduction is 
to make Part VI.1 tax effectively creditable against Part I tax. However, because it operates as a deduction, 
it achieves its purpose only if the corporation’s combined federal-provincial tax rate equals or exceeds the 
breakeven rate implied by the multiplier. Paragraph 110(1)(k) uses a multiplier of 3.5 for taxation years 
ending after 2011, which implies a breakeven combined corporate tax rate of 28.57% (1/3.5). Where the 
applicable combined tax rate is below 28.57%, Part VI.1 gives rise to a permanently unrecoverable cost. 

This is not a narrow concern. Only a small minority of provinces and territories have combined general 
corporate tax rates at or above 28.57%. Below, we illustrate the integration issue using  Ontario general 
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corporate tax rates effective July 1, 2026.8 We also use the 40% Part VI.1 rate applicable to STPS, as that 
Part VI.1 tax rate is the one most encountered in the private business context for the reasons discussed 
above.  

In Ontario, the combined federal-provincial general corporate tax rate is 26.5%: 

 Calculation  Amount  
TPS dividend paid  $1,000,000  

Part VI.1 tax (40%)* $1,000,000 × 40%  $400,000  
Paragraph 110(1)(k) deduction  $400,000 × 3.5  $1,400,000  
Part I tax saved $1,400,000 × 26.5%  $371,000 
Net unrecovered cost  $400,000 − $371,000  $29,000 (2.9%)  

* Note: For the purposes of this example, the $500,000 dividend allowance has been ignored for ease of 
illustration. 

The corporation pays $400,000 in Part VI.1 tax but saves only $371,000 in Part I tax — a permanent 2.9% 
gap of $29,000 per $1,000,000 of dividends. To achieve a full offset, the multiplier would need to be 3.77 
(i.e., 1/26.5%).  In provinces with lower corporate rates, such as Alberta with a combined general 
corporate rate of 23%, the required multiplier would need to be 4.35. 

This issue has been brought to the Department of Finance’s attention repeatedly by the tax community, 
such as by the Tax Executives Institute in its December 6, 2017 liaison meeting with the Department. 

Impact on Canadian -Controlled Private Corporations (CCPCs)  

In the small business context, Part VI.1 most commonly arises on the redemption of shares where the 
resulting subsection 84(3) deemed dividend exceeds the $500,000 dividend allowance and subsection 
191(4) is unavailable for the reasons discussed later in the submission. Part VI.1 may also arise on 
ordinary dividends, particularly where a share redemption in the current or preceding year has exhausted 
or reduced the corporation’s dividend allowance. For CCPCs, the underintegration may be considerably 
more severe where the paragraph 110(1)(k) deduction is applied against income eligible for the small 
business deduction, since the value of the deduction is determined by the substantially lower small 
business tax rate rather than by the general corporate tax rate. 

In Ontario, the combined federal-provincial small business rate is 11.2%: 

 Calculation  Amount  
TPS dividend paid  $100,000  

Part VI.1 tax (40%)* $100,000 × 40%  $40,000  
Paragraph 110(1)(k) deduction  $40,000 × 3.5 $140,000  
Part I tax saved $140,000 × 11.2%  $15,680 
Net unrecovered cost  $40,000 − $ 15,680  $24 ,320  (24.32%)  

* Note: For the purposes of this example, the $500,000 dividend allowance has been ignored for ease of 
illustration. 

At this rate, the CCPC recovers only $15,680 of the $40,000 Part VI.1 tax — a permanent cost of $24,320 
(24.32%). To achieve a full offset, the multiplier would need to be 8.93 — more than double the current 
multiplier of 3.5. If the CCPC is in Manitoba,9 the multiplier would need to be 11.11 — more than triple the 
current multiplier. 

 
8 Effective July 1, 2026, Ontario’s small business tax rate is reduced from 3.2% to 2.2%, which is relevant to the 
CCPC calculation in the next section. 
9 The combined small business corporate tax rate in Manitoba is 9% (because the provincial corporate rate is 0%). 
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The structural problem is that the value of a deduction depends on the taxpayer’s tax rate. The current 
mechanism produces a regressive outcome: the lower the corporate tax rate, the higher the unrecovered 
cost. Notably, this unrecovered cost arises even where the corporate issuer has sufficient taxable income 
to fully utilize the paragraph 110(1)(k) deduction. In other words, this cost is not a function of low-income 
or loss positions — the situations that Part VI.1 was intended to address. CCPCs, which are least likely to 
engage in after-tax financing, are therefore disproportionately affected. Ideally, the multiplier should 
reflect the issuer’s actual effective corporate tax rate. 

Recommendation on the Paragraph  110(1)(k) Multiplier  

If Part VI.1 is to be retained, the paragraph 110(1)(k)  multiplier should be corrected. At a minimum, it 
should be increased to 4 to more closely align with general corporate rates across the provinces, or 
replaced with a formulaic mechanism comparable to the approach used in the definition of “relevant tax 
factor” in subsection 95(1). However, even a formula that is based on the issuer’s effective tax rate would 
not fully resolve the issue for CCPCs unless it tracked the actual rate applicable to the income against 
which the paragraph 110(1)(k) deduction, or any resulting non-capital loss, is ultimately utilized.10 Such a 
regime would inevitably require additional complexity and tracking mechanisms. The need for that 
complexity underscores the broader concern that Part VI.1 is poorly adapted to the private corporation 
context, where the rules frequently apply in circumstances far removed from the after-tax financing 
arrangements that originally motivated the implementation of the regime. 

Inadequacy of the Dividend Allowance 
The dividend allowance has not been updated since its introduction in 1987 and remains fixed at 
$500,000. Using the Bank of Canada inflation calculator, that amount would be approximately 
$1,240,000  in current dollars. 

In the private corporation context, the dividends that give rise to Part VI.1 tax commonly arise on the 
redemption of preferred shares issued as part of estate freezes or internal reorganizations. In many cases, 
those shares represent a significant portion, if not all, of the value of the underlying business. A $500,000 
dividend allowance, even if fully adjusted for inflation, is therefore poorly matched to the scale of these 
transactions and provides limited practical relief. As a result, the allowance does little to shield ordinary 
business succession and reorganization transactions from Part VI.1 exposure. This concern is 
compounded by the fact that the subsection 191(4) “specified amount” exception is frequently 
unavailable in these same circumstances, further limiting the effectiveness of the relief intended by the 
regime (for more detail on this issue, see discussion regarding subsection 191(4) below). 

The structure of the dividend allowance also introduces a disproportionate and difficult-to-justify penalty. 
Where TPS or STPS dividends exceed the allowance, Part VI.1 tax applies immediately to the excess. In 
addition, where such dividends exceed $1,000,000, the associated group’s dividend allowance for the 
following calendar year is reduced on a dollar-for-dollar basis. This creates a form of double penalty: a 
single dividend event not only triggers tax in the current year but also diminishes the availability of relief 
in the following year. It is not clear what policy objective is served by penalizing the same transaction 
twice in this manner, particularly where the initial purpose of the regime was to maintain neutrality 
between debt and equity financing rather than to impose cumulative sanctions. 

Recommendation  on the Dividend Allowance  

The $500,000 dividend allowance was introduced to ensure that Part VI.1 would not apply to smaller 
corporations. In our view, the $500,000 threshold should be increased, at a minimum, to reflect its 

 
10 A CCPC is subject to different federal tax rate depending on the nature of the income, e.g. income entitled to the 
small business deduction, aggregate investment income, etc. 
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present day value and thereafter be indexed to inflation to maintain its real economic value. In addition, 
dividends deemed under subsection 84(2) or 84(3) should be exempt from Part VI.1 tax to the extent of 
the FMV of the consideration for which the redeemed, acquired, or cancelled share was issued, consistent 
with our recommendation regarding  subsection 191(4) below. 

The dividend allowance should also be reformed to eliminate the double‑year reduction mechanism, 
under which a single dividend event both triggers Part VI.1 tax and reduces the allowance available in the 
following year. 

Limited Scope of the Private Holding Corporation Carve-Out 
The private holding corporation carve‑out is drafted too narrowly for today’s business environment. The 
definition has remained substantially unchanged since 1987 and no longer reflects the complexity of 
modern investment structures. In particular, the requirement that the corporation’s “only undertaking” 
be the investing of its funds is unduly restrictive and creates significant uncertainty in its application. For 
example, it is unclear whether holding a minority interest in a publicly traded partnership, or engaging in 
routine investment activities such as managing rental properties, could disqualify a corporation from the 

carve‑out. This uncertainty makes the rule difficult and risky for taxpayers to rely upon in practice. 

The definition is further constrained by its restrictions on ownership: it excludes corporations that hold, or 
are held by, other corporations with a substantial interest, subject to limited exceptions. These constraints 

do not reflect the reality of modern structures. In our experience, the carve‑out is seldom relied upon, 
suggesting that it is not functioning as intended. 

Recommendation on the Private Holding Corporation Carve -Out 

To better reflect the White Paper’s stated intention of exempting “investment vehicles,” the definition of a 
private holding corporation should be broadened to include any private corporations that do not carry on 
an “active business,” as defined in subsection 248(1) — other than a business carried on by virtue of 
holding a limited partnership interest in an arm’s-length partnership. To address indirect financing 
concerns, the exemption could be denied where property funded by an issuance of TPS or STPS is 
transferred to another corporation in which the issuer has a substantial interest and that carries on an 
active business. 

More fundamentally, consideration should be given to a broader exemption for TPS or STPS where none of 
the main purposes of the share issuance is to fund, directly or indirectly, an active business carried on by 
the issuer or by a corporation in which the issuer has a substantial interest. 

Difficulty of Applying the Subsection 191(4) “Specified Amount” 
Exception 

Subsection 191(4) appears intended to prevent Part VI.1 tax from applying where a corporation simply 
returns the original invested amount to a preferred shareholder. In principle, that is a sound objective. In 
practice, however, the provision is drafted in a manner that makes it difficult to rely upon in common 
private corporation contexts. 

The requirement that the terms or conditions of the share or agreement specify an amount is problematic. 
For most private corporations, when redeemable preferred shares are issued, they are often accompanied 
by a price adjustment clause to address valuation uncertainty. This is especially the case in estate freezes 
and internal reorganizations, where shares are not issued for financing purposes and the precise FMV is 
not typically known with certainty at the time of issuance. Because subsection 191(4) is rarely considered 
at the design stage of these transactions, many otherwise routine structures fall outside its scope, even 
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though future share redemptions involve no return in excess of the value originally exchanged for the 
shares. 

To satisfy the CRA’s longstanding administrative position regarding the necessary attributes of estate 
freeze preferred shares, the redemption and retraction amount of the preferred shares must be equal to 
the FMV of the pre-freeze common shares exchanged for the estate freeze preferred shares. In other 
words, it is fundamental to the proper implementation of an estate freeze that the redemption/retraction 
amount of the preferred shares be equal to the FMV of the consideration for which the shares were issued. 
Failure to do so raises the spectre of an improper estate freeze, with resulting conferral of benefit risks. As 
a result, share terms are typically drafted so that the redemption amount is stated in words rather than a 
dollar amount. This is not a formula per se but rather a statement that the aggregate 
redemption/retraction amount of the preferred shares in question is equal to the FMV of the named 
property with a process and/or timeline for confirmation of the amount in dollar terms, and the 
requirement for written confirmation by a resolution of the board of directors would be delineated in the 
terms and conditions of the shares. 

The CRA’s longstanding position that the specified amount must be expressed as an actual dollar figure 
fixed at the relevant time further exacerbates this issue. As the CRA stated in Income Tax Severed Letter 
RRRR349, “Application of Subsection 191(4) to a Particular Situation” (May 15, 1990), “If the redemption 
amount is set at a later date it would not be a specified amount referred to in subsection 191(4).” 
However, this is not in keeping with typical estate freeze implementation methodology because the 
amount itself is not known with certainty at the moment of issuance. As Jung argued in 2017, this position 
conflates the “particular time” reference with the requirement to specify an amount and is not supported 
by the statutory language.11 Based on the CRA statement, compared to typical estate freeze 
implementation methodology, the result is that subsection 191(4) relief may be unavailable in 
circumstances where its underlying policy rationale would suggest that it should apply. Instead, 
practitioners may resort to issuing  two classes of preferred shares on an estate freeze where (1) one class 
has a definite per-share redemption/retraction dollar amount so that there can be no doubt that an 
amount per share is “specified” and a sufficient number of that class of shares is issued so that, 
arithmetically, those shares represent, say, 80% of the “ballpark” freeze value; and (2) a second class is 
issued with FMV-based redemption/retraction terms as described above. 

Even where subsection 191(4) is contemplated, its requirements are difficult to satisfy in practice. The 
provision requires that the specified amount must not exceed the FMV of the consideration received. In an 
estate freeze or reorganization, FMV is inherently uncertain. If subsection 191(4) is otherwise satisfied but 
the amount paid on redemption exceeds the specified amount, subsection 191(5) denies excluded 
dividend treatment for the excess. However, if the specified amount is later shown to have exceeded the 
relevant FMV at issuance, subsection 191(4) may fail entirely. 

Recommendation  on the Subsection 191(4)  “Specified Amount” Exception  

Subsection 191(4) should be simplified to reflect its underlying policy objective and to eliminate the need 
for a “specified amount.” In particular, the provision should be replaced with a rule that Part VI.1 does not 
apply to the extent that amounts paid on the redemption, acquisition, or cancellation of a share do not 
exceed the FMV of the consideration for which the share was issued, with the existing “specified amount” 
framework and related restrictions removed. 

 
11 Jung, supra note 6, at 12:16. 



 
August 13, 2026 • STEP Canada Submission to Tax Legislation Division, Tax Policy Branch, Department of Finance 

Part VI.1 Tax — Recommendation to Repeal or Reform in the Private Corporation Context 
Page 8/1 6 

International Competitiveness Considerations 
Among the major comparator jurisdictions reviewed by the Committee, we have not identified a close 
analogue to Canada’s Part VI.1 regime as a special issuer-level tax targeted at dividends on preferred 
shares: 

• United States: No issuer-level tax on preferred share dividends. Intercorporate dividends benefit 
from the dividends-received deduction under Internal Revenue Code §243 (50%, 65%, or 100%). 
No penalty tax on the payer corporation. 

• United Kingdom: Broad participation exemption for intercorporate dividends. Most dividends 
received by UK companies are exempt from corporation tax.12 No equivalent to Part VI.1. 

• Australia: Full dividend imputation (franking credit) system eliminates double taxation. Since 
2000, franking credits are fully refundable.13 No issuer-level tax on preferred share dividends. 

• OECD generally: We have not identified any issuer-level targeted taxes on preferred share 
dividends  comparable to Part VI.1 tax. 

Part VI.1 tax may apply in circumstances where dividends are paid to non-residents. In that setting, debt 
financing is often treated more favourably than equity financing. As a general matter, Part XIII withholding 
tax applies to dividends paid to non-residents, whereas arm’s-length interest is generally exempt from 
withholding under paragraph 212(1)(b), and treaty relief may further reduce withholding on other 
interest payments. Against this backdrop, imposing  Part VI.1 tax to dividends paid to non-residents does 
not appear to align with the Part VI.1 regime’s policy objectives. The distortion is made more pronounced 
because the Act has specific limitations on excessive debt financing, including the thin capitalization rules 
and the excessive interest and financing expenses limitation rules, which restrict interest deductibility 
where debt funding is viewed as excessive compared to equity financing. 

More broadly, Part VI.1 may reduce Canada’s attractiveness as a destination for investment by imposing a 
layer of issuer-level tax on preferred share financing that does not appear to have a close counterpart in 
major comparator jurisdictions. The regime adds complexity, increases financing costs, and introduces 
uncertainty that may discourage the use of equity capital. At a time of heightened global competition for 
investment and capital, maintaining a unique issuer-level tax on preferred share dividends risks placing 
Canadian businesses at a competitive disadvantage while providing uncertain policy benefits. 

Recommendation  in Relation to International Competitiveness  

Abolishing Part VI.1 would reduce a structural tax disincentive to preferred share financing and would 
help to ensure that Canadian corporations are not placed at a disadvantage when using preferred shares 
to raise capital from domestic or international investors. At a minimum, Part VI.1 tax should not apply to 
dividends in respect of TPS or STPS issued to non-residents, given that dividends paid to non-residents 
are already subject to Part XIII withholding tax in circumstances where comparable interest payments 
may bear less or no Canadian withholding tax. 

 
12 PwC, Worldwide Tax Summaries, “United Kingdom—Withholding Taxes” (December 2025); HM Revenue & 
Customs, “HMRC Internal Manual Corporate Finance Manual,” document no. CFM21120 (April 16, 2016; updated 
November 14, 2025). 
13 Australian Taxation Office, “Imputation Guidance” (December 2016); Parliamentary Budget Office (Australia), 
“Dividend Imputation and Franking Credits” (June 2024). 
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Examples of Unintended Results 
The following examples illustrate situations in which Part VI.1 tax applies in a manner that is inconsistent 
with the stated policy rationale of the rules. In each case, the affected transaction involves no element of 
after-tax financing.  

(a) Loss of Substantial Interest — Death, Divorce, and Blended Families 
A central relieving rule in Part VI.1 tax is the “substantial interest” exception. Under paragraph (a) of the 
definition of “excluded dividend” in subsection 191(1), a dividend is an excluded dividend if it is paid to a 
shareholder that had a substantial interest in the corporation at the time the dividend was paid. Under 
subsection 191(2), a shareholder has a substantial interest if the shareholder is related to the corporation, 
or if the shareholder satisfies a detailed 25% ownership test. 

That 25% test is narrower than it first appears. It is not enough to hold 25% or more of the votes or 25% or 
more of the total equity value of the corporation. The shareholder must also satisfy an additional 25% 
value test that looks either to non-TPS shares or to each class of shares. In the private business context, 
this means that the exception is often unavailable where the holder of TPS or STPS is not related to the 
corporation. In a typical estate freeze, for example, the freezor commonly holds only preferred shares 
while new common shares are issued to the next generation, and voting rights may also be separated 
from economic value. In those circumstances, an unrelated preferred shareholder will often fail the 
substantial interest test even where the shareholder has a significant economic stake in the corporation. 

Additionally, the override rule in paragraph 191(3)(d) deems a trust or estate not to have a substantial 
interest in a corporation unless each person beneficially interested therein is related to every other such 
person beneficially interested (with an expanded definition of “related” that includes aunts, uncles, 
nieces, and nephews). This override creates a trap that is sprung by ordinary life events — death, divorce, 
and remarriage/common-law relationships — that have nothing to do with tax avoidance or after-tax 
financing.  

The following situations, drawn from the analyses of both Moskowitz and Jung, illustrate the scope of this 
problem: 

• Second spouses and blended families: Where a business owner who was in a second marriage or 
common-law relationship dies and their estate provides for both biological children and 
stepchildren who were not legally adopted, the stepchildren are not related to the biological 
children under the Act. The paragraph 191(3)(d) override rule will deem the estate not to have a 
substantial interest in the corporation, which may trigger Part VI.1 tax on any redemption of the 
deceased’s preferred shares. Additionally, a biological child may hold TPS or STPS after the 
business owner’s death where control of the corporation has passed to persons who are no longer 
related to that child. In those circumstances, a share redemption that exceeds the dividend 
allowance may qualify for the substantial interest exception only if the child satisfies the 
numerous requirements of the 25% ownership test, which will often not be the case (e.g., where 
the child owns less than 25% of the common shares). This is a common and growing family 
dynamic in Canada, and the Act’s failure to accommodate blended families in this context is both 
punitive and outdated. 

• Spouses of children and stepchildren: Upon the death of a connecting family member, the 
surviving in-law or step-parent may no longer be related to the other beneficiaries of the estate. 
The loss of this connection can trigger Part VI.1 tax in circumstances that are entirely outside the 
parties’ control. 
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• Sibling estate planning: As Moskowitz illustrated, where two siblings each own shares in a private 
corporation and one sibling dies, the surviving sibling may lose their substantial interest in the 
corporation if control passes to the deceased sibling’s children (who are not related to the 
surviving sibling under the Act, outside the paragraph 191(3)(d) context ).  

• Divorce and common-law relationships: In the context of a corporate asset division prior to 
divorce, if the distributing corporation is owned by a trust, former spouses may no longer be 
related at the trust’s year-end. The situation is even more acute for common-law partners, whose 
related-party status can automatically end 90 days after they begin living apart, without either 
party realizing the Part VI.1 consequences. 

• Unrelated trustees: The CRA’s position is that where an estate or trust holds shares of a 
corporation, the related-person analysis depends on the identity and relationships of the 
trustees. The presence of even one unrelated trustee — such as a professional individual trustee, a 
family friend, or a trust company — can cause the estate or trust to lose its substantial interest in 
the corporation. 

These results are arbitrary and disproportionate. The substantial interest exemption was intended to 
allow a free flow of funds within commonly owned entities. However, the additional requirements in 
subparagraphs 191(2)(b)(iii) and (iv) requiring ownership of non-TPS share classes are often poorly 
aligned with private business ownership and governance structures. The override rule in paragraph 
191(3)(d), while intended to prevent the pooling of interests by unrelated persons, sweeps far too 
broadly. The exemption fails precisely when it is needed most: upon the death of the business owner, 
when the preferred shares must be redeemed either to fund the tax liability arising from the deemed 
disposition under subsection 70(5) for an estate, or under subsection 104(4) for a testamentary spousal 
trust or a life interest trust, or to eliminate the potential for double taxation, as discussed below. 

(b) Post Mortem Loss Carryback Redemptions 
Part VI.1 can produce especially harsh results in post mortem planning. On death, subsection 70(5) 
generally deems an individual to dispose of capital property, including shares of a private corporation, at 
FMV, often triggering a substantial capital gain on the terminal return. A similar deemed disposition can 
arise in the spousal trust or life interest trust context under subsection 104(4). One of the most common 
techniques for estates addressing the resulting double tax exposure is the subsection 164(6) loss 
carryback strategy, under which the estate realizes a capital loss on a redemption of shares and carries 
that loss back to offset the deceased’s deemed capital gain.14 

If the shares are STPS — as they typically will be following an estate freeze — the deemed dividend on 
redemption may attract Part VI.1 tax. As discussed above, paragraph 191(3)(d) may deem a trust not to 
have a substantial interest unless all beneficiaries satisfy the relatedness conditions in that provision. In 
blended-family situations, those conditions will often not be met. 

Consider the following example. A business owner dies holding freeze preferred shares of a private 
corporation with an FMV and redemption amount of $5,000,100, and an adjusted cost base and paid-up 
capital of $100. On death, subsection 70(5) deems the owner to dispose of the shares for $5,000,100, 
producing a capital gain of $5,000,000 on the terminal return. The owner’s estate’s beneficiaries are the 
owner’s current spouse and the owner’s biological children from a prior relationship. The spouse is not 
the parent of those children and did not legally adopt them. Because the beneficiaries are not all related to 
each other for the purposes of paragraph 191(3)(d), the estate is deemed not to have a substantial 

 
14 Where shares are held by a deceased individual, the planning is undertaken using the mechanics in subsection 
164(6). Where the shares are held by a life interest trust, the planning is undertaken using the loss carryback rules in 
section 111. 
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interest in the corporation. Assume as well that the terms of the shares, or any agreement in respect of the 
shares, do not satisfy subsection 191(4), so the deemed dividend is not an excluded dividend on that 
basis. 

If the estate then redeems the preferred shares to implement a subsection 164(6) loss carryback, the 
redemption will produce a deemed dividend of $5,000,000  under subsection 84(3) and a capital loss of 
the same amount. Although the capital loss may be carried back to offset the terminal capital gain, the 
deemed dividend will be subject to Part VI.1 tax if the shares are STPS: 

84(3) deemed dividend $5,000,000   

Dividend allowance ($500,000)   

Dividend subject to Part VI.1 $4,500,000   

Part VI.1 tax at 40% $1,800,000   

 

That $1,800,000 liability is payable by the corporation for the year of the redemption. Although 
paragraph 110(1)(k) provides a deduction intended to mitigate Part VI.1 tax, the deduction may be of 
limited practical value in this setting. The redemption value of $5,000,100 will often represent a material 
portion of the corporation’s value, which is typically a multiple of annual earnings. In many owner-
managed businesses, the corporation’s earning capacity may also decline significantly after the owner’s 
death. As a result, the corporation may be unable to make effective use of the paragraph 110(1)(k) 
deduction in the redemption year or in carryover years. Even where the deduction is fully usable, it does 
not fully integrate Part VI.1 tax at many current corporate tax rates, as discussed above. This outcome 
bears no resemblance to the preferred share financing arrangements at which Part VI.1 was directed. 

(c) Charitable Gifting, Redemption, and the Subsection 191(4) Trap 
The unfairness of Part VI.1 is also evident when TPS and STPS are gifted to a registered charity by a 
deceased person under their will. A charity will often not have a substantial interest, as it would not be 
related to the payer corporation, and will rarely satisfy all aspects of the 25% ownership test. When a 
registered charity holds TPS/STPS , dividends paid by the issuing corporation on those shares are subject 
to Part VI.1 tax. This result is difficult to justify: the charity is tax-exempt, is not a financier of the 
corporation, and uses the dividends for charitable activities. 

Even where subsection 191(4) protection applies to a redemption, it does not protect annual dividends on 
TPS. 

Illustrative Scenario: Estate Freeze with Charitable Donation  

A testator freezes Opco shares, receiving redeemable and retractable non-voting preferred shares worth 
$15,000,000 with an 8% non-cumulative, non-preferential dividend rate. Upon the testator’s death, the 
estate donates the preferred shares to an arm’s-length charitable public foundation, which has agreed to 
not immediately exercise the shares’ retraction feature provided that Opco pays the 8% annual dividend 
($1,200,000  per year). A retraction of the shares could jeopardize the financial viability of Opco. 

 

The Part VI.1 consequences are severe: 

• Subsection 191(4) : Even if the specified amount is properly set at $15,000,000, it protects only 
the eventual redemption, not annual dividends. 
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• Substantial interest: Unavailable. The foundation is not related to Opco and will not generally 
satisfy all aspects of the 25% ownership test (for example, it may own 25% of the value of the 
corporation but not 25% of the votes). 

• Annual dividends: $1,200,000 per year less the available dividend allowance is subject to 
Part VI.1 tax at 40%. 

• Dividend allowance: Ground to $300,000 from the second year. Pursuant to subsection 191.1(2), 
the $500,000 dividend allowance is reduced dollar for dollar by the amount by which preceding-
year STPS dividends exceed $1,000,000. Since $1,200,000 exceeds $1,000,000 by $200,000, the 
allowance from year 2 onward is $300,000. As a result, $900,000 of the $1,200,000 annual 
dividend is subject to Part VI.1 tax at 40%, or $360,000 per year. 

 

The cumulative impact over five years is as follows: 

Year Dividend paid  Dividend 
allowance  

Taxable dividend  Part VI.1 tax (40%)  

1 $1,200,000  $500,000  $700,000  $280,000  
2 $1,200,000  $300,000  $900,000  $360,000  
3 $1,200,000  $300,000  $900,000  $360,000  
4 $1,200,000  $300,000  $900,000  $360,000  
5 $1,200,000  $300,000  $900,000  $360,000  
Total $6,000,000  — — $1,720,000  

 

Over five years, Opco pays $6,000,000 in dividends and incurs $1,720,000 in Part VI.1 tax. While 
paragraph 110(1)(k) may provide a partial offset, the corporation is nevertheless required to navigate a 
complex Part VI.1 regime in circumstances involving charitable giving rather than financing. Further, as 
discussed above, the integration provided by paragraph 110(1)(k) is often incomplete. The policy 
rationale for imposing Part VI.1 compliance obligations and potential tax costs in these circumstances is 
difficult to discern. 

(d) Additional Unintended Traps Identified in the Literature 
The following additional examples have been documented in the professional literature. Most of these can 
arise in the context of ordinary private corporation transactions and owner-managed businesses, 
including shareholders ’ agreements, employee ownership arrangements, estate freezes, succession 
planning, and corporate reorganizations. In each case, Part VI.1 may apply notwithstanding the absence 
of any preferred-share financing arrangement. 

• Shareholders’ agreements: Compulsory acquisition clauses can cause common shares to become 
TPS. The FMV exception in paragraph (f) of the TPS definition in subsection 248(1) cannot assist 
until the triggering event occurs.15 

• Refreeze transactions and the inability to cure subsection 191(4) failure: New preferred shares on 
a refreeze cannot rely on subsection 191(4) because subparagraph 191(4)(d)(i) denies the benefit 
of subsection 191(4) where the consideration for the shares includes TPS. For the same reason, if 
a corporation has previously implemented an estate freeze using  preferred shares that do not 
satisfy subsection 191(4), that deficiency cannot be cured by exchanging those shares for new 
shares that would otherwise satisfy subsection 191(4) . 

 
15 For an in-depth discussion of this issue, see Jung, supra note 6, at 12:4-7. 
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• Employee incentive shares: The restrictions and buyout rights commonly associated with 
employee incentive shares often cause those shares to be TPS or STPS, and in many cases the 
employee will not qualify for the substantial interest exception. Even where a specified amount is 
established, subsection 191(4)  relief may be unavailable if the buyout price does not reflect FMV, 
including where the formula does not account for minority or marketability discounts that may 
apply to those shares. 

• Corporate reorganizations involving unrelated shareholders: Reorganizations involving unrelated 
shareholders may result in the application of Part VI.1 tax where the shareholder holding the 
preferred shares does not qualify for the substantial interest exception, even though the shares 
were not issued in a financing context. A paragraph 55(3)(b) butterfly reorganization is an 
obvious example, since by definition it involves corporations owned by unrelated shareholders. 
Even where a professional valuation is obtained, valuation is inherently uncertain and subject to 
challenge. If the specified amount of preferred shares issued on the butterfly reorganization is 
later determined to have exceeded the FMV of the consideration for which the shares were 
issued, subsection 191(4) may be unavailable and Part VI.1 tax may apply to the full value of the 
business transferred. A butterfly reorganization bears no resemblance to the preferred share 
financing arrangements at which the Part VI.1 regime was directed. 

• Safe income dividends prior to a sale: Share purchase or related agreements may, depending on 
their terms, cause otherwise ordinary common shares to become TPS or STPS, including where 
the agreement gives the seller an enforceable right to a fixed pre-closing dividend, potentially 
resulting in the application of Part VI.1 to that dividend. 

• Stock dividends: Retractable stock dividend shares are generally TPS or STPS. Because no 
consideration is received on their issuance, a specified amount cannot be established for the 
purposes of subsection 191(4), preventing access to that relieving provision. As a result, the 
deemed dividend arising on retraction may be subject to Part VI.1 tax. 

• The FMV exception in paragraph (f) of the TPS definition in subsection 248(1): The practical utility 
of this exception is undermined by several factors, including the restrictive requirement that the 
acquisition price reflect the FMV at the time of the acquisition, the "without reference to the 
agreement" valuation standard, stale valuations where significant time elapses between 
valuation and acquisition, the absence of appropriate minority or marketability discounts in some 
pricing formulas, and the use of life-insurance-based pricing mechanisms that may not 
correspond to the FMV of the shares ultimately acquired. These concerns may be particularly 
acute on death, where insurance proceeds intended to fund a buyout is often not intended to be 
part of the FMV determination of the buyout price. Further difficulties and confusion may arise 
because subsection 70(5.3) deems the value of certain life insurance interests to be their cash 
surrender value rather than FMV for purposes of the deemed disposition on death, whereas the 
TPS rules continue to rely on FMV concepts.16 

Revenue Implications 
We believe that the net tax revenue impact of Part VI.1 is modest, particularly in respect of private 
companies outside the financial institution context. Taxpayers who knowingly incur Part VI.1 tax will 
generally also benefit from the paragraph 110(1)(k) deduction, which may offset a meaningful portion of 
the tax collected. As a result, the overall net revenue effect of repealing Part VI.1 could be limited. 

 
16 For an in-depth discussion of some of these issues, see Jung, supra note 6, at 12:6-9. 
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However, this presumption is based on external observation; the precise extent of any such offset is not 
publicly known and would be best assessed by the government. 

Even assuming that Part VI.1 generates some net revenue after the paragraph 110(1)(k) deduction, that 
revenue must be weighed against the significant complexity, compliance burden, uncertainty, and 
unintended consequences discussed throughout this submission, particularly in the private corporation 
context. 

Recommendation 
The Committee recommends repeal of Part VI.1 (sections 191 to 191.4). The regime was enacted to 
address a specific form of after-tax preferred share financing by non-taxpaying corporations. In practice, 
however, it now applies to a wide range of ordinary corporate transactions that bear little or no connection 
to that policy concern. The compliance burden, uncertainty, rate leakage, and unintended consequences 
described in this submission are disproportionate to any apparent revenue or policy benefit. 

If Part VI.1 is not repealed in its entirety, the Committee recommends that it be fundamentally reformed 
so that it no longer applies to ordinary private corporation transactions, estate planning, business 
succession, charitable giving, and internal reorganization s that do not involve preferred share financing. 
At a minimum, the following reforms should be adopted: 

• Post mortem transactions: Exempt deemed dividends arising  on redemption, acquisition, or 
cancellation of shares where the shares were previously subject to a deemed disposition on death. 
This relief should apply not only to graduated rate estates (GRE) , but also to non-GRE estates, spousal 
trusts, alter ego trusts, joint partner trusts, and other life interest trusts where subsection 104(4) 
produces a deemed disposition at FMV on the death of the relevant beneficiary, giving rise to the 
same double taxation concerns as a deemed disposition under subsection 70(5).  

• Dividend allowance: Increase the $500,000 dividend allowance, which has remained unchanged 
since 1988 and is approximately $1,240,000  in current dollars, and index it to inflation thereafter. In 
addition, the dividend allowance should not be reduced by dividends paid in the preceding  year. 

• Private holding corporation carve -out: Broaden the private holding corporation carve-out to 
include any private corporation that does not carry on an active business, as defined in subsection 
248(1), subject to appropriate limitations where property funded by an issuance of TPS or STPS is 
transferred, directly or indirectly, to a corporation that carries on an active business. More 
fundamentally, an exemption should be available where none of the main purposes of the share 
issuance is to fund, directly or indirectly, an active business carried on by the issuer or by a 
corporation in which the issuer has a substantial interest. 

• Substantial interest exemption: Modernize the substantial interest exemption, including 
paragraph 191(3)(d) , so that ordinary family events such as death, remarriage, blended families, 
relationship breakdowns, and the use of professional trustees do not cause Part VI.1 tax to apply in 
circumstances unrelated to after-tax financing. In particular, the rules should be amended to 
accommodate stepchildren, in-laws, blended-family estates, and trusts used in ordinary estate and 
succession planning . 

• Paragraph  110(1)(k) multiplier: Increase the paragraph 110(1)(k) multiplier from 3.5 to 4 at a 
minimum, to better reflect current general corporate rates, or replace it with a formulaic mechanism 
comparable to the approach used in the definition of “relevant tax factor.” Even then, further rules 
would be required where the deduction, or a resulting non-capital loss, is applied against income 
taxed at the small business rate. The need for such complexity reinforces the broader concern that 
Part VI.1 is poorly adapted to the private corporation context. 
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• Subsection 191(4): Replace the current “specified amount” framework in subsection 191(4) with a 
rule that Part VI.1 does not apply to a dividend deemed to arise under subsection 84(2) or 84(3) to the 
extent of the FMV of the consideration for which the redeemed, acquired, or cancelled share was 
issued, without requiring a rigid “specified amount” expressed as a fixed dollar amount. 

• Charities and non-profit organizations : Treat dividends paid to registered charities and non-profit 
organizations as excluded dividends.  

• Dividends to non -residents of Canada : Treat dividends paid to non-residents as excluded 
dividends.  
 

The Committee acknowledges that these reforms would increase complexity. On balance, outright 
abolition remains the Committee’s primary recommendation. 

Conclusion  
The TPS and STPS  rules were introduced nearly four decades ago to address a specific policy concern: 
after-tax preferred share financing by non-taxpaying corporations. As demonstrated in this submission, 
Part VI.1 now applies far beyond that purpose. It can affect routine private corporation transactions, 
including  estate freezes, post mortem planning, charitable gifts, blended-family succession 
arrangements, shareholders’ agreements, employee ownership arrangements, and internal 
reorganizations, often where no financing transaction exists. 

The concerns documented by Moskowitz in 1997 and confirmed by Jung in 2017 remain unaddressed, 
and have become more significant as private corporation values have grown and family and business 
structures have become more complex. The result is a regime that imposes substantial complexity, 
uncertainty, compliance costs, and potential tax leakage in circumstances far removed from its original 
rationale. 

Repealing Part VI.1 would simplify the Act, eliminate an economically distortive tax, reduce unnecessary 
compliance burdens, improve the ability of Canadian businesses  to attract domestic and international 
investment, and better align the law with the policy objective identified in the White Paper. If repeal is not 
pursued, the regime should at least be fundamentally reformed so that ordinary private corporation 
transactions that do not involve preferred share financing are no longer caught. 
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