
Editor: Joan E. Jung, Miller Thomson LLP, Toronto
(jejung@millerthomson.com)

Volume 24, Number 4, October 2024

1
©2024, Canadian Tax Foundation  Pages 1 – 13

T a x O w n e r - M a n a g e rf o r  T h e

Illustrating the Effects of 
the One-Third Solution on a 
Subsection 164(6) Redemption
Recent developments have significantly affected the application 
of subsection 164(6) redemptions. As many tax professionals 
are aware, subsection 164(6) offers a mechanism for eliminat-
ing double taxation when funds are withdrawn from a private 
company after the death of its owner. Unlike a pipeline trans-
action, which preserves the tax treatment of the capital gain, 
a subsection 164(6) redemption results in the replacement of 
the deceased’s realized capital gain by a taxable dividend, which 
is generally subject to a higher tax rate than a capital gain. A 
subsection 164(6) redemption can be advantageous, however, 
particularly if the company possesses valuable tax attributes 
such as refundable dividend tax on hand or a capital dividend 
account (CDA).

Recent Changes
The first notable development occurred on August 13, 2024, 
when the government released a technical amendment extend-
ing the deadline for effecting a subsection 164(6) redemption. 
The deadline, previously restricted to one taxation year from 
the date on which a graduated rate estate arises, has been 
extended to three taxation years. This is welcome relief: it 
provides the executors with additional time to complete the 
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transaction, and it thus addresses challenges usual in this con-
text, such as delays in obtaining probate or disputes arising 
from contested wills.

Another significant development stems from the proposal, 
in the 2024 federal budget, to change the capital gains inclusion 
rate. In a previous article of mine, published in this newsletter 
(“Incorrectly Executing the 50 Percent Solution on a Subsection 
164(6) Redemption”), I discussed how a redemption technique 
known as “the 50 percent solution” allowed an estate to fully 
offset the capital gains on death without any losses being de-
nied under subsection 112(3.2), provided that the capital divi-
dend designated did not exceed 50 percent of the capital gains 
on death.

With the proposed change in the capital gains inclusion 
rate, subparagraph 112(3.2)(a)(iii) has been amended to re-
duce the limit for the deemed dividend elected as a capital 
dividend from 50 percent to 33.33 percent of the capital gains 
on death. Thus, the technique for executing a proper subsec-
tion 164(6) redemption without any capital losses being denied 
should now be referred as “the one-third solution.”

Implementation and Effects
As my previous article explained, tax advisers must be cautious 
when implementing the 50 percent solution (now the one-
third solution). Because dividends cannot be partially elected 
as capital dividends, shares should not be redeemed in mul-
tiple tranches: subsection 112(3.2) calculations are performed 
separately for each redemption. The pitfalls of the “multiple 
tranches” approach were shown in my article and confirmed 
by the CRA in document nos. 2007-0224371I7 (May 30, 2007) 
and 2009-0310601I7 (June 9, 2009).

For an illustration of my point, consider the following ex-
ample (taken from my previous article), which demonstrates 
the effect of amended subparagraph 112(3.2)(a)(iii) on sub-
section 164(6) redemptions.

Assume that an estate owns shares of Opco with an ad-
justed cost base (ACB) of $2 million (from the deemed dis-
position on death), and nominal paid-up capital (PUC). Opco 
also has a CDA balance of $2 million. To avoid the trap of sub-
section 112(3.2), shares should not be redeemed in multiple 
tranches. A preferable technique involves, first, increasing the 
PUC of the shares. With the revised limit in subparagraph 
112(3.2)(a)(iii), the PUC increase should now be one-third of 
the capital gain that is recognized on death, assuming that the 
relevant corporate statute permits a stated capital increase. The 
increase in PUC will result in a deemed dividend to the estate 
under subsection 84(1), but the executor can now designate 
the full amount of the dividend as a capital dividend.
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in the amount of $20,304,746. This amount was reduced to 
$11,983,407 as a result of AAM’s objection to the underlying 
assessment that gave rise to the subsection 160(1) liability.

The TCC ultimately held that neither the deemed dividends 
nor the declared dividends were “transfers of property” within 
the meaning of subsection 160(1) of the ITA. In reaching these 
conclusions, Bocock J set out the four requirements that must 
be met in order to engage subsection 160(1) so that a trans-
feror’s outstanding tax liability is imposed on a transferee. 
Those requirements are as follows: (1) the transferor must be 
liable to pay a tax under the ITA at the time of transfer; (2) there 
must be a transfer of property; (3) the transfer must be to a 
person with whom the transferor was not dealing at arm’s 
length or to an otherwise designated transferee; and (4) the fair 
market value of the property transferred must exceed the 
fair market value of the consideration given by the transferee 
for the property.

The only issue in dispute in this case was the requirement 
that there be a transfer of property by the transferor to the 
transferee. We note that, with respect to requirements 1, 3, 
and 4, subsequent legislative amendments (in particular, the 
introduction of subsection 160(5)) have significantly broadened 
the circumstances in which these requirements will be met.

The TCC held that, in order for there to be a transfer of prop-
erty within the meaning of subsection 160(1), there had to be 
an enrichment conferred on the recipient and “a concordant 
impoverishment settled upon the grantor.”

With respect to the deemed dividends, Bocock J held that no 
impoverishment had occurred. In support of this conclusion, 
the TCC stated that Bakorp paid no funds in respect of the 
deemed dividends and did not incur any liability. In the court’s 
view, all that Bakorp did was take its recorded retained earn-
ings and recharacterize them as “appreciated stated capital” to 
the shareholder of record. The result of this recharacterization 
was that AAM held the same shares as previously but with a 
different legal stated capital account balance. In the court’s 
view, this meant that AAM had received “not a penny.”

The TCC then held that the mischief targeted by section 160 
(namely, the avoidance of the payment of a tax debt) had not 
occurred because the effect of the deemed dividends was not to 
deplete the assets of Bakorp in any way. On that basis, the court 
held that the deemed dividends did not give rise to a transfer 
of property capable of attracting the application of section 160.

With respect to the declared dividends, Bocock J held that 
the demand notes were merely evidence of debt and that no 
payment of cash or transfer of assets in kind (securities, bonds, 
or even shares) had occurred and, therefore, no enrichment 
of AAM. The TCC noted that subsequent payment of the notes 
would denote transfers within the meaning of section 160. 
The court also held that the demand notes were not payable 
until “demand is made” and, furthermore, that even if such 
a demand and presentment were made, “no transfer would 

As we have noted in the past, the ITA has grown so complex 
that certain provisions do not appear harmonized with other 
provisions. A complete review of the statute is long overdue.
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The Active Asset Management Case 
and the Treatment of Deemed and 
Declared Dividends Under Section 160: 
When Does the Issuance of a Demand 
Promissory Note Constitute Payment?
This article examines the recent decision in Active Asset Man-
agement Inc. v. The King (2024 TCC 87), in which the Tax Court 
examined whether certain deemed dividends under subsection 
84(1) of the ITA and certain declared dividends (in respect of 
which promissory notes were issued but remained outstand-
ing) constituted transfers of property that gave rise to liability 
under section 160 of the ITA. The case is noteworthy both 
for the narrow technical question it addresses and for certain 
concerns regarding the broader question of when the issu-
ance of a demand promissory note constitutes payment for 
tax purposes.

The facts in this case are relatively straightforward. The 
appellant, Active Asset Management Inc. (“AAM”), was a share-
holder of Bakorp Inc. (“Bakorp”), which, as of December 31, 
2004, owed significant amounts of taxes and penalties. On 
December 1, 2004, pursuant to shareholder resolutions, AAM 
significantly increased the legal stated capital in respect of both 
its class A shares and its class B shares. These increases resulted 
in deemed dividends to AAM by virtue of subsection 84(1) of 
the ITA (“the deemed dividends”). Under subsection 84(1), 
when a corporation increases the paid-up capital of a class of 
shares, the corporation is deemed to have paid a dividend to 
the holders of the shares of that class of shares, and those 
shareholders are deemed to have received a dividend from the 
corporation.

In addition, by a director’s resolution (also dated Decem-
ber 31, 2004), Bakorp declared significant dividends (“the de-
clared dividends”) on both its class  A shares and its class  B 
shares. Bakorp issued to AAM promissory notes, due on demand 
(“the demand notes”), in respect of the declared dividends. 
Bakorp never paid, nor had AAM ever demanded, payment in 
respect of the demand notes.

On April 5, 2018, AAM was assessed pursuant to subsection 
160(1) in respect of “a transfer on or about December 31, 2004 
from [Bakorp] to [AAM] of assets in the form of dividends” 
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Facts
In a detailed overview of the facts, the TCC explained how the 
corporation that employed the appellants terminated the stock 
option plan, which existed before June 24, 2013, by paying to 
each option holder, upon the plan’s cancellation, the sum of 
$0.10 per outstanding option. The settlement of a new trust, 
described as an “employee rights plan,” was completed shortly 
thereafter. Following a freeze by the employer’s shareholders, 
the trust subscribed for common shares of the corporation, 
for a nominal amount.

The administration of the trust was assigned to a committee 
that included the three principal shareholders of the company. 
Pursuant to the trust agreement, the committee had the author-
ity and the discretion to distribute any quantity of the trust’s 
assets to the employees and to issue a limited number of trust 
units. Over the course of the following year, the trust issued 
trust units to certain employees, including the appellants. It 
did not “allocate” to specific unitholders any of the shares that 
it held. The court found no evidence that the appellants were 
ever informed of the percentage of indirect participation in the 
company that the trust units represented.

In 2014, a third-party offer to purchase all of the outstand-
ing shares of the company in a two-phase sale was accepted. 
Before the sale, the trust made distributions to the appellants 
and made designations under subsections 104(19), 104(21), and 
104(21.2).

Positions of the Parties
The minister argued that subsection 7(2) was inapplicable to 
the trust and that the designations under section 104 were 
therefore invalid. The minister argued that the discretionary 
arrangement was not an “agreement to issue securities,” as 
is required under subsection 7(1), and that subsection 7(2) 
could therefore not apply. The minister asserted that the trust 
was, rather, an EBP, as defined in subsection 248(1), and she 
reassessed the appellants on the basis that the distributed 
amounts were included in their income from employment, 
pursuant to paragraph 6(1)(g).

The employees appealed the decision, maintaining that the 
requirement, under subsection 7(1), that there be an “agree-
ment to issue securities” does not need to be met for subsec-
tion 7(2) to apply, because subsection 7(2) does not include 
any such requirement. If the trust held the shares, regardless 
of the terms, on behalf of the employees, it should qualify as 
a subsection 7(2) trust. If subsection 7(2) applied, then para-
graph 6(1)(g) could not apply because of the principle of legal 
interpretation according to which a specific provision of the 
ITA takes precedence over a more general provision that would 
otherwise apply.

occur until payment, in cash or in kind, actually occurs.” The 
declared dividends were merely contingent liabilities. Accord-
ingly, Bocock J held that section 160 could not apply to the de-
clared dividends because no transfer of property had occurred.

This case is a welcome decision for taxpayers. However, 
Bocock J’s holding that the issuance of a demand promissory 
note does not in and of itself constitute payment highlights 
the technical challenge, for tax practitioners, of ensuring that the 
issuance of a promissory note constitutes payment for legal 
purposes.

It is our understanding that, under the law of payment, the 
issuance of a promissory note is merely evidence of an obliga-
tion to pay and constitutes conditional payment only. However, 
it is also our understanding that where a promissory note is 
accepted as absolute payment, this is not conditional payment; 
the amount is considered paid (see Joan Jung, “Dividend Plan-
ning,” in 2022 Ontario Tax Conference, at 9-10; and Arnold et al., 
Timing and Income Taxation, 2d ed., at 374-78). We also note 
that in Banner Pharmacaps NRO Ltd. v. Canada (2003 FCA 367), 
the FCA may have adopted the view that whether a promissory 
note constitutes payment is determined by the intention of the 
“maker of the note” (that is, the payer). Accordingly, in order 
to ensure that amounts intended to be paid via the issuance 
of a promissory note constitute payment for legal purposes 
(rather than conditional payment), it is advisable that the re-
cipient of the note provide written acceptance of the note as 
absolute payment, and that the terms of the note evidence the 
intention of the payer to issue the note in absolute payment 
of the dividend.

Philip Friedlan and Adam Friedlan
Friedlan Law, Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Black: TCC Concludes That ESOP Trust 
Is an Employee Benefit Plan
On July 11, 2024, the TCC released its ruling in the case of 
Black v. The King (2024 TCC 96). The issue before the TCC 
was whether, as the minister contended, distributions to the 
appellants from a trust established by the appellants’ employ-
er during their 2015, 2016, and 2017 taxation years should be 
treated as distributions from an “employee benefit plan” (EBP) 
under paragraph 6(1)(g) of the ITA. The appellants argued 
that subsection 7(2) applied, allowing the trust to make desig-
nations to characterize the distributions as dividends (subsec-
tion 104(19)), taxable capital gains (subsection 104(21)), and 
taxable capital gains eligible for the capital gains deduction 
(subsection 104(21.2)).
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Promissory Note Constitute Payment?
This article examines the recent decision in Active Asset Man-
agement Inc. v. The King (2024 TCC 87), in which the Tax Court 
examined whether certain deemed dividends under subsection 
84(1) of the ITA and certain declared dividends (in respect of 
which promissory notes were issued but remained outstand-
ing) constituted transfers of property that gave rise to liability 
under section 160 of the ITA. The case is noteworthy both 
for the narrow technical question it addresses and for certain 
concerns regarding the broader question of when the issu-
ance of a demand promissory note constitutes payment for 
tax purposes.

The facts in this case are relatively straightforward. The 
appellant, Active Asset Management Inc. (“AAM”), was a share-
holder of Bakorp Inc. (“Bakorp”), which, as of December 31, 
2004, owed significant amounts of taxes and penalties. On 
December 1, 2004, pursuant to shareholder resolutions, AAM 
significantly increased the legal stated capital in respect of both 
its class A shares and its class B shares. These increases resulted 
in deemed dividends to AAM by virtue of subsection 84(1) of 
the ITA (“the deemed dividends”). Under subsection 84(1), 
when a corporation increases the paid-up capital of a class of 
shares, the corporation is deemed to have paid a dividend to 
the holders of the shares of that class of shares, and those 
shareholders are deemed to have received a dividend from the 
corporation.

In addition, by a director’s resolution (also dated Decem-
ber 31, 2004), Bakorp declared significant dividends (“the de-
clared dividends”) on both its class  A shares and its class  B 
shares. Bakorp issued to AAM promissory notes, due on demand 
(“the demand notes”), in respect of the declared dividends. 
Bakorp never paid, nor had AAM ever demanded, payment in 
respect of the demand notes.

On April 5, 2018, AAM was assessed pursuant to subsection 
160(1) in respect of “a transfer on or about December 31, 2004 
from [Bakorp] to [AAM] of assets in the form of dividends” 
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0987941I7, February 29, 2024, titled “Amendments to GAAR 
and Advance Income Tax Rulings” (“the pipeline TI”). The pipe-
line TI and the planning TI contain specific information that 
should help guide practitioners in determining whether the new 
GAAR applies to a host of standard tax-planning techniques.

New GAAR: Important Highlights
It is outside the scope of this article to cover all of the changes 
to GAAR introduced by Bill C-59. For the purposes of this arti-
cle, it is important to note that the legislation amends the exist-
ing GAAR to introduce the notion of “economic substance” and 
provides for an automatic penalty if GAAR applies. This penal-
ty is subject to a limited exception in subsection 245(5.2) (“the 
GAAR penalty exception”), and it does not apply if a disclosure 
has been made to the CRA under section 237.3 (“reportable 
transactions”) or section 237.4 (“notifiable transactions”) of 
the ITA. The reportable transaction rules under section 237.3 
also provide for an optional disclosure mechanism in subsec-
tion 237.3(12.1) whereby a positive obligation to report does 
not exist.

In simplified terms, the GAAR penalty exception provides 
that no penalty will apply if, at the time that the transaction 
was entered into, it was reasonable for the person to have con-
cluded—in reliance on the transaction (or a series of trans-
actions including it) being identical or nearly identical to a 
transaction or series covered by published CRA guidance or 
court decisions—that GAAR would not apply to the trans-
action. We note that it appears open to a court to read in a 
broader due diligence defence than the one provided for in 
the GAAR penalty exception.

The Planning TI
In the planning TI, the CRA stated that, in its general view, 
the conclusions reached in IC 88-2 and IC 88-2, supplement 1 
(which provided examples of when the existing GAAR would or 
would not apply) “should remain the same under the amended 
section 245.” The CRA noted, however, that the potential ap-
plication of amended section 245 is dependent on a full review 
of all of the facts and circumstances of each particular case 
(including a review of the object, spirit, and purpose of the 
impugned provisions, and with due weight given to economic 
substance).

IC88-2 (“list 1”) and IC 88-2, supplement 1 (“list 2”) (collec-
tively, “the ICs”) cover a wide range of transactions. In these 
ICs, the CRA provided multiple examples of transactions that 
were avoidance transactions but that (if specific criteria in the 
ICs were met) would not be subject to GAAR. These included 
the following transactions:

• divisive reorganizations under paragraph 55(3)(b) 
(list 1, paragraph 7);

• loss-and-profit consolidation transactions within a 
related corporate group (list 1, paragraph 8);

of the individual) in respect of capital gains and capital losses 
if the only properties referred to in paragraph 3(b) were quali-
fied small business corporation shares of the individual.

Hypothetically, if a taxpayer has shares of a corporation that 
are both QFFP and QSBC, and that taxpayer wants to claim the 
capital gains deduction under subsection 110.6(2.1) (that is, 
the deduction available for QSBC shares), the taxpayer would 
be prevented from doing so because the taxable capital gain of 
the shares, computed under paragraph 3(b) of the ITA, would 
be included (because of the shares’ QFFP status) in the com-
putation of the amount under paragraph 110.6(2)(d). As a re-
sult, the taxpayer is forced to claim the capital gains deduction 
under subsection 110.6(2), not subsection 110.6(2.1).

By similar logic, a taxpayer with shares of a corporation that 
are shares of both a QB and a QSBC would be forced to claim the 
deduction under paragraph 110.6(2.1)(d) because the inher-
ent taxable capital gain on the shares would be included in the 
computation of the amount under paragraph 110.6(2.1)(d): 
they are QSBC shares, and would therefore be excluded from 
the computation under paragraph 110.61(2)(a)—which then 
computes to nil. Because the preamble to subsection 110.61(2) 
takes the least of paragraphs 110.61(2)(a) and (b), the capital 
gains deduction available under the EOT regime also computes 
to nil.

Given that one of the stated policy objectives of the EOT 
rules is to provide small business owners with an alternative 
succession option, the result above is likely an unintended con-
sequence of Finance’s having adapted language from similar 
provisions in the capital gains deduction scheme of the ITA. In-
deed, it would be very unusual for a taxpayer to be punished, by 
being excluded from the benefits afforded by the EOT regime, 
just for having shares that also meet the QSBC requirements 
(which would be the case in most circumstances, because the 
conditions are quite similar).

Nevertheless, we hope that future draft legislation will clar-
ify Finance’s intentions regarding the interplay of the new EOT 
rules with the existing LCGE regime; if a taxpayer is meant to 
choose one or the other, and not both, the legislation should 
clearly say so.

Jason Lau and Evan Crocker
Moodys Tax
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Tax Planning Under the New GAAR: 
The CRA Comments
The CRA recently issued two important technical inter-
pretations addressing the effect of the revised general anti-
avoidance rule (GAAR) on tax planning: (1) CRA document 
no. 2024-1008251I7, February 28, 2024, titled “IC 88-2 and New 
GAAR” (“the planning TI”); and (2) CRA document no. 2023-
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Facts
In a detailed overview of the facts, the TCC explained how the 
corporation that employed the appellants terminated the stock 
option plan, which existed before June 24, 2013, by paying to 
each option holder, upon the plan’s cancellation, the sum of 
$0.10 per outstanding option. The settlement of a new trust, 
described as an “employee rights plan,” was completed shortly 
thereafter. Following a freeze by the employer’s shareholders, 
the trust subscribed for common shares of the corporation, 
for a nominal amount.

The administration of the trust was assigned to a committee 
that included the three principal shareholders of the company. 
Pursuant to the trust agreement, the committee had the author-
ity and the discretion to distribute any quantity of the trust’s 
assets to the employees and to issue a limited number of trust 
units. Over the course of the following year, the trust issued 
trust units to certain employees, including the appellants. It 
did not “allocate” to specific unitholders any of the shares that 
it held. The court found no evidence that the appellants were 
ever informed of the percentage of indirect participation in the 
company that the trust units represented.

In 2014, a third-party offer to purchase all of the outstand-
ing shares of the company in a two-phase sale was accepted. 
Before the sale, the trust made distributions to the appellants 
and made designations under subsections 104(19), 104(21), and 
104(21.2).

Positions of the Parties
The minister argued that subsection 7(2) was inapplicable to 
the trust and that the designations under section 104 were 
therefore invalid. The minister argued that the discretionary 
arrangement was not an “agreement to issue securities,” as 
is required under subsection 7(1), and that subsection 7(2) 
could therefore not apply. The minister asserted that the trust 
was, rather, an EBP, as defined in subsection 248(1), and she 
reassessed the appellants on the basis that the distributed 
amounts were included in their income from employment, 
pursuant to paragraph 6(1)(g).

The employees appealed the decision, maintaining that the 
requirement, under subsection 7(1), that there be an “agree-
ment to issue securities” does not need to be met for subsec-
tion 7(2) to apply, because subsection 7(2) does not include 
any such requirement. If the trust held the shares, regardless 
of the terms, on behalf of the employees, it should qualify as 
a subsection 7(2) trust. If subsection 7(2) applied, then para-
graph 6(1)(g) could not apply because of the principle of legal 
interpretation according to which a specific provision of the 
ITA takes precedence over a more general provision that would 
otherwise apply.

occur until payment, in cash or in kind, actually occurs.” The 
declared dividends were merely contingent liabilities. Accord-
ingly, Bocock J held that section 160 could not apply to the de-
clared dividends because no transfer of property had occurred.

This case is a welcome decision for taxpayers. However, 
Bocock J’s holding that the issuance of a demand promissory 
note does not in and of itself constitute payment highlights 
the technical challenge, for tax practitioners, of ensuring that the 
issuance of a promissory note constitutes payment for legal 
purposes.

It is our understanding that, under the law of payment, the 
issuance of a promissory note is merely evidence of an obliga-
tion to pay and constitutes conditional payment only. However, 
it is also our understanding that where a promissory note is 
accepted as absolute payment, this is not conditional payment; 
the amount is considered paid (see Joan Jung, “Dividend Plan-
ning,” in 2022 Ontario Tax Conference, at 9-10; and Arnold et al., 
Timing and Income Taxation, 2d ed., at 374-78). We also note 
that in Banner Pharmacaps NRO Ltd. v. Canada (2003 FCA 367), 
the FCA may have adopted the view that whether a promissory 
note constitutes payment is determined by the intention of the 
“maker of the note” (that is, the payer). Accordingly, in order 
to ensure that amounts intended to be paid via the issuance 
of a promissory note constitute payment for legal purposes 
(rather than conditional payment), it is advisable that the re-
cipient of the note provide written acceptance of the note as 
absolute payment, and that the terms of the note evidence the 
intention of the payer to issue the note in absolute payment 
of the dividend.

Philip Friedlan and Adam Friedlan
Friedlan Law, Richmond Hill, ON
philip.friedlan@friedlanlaw.com
adam.friedlan@friedlanlaw.com

Black: TCC Concludes That ESOP Trust 
Is an Employee Benefit Plan
On July 11, 2024, the TCC released its ruling in the case of 
Black v. The King (2024 TCC 96). The issue before the TCC 
was whether, as the minister contended, distributions to the 
appellants from a trust established by the appellants’ employ-
er during their 2015, 2016, and 2017 taxation years should be 
treated as distributions from an “employee benefit plan” (EBP) 
under paragraph 6(1)(g) of the ITA. The appellants argued 
that subsection 7(2) applied, allowing the trust to make desig-
nations to characterize the distributions as dividends (subsec-
tion 104(19)), taxable capital gains (subsection 104(21)), and 
taxable capital gains eligible for the capital gains deduction 
(subsection 104(21.2)).
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