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During the course of tax-driven reorganizations, 
it may be convenient or advantageous to issue 
corporate shares in exchange for a promissory 
note. It is particularly useful where a taxpayer 
desires to create paid-up capital (“PUC”) or cost 
basis (“ACB”) in shares without having to trans-
fer cash. Although this practice is generally lim-
ited by corporate statutes, there are ways of 
making it work. This article examines the pit-
falls and solutions to issuing shares for a prom-
issory note. 

Corporate statutes generally provide that a share 
cannot be issued until it is fully paid in money, 
property, or past services that are not less in 
value than the monetary equivalent.1 At com-
mon law, a promissory note is a chose in action 
and would thus constitute a form of property. 
However, corporate legislation generally ex-
cludes promissory notes from the definition of 
“property” for the purpose of issuing shares.2 
This restriction varies from province to province 
and comes in one of four forms: 

1. Total Restriction – This restriction applies in 
Saskatchewan, Manitoba, New Brunswick, 
and Newfoundland. In these provinces, a 
promissory note cannot be given as considera-
tion for the issuance of shares under any cir-
cumstances. There is a total prohibition, even 
if the subscriber was in receipt of the promis-
sory note as a result of bona fide business 
transactions with an unrelated third party. 

2. Subscriber and Non-Arm’s Length Restriction 
– In Alberta, Ontario, and under the CBCA, 
the restriction only applies to promissory 
notes issued by the subscriber or a person 
who does not deal at arm’s length with 
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the subscriber within the meaning of that ex-
pression in the Income Tax Act.3 For this pur-
pose, subs. 251(1) of the ITA defines the 
arm’s length concept. However, this is not 
always a straightforward determination be-
cause para. 251(1)(c) provides that if neither 
of paras. (a) or (b) apply, it is a question of 
fact whether unrelated persons are dealing at 
arm’s length. It will then be necessary to re-
view the Canada Revenue Agency’s (“CRA”) 
published positions along with the relevant 
case law.4 Unlike under the Total Restriction 
jurisdictions, a subscriber could pay for 
shares with a promissory note issued by an 
arm’s length party. 

3. Subscriber Restriction – In British Columbia, 
the restriction only applies to “a record evi-
dencing indebtedness of the person to whom 
shares are to be issued”5 (i.e., a promissory 
note issued by the subscriber). Therefore, in 
B.C., the subscriber could pay for shares with 
a promissory note issued to the subscriber by 
a non-arm’s length party. 

4. No Restriction – Nova Scotia and Prince 
Edward Island’s corporate legislation contains 
no restriction on issuing shares for a promis-
sory note.6 

It is worth noting that in the jurisdictions where 
paying for shares with notes is restricted, direc-
tors of a corporation who vote for or consent to 
a resolution authorizing the issue of a share for 
consideration other than money are jointly and 
severally liable to the corporation to make good 
any deficiency.7 

The next consideration is to confirm that the 
subscription for shares with a promissory note 
will create PUC and ACB in those shares. 
The starting point for ACB is the “cost” of 
the property.8 The term “cost” is not defined in 
the Income Tax Act. However, case law suggests 

that cost means “the price that the taxpayer gave 
up in order to get the asset”.9 The CRA has ac-
cepted that a taxpayer’s cost of shares purchased 
with a promissory note is equal to the value of 
the promissory note since that is what a taxpayer 
gave up in order to acquire the shares.10 There-
fore, a promissory note given in consideration 
for the issuance of shares should create an ACB 
in those shares equal to the value of the note. 

The starting point for PUC is the capital account 
(usually referred to as stated capital) under cor-
porate legislation.11 Corporate legislation gener-
ally allows the directors to add the full amount 
of any consideration received by the corporation 
to the stated capital account of the shares issued. 
In this regard, the CRA has stated that it gener-
ally accepts as a statement of fact by taxpayers 
in the context of para. 55(3)(b) butterfly rulings 
that a non-interest bearing note that is payable 
on demand and issued as consideration for cer-
tain property acquired by the taxpayer may have 
a fair market value equal to its stated principal 
amount.12 It is therefore relatively safe to pre-
sume that the value of a non-interest bearing 
demand promissory note will equal its principal 
amount, at least where the debtor corporation is 
solvent. This amount can therefore be added to 
the stated capital account and will be the PUC 
of the class of shares issued for tax purposes. 

Next, I will discuss the consequences if shares 
are issued for a promissory note in contraven-
tion of corporate legislation. 

The case law is divided on what results when 
shares are issued for less than adequate or no 
consideration. The two streams of cases can be 
described as the “Nullification Stream” and 
the “Contextual Stream”.13 The genesis of 
the “Nullification Stream” can be traced to 
Professor Bruce Welling’s commentary from his 
textbook Corporate Law in Canada,14 which 
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was adopted by the Québec Superior Court 
in Javelin International Ltd. v. Hillier.15 In 
Welling’s view, the use of the phrase “shall not 
be issued” in s. 25(3) of the CBCA (and its 
provincial equivalents) means that inadequate 
consideration results in a nullity as between the 
issuer corporation and the registered holder. 
This was also the view of the Tax Court in Ball 
v. MNR16 where the facts involved a taxpayer 
employee who received an option to purchase 
25,000 shares of stock in his employer. The tax-
payer purported to exercise the option but 
only paid the exercise price for 9,700 shares 
and gave a promissory note for the balance. 
Justice Mogan ruled that only 9,700 shares were 
issued.17 

Nullification was used in the recent Federal 
Court of Appeal case St Arnaud v. The Queen 
[St Arnaud].18 St Arnaud involved taxpayers 
whose RRSPs and RRIF were defrauded of re-
tirement funds by fraudsters who sold them 
shares in worthless companies. The Minister 
assessed the taxpayers to include amounts in 
their income under subs. 146(9) or 146.3(4) on 
the basis that the trusts governed by their RRSPs 
or RRIF had acquired shares in these private 
companies the fair market value of which was 
nil. The court stated that it was clear that these 
provisions only applied if an RRSP or RRIF 
disposes of or acquires an interest in property. 
The majority decision, written by Justice Webb, 
disposed of the case on the basis that the 
RRSPs and RRIF did not acquire the shares. 
Justice Webb reviewed the share purchase 
agreement, noted its deficiencies, and concluded 
that the shares could not have been acquired un-
der the agreement. He then considered whether 
the shares were validly issued apart from the 
purchase agreement, based on one corporation’s 
records. After reviewing subs. 27(3) and (5) 

of the ABCA, the court found that the money 
paid for shares was either not received by the 
corporation or received simply as a conduit for 
the fraudster. The result was that the shares 
were not validly issued. 

The Contextual Stream of cases posits that cor-
porate legislation does not explicitly state what 
remedy is available when shares are issued with-
out being fully paid for; thus, it is up to the courts 
to decide on the appropriate remedy. The result 
can then be nullification, director liability, or 
permitting the purported shareholder to pay the 
subscription price to validate the share issue. 
There are lines of cases out of British Columbia19 
and Ontario,20 supporting this view. A more re-
cent Alberta Court of Appeal case also adopts 
the contextual approach. In Pearson Finance 
Group Ltd. v. Takla Star Resources Ltd. 
[Takla],21 the issue was whether a corporate 
director owned certain shares he had obtained 
under a stock option plan but never paid for. 
Justice Côté acknowledged the Nullification 
Stream but explicitly rejected automatic nullifi-
cation. Rather, he compared nullification to a 
“hand grenade in a confined space”22 and em-
phasized that context should dictate the outcome 
to provide judges with flexibility on the appro-
priate remedy. 

In the end, the more recent cases out of provin-
cial courts support the view that judges can de-
cide on an appropriate remedy, based on what 
they consider fair in the circumstances. Howev-
er, the Nullification Stream has been used by the 
Tax Court and very recently by the Federal 
Court of Appeal. Also, the Contextual Stream 
still leaves open the possibility for nullification 
if the context supports it.23 Where nullification 
has been found to be inappropriate, the courts 
typically allow the purported shareholder 
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to remedy the situation by paying the subscrip-
tion amount for the shares. This is particularly 
the case where the subscription price was a 
nominal amount. 

Interestingly, neither the Nullification Stream 
nor the Contextual Stream referred to 
subs. 16(3) of the CBCA or its provincial equiv-
alents.24 That provision states that “[n]o act of a 
corporation, including any transfer of property 
to or by a corporation, is invalid by reason only 
that the act or transfer is contrary to its articles 
or this Act”. This wording is seemingly disposi-
tive of the issue; yet, this is not entirely clear as 
ambiguity exists in the wording “by reason on-
ly”. The wording leaves it open to a court to 
find a reason outside of the corporate statute to 
invalidate the share issuance. 

The improper issuance of corporate shares has 
the potential for adverse tax implications in ad-
dition to director liability under corporate law. 
For example, nullification may give rise to a 
shareholder benefit under subs. 15(1), where the 
taxpayer incorporates a company and attempts 
to subscribe for a nominal amount of shares. If 
the taxpayer has not paid for the shares and the 
issuance is subsequently annulled, the taxpayer 
will not be able to purchase shares for a nominal 
amount (assuming the business has increased in 
value) without running into subs. 15(1). This 
flows from a 2003 Technical Interpretation25 
where the CRA stated that in a situation where a 
company was incorporated and carried on busi-
ness for 16 years without having issued shares, 
the proposed transaction involving the taxpayer 
subsequently subscribing for a share of the cor-
poration at a nominal amount would be consid-
ered a benefit under subs. 15(1) or 246(1) 
because the fair market value of the corpora-
tion’s property was now $150,000. The CRA 

did note that this result might be avoided if an 
appropriate rectification order were obtained. 

Another issue that could arise is the characteri-
zation of payments from the corporation to the 
purported shareholder. If the share issuance 
were nullified, these payments could no longer 
be classified as dividends eligible for dividend 
tax credits or a deduction under subs. 112(1) 
where the recipient is a corporation. The pur-
ported shareholder would be subject to reassess-
ment on this basis. If the purported shareholder 
were also an employee of the corporation, 
the payments might be characterized as wages, 
and the corporation could be subject to reassess-
ment for failure to withhold and remit under 
subs. 153(1) of the ITA. 

This area of the law has enough uncertainties 
and potential for unfavourable consequences, 
tax and otherwise, that advisers should be aware 
of the issues and how to plan around them. For 
example, it is possible to issue shares for prom-
issory notes, no matter which legislation it is 
desired the corporation be governed under, by 
incorporating in a jurisdiction with less (or no) 
restriction on the ability to issue shares for a 
promissory note, then continuing the corpora-
tion under the desired legislation immediately 
thereafter.26 For example, if an ABCA corpora-
tion (“Parentco”) wants to incorporate a subsidi-
ary ABCA corporation (“Subco”) and to fund it 
with a promissory note received from a non-
arm’s length party, Parentco can simply incor-
porate Subco in British Columbia, where this 
type of transaction is permitted, then continue 
Subco under the ABCA the next day. If, instead 
of paying with a note from a non-arm’s length 
party, Parentco wants to issue its own note in ex-
change for Subco shares, then, instead of British 
Columbia, Subco could be incorporated in 
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Nova Scotia, where there are no restrictions on 
issuing shares for promissory notes, and subse-
quently continued under the ABCA. The share 
issuance will continue to be valid under the 
ABCA, since subs. 188(8) of the ABCA states: 

A share of an extra‑ provincial corporation issued before 
the extra‑ provincial corporation was continued under 
this Act is deemed to have been issued in compliance 
with this Act and with the provisions of the articles of 
continuance irrespective of whether the share is fully paid 
and irrespective of any designation, rights, privileges, 
restrictions or conditions set out on or referred to in the 
certificate representing the share, and continuance under 
this section does not deprive a holder of any right or 
privilege that the holder claims under, or relieve the 
holder of any liability in respect of, an issued share 
[emphasis added]. 

The CBCA and the other provincial corporate 
legislation have similar provisions.27 

One issue that arises upon continuance is 
whether the stated capital (and therefore PUC) 
created on the issuance of the shares can be car-
ried over on the continuance. Initially, it appears 
that it can. Legislation that follows the CBCA 
model generally provides that “[w]hen a body 
corporate is continued under this Act, it may 
add to a stated capital account any consideration 
received by it for a share it issued”.28 However, 
within the same section, it states that “[w]hen a 
body corporate is continued under this Act, any 
amount unpaid in respect of a share issued by 
the body corporate before it was so continued 
and paid after it was so continued shall be added 
to the stated capital account”.29 This latter pro-
vision may suggest by implication that amounts 
owing under a promissory note cannot be added 
to stated capital upon continuance. However, 
this result seems unlikely since there would be 
no amount unpaid for the shares—they were 
fully paid for with the promissory note. Any un-
paid amount would be on the note itself, not the 
shares. It is possible that this latter provision is 

in reference to corporations incorporated by 
guarantee (e.g., a company limited by guarantee 
under the NSCA)30 where no property was given 
in exchange for the shares issued. As such, the 
former provision should operate to ensure that 
the stated capital will be maintained in the con-
tinuance jurisdiction. 

It is also worth noting that under the ABCA, 
which contains the same two provisions quoted 
above, it states that “[w]hen a body corporate is 
continued under this Act, the stated capital of 
each class and series of shares of the corporation 
immediately following its continuance is 
deemed to equal the paid up capital of each 
class and series of shares of the body corporate 
immediately prior to its continuance”.31 The 
term “paid up capital” is not defined, or used 
anywhere else, in the ABCA. It is, therefore, not 
entirely clear whether this term refers to PUC 
for tax purposes or generally to a capital account 
under other corporate legislation (either in an-
other jurisdiction or the pre-ABCA corporate 
legislation in Alberta). Although it appears that 
the stated capital account will be maintained in 
the continuance jurisdiction, one can avoid any 
potential uncertainty surrounding PUC on con-
tinuance by effecting any reorganization trans-
actions requiring PUC prior to the continuance. 

As the foregoing demonstrates, purchasing 
shares from a corporation’s treasury with a 
promissory note could have dire consequences if 
it is done in contravention of corporate law. In-
corporating in a less restrictive jurisdiction and 
then continuing in the desired province (or fed-
erally) is a simple way to safely perform this 
type of transaction. Using this technique will 
insulate corporate directors from liability and 
protect against unfavourable tax consequences. 

[Editor’s note: Marshall Haughey practises 
tax law with a focus on corporate tax and 
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transaction structuring, including corporate re-
organizations and mergers and acquisitions. He 
also has a keen interest in estate planning trans-
actions involving tax-effective restructuring of 
businesses and inter-generational transfers of 
wealth. In addition, Marshall advises charities 
and not-for-profit organizations on setting up 
and structuring their affairs.] 
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