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Introduction – Proposed Tax Changes
On July 18, 2017, the Department of Finance released draft legislation and a
paper for consultation, focusing on changes in three key tax planning areas for
Canadian Controlled Private Corporations (CCPCs):
1)
2)
3)

Income Sprinkling
Holding Passive Investments Inside a Private Corporation
Converting Income into Capital Gains

The proposed changes are the most significant changes we have seen in
45 years and represent wholesale changes to taxation of private
businesses in Canada.

1.

Sprinkling Income Using
Private Corporations
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1. Income Sprinkling
Canada has a progressive tax system with higher income tax rates on higher
levels of income.
What is income splitting?
•

A tax planning strategy to redirect income to family members with lower
taxable income

•

Lower income family members have lower marginal rates of tax creating
absolute tax savings
o Also allows access to additional personal income tax credits; and
o Deductions such as the lifetime capital gains exemption (“LCGE”)
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1. Income Sprinkling

Low tax Brackets

Spouse A
Shares

Adult
Children

Spouse B
Shares

Shares

Private
Corporation

Business Income
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1. Income Sprinkling
Benefits or Common Uses:
•

Commonly used to compensate lower income spouse or family members

•

Commonly used to fund maternity leaves, disability and sabbaticals

•

In practice, payments are often used:
o to fund personal expenses or savings for lower income family members,
o to finance the post-secondary education of children, or
o to provide down payments for purchase of principal residence
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1. Income Sprinkling
Scenario 1 – Ontario Personal Tax: Simple Example
Spouse A

Spouse B

Spouse A - No Income
Splitting

$200,000

Nil

$200,000

Nil

$200,000

$200,000

Total Income

$200,000

$200,000

$400,000

Personal Income Tax

$70,000

$55,000

$160,000

Salary from Corporation
Taxable Dividend

Total

$125,000

$160,000

Income splitting allows approximately $35,000 of personal income taxes is saved
annually by the household
www.pcmacanada.com
12

1. Income Sprinkling
Scenario 2 – Ontario Personal Tax: Simple Example
Spouse A

Spouse
B

Child 1

Child 2

Child 3

$200,000

Nil

Nil

Nil

Nil

Nil

$40,000

$40,000

$40,000

$40,000

Total Income

$200,000

$40,000

$40,000

$40,000

$40,000

Personal
Income Tax

$70,000

$900

$900

$900

$900

Salary from
Corporation
Taxable Dividend

Total

$73,600

If all dividends were paid to Spouse A, family tax bill is approximately $144,000
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1. Income Sprinkling
Government’s Concerns:
•

Perceived Fairness: Want to ensure that business owners do not have tax
advantages compared to employees

•

Current tax rules are limited in scope in regards to some forms of income
splitting

•

Family members receiving sprinkled income may not have contributed to the
business

•

Tax benefits increase with income and number of family members who can
receive sprinkled income
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1. Income Sprinkling
Business Owners’ Concerns:
•

Proposals will impact middle class business owners – not just high income
earners

•

Government draws parallel between employees and entrepreneurs - lack of
understanding of key differences between the two groups

•

Income Tax Act has many incentives which distinguish between employees
and entrepreneurs
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1. Income Sprinkling
Proposed Changes:
a. Extension of Tax on Split Income (“TOSI”) rules - also referred to as
“kiddie tax”
b. Limited availability of LCGE for family members
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1.a. Income Sprinkling - TOSI
Background:
•

Historically, TOSI only applied to minors

•

Dividends, business income and capital gains on a disposition to a related
person were subjected to the highest tax rates when earned by a minor
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1.a. Extension of the TOSI rules
Proposed Changes:
•

TOSI will now generally apply to all Canadian residents (no age threshold)
who receive income from a related business unless it is reasonable

•

Proposed definition of split income is also expanded to include:
o Interest income from indebtedness
o Income or gains from the disposition of property
o Income from a conferred benefit; and
o Secondary income (re-invested income)
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1.a. Reasonableness Test
•

Dividends from a related private business will be subject to a
“Reasonableness Test”

•

“Reasonableness” of dividends will be required for any shareholder if a
related person owns > 10% of shares of company
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19

1.a. Reasonableness Test

•

Proposed “reasonableness test” based on what an arm’s length party
would have agreed to pay to the adult specified individual considering:
• labour contributions;
• capital contributions;
• risks undertaken; and
• previous returns and remuneration.
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1.a. Reasonableness Test
If amounts considered “unreasonable”:
• TOSI will apply
• Loss of graduated tax rates
• Loss of LCGE on future sale of shares
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1.a. Reasonableness Test
Issues with Reasonableness Test
• If > 50% income from capital gains or business earns passive income,
cannot rely on reasonableness test
• When can this apply?
• Income from rental properties
• Income from investment portfolios
• Sale of all business assets resulting in goodwill / capital gains
IMPACT – could lose graduated tax rates on dividends from holding
companies
www.pcmacanada.com
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1.a. Reasonableness Test Age 18 – 24
Amounts will be considered unreasonable unless:
I.

Labour contributions:
• “actively engaged on a regular, continuous and substantial basis in the activities of
the business”
• Generally would require an individual to be working on a full-time basis

II. Capital contributions:
• the amount exceeds a legislatively-prescribed maximum allowable return on the
assets contributed by the individual in support of the business
• Current prescribed rate of return would be equal to 1%
Proposal seriously constrains a private corporation’s ability to split income with
shareholders aged 18-24. In 2018, expect this to be the exception rather than the
norm.
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1.a. Reasonableness Test Age 25+
Amounts will be considered unreasonable unless:
I.

Labour contributions:
• the individual is involved in the activities of the business (e.g., contributed
labour that could have otherwise been remunerated by way of salary or
wages).

II. Capital contributions:
• the individual has contributed assets, or assumed risk, in support of the
business.
Less stringent tests when compared to the age group of 18-24.
www.pcmacanada.com
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1.a. Other Considerations
•

Detailed legislative proposals were released concerning these new rules

•

2017 is likely the final year to pay dividends to adult shareholders without
considering TOSI rules

•

Because of planned implementation, expect these rules to be enacted by
end of calendar year

•

Proposed TOSI rules, if enacted, will apply to 2018 and later taxation
years
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1.a. Tax Planning
•

Evaluate your strategy in the context of where you are in your business life cycle

•

Consider paying a larger dividend to adult shareholders when compared to status quo

•

Evaluate ability to pay dividends to family members in 2018 and beyond

•

Subsequent to 2017, income splitting will be fact dependent and not just based on a
shareholder’s legal relationship with the entity

•

Documentation will be critical in regards to splitting income

•

Evaluate alternate remuneration strategies as appropriate
o TOSI does not apply to reasonable salaries to family members
o Source deductions required
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1.a. TOSI – Other Relevant Changes
•

As previously noted, definition of Split Income expanded to include taxable
capital gains from the disposition of property

•

Proposed rules are relevant in the context of disposing of shares of the
business

•

Lifetime Capital Gains Exemption (“LCGE”) provides deduction of capital
gains to maximum of $835,716 realized on the disposition of qualified small
business corporation shares
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1.a. TOSI – Other Relevant Changes
•

New constraints proposed by Trudeau Government concerning the
multiplication of the LCGE to contend with:
• Age limits
• Reasonableness test
• Trusts

•

Finance believes that it is unfair to utilize the LCGE if one has not invested
or contributed to the gain on the shares

•

New rules propose that gain on sale of shares must be “reasonable”
considering the circumstances if LCGE is to be utilized
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1.b. LCGE Changes
•

A minor will not be eligible to claim the LCGE in respect of dispositions after
2017

•

Adults will not be able to claim their LCGE in respect of capital gains from a
disposition after 2017, subject to the transitional rules (elective dispositions):
o To the extent the capital gain accrued before the individual was 18 years
of age;
o To the extent that the capital gain accrued during a period in which a trust
held the property (certain exceptions); and
o To the extent that the taxable portion of the capital gain from the
disposition of property is included in an individual’s TOSI
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Transitional Relief Provided
•

Eligible taxpayers can make an election in their 2018 taxation year to claim
the LCGE on capital gains accrued to the election date

•

To assist in allowing taxpayers to qualify shares or property as QSBC, all
references to 24 months are being changed to 12 months for the look-back
tests

•

Eligible taxpayers include individuals and personal trusts

•

Election not available for minors on QSBC shares
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30

Transitional Relief Provided
•

Planning should be executed in 2017 to utilize exemption if possible

•

If necessary, you could plan to utilize an election in 2018 to “lock in” accrued
gains

•

If transaction is contemplated in 2017, less complexity and more flexibility if
deal can close before December 31st

•

Consider AMT considerations for any 2017 or 2018 elective transaction

•

Expect in some cases to have to balance tax planning with family law issues,
succession planning issues and operational control
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Transitional Relief Provided
•

FMV of Shares:
•

Significant penalty will apply if CRA disagrees with the FMV
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2.

Passive Investment Income in
Private Corporations

www.pcmacanada.com
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1. Business Income - Integration
Corporation

Employee

Corporate Net Income

$500,000

$500,000

Small Business Rate

15%

-

Corporate Income Tax

($75,000)

-

After Tax Corporate Funds for Investment (A)

$425,000

-

Dividend

$425,000

-

Personal Tax On Non-Eligible Dividend (45.3%)

($192,525)

Personal Tax For Employee (53.5%)
After Tax Personal Funds For Investment (B)

($267,500)
$232,475

$232,500

Government has identified the difference between (A) and (B) as an unfair advantage
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1. Investment Income - Integration
Investment Income

Employee
$500,000

Corporate Tax (50.17%)

$

-

($250,833)
$249,167

Dividend Refund (30.67%)
Taxable Dividend
Personal Tax On Non-Eligible Dividend (45.3%)
Personal Tax For Employee (53.5%)

$
$

-

$153,333
$402,500
($182,333)

($267,500)

After Tax Cash

$232,500

$220,167

53.5%

56.0%

Effective Tax Rate

Corporation
$500,000

In theory, the Effective Tax Rate should be equal
www.pcmacanada.com
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2. Holding Passive Investments Inside a Private
Corporation
•

Tax deferral is based on a long standing tax policy and is a major benefit of a
private corporation

•

Tax deferral allows for:
o Diversification of risk
o Saving opportunities to expand/renovate
o Self insure against lost earnings
o Securing lines of credit
o Saving for unforeseen contingencies
o Build up of savings for retirement
Deferral allows a business owner to manage the realities of being an
entrepreneur; an employee has an employer who manages this on their behalf.

•

www.pcmacanada.com
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2. Holding Passive Investments Inside a Private
Corporation
Government’s Concerns:
•

As per previous example, investing $425,000 is more advantageous when
compared to investing $232,500

•

Perceived as an “unfair advantage” as there is a larger pool of capital to
invest, resulting in an increased potential to earn investment income

•

Government often points out that “employees” are not afforded such an
advantage
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2. Holding Passive Investments Inside a Private
Corporation
Business Owners’ Concerns:
•

Deferral is necessary to grow business and save for a rainy day

•

Cannot compare an employee to an entrepreneur on tax impacts alone

•

In addition to salaries, many employees have generous non-taxable / tax
deferred benefit packages
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2. Holding Passive Investments Inside a Private
Corporation
•

No draft legislation

•

Finance has provided three options as to how to “establish fairness”

•

Consultation period ends on October 2, 2017

•

These proposals would not apply when investment is focused and after-tax
corporate funds are used to purchase equipment, machinery, acquire
inventory etc.

www.pcmacanada.com
39

2. Overview of Options Proposed by Finance
The Department of Finance put forward three proposals to address their
concerns:
1.
2.
3.

Refundable tax levied on ineligible investments “The 1972 Approach”
Apportionment Method
Elective Method

• Government has indicated that “time” will be provided
• Government has proposed “Grandfathering”
• All approaches result in a heavy tax burden on passive income
www.pcmacanada.com
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2.a. Proposal 1 – The 1972 Approach
•

Approach was enacted in 1972

•

Retroactively repealed shortly after implementation – too complex

•

An additional refundable tax would be levied on after-tax business income
used to purchase an investment asset

•

Department of Finance - not actively considering

www.pcmacanada.com
41

2.b. Proposal 2 – Apportionment Method
•

No tax would be levied at the time a passive asset is acquired

•

Would continue to have $425,000 to invest (SBD Retained Earnings)

•

Eliminates 30.67% refundable tax on passive income and replaces it with a
permanent tax rate of approximately 50%

•

Eliminates capital dividends account additions for non-taxable portion of
capital gains
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2.b. Proposal 2 – Apportionment Method
•

Passive income will be apportioned amongst source of income to invest

•

Requires a corporation to track the source of income used to acquire each
investment asset

•

Complex
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2.b. Proposal 2 – Apportionment Method
•
•
•

Example: $32,000 of investment income is earned
50% non-refundable tax on investment income would be applied at corporate
level
$16,000 of investment income would be distributed as follows:
Source

Pool

% of
Pool

Amount Available to
Distribute to Shareholder

Retained Earnings – Small Business
Tax Rates

$240,000

60%

$9,600 Non-Eligible Dividend

Retained Earnings – General Tax
Rates

$100,000

25%

$4,000 Eligible Dividends

Shareholder Investment

$60,000

15%

$2,400 Non-Taxable Capital
Dividend
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2.b. Proposal 2 – Apportionment Method
Apportionment Method Example - Using Ontario Rates
Existing
Assets to Invest
400,000
Assumed Rate of Return
8%
Passive Income
32,000
Corporate Income Tax Rate
50.17%
Less: Refundable Portion
-30.67%
Net Corporate Tax Re: Investment Income
6,240
After Tax Funds Available for Distribution
25,760

General Rate
100,000
8%
8,000
50.00%

SBD Rate
240,000
8%
19,200
50.00%

S/H Loan
60,000
8%
4,800
50.00%

Total
400,000
8%
32,000
50.00%

4,000
4,000

9,600
9,600

2,400
2,400

16,000
16,000

Tax Rate on Dividend

45.30%

39.30%

45.30%

0.00%

Personal Tax on Dividend

11,669

1,572

4,349

-

5,921

Ending Cash Available to Individual

14,091

2,428

5,251

2,400

10,079

56.0%

69.7%

72.7%

50.0%

68.5%

Effective Tax Rate
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2.c. Proposal 3 – Elective Method
•

No tracking as prescribed by Apportionment Method

•

Similar to Apportionment Method except no recognition of source funds to determine
income tax consequence when passive income is distributed

•

Default: All after-tax passive income would be characterized as a non-eligible dividend

•

Election: Private corporation elects to lose SBD on ALL income to allow all dividends to
shareholder to be taxed as eligible dividends

•

Ignores any shareholder capital used to generate investment income
o No ability to return income without tax
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Numerical Example – Proposed System with SBD
Investment Asset
Rate of Return

End of Year 1
Investment Interest Income
Corporate Tax (non refundable)
Taxable Dividend
Personal Income Tax
Personal Income Tax (Non-Eligible Dividend)
After Tax Personal Cash

Effective rate

Employee
$232,500
10%

Corporation
$425,000
10%

$23,250

$42,500
($21,250)
$21,250

50%
$0
53.5%
45.3%

($12,439)
$10,811

($9,626)
$11,624

53.5%

72.6%
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Numerical Example – Proposed System – No SBD
Investment Asset
Rate of Return

End of Year 1
Investment Interest Income
Corporate Tax (Non-Refundable)
Taxable Dividend
Personal Income Tax
Personal Income Tax (Eligible Dividend)
After Tax Personal Cash

Effective rate

Employee
$232,500
10%

Corporation
$367,500
10%

$23,250

$36,750
($18,375)
$18,375

50%
$0
53.5%
39.3%

($12,439)
$10,811

($7,221)
$11,154

53.5%

69.6%
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General Comments
•

Proposed changes have far reaching economic impacts

•

Proposals would reshape many retirement strategies

•

Unclear from the proposals as to whether or not rules would apply to permanent life insurance
investments

•

Uncertainty looms in regards to other investments:
o Investing in an arm’s length private corporation (hotel for example)
o Passive investment not defined

•

Many business owners may need to examine the merits of maintaining a corporation

•

Any tax planning done today would be speculative
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3.

Converting Income into
Capital Gains
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3. Converting Income into Capital Gains
•

Proposed new measures seek to eliminate tax plans that convert dividend
income into lower-taxed capital gains

•

Integration: Should be indifferent as to whether income is earned directly or
through a corporation (taxed) and then paid out as a dividend (taxed again)
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3. Converting Income into Capital Gains
•

Per the Department of Finance, an individual, in 2016, resident of PEI, subject
to the highest marginal personal income tax rates could save the following:
$100,000 Conversion

Federal and Provincial
Tax Savings

Salary to a capital gain ***

$25,680***

Non-eligible dividend to capital gain

$18,180

Eligible dividend to capital gain

$8,530

***Not sure how to do this as corporate taxes need to be considered
•

Concerned that integration is not effective when capital gains are realized at
the corporate level and then distributed
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3. Converting Income into Capital Gains
•

Government has expanded one anti-avoidance rule (S.84.1) and has
introduced a new one (S. 246.1)

•

Both rules seek to ensure that a corporate distribution will be taxed as a
dividend

•

Proposed that the rules will apply in respect of transactions on or after July
18, 2017

•

Legislation may retroactively capture transactions
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3.a. Intergenerational Business Transfer
Section 84.1
•

Applies when an individual sells shares of a Canadian corporation to another
Canadian corporation on a non-arm’s length basis
 The individual may receive non-share consideration for the shares in
excess of the greater of two amounts:
•

ACB of the shares to the individual, and

•

PUC in respect of the shares
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3.a. Intergenerational Business Transfer (cont.)
•

If Section 84.1 applies to a sale of shares, proceeds will be a taxable
dividend rather than a capital gain

•

Problematic in situations where family members are legitimately buying each
other out
 Use of a purchasing corporation that is available in arm’s length
situations is not available for legitimate buyouts between related parties
 Use of the purchasing corporation is more tax efficient than purchasing
shares individually
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3.a. Estate Plan
EXAMPLE #1
Assume the following:
•

Kate is a professional and she owns shares of Holdco
o FMV = $2,000,000
o ACB = $100

•

Kate passes away
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Estate Plan
•

Kate has $1,999,900 capital gain
o No capital gains deduction may be claimed (shares do not qualify)

•

Potential Double Tax
o Tax on terminal T1
o Tax on redemption of shares or wind up of Holdco

•

Solution in practice was referred to as “The Pipeline”
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Estate Plan
Deemed
disposition
T1 Final
$2,000,000

THE PIPELINE

Estate

Kate

Shares acquired
for
$2,000,000
Holdco

Tax on Terminal Return
Capital Gain on Disposal
Taxes

1,999,900
24%
479,976
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Estate Plan
Step 2) Estate sells Holdco shares to Newco @ FMV

Estate

Proceeds
ACB
Gain
Consideration =

$2M
$2M
$NIL
Promissory Note

ACB
$2,000,000
Newco
Holdco
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Estate Plan
Estate

Step 4) Newco uses proceeds of dividend to repay
promissory note to Estate

Promissory Note
$2,000,000

Newco

Step 3) Holdco distributes property to Newco

Tax free inter-corporate
dividend

Holdco
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Estate Plan
Going back to Step 2) Estate sells Holdco shares to Newco @
FMV

Estate

Proceeds
ACB
Gain
Consideration =

ACB
$2,000,000
Newco
Holdco

$2M
$2M
$NIL
Promissory Note
Proposed rules: No
promissory note 
PIPELINE BLOCKED!
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Tax Liability – Pipeline Planning
Car

Private Company Shares

ACB

FMV

Capital Gain

Estate Tax
Liability (AB)

$100

$2,000,000

$1,999,900

$479,976

Tax Liability – Without Pipeline
Private Company Shares

ACB

FMV

Dividend

Estate Tax
Liability (AB)

$100

$2,000,000

$1,999,900

$839,958

More careful planning is now required so that capital gains tax and dividend do not both
permanently apply
.
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3.b. Part II: Surplus Stripping
New Anti-Avoidance Provisions ITA 246.1
•

Intended to prevent the distribution of corporate surplus to an individual
shareholder, which would otherwise be distributed as a taxable dividend, on
a tax-reduced basis in a non-arm’s length context

•

Tax community is concerned with broad language and ambiguity of new
rules
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3.b. Surplus Stripping (cont.)
•

An individual is treated as having received a taxable dividend where the
amount received or receivable is part of a transaction or event, or series of
transactions or events, if the following conditions are met:
o The individual is resident in Canada;
o The amount was received or receivable from a non-arm’s length person
(including an accommodating arm’s length intermediary);
o There is a disposition of property or change in PUC of a corporation; and
o It is reasonable to consider that one of the purposes of the transaction
was to effect a significant reduction of assets and tax payable is avoided.

www.pcmacanada.com
64

3.b. Surplus Stripping (cont.)
•

It is currently somewhat unclear as to the application of these new rules as
seemingly innocuous transactions, such as a tax-free return of capital, taxfree capital dividend, or even potentially a repayment of a fully tax-paid loan,
may be subject to recharacterization

•

Where the new rule apply to recharacterize a capital dividend, or any other
tax-free amount paid to an individual, to be a taxable dividend, the tax-free
capital dividend account arising from the series of transactions is also
reduced
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3. Converting Income into Capital Gains
•

New Anti-Avoidance rule may capture routine business transactions and
create adverse tax consequences:
o Sale of business assets or a portion thereof which creates a capital gain
o Sale of investments or commercial real estate creating a capital gain

•

Important to seek professional advice if you are reorganizing a business,
selling assets or transacting on the basis that you may realize a capital gain
and plan to pay out capital dividends
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Final Comments
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Questions?
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The material presented today and contained in these slides contains a general overview of
the subject, is provided solely for educational purposes and may not be applicable to a
specific case, set of circumstances or facts. This material is based on laws and practices
that are subject to change and is current as of the date of publication. This information
contained in this presentation is not comprehensive and should not be adopted without
regard to other relevant information and the particulars on any client's situation. Please feel
free to contact your local MNP Specialty Tax Group for advice specific to your
circumstances.
© MNP LLP 2017. All Rights Reserved.
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