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PROPOSED MEASURES – TAX PLANNING USING PRIVATE CORPORATIONS 

 

In the latest Federal Budget, pronounced on March 22th 2017, Finance Minister Bill Morneau 

announced that there will be changes in the taxation of private corporations.  

 

On July 18th, 2017, the Department of Finance has published a draft legislation that will change the 

landscape of Canadian private corporations. If these proposals are enacted as drafted, these changes 

will modify current and future tax planning in regards of corporate structure and planned 

remuneration of Canadian entrepreneurs and their families. 

 

The draft legislation focuses on three different issues: 

 

1) Income sprinkling using private corporations  

2) Holding a passive investment portfolio inside a private corporation 

3) Converting a private corporation’s income into capital gains. 

 

For each of the issues described in Finances Canada draft legislation, a description of the situation 

with the proposed modifications will be discussed below. 

 

1) Income sprinkling using private corporations  

 

Income sprinkling describes a range of tax-planning arrangements between high-income individual 

and their family members that results in income that would have been taxed in the hands of the 

high-income individual but instead, it is taxed in another lower-income individual. One of the most 

common arrangements is paying salaries and management fees to a family member.  

 

These types of arrangements results in income subject to a lower effective income tax rate. 

Furthermore, the high-income individual will be subject to a potential lower impact of the 

progressivity of their personal income tax rate since the income will be lower.  
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The Canada Revenue Agency (“CRA”) has always challenged the reasonableness of these 

arrangements, by assuring that the amounts are not exaggerated and the income is re-attributed 

when there are some non-arm-length terms to a transaction or arrangement.   This is especially the 

case when there is a payment of dividends, income from a trust or distribution from a partnership.  

 

However, the amounts that are distributed to the family member may exceed what would have been 

expected, in regards of the family member labour and capital contribution to the business. In the 

light of this situation, Finances Canada proposes new measures. 

 

a) The extension of the tax on split income (“TOSI”) rules 

 

As of now, the TOSI only applies to Canadian resident who is consider as a “minor”. The proposed 

measures are extending the TOSI application rules to all Canadian residents, either minor or adult. 

These Canadian residents will be considered as “specified individual” for the purposes of the TOSI 

rules.  

 

b) Introduction of a reasonableness test  

 

A reasonableness test is proposed related to the determination of the application of the TOSI to the 

specified individual. If the amount is reasonable within the application of this test, the split income 

will not be subject to TOSI. These tests applies differently for individual based on their age (either 

18 to 24 years old or 25 and older) 

 

For the reasonableness test, there are three factors that need to be evaluated, depending on the 

circumstances related to the specified individual, which are the labour and capital contributions to 

the business, the risk assumed by the individual in the business and the past remuneration and 

returns on assets. In the case the reasonableness test is not fulfilled, the specified individual will be 

taxed at the top marginal tax rate. These tests are more restrictive for adults between 18-24 years 

old.  

 

c) Lifetime capital gains exemption (“LCGE”) multiplication 

 

Finances Canada expresses the intention of eliminating the LCGE multiplication for income 

sprinkling purposes. In order to achieve this objective, Finances Canada proposes to no longer allow 

individuals to qualify for capital gains exemption for the portion of capital gain that was accrued or 

realized before the taxation year in which the individual reaches 18 years old.  
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Also, as per the proposed measures, this exemption will no longer apply to property held in a trust, 

subject to certain specific exceptions (like a spousal or common-law trusts and alter ego trust). 

 

These proposed measures will apply to disposition made after December 31, 2017. There will be 

specific transitional rules in 2018, to trigger a deemed disposition for proceeds up to the fair market 

value and realize a capital gain on these properties. 

 

2) Holding passive investment portfolio inside a private corporation 

 

Numerous business owners accumulate earnings with an investment portfolio in their holding or 

operating companies. Since the corporate income tax rate is lower than the personal income tax 

rate, business owners can have a financial advantage to have these portfolios inside a corporation. In 

these circumstances, a private corporation will obtain higher funds than an individual with the exact 

same portfolio based on after-tax earnings. 

 

Therefore, for equity purposes, Finances Canada is seeking to implement a new tax regime in order 

to have the passive investment income in a corporation taxed at the same rate as an individual at the 

maximum personal income tax rate. 

 

There are two methods for the new tax regime that Finances Canada is currently exploring. There is 

the apportionment method, which will require tracking income taxed at different levels (small and 

general corporate income tax rate) and the shareholders contribution. The second approach is the 

elective method, in which corporations will be able to elect to treat the dividend as eligible 

dividends, at the expense of losing the small business deduction.  

 

Under these two methods, there will be no refundable taxes. However, Finances Canada is 

contemplating to implement a refundable tax regime in the case that a corporation elects to be taxed 

at the highest personal income tax rate. In this case, all the income earned within the corporation 

will be subject to “refundable taxes” which will be refunded upon payment of dividends to the 

shareholders.  

 

These proposed measures are in a discussion phase and Finances Canada announces that they will 

look into the commentaries the stakeholders will send to them and will take these comments into 

consideration. 
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3) Converting a private corporation’s income into capital gains 

 

These next proposed measures target tax planning that converts the income (100% taxable) to 

capital gains (50% taxable). With some previous planning and strategies, a taxpayer could decrease 

their tax liability. Finances Canada is making efforts to eliminate these circumstances. 

 

 Anti-surplus stripping rules 

 

There is a proposition to prevent individual taxpayers from using non-arm’s-length transactions that  

increase the tax cost base of private corporation shares. The current tax rules prevent the 

accumulated surplus of a corporation to be distributed as a capital gain (instead of a taxable 

dividend) on a sale of shares by an individual to a related corporation.  

 

The new proposal suggests to reduce the tax cost base of the taxpayer’s shares by the total of all the 

capital gains realized previously on the dispositions of these shares by the taxpayer and related 

parties to the taxpayer. This decrease will apply to the tax cost base even if there was no capital gain 

exemption claimed for a previous disposition.  

 

 Intergenerational transfer of shares 

 

Since the new measures could have harsh tax consequences for intergenerational transfer of shares 

and family businesses, Finances Canada is putting some efforts to accommodate these transactions 

and to classify these transactions like an arm’s length transactions. Finances Canada is looking 

forward to obtain feedback from Canadian tax professionals in order to implement favourable 

measures to reduce the taxpayer liabilities in these circumstances. 

 

 New anti-surplus stripping rules 

 

Finally, Finances Canada proposes to introduce another anti-surplus stripping rule against converting 

a corporation surplus into lower-taxed capital gains. In the case of a non-arm’s length transaction 

where one of the objectives is to pay a non-share consideration (for example, cash amounts) and the 

consideration amount is significant, this “significant disappearance” of the corporation assets will be 

considered as a taxable dividend and not a capital gain for the shareholder.   
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According to Finance, these changes would apply to shares that will be disposed of, and amounts 

received or that become receivable, on or after July 18, 2017. 

 

Conclusion 

 

These measures have not been enacted, as of July 20 2017, but we cannot ignore the fact that these 

measures could affect current and future tax planning if they stay as they are proposed by Finances 

Canada. SLF will follow and monitor this situation closely and suggest relevant strategies to our 

clients. 

 

If you have any questions, comments or you request additional information about these proposed 

measures, please contact your advisor at SLF at the phone numbers described below. 

 

Samy Amar, CPA, CA, TEP - 514-788-5632 

Luciano D’Ignazio, CPA, CA – 514-788-5613 

Bernard Jeanty, CPA, CA – 514-788-5614 

Morty Lober, CPA, CA, TEP – 514-788-5603 

Patrick Vanier, CPA, CGA – 514-788-5639 

Jason Yudcovitch, CPA, CA – 514-788-5623 


