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TAX SHOCK FOR PRIVATE
CORPORATIONS

The entire tax, legal and financial planning communities were taken by
surprise by the complexity and extent of the proposed tax measures
released on July 18th 2017, by the Department of Finance. These proposals
were released in the form of a paper (the "Consultation Paper") and draft
legislation amending the Income Tax Act to address tax planning measures
commonly used by owners of private corporations.
Even though the proposed tax measures followed previously announced tax
changes impacting Canadian Controlled Private Corporations (CCPCs) as
stated in a December 2015 announcement and in the 2016 and 2017 federal
budgets, they still caused shock waves for business owners and their
professional advisors.
In the Consultation Paper, the Government addressed three main topics:
•Income Sprinkling using private corporations;
•Holding a passive investment portfolio inside a private corporation; and
•Converting a private corporation's regular income into capital gains.

Income Sprinkling
Income sprinkling, also commonly known as income splitting, allows someone in
a lower tax bracket to report income that otherwise would have been reported by
a related person in a higher tax bracket. Income sprinkling allows owners of
private corporations to reduce the collective tax liability of their family.
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“The entire tax, legal and financial planning communities were taken by surprise by the complexity and extent of the proposed tax
measures released on July 18th 2017 by the Department of Finance.”

Currently, a Canadian Controlled Private Corporation (CCPC)
can pay dividends to related parties as long as they are
shareholders of the CCPC. It can also pay reasonable salaries
to related parties when they are employed by the CCPC. Under
Canada’s progressive or marginal tax rate system, two
spouses each reporting income of $125,000 pay less tax
collectively than if only one spouse reports $250,000 in
income.

There are additional proposed changes to the TOSI provisions.
Split-income would include income from most debt
obligations issued by a private corporation, gains from
dispositions of property that generate split-income and, for
persons under 25, income earned on previously-taxed
split-income (i.e. compound income). It is proposed that the
extension of the TOSI rules would generally apply for the 2018
and later taxation years.

Income splitting can be especially valuable if one or more of
the adult children who are shareholders of the corporation
have no other sources of income, as the business owner can
pay them tax-free dividends. Assuming that the child has no
other income or deductions other than the basic personal
amount and dividend tax credit, these tax-free dividends could
range from $14,360 in P.E.I to $33,305 in Ontario.

Lifetime Capital Gains Exemption (LCGE)

Owners of small business corporations, some farmers, and
some fishers are eligible for the Lifetime Capital Gains
Exemption (LCGE). Under LCGE rules if you sell shares of a
qualified Canadian small business corporation in 2017, you
would be eligible for a maximum lifetime capital gains
exemption of $835,716. This amount will be indexed to inflation
Currently there are a number of provisions in the Tax Act that and will increase in future years.
deny or limit the potential benefits of income sprinkling.
However, the Government believes that additional measures Since April, 2015, the LCGE amount for farmers and fishers has
are necessary to limit these benefits with a particular focus on been raised to $1million.
investments in private corporations.
The proposals contain new restrictions for claims under the
Proposed Tax Measures
LCGE:
The Government’s proposals address three areas:
1- Extension of tax on split-income (TOSI) provisions;
2- Restriction of claims under the lifetime capital
gains exemption (LCGE); and
3- Introduction of new tax reporting obligations for
trusts and partnerships

TOSI

1- The LCGE is proposed not to be available for gains
realized or accrued prior to the taxation year in which
an individual becomes 18 years old.
2- The LCGE is proposed not to be available where the
taxable capital gain is split-income, subject to
reasonableness tests as discussed above.
3- To prevent the multiplication of LCGE clams by
beneficiaries of a trust, the LCGE is proposed not to
be available on capital gains accruing while the
property was held by a trust, with certain exceptions.

The TOSI provisions were previously known as the "kiddie tax"
because they applied to income splitting strategies that The changes to the LCGE rules would apply to dispositions
involved persons under the age of 18. These rules are to be after 2017 and would be subject to special transitional rules.
extended to adults and where TOSI provisions apply, the
split-income would be subject to the highest marginal tax rate. Additional Reporting Requirements
The Government has not only proposed that the split-income
of adults become subject to the TOSI rules, but also be subject
to certain reasonableness tests. According to the Consultation
Paper, if the income amount is not considered reasonable and
exceeds what a hypothetical arm’s length party would have
agreed to pay, taking into account the labour and capital
contributions of the person receiving the split income, then
the reasonableness tests would subject the split-income to the
TOSI rules.
The reasonable tests are more onerous for young adults
between the ages of 18 and 24 who are receiving split-income.
The reasonable test as it applies to adults in this age group,
would only credit labour contributions where the individual is
"actively engaged on a regular, continuous and substantial
basis" in the business. It would also limit the return of the
capital contributions of these individuals to a prescribed
maximum rate that is the same rate that is applicable under
the Tax Act's attribution rules.

for Partnerships and Trusts

The Consultation Paper also proposed additional information
reporting requirements for 2018 and subsequent taxation
years for trusts and new T5 slip requirements for partnerships
and trusts.

Passive Investments Inside a
Private Corporation
The Consultation Paper states that tax fairness and neutrality
require that private corporations not be used as a "personal
savings vehicle" for purposes of gaining a tax advantage.
Accordingly, the Government states that while it intends to
keep the lower tax rates on active business income earned by
corporations, it intends to eliminate the advantages of
investing passively through a private corporation.
The proposed changes are intended to ensure that passive
investments would be taxed the same whether they are held in
a private corporation or outside the corporation. It will also

“Tax on split-income (TOSI) rules are to be extended to adults and where TOSI provisions apply, the split-income would be subject to the highest
marginal tax rate.”
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eliminate the possibility of tax deferral for owners of private
corporations by not distributing funds and keeping their
savings inside their corporations and investing in a passive
portfolio owned by the corporation.
Under current rules, 50 per cent of capital gains has to be
included in the income of the corporation and the other 50
percent will be credited to a notional account called the
Capital Dividend Account (CDA) and can be withdrawn on a
tax-free basis from the CDA. The proposals suggest that while
capital gains should remain eligible for the 50 percent
inclusion rate, the non-taxable portion of capital gains would
no longer be credited to the capital dividend account where
the source of the capital investment is income taxed at
corporate income tax rates.
While several possible changes were mentioned, no draft
legislation was released with the Consultation Paper. Draft
legislation will be released after further consultation.

Converting Income into Capital Gains
When it comes to converting income into capital gains, the
Government's concern is that while the operation of the
dividend tax credit should result in tax integration, the
integration does not occur if distributions of corporate surplus
are made from tax-exempt, or lower taxed, income. In
particular, the Government is concerned about "surplus
stripping" where a shareholder converts corporate surplus
that would normally be taxable as dividends, or salary, into
capital gains.
The Consultation Paper includes draft legislation that ensures
that an individual will not be able to extract more than the
greater of their "hard" arm's length cost in shares and the
paid-up capital of the shares on a tax-free basis or as a gain.
The Government also proposes to add a separate anti-surplus
stripping rule, in new section 246.1, to apply in non-arm's
length circumstances where it is reasonable to consider that
"one of the purposes" of the transaction or series of
transactions is to pay, to an individual shareholder, non-share
consideration that is otherwise treated as a capital gain out of
a private corporation's surplus in a manner that involves a
significant disappearance of the corporation's assets. If
applicable, the non-share consideration would be treated as a
taxable dividend.
It is proposed that these measures apply to shares disposed of
on, or after, the Consultation Date and in respect of amounts
that are received, or become receivable, on or after the
Consultation Date.
While the adoption of these proposals will depend on the
results of the consultation process that ended on October 2nd,
2017, if implemented, these measures will add further tax
complexity and compliance burden for private corporations
and their owners. It is high time for business owners and
professionals to not only voice their concerns through their
government representatives but also to review their tax and

estate planning with their tax advisors to ensure that their
current corporate tax planning strategies still make sense
and are effective.

ARE YOU A STRATEGIC OR A SPORADIC
PHILANTHROPIST?
The last quarter of the year is when most charities ramp up
their appeals for donations and we all start thinking about
making our charitable donations and ensuring that we get
our receipts before the end of the year to be able to use them
for our current year’s tax returns.
While for most people philanthropy involves donating money
to their favourite causes and organizations and the end result
is promoting the welfare of others no matter how or the
frequency with which the donations are made, the majority of
donors,approach philanthropy on a spur of the moment
fashion rather than strategically .
While you often hear about strategic philanthropy in the
context of corporations doing cause marketing and aligning
their brand with charitable causes, strategic philanthropy can
also take place on a personal level. In this context, strategic
philanthropy consists of creative, tax-smart and
well-informed giving strategies, and deciding on where and
how to channel your philanthropy to maximize a return on
your investment. Strategic philanthropy involves having a
long- term vision and approaching philanthropy as a
long-term investment in causes that can produce the kind of
impact that is meaningful to you and your family.

Top Ten Considerations
Philanthropist

for

a

Strategic

A sporadic philanthropist, generally acts purely based on
emotions and short-term goals and will donate without giving
much thought to the best approach to giving, while a
strategic philanthropist will consider the following:
1- What causes appeal most to me and can make a
bigger impact on society or my community?
2- How many causes do I want to support each year?
3- What should my annual donation budget be?
4- What sort of involvement do I want to have with the
charity that I donate to?
5- Do I only want to only donate money or do I want to
both donate time and money and serve as a
volunteer or board member?
6- Should I donate personally or through my
corporation or family trust?
7- Should I donate now or make a bequest, or do
both?
8- Should I set up a donor advised fund or a private
foundation?
9- Should I donate cash, securities, art or
environmentally sensitive land?
10- Should I donate anonymously, or do I want to be
recognized for my donation?

“The Lifetime Capital Gains Exemption is proposed not to be available for gains realized or accrued prior to the taxation year in which an
individual becomes 18 years old.”

Here are some tips for you if you do not want to be a sporadic
donor and want your charitable donations to have more
meaningful impact.

Define the Impact You want to have
You need to define for yourself the kind of impact you want
your donation to have. Do you want to improve lives in your
community, do you want to alleviate poverty, do you want to
promote human rights, or do you want to help save the
environment? Finding your passion and defining the social
impact that appeals most to you will help you focus your
philanthropy on causes and organizations that can produce
the impact that is most meaningful to you.

Build Long Term Relationships
Charities need your monetary donations but they also need
volunteers, board members, and champions. You can give
time, talent or treasure. Whichever one you donate, the
impact can be much more meaningful for you and the charity,
if you build long-term relationships with the organizations
that you get involved with.

Be an Investor
When you invest in a business you need to have a long -term
outlook and a vision for the success and growth path of that
business. As an investor, you will also want to know how
financially sound the business that you want to invest in is
and what is the quality of management. You will want to know
how efficiently the business is allocating its resources and
what its profit margins are. You need to apply the same
discipline and criteria to the charities that you donate to. Of
course, with the caveat that charities do many things for our
society and community that are not necessary measurable
with yardsticks that apply to business and those impacts
need to be taken into account, in your decision to support
them.

Use Tax and Financial Planning to Multiply the
Impact of Your Philanthropy
There are a multitude of financial planning strategies that
can allow you to take advantage of tax incentives for making
charitable donations and multiply the amount of donation
you can make during your lifetime as well as your bequests.
Make sure you consult a financial planner that specializes in
charitable tax planning to explore your best options for
converting your taxes to charitable donations.

Find a Focus and Do Not Over Diversify
When it comes to investing, diversification is a good strategy

and will reduce the overall risk of your portfolio but
over diversification can drag down your returns and
can backfire.
The same applies to your charitable donations. By
donating $500 per year to 20 different charities, you
cannot build an impactful long-term relationship with
any of them. However, if you donate $10,000 per year to
two different charities, not only will you be among their
most valued donors, but you can also direct your
donation to a specific program that really appeals to
you and can produce the meaningful impact that you
desire.

Evaluate the Outcomes
When you invest in a business or the stock market, you
monitor your investment and periodically evaluate your
returns. You should apply the same discipline to your
philanthropy and periodically evaluate the outcome of
your donation of time, talent and money. Has the
organization fulfilled its mission and made the impact
on society that you expected or could your donation
have gone father and been more impactful at another
organization? Has your involvement with the
organization enriched your life and made you feel like
you have promoted the welfare of others? After all if
you look up the definition of philanthropy in the Miriam
Webster dictionary, it is defined as goodwill to fellow
members of the human race; especially:active effort to
promote human welfare.
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“Strategic philanthropy involves having a long- term vision and approaching philanthropy as a long-term investment in causes that can
produce the kind of impact that is meaningful to you and your family.”

