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Proposed Tax Changes Affecting Business Owners 
August 3, 2017 
 
The Federal Government released a consultation paper [PDF] titled “Tax Planning Using Private 
Corporations” and accompanying draft legislation [PDF] on July 18, 2017 that aims to eliminate or 
greatly restrict many tax benefits currently available to incorporated business owners. The consultation 
paper addresses three topics while the draft legislation addresses only the first two topics listed below: 
 
1. Income Sprinkling 
2. Converting Income into Capital Gains 
3. Holding Passive Investments Inside a Private Corporation 
 
Our article will focus primarily on the first topic as we believe these changes will be most relevant to our 
clients. This article includes explanations on the most relevant proposed changes, examples of how the 
proposed changes could apply, and discussion on areas of uncertainty caused by the draft legislation.  
 
1. Income Sprinkling 
 
This topic includes changes that, broadly speaking, affect the following matters: 

a. Ability to split income amongst family members through dividends and other means 
b. Limitations on the ability to claim and multiply the $835,714 lifetime capital gains 

exemption (LCGE) on the sale of a business 
 

(a) Split income amongst family members 

The goal of income sprinkling (aka income splitting) is to shift income from a high rate taxpayer to a 

lower rate family member. Currently, this can be achieved by having family members own shares 

directly in a private corporation or by having a family trust own the shares. The shares are structured in 

a way to allow discretionary dividends to be paid to the lower income earning family members, either 

directly or indirectly through a family trust. 

Currently rules exist (informally called “kiddie tax”) to tax dividends paid to individuals under the age of 

18 (a “minor”) from unlisted companies at the top tax rate. The formal name for these rules is tax on 

split income (“TOSI”) and they were designed to prevent business owners from shifting income to their 

minor children.  

The draft legislation proposes to extend TOSI to any Canadian resident individual (including those 18 and 

over) who receives “split income” from a related private corporation unless the payment is considered 

to be “reasonable” based on several factors. The proposal specifies the following factors to be 

considered in assessing the reasonableness of a payment to an individual: 

http://www.fin.gc.ca/activty/consult/tppc-pfsp-eng.pdf
http://www.fin.gc.ca/drleg-apl/2017/ita-lir-0717-eng.asp
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1. Labour contribution; 

2. Capital committed; 

3. Risk assumed; and 

4. Previous returns or remunerations (e.g. salary or other dividends received). 

The reasonability tests are more stringent for individuals 18-24 than those 25 or older. We have 

summarized the tests below based on the Department of Finance’s wording. 

Age Labour contribution Capital contribution 

18-24 Must be actively engaged on a regular, 
continuous, and substantial basis in 
activities of the business for any 
amount to be reasonable 

Reasonable amount cannot exceed the 
prescribed rate (currently 1%) multiplied by 
the assets contributed 

25 or older Reasonability based on involvement in 
activities of the business  

Reasonability based on assets contributed 
and risks assumed.  

Comments on reasonability tests and uncertainty created by them  

The phrasing used for labour contributions of someone 18-24 might be interpreted to mean the person 

has to be a full-time employee for any dividend payment to be reasonable. In comparison, a payment to 

someone 25 or older who works part-time could be reasonable if the payment is equal to what an arm’s 

length person would receive to do the same work. 

The phrasing used to determine a reasonable payment based on capital contributed might be 

interpreted to mean that a reasonable payment is equal to what a person would receive on an 

investment with a similar risk profile. What is a reasonable return on shares of an active private 

company? Practically speaking this could be difficult to determine and the Canada Revenue Agency’s 

(CRA) assessment of reasonableness may be different than an assessment by a business owner or their 

advisor. This may cause increased disputes with the CRA and ultimately litigation if the numbers are 

large enough to justify the cost. 

Example 1 – Dividend to 25 year old daughter working in family business 

Assume the family business would need to pay an arm’s length employee $60,000 a year to receive the 

same labour contribution as received from the daughter. The daughter paid $1 for shares that entitle 

her to a discretionary dividend. The company pays the daughter a salary of $50,000 and a dividend of 

$20,000.  

The combined payments to the daughter are equal to $70,000 or $10,000 more than what an arm’s 

length person would receive. Accordingly, $10,000 of the $20,000 dividend would be considered “split 

income” and subject to the top personal tax rate. 

 

Example 2 – Dividend to 23 year old daughter who invested in family business 

Assume daughter received an inheritance from her late grandmother of $50,000. Her parent’s family 

business has had a rough year and she decides to invest the $50,000 into the family business when she 

is 22 to help fund the operations. The daughter receives preferred shares in the family business that 

entitle her to a dividend equal to 10% of the capital contributed. Assume an arm’s length investor would 

seek a return of 19% due to the risk associated with the family business. 
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A year later the business has rebounded and the company pays her a dividend of $5,000 on the 

preferred shares. Despite the high risk of the family business and the fact an arm’s length investor would 

require a 19% return, only a 1% return (the prescribed rate) will be considered reasonable. Accordingly, 

$4,000 of the $5,000 would be considered split income and subject to the top personal tax rate.   

 

Example 3 – Mother and 20 year-old daughter open business together 

Assume mother and daughter decide to open an online business selling widgets they make. The mother 
contributes $0.25 to the business for 25% of the corporation while the daughter contributes $0.75 for 
the other 75%. The daughter is attending university but produces all the widgets sold by the business in 
her spare time. The mother lists the products online, handles all administration functions of the 
business, and ensures the widgets are shipped out. 

As the mother owns 10% or more of the equity of the company the draft legislation will need to be 

considered on any dividend payments to the daughter. While the daughter is under 25, any dividend 

payments may be considered unreasonable as she may not be considered to be “actively engaged on a 

regular, continuous, and substantial basis in activities of the business.” If the dividend is unreasonable it 

would be subject to the top personal tax rate. This seems unfair if the daughter is the person producing 

all the widgets sold by the business, is the driving force behind the business, and is the majority 

shareholder. 

It’s unclear how the CRA might apply the draft legislation in an example like this but it’s possible that 

they could take a hardline approach in situations where a family member owns 10% or more of the 

company despite the young adult being the driving force in the business. 

 
Example 4 – Potential application - Dividend to 23 year old son working part-time in family business 
 
We have denoted this example as potential application as its dependant on the CRA’s interpretation of 

the proposed legislation. This example highlights how the provisions might apply to treat a dividend 

payment as split income subject to top tax rates when the payment is otherwise reasonable. 

Tobias graduated last year with a Bachelor of Engineering and was offered a full-time job at a salary of 

$50,000 at a technology company. Tobias decides he wants to start his own company but to help pay 

the bills for the first year he agrees to work at his parents’ company part time. Assume the family 

business would need to pay an arm’s length employee $20,000 a year to receive the same labour 

contribution as received from their son. Tobias paid $1 for shares that entitle him to a discretionary 

dividend. The company pays Tobias a dividend of $20,000.  

The total payment Tobias receives from the company is $20,000 and is equal to the amount an arm’s 

length employee would receive. As Tobias is under 25 it would need to be determined whether he is 

considered to be “actively engaged on a regular, continuous, and substantial basis in activities of the 

business.” It’s unclear whether part-time employment can meet this test. If part-time employment does 

not meet the test, the $20,000 dividend would be considered unreasonable and subject to the top 

personal tax rate even though it’s equivalent to what an arm’s length employee would be paid.  
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(b) Limiting the lifetime capital gains exemption 
 
An $835,716 lifetime capital gains exemption (LCGE) is currently available to Canadian resident 
individuals on the disposition of certain qualifying shares (QSBC shares). Without the proposed changes 
it has been possible to obtain multiple capital gains exemptions by having family members (including 
minor children) own shares, either directly or through a family trust, in a qualifying company. The 
proposed legislation makes the following changes to the LCGE: 
 

a) Individuals under the age of 18 will no longer be able to claim the LCGE; 

b) Gains that accrue before the taxation year an individual turns 18 will no longer be eligible for the 

LCGE; 

c) Gains that accrued during the time shares were held by a trust (other than alter-ego trusts, 

spousal trusts, and certain employee share ownership trusts) will no longer be eligible for the 

LCGE; and 

d) Any amount of capital gain which is included in an individual’s split income will not be eligible 

for the LCGE. 

These proposed changes will apply effective January 1, 2018.  A transitional rule is contained in the draft 
legislation to allow adult shareholders and adult beneficiaries of a family trust to elect by the end of 
2018 to crystallize accrued gains and claim the capital gains exemption. We will be contacting clients 
that are currently using family trusts with the intention of multiplying the number of LCGE available to 
them about options moving forward. 
 
Example 1 – Sale of QSBC shares in 2017 by Family Trust 
 
Canadian Canoe and Paddle Co (CCPC) is a private company operating in Ontario that produces canoes 
and paddles. Assume the shares of CCPC qualify for the LCGE. CCPC is owned 100% by a family trust 
whose beneficiaries include Hal (father), Joanne (mother), Justin (17 year-old son), Bill (21 year-old son), 
and Sophie (10 year-old daughter). The trust originally paid $100 for the CCPC shares 18 years ago. 
 
Hal and Joanne have managed the business for the last 18 years. None of the children have been 
involved in the business. The family trust has agreed to sell the shares of CCPC to an arm’s length 
purchaser in 2017 for $4 million. 
 
On the sale of the company, the trustees of the family trust distribute $835,716 to each of Hal, Joanne, 
Justin, and Bill while the remaining $657,136 is distributed to Sophie. The capital gain realized by the 
trust is allocated to each of the individuals in the same amount. Each of the aforementioned individuals 
claims the LCGE resulting in no taxes payable on the gain other than approximately $45,000 of 
alternative minimum tax (AMT) by each child. The AMT could be carried forward up to 7 years and 
applied against taxes arising from employment income if the children decide they want to work after 
their trust fund payout.   
 
Overall, on a $4 million gain approximately $135,000 of income tax was paid. 
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Example 2 – Sale of QSBC shares in 2019 by Family Trust 
 
Assume the same facts as example 1 but that the shares are sold on January 1, 2019 by the family trust. 
The family trust distributes funds and allocates the capital gain in the same manner as described in 
example 1. As the shares were held by a trust no amount of the gain is eligible for the LCGE. Assuming 
each individual has no other income in 2019, the combined tax liability will be approximately $895,000. 
 
In this example, the family has paid approximately $700,000 more than in example 1 as they were 
unable to utilize the LCGE. 
 
Example 3 – Crystalize LCGE in 2017 and sell shares in 2019 
 
The LCGE can be “crystalized” in 2017 for individuals 18 or over (even if they are not involved in the 
business). Crystalizing the gain will cause the adjusted cost base (ACB) of the shares to increase by the 
LCGE claim. In other words, each of Hal, Joanne, and Robert will have shares with a fair market value 
(FMV) and ACB of $835,716. Robert will pay approximately $45,000 of AMT. Assume in 2019 the shares 
are sold for same $4 million. A capital gain of $1,492,852 ($4,000,000 – ($835,716 x 3)) will arise and will 
be subject to tax at the top rate for capital gains which is currently 26.76%. Accordingly, the sale will 
result in approximately $399,487 of income tax in addition to the $45,000 of AMT previously paid. In 
total, income tax of approximately $445,000 is paid on a $4,000,000 capital gain. 
 
In this example, the family saved approximately $255,000 relative to example 2 but they needed to pay 
$45,000 in AMT prior to the sale occurring. If they were not certain the business would or could be sold 
they may have not been willing to pay this amount of tax in advance. 
 
Example 4 – Sale of shares by father and adult child in 2019 
 
Donald established a corporation (GreatCo) in 2016 and acquired 60% of the company for $60. Donald 
let his then 18 year-old daughter, Bianca, acquire 40% of the company for $40 as he wished for her to 
benefit from what he expected to be huge growth in his business. In 2019, a foreign purchaser acquired 
the shares of GreatCo for $1.5 million. We’ll assume GreatCo was a QSBC. 
 
Donald claimed his LCGE against the capital gain realized on the disposition of GreatCo. As Donald 
already had significant employment income in the year he did not pay AMT or any additional tax on the 
gain. As Bianca was never involved in the business and only contributed $40 to the business the capital 
gain on her shares was considered split income and not eligible for the LCGE. In addition, as the gain was 
considered split income it was subject to the top marginal tax rate on capital gains. Accordingly, she’ll 
pay approximately $160,000 on the ~$600,000 capital gain she realized. 
 
2. Converting Income into Capital Gains 
 
The proposed legislation aims to prevent certain transactions that were designed to extract funds from a 
corporation as a capital gain (top personal tax rate of 26.76%) rather than dividends (top tax rate of 
45.30% for non-eligible dividends). These proposals are effective after July 18, 2017. We believe these 
changes will have limited impact on our clients (other than the matter noted below) so we are not 
discussing them in detail here. 
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Post-mortem tax planning - Pipeline Planning for Individual Owning Shares of a Private Company on their 
date of death 
  
When a person dies owning shares of a private corporation they (or more accurately their estate) may 
be subject to double tax or sometimes triple to extract the value of the company. This arises primarily as 
there is no purchaser interested in buying shares of the private company so the company must be 
liquidated to extract the value of the company. The multiple levels of tax include: 

I. Personal income tax on the capital gain reported on the terminal tax return due to the deemed 
disposition of the private company shares at their FMV on the date of death. 

II. Capital gains on the sale of assets inside the company. 
III. Taxes paid by the estate on receipt of a dividend from the corporation to move funds out of the 

company. 
 
One method to eliminate the multiple levels of tax is referred to as a pipeline plan. The specifics of a 
pipeline plan are outside the scope of this article but it results, generally speaking, in the first level of tax 
discussed above (i.e. capital gain on death). The other levels of tax are either eliminated or greatly 
reduced. 
 
The only other method of limiting the multiple levels of tax is referred to as the loss carry-back 
approach. This method eliminates or reduces the capital gain reported on the terminal tax return. One 
of the limitations of this method is that it must be completed by the first year-end of the estate 
(generally one year after the date of death). This doesn’t provide a lot of time for executors and the 
pipeline plan was in certain situations preferred due to its lack of time constraints. 
 
Any executor responsible for an estate that holds shares in a private corporation with limited 
marketability will need to ensure they address the double tax issue quickly to ensure there is sufficient 
time to implement a loss carry-back plan. 
 
3. Holdings Passive Investments inside a Private Corporation 
 
This topic is in the discussion phase only and draft legislation was not issued so our discussion on this 
topic is limited. In general, the Government is concerned that corporate business owners receive an 
advantage over unincorporated businesses (or employees) as they have more after-corporate tax dollars 
to invest than an unincorporated person. This is best illustrated by an example. 
 
Assume both an employee and an incorporated business earn $100,000. The following taxes will be 
paid: 

Employee Corporation Difference

Income 100,000.00 100,000.00

Corporate tax 15,000.00

Personal tax (average rate) 25,779.00

Funds available to invest 74,221.00 85,000.00 10,779.00
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If the employee was in the top tax bracket of 53.53% there would be an even larger discrepancy in the 
funds they have left to invest. However, ultimately the shareholder of the corporation will pay personal 
tax when the funds are extracted so this difference is really a tax deferral in much the way a RRSP is a 
tax deferral. Much like a RRSP, a larger amount of capital to invest results in larger returns (in dollar 
terms not percentage) over the long run. 
 
The Department of Finance has suggested a few alternatives to reduce or eliminate this advantage 
although they are, in our opinion, cumbersome and will be time consuming to follow if implemented. 
The Department of Finance is seeking input on how to design measures to eliminate this advantage. 

About Stern Cohen Accountants 

Stern Cohen LLP is a midsize, full service accounting and bookkeeping firm working with owner-managed 
businesses and not-for-profit organizations in the Greater Toronto Area. Full service means we can 
provide all of the essential services for your success including tax planning, cash flow projections, 
financial dashboards, year-end financial statements, audits, bookkeeping and HR consulting. We 
are passionate about helping business owners and not-for-profit organizations overcome their 
challenges, meet their goals, and become wildly successful. 

 
Stern Cohen LLP has earned Inavero’s Best of Accounting™ Award for service excellence two years in a 
row. To learn more about our results and the award please see our article here. 

 

https://www.sterncohen.com/resources/stern-cohen-earns-best-of-accounting-award-again/
https://www.sterncohen.com/resources/stern-cohen-earns-best-of-accounting-award-again/
https://www.sterncohen.com/resources/stern-cohen-earns-2016-best-accounting-award/

