
 

 Tax Advisory Bulletin 
Date:  September 11, 2017 

Re:  Taxation of Private Corporations   
________________________________________________________________________________  

On July 18, 2017, in the heat of summer, the federal government released draft legislation 
and a discussion paper in connection with the taxation of private corporations.   By all 
measures, these proposals represent the most significant reform to the taxation of private 
companies since 1972.  The push-back from small business, industry groups and professional 
bodies has been unprecedented.  And now that fall is here and it’s back to work, small 
business “tax reform” is front and centre in both politics and social media.  The purpose of 
this bulletin is to provide a brief overview of the proposed changes.   

The proposals address three areas of perceived abuse: 

1. Sprinkling of income or capital gains among family members – current rules allow for 
income splitting, which reduces tax by shifting income from high-rate family members to 
low-rate (or zero-rate) family members, mainly in the form of dividends from family 
corporations.  In addition, access to the capital gains exemption (CGE) for small business 
companies, currently about $835,000 per person, can be multiplied among family 
members.  These income splitting techniques can be achieved where family members, or 
trusts for the benefit of family members, hold shares of the family business.        

2. Holding passive investments inside a corporation – under the current system, business 
companies pay tax at the small business rate of 15% on the first $500,000 of taxable 
income.  After-corporate- tax dollars can then be retained in the corporation (for 
investments) without attracting personal tax until eventually withdrawn.  The rules 
therefore allow business owners to defer personal tax and accumulate capital at a 
greater rate than those who must first pay personal tax and invest on an after-tax basis.     

3. Converting regular income into capital gains, or surplus stripping – currently, there is a 
wide gap in personal tax rates between “regular” income (top rate of about 54%) and 
capital gains (top rate of about 27%).  This gap encourages taxpayers to earn capital gains 
and take advantage of the lower tax rate.  The current rules allow owners of companies 
to arrange their affairs in order to optimize the value of capital gains treatment, though 
with measures designed to prohibit abusive structures.   
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The government proposes to address the perceived abuses in the following manner:  

Sprinkling of Income and Capital Gains 

In the case of dividends, we currently have a “kiddie-tax” regime whereby dividends 
distributed to related minors are taxed at the highest marginal rate.  The proposals will 
extend these rules to all family members, regardless of age, and introduce a “contribution” 
test.  Where family members do not contribute sufficient services or capital to the business, 
the dividend will be taxed at the highest marginal rate.  The “contribution” tests will be 
subjective in nature and will be more stringent for those aged 18-24 years.  These measures 
would first apply for the 2018 taxation year.   

In the case of capital gains, the proposals target three areas: 

• Age limit – individuals would no longer qualify for the CGE in connection with gains 
realized, or that accrue, before the taxation year in which the individual reaches the 
age of 18 years. 

• Reasonableness test – similar in nature to the “contribution” test for dividends, the CGE 
will not be allowed to individuals who do not meet the “contribution” tests for 
services and capital. 

• Trusts – individuals will no longer be able to claim the CGE in connection with gains that 
accrue during a period in which a trust holds the shares. 

  
These proposals would apply to dispositions after 2017.  However, a special transitional 
election will allow individuals to “trigger” a capital gain (on a day in 2018) in respect of 
eligible shares.  That gain will then be eligible for the CGE, provided that certain other 
technical requirements are also met. 

    

Holding Passive Investments inside a Corporation 

The government clearly doesn’t like the idea of business corporations using low-rate tax 
dollars to accumulate passive investments and wealth.  At the same time, it doesn’t know 
what approach to adopt here.  The government has put forth some possible approaches, 
including: 

• Elimination of the current refundable tax mechanism – this mechanism maintains tax 
“integration” or “neutrality” and ensures that there is no tax “penalty” or cost to 
earning income through a corporation.  The proposal here would do away with 
integration and result in an effective tax rate on investment income of about 73% 
(rather than the current rate of about 56%).  The changes here apply to investments 
that came from earnings that were taxed at business rates.      

• Alter the workings of the capital dividend account – currently, ½ of realized capital 
gains can be distributed from a corporation to its shareholder tax-free (in recognition 
of the principle that only ½ of capital gains are taxable).  This mechanism, through the 
capital dividend account, is required for tax neutrality with respect to capital gains 
earned by a corporation.  The proposal here is to eliminate the capital dividend 
account where the gain is sourced to funds earned in a business.  If adopted, this would 
result in an effective tax rate on capital gains of about 60% (rather than the current 
rate of about 28%).  
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These proposals are neither fair nor workable.  Compliance here, where there is a need to 
track and source income and capital, would be overly complex and costly.  The new rules 
here are intended to apply on a go-forward basis.  However, it is not clear as to how this will 
be accomplished.  The government has not yet introduced draft legislation to deal with these 
items, and has asked for input from stakeholders.  We will have to wait for the government’s 
next move here. 

    Converting Regular Income into Capital Gains 

The main focus here is the current “anti-stripping” rule that is already designed to convert 
what would otherwise be a capital gain (which is taxed favourably) into a taxable dividend 
(which is taxed less favourably) in certain related party transactions.  Although we have 
current rules to deny the capital gains treatment, the government apparently doesn’t feel 
that this long-standing regime is adequate.  It feels that the current set of rules is open to 
abuse.  While the proposals here are designed to “tighten-up” the current regime, they 
appear to go way too far and create punitive side-effects, especially in the area of death 
and family succession planning.   

In the case of death, we currently have a set of rules that trigger a “deemed realization” of 
value on death.  This realization is treated as a capital gain.  The current rules, and CRA 
policy, are also designed to mitigate the potential for double tax on death, where there can 
be one layer of tax at the individual level (on the deemed realization of the corporation’s 
“value”) and a second layer of tax when assets are then distributed from the corporation.  
As drafted, the proposals will essentially force the deemed realization on death to be taxed 
at dividend rates and thereby increase the tax cost significantly.  And to add insult to injury, 
depending on the circumstances, estates may also be exposed to double tax with no relief. 

In the case of family succession planning, a sale to family members will be more costly than 
a sale to a third party, as the new rules essentially force the “family sale” to be taxed at 
dividend rates whereas a sale to a third party gets taxed at much lower capital gains rates.       

The intended objective here seems reasonable for certain abusive structures, but there 
needs to be some exceptions, especially in the case of death and legitimate family business 
succession.   

These amendments, if enacted, are to apply to transactions that take place after July 18, 
2017.  

Moving Forward 

As noted, these proposals are wide-ranging and will undoubtedly have a major impact on 
the taxation and operation of small business and private corporations.  The proposals raise 
many technical issues and questions of both fairness and economics.  To date, there has 
been enormous outrage on the part of industry groups, business and professional bodies.  At 
this point, the Liberals have indicated their willingness to listen.  The real question, though, 
is whether they are prepared to make any changes.    On that note……..stay tuned. 
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