
Tax Changes Proposed for Private Business – The End of Tax Planning As We Know It!

As part of the federal government’s initiative to improve fairness in the Canadian income tax system, a consultation paper and

draft legislative proposals were introduced by the Finance Minister on July 18, 2017 for public consultation. If enacted, these

changes will significantly increase the tax burden of small and medium size private corporations and their shareholders. We

want to bring to your attention the two measures discussed in the consultation paper that we believe will have the most

significant impact: draft legislation to target income splitting with dividends or capital gains to multiple family members, and

potential modifications that would eliminate the advantage of reinvesting active business income into passive investments

within the corporation.

Income splitting

Distributing dividends and capital gains to family members in lower income tax brackets, whether through multiple classes

of common or preferred shares, or through family trusts (a tax planning strategy commonly referred to as “income

sprinkling”), reduces the overall family income tax burden.

Draft legislation effective for 2018 released by the Department of Finance seeks to prevent income splitting with family

members when a payment to a shareholder cannot be reasonably regarded as either being compensation for work

provided to the private corporation by the individual, or a distribution related to a return on investment made by the

individual in the corporation. The restrictions on payments to a family member include dividends and capital gains. The

measures also limit multiplication of the capital gains exemption.

Passive investments held in private corporations

Assuming corporate earnings are not all paid out to the shareholders, an active corporation that earns $100 and pays tax at

a small business rate of 13.5% will have $86.50 left of undistributed earnings inside the corporation to invest in passive

portfolio investments (commonly done if there are not better corporate uses for the funds).

The government is trying to determine how to discourage passive investments from being held within a corporation. Their

goal is to bring the after-tax investing power of the corporation in line with that of an individual that has already paid tax at

the highest personal tax rate. This will have a dramatic impact on the ability of private corporation owners to save for

retirement. Two alternative proposals are currently outlined which will either tax the invested capital base to reduce the

amount available for passive investment, or impose a much higher rate of tax on the passive investment income earned.

The AC Group Tax Committee will continue to monitor the proposals and will provide feedback through the consultation

process. In the near future, we plan to distribute a suggested submission document that you, as a small business owner, can

use to sign and submit to the Department of Finance prior to the submission deadline of October 2, 2017. We encourage you

to contact us to review how the proposed loss of these and other tax planning strategies would impact your private business.

As these changes may take effect as early as 2018, it is important to begin planning now.


