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July 18, 2017 Proposed Changes

On July 18, 2017 Finance Minister Morneau announced changes to the Canadian tax system. The

announced changes were marketed as being aimed at improving fairness in the tax system by closing

“loopholes” and addressing tax planning strategies using private corporations.

The announcement targeted the following: 

1. Income (Dividend) Sprinkling and multiplying the lifetime capitals gains exemption (LCGE); 

2. Converting Dividend Income into Capital Gains (known as “Surplus Stripping”); and  

3. Passive Investment Income earned by a Canadian Controlled Private Corporation (CCPC).

The government held a “consultation period” until October 2, 2017, wherein it solicited feedback from 

the public, interested groups and tax practitioners. 
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October 2017 Updates

In mid-October 2017, the government released updates with respect to the July 18 proposals.

The government announced that:

1. It would not move forward with the measures targeted at the LCGE (http://www.fin.gc.ca/n17/17-
097-eng.asp);

2. It would “simplify” the measures targeted at income sprinkling (http://www.fin.gc.ca/n17/17-097-
eng.asp);*

3. It would not move forward with the measures “relating to the conversion of income into capital”
(http://www.fin.gc.ca/n17/17-100-eng.asp); and

4. It would proceed with measures to limit investments in private companies
(http://www.fin.gc.ca/n17/17-099-eng.asp).

On December 13, 2017, the government released revised legislation with respect to income
sprinkling.
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Example of Income Splitting (i.e., TOSI) (Prior to Jan 1, 2018)

Mr. A 
Mr. A’s Son 

(15 years old) 

Opco

- Mr. A owns 90 percent of common shares of Opco; his 15-year-old son owns the remaining 10 percent. 

- During 2017, Opco pays a $100,000 dividend on the common shares. 

- Mr. A’s son has no other sources of income. 

- Under the pre-Jan 1, 2018 TOSI rules, the $10,000 dividend to Mr. A’s son would be caught and would 

be subject to the highest personal tax rate (53.53%) with no personal tax credits. 

- With this particular fact pattern, the result is the same under the post-December 31, 2017 TOSI regime. 

$90,000 dividend $10,000 dividend
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Income Caught under Pre-Jan 1, 2018 TOSI

Currently, the TOSI applies to a “specified individual’s” “split income” for a year.  A “Specified 
Individual” is a person who has not reached the age of 17 before the beginning of a year and who 
has a parent resident in Canada.  

“Split income” generally includes: 

- dividends on private company shares; 

- income from a partnership or trust that is derived from a business, profession or rental activity of a 
related person; 

- Capital gains on the sale of private corporation shares by a minor to non-arm’s length persons. 

Both definitions for Specified Individual and Split Income have been expanded under the post-
December 31, 2017 TOSI regime. 
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December 13, 2017 Legislation – New TOSI Regime

Specified Individual + Split Income = TOSI

Unless:

- Deemed disposition on death 

- Disposition of QSBC or QFP shares

- Inherited property exceptions (under 25)

- Property received on separation

- Related business exemption (18 or older)

- Excluded business exemption (18 or older)

- Excluded shares exemption (25 or older)

- Reasonable return exemption (25 or older) 

- Safe harbour capital return exemption (18 to 24)

- Arm’s length capital return exemption (18 to 24)

New rules are effective as of January 1, 2018.
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Expansion of Split Income

The following types of income can be “split income:”

(a) Private company dividends and shareholder benefits; 

(b) Partnership or rental income if derived from a related business; 

(c) Trust income if derived from private company shares, a related business or related rental 

activities; 

(d) Interest income from trust, partnership, or corporation; and

(e) Income or capital gain from the disposition of a property associated with the above.
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Specified Individual

(a) Adult who is resident in Canada at the end of the tax year (or immediately before death); 

(b) Under the age of 18 with a parent resident in Canada at any time in the year. 

Essentially all Canadian residents (with few exceptions) will be considered a Specified Individual. 

Relevant part of the analysis focuses on whether the individual has earned “split income” and, if so, 

whether there is an “excluded amount” that can be deducted. 
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Excluded Amount (Good)

Amounts that would otherwise be “split income” are excluded if they qualify as an “excluded amount.”  There are several 

types of excluded amounts which are available based on the age of the Specified Individual or the spouse of the Specified 

Individual. 

If < 18 then: 
(a) Property inherited on death of parent (up to age 24); 

(b) Property inherited on death of anyone if enrolled full-time or disabled (up to age 24);

(c) Capital gain on death; and

(d) Capital gains that qualify for the capital gains exemption. 

If 18 – 24 then (a) through (d) plus: 
(e) Related business exemption; 

(f) Excluded business exemption; 

(g) Safe harbor capital return exemption; and 

(h) Arm’s length capital return exemption.

If > 24 then (c) through (h) plus: 
(i) Excluded shares exemption; and 

(j) Reasonable return exemption. 

If spouse of Specified Individual  >64 (or deceased) and spouse was/is actively involved in the related business

(k) Spousal exemption 
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Related Business (Bad)

- Requires a “Source Individual,” which means an individual who is: 

(a) Resident in Canada; and

(b) Related to the Specified Individual.

- Related includes: parents, grandparents, spouses, common law partners, brothers, sisters, 

grandchildren, great grandchildren, in-laws, but does not include nieces, nephews, aunts, uncles. 
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Related Business (Bad)

- A “Related Business” means: 

(a) Business carried on by the Source Individual; 

(b) Business carried on by a partnership, corporation, or trust where Source Individual is actively 

involved;

(c) Business of a partnership where a Source Individual owns an interest; and 

(d) Business of corporation where Source Individual owns 10% or more of the value. 
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Excluded Business (Good)

- A business where a Specified Individual is actively engaged on a “regular, continuous and 

substantial basis” in either the current year (does not apply to taxable capital gains) or past 5 years. 

- Deemed to be actively engaged on a regular, continuous and substantial basis if the individual 

works an average of 20 hours per week during the portion of the year that the business operates. 

- Past contributions flow-through on death (i.e., beneficiary will be deemed to have been actively 

involved if deceased was actively involved).

- The explanatory notes state that once the 5-year test is met then it is met forever regardless of 

future involvement. 
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Regular, Continuous and Substantial Basis (2 Tests)

(1) Factual test will depend on: 

- Nature of involvement; 

- Nature of business; 

- Time, work, energy devoted to the business; 

- Management of the business; and 

- How integral the services are to the business.  

(2) Bright-line 20 hours-per-week test
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Capital Contribution Exemptions

(1) Safe Harbour Return Exemption (18 – 24)

- TOSI is reduced by the amount equal to the highest prescribed rate for the year (currently 1%) 

multiplied by the capital contribution to the business (note that capital received from non-arm’s 

length persons counts as capital contributed).

(2) Arm’s Length Return Exemption (18 – 24)

- TOSI is reduced by a reasonable return having regard to arm’s length capital contributed to the 

business (note that labour, risks assumed, etc. are not considered).

- Capital cannot have been received by a related person (other than on death), derived from a related 

business, nor borrowed from any source (including arm’s length lenders).

(3) Reasonable Return Exemption (>24)

- Not defined = many unanswered questions. 

- Not limited to capital contributed. 

- Factors to consider: 
- Work performed by the individual; 

- Property contributed by the individual; 

- Risks assumed by the individual; 

- Amounts previously paid to the individual; and 

- Other relevant factors. 
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Reasonableness Test

- Not clear whether historical contributions can be considered or whether only current year 

contributions count. 

- Compare to relative contributions of related persons – not an arm’s length test as previously 

released in July 18th proposals. 

- Extremely broad discretion given to CRA (i.e., any other relevant factors).

- How to define “assumed risks”?

- How to value work performed? 
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Excluded Shares (>24)

“Excluded Shares” means shares owned by a Specified Individual where: 

(a) Less than 90% of the corporation’s business income for the last tax year was from the provision of 

services.

Problem: service business not defined.

(b) Corporation is not a professional corporation.

Not surprising

(c) Specified Individual directly owns shares representing at least 10% of votes and value of the 

corporation.

Problem: shares owned by a trust don’t count and not clear if votes/value can be separated into 

different classes. 

(d) All or substantially all of the corporation’s income for the last tax year is not derived (directly/indirectly) 

from another related business (i.e., rental income).

Problem: what about dividends received by Holdco from Opco?

* Allowed up to the end of 2018 to meet the 10% votes/value requirement.  
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Capital Gains vs Dividends

Assume that there is $1,000,000 of cash in a corporation to be distributed and the individual is taxed at the 
highest marginal tax rate.

Capital Gain Eligible 

Dividend

Non-Eligible 

Dividend

Amount to be 

distributed

$1,000,000 $1,000,000 $1,000,000

Tax Rate 26.76% 39.34% 45.30%

Tax Payable $267,600 $393,400 $453,000

Amount 

received by

individual

$732,400 $606,600 $547,000

Converting Income to Capital Gains
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As a result of Finance stating that they will not be moving forward with the proposed changes to 84.1 

and new 246.1, there appears to be a window of opportunity to implement planning whereby dividend 

income is converted into capital gains.  Although case law has generally been in the taxpayer’s favour, 

there is risk that the CRA will look to apply GAAR in certain cases.   



Inter-Vivos Pipeline Strategy

The July 18th Proposals targeted what is referred to as a “pipeline,” which is used as part of a strategy for

converting dividend income into capital gains. That portion of the proposals was subsequently dropped.

- Mr. A deliberately triggers gain on Opco shares using s.85 (referred to as an “internal” 85), where Mr. A 

can elect the amount of proceeds and determine the amount of capital gain.

- Mr. A does not claim capital gains exemption to offset capital gain.

- Mr. A sells Opco shares to Holdco in exchange for promissory note.

- Opco pays dividends to Holdco or shares are redeemed.

- Holdco uses funds to repay promissory note to Mr. A over time (2-5 years).

- Opco remains a separate and distinct entity for at least one year.

- Opco continues to carry on business in the same manner.

Mr. A

Opco

Create 

capital gain 

to increase 

ACB

Mr. A

Opco

Holdco

Sell at FMV (taxed at 26%)

Repay note

Dividend/share 

redemption/loan
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Post-Mortem Pipeline Strategy

Mr. A 
(deceased)

Opco

Opco

Holdco

Repay note

Estate

Opco

Estate

- The Estate of Mr. A sells Opco to Holdco in exchange for a 

promissory note. 

- Opco is not wound up or amalgamated for at least one year. 

- Promissory note is repaid over time (2 to 5 years). 

Amalgamate

Disposition

Capital gain 

taxed at 26%

ACB = FMV
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Dividend/share 

redemption/loan



New Regime for Passive Investment Income

The government has not release any draft legislation with respect to how passive income will be taxed 

differently. The government is considering approaches that meet the following conditions: 

- “Preserving the intent of lower tax rates on active business income earned by corporations, which is to 

encourage growth and job creation;” and 

- “Eliminating the tax-assisted financial advantages of investing passively through a private corporation 

and ensuring that no new avenues for avoidance are introduced.”  

On October 18, 2017, the government announced that it would proceed with a new regime for passive 

investment income, but “reassured” taxpayers that: 

1. All past investments and the income earned from those investments will be protected; 

2. Businesses can continue to save for contingencies or future investments in growth; 

3. There will be a $50,000 threshold on passive income in a year (=$1,000,000 in savings, based on a 

nominal 5% rate of return); 

4. Incentives will be developed to ensure that Canada’s venture capital and angel investors can continue 

to invest. 
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