y now, you have most likely heard

the news: there are big tax chang-
es in the works in Ottawa. The Depart-
ment of Finance has been working on
changes that target tax strategies em-
ployed by private Canadian corpora-
tions. On July 18, 2017, they released
proposed changes to the following three
areas: income sprinkling, capital gains
deductions and passive investment
within a private corporation.

Income Sprinkling

Many contracting businesses involve
the entire family in the ownership of the
corporation, either directly or through
a trust. This has many benefits, both
from a tax perspective and for the long-
term succession of the business. The
proposed changes significantly expand
the rules surrounding income splitting
among family members, reducing the
benefits of this practice.

Tax on Split Income (TOSI)

Previously, this concept was often
called the ‘kiddie-tax’ as it resulted in a
high tax rate on minors receiving divi-
dends from private companies. In addi-
tion to minors, the TOSI is now proposed
to apply to any related persons, including
spouses, adult children, siblings, parents,
in-laws and extended family.

The draft legislation also proposes to
expand the definition of what is includ-
ed as split income.

Reasonability of Income
For the income to not be subject to
TOSI, it must be considered reasonable
in the circumstances. It cannot exceed
what would be paid to an arm’s length
person for the same activities, consider-
ing the following:
« Work performed
« Capital contributed
« Risk assumed
Where an individual between ages 18-
24 receives income from a business for
labour, they must be actively engaged
on a regular, continuous and substantial
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basis in the activities of the business to
avoid the tax on split income. They will
be allowed a prescribed return on any
assets contributed.

Case Scenario Example:
Implications to Jim

How does this affect Jim, our contrac-
tor described in the Summer 2017 is-
sue? In the past, Jim could restructure
his business to split income with family
members and reduce the family’s tax
burden. With these proposed rules, he

mum of capital gains on the disposition
of qualified small business corporation
shares from taxation.

There are new limitations on the abil-
ity to access the capital gain deduction
of qualified small business corpora-
tion shares for dispositions after 2017.
These include:

« The capital gains deduction will no
longer be available to minors. If the in-
dividual held the shares while they were
a minor, any portion of the capital gain
accruing during that time is not eligible.
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would only be able to pay reasonable
amounts to family members based on
the new criteria. For Sarah, Jim’s wife,
who is already receiving a small salary
for administrative work, Jim may not be
able to pay any additional amounts if she
has no other capital contributed to the
business. For his two kids in university,
he will be limited to paying them for ac-
tual labour performed in the business.
Overall, Jim will need to have a higher
personal income to get the same amount
out of his company without splitting in-
come. This will mean an increase to his
personal tax bill each year.

Capital Gains Deduction
The capital gains deduction allows
entrepreneurs to shelter a lifetime maxi-

« If the taxable capital gain is consid-
ered split income under the new TOSI
rules, it will not be sheltered and could
be taxed as high rate income.

« If a personal trust holds the shares,
any capital gain accruing while the
shares were held by the trust will not be
eligible for capital gains deduction.

Case Scenario Example:
Implications to Jim

Jim will still be able to utilize his per-
sonal Capital Gains Exemption (CGE)
should someone offer to buy either of
his operating company’s shares (if he
structures his business correctly). How-
ever, he will run into issues trying to use

(Continued to page 61)
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his family members’ exemptions, which
was possible under the old rules. This
will result in an increase in tax paid on
the sale of his businesses.

Planning Opportunity

Jim will have an opportunity to create
a deemed disposition in 2018 of his qual-
ified small business corporation shares
and shelter the capital gain with the de-
duction. This will allow Jim and his fam-
ily to use their capital gains exemptions
before this opportunity is lost. They will
be deemed to re-acquire the property at
this stepped-up cost base, therefore re-
ducing future capital gains on sale.

This election must be made before the
due date of the personal or trust tax re-
turn for 2018.

Holding Passive Investments
Inside a Private Corporation

The government has discussed chang-
ing the rules to prevent the use of the
corporate tax deferral to hold passive
investments inside a corporation.

Currently, the shareholder can de-
cide when they receive dividends, thus

A&A Trading Ltd.
Armtec

BC Forest Safety Council

Brandt Tractor Ltd.
Brutus Truck Bodies
Cannon Bar Works Ltd.
Catalys Lubricants
CIBC Wood Gundy
C.M. Bay Log Ltd.
Enex Fuels

can control when the personal taxes are
paid. As such, there is a potential defer-
ral of tax. This tax deferral was originally
intended as an incentive for Canadian-
controlled private corporations to invest
in their businesses. However, some have
made all necessary capital and labour in-
vestments and are left with significant af-
ter-tax cash inside their corporate struc-
tures which is being invested passively
(e.g. bonds, shares, rental properties).

The government believes this tax de-
ferral provides an advantage to business
owners that is not available to employees.

In their paper, the Department of
Finance indicates that the corporate
tax deferral should not be used to accrue
passive investments inside a corpora-
tion. The paper proposes several options
to eliminate this perceived benefit and
speculates on various options to mitigate
the deferral.

Unlike the other issues addressed in
this paper, the government has not re-
leased any draft legislation related to the
passive investment income proposals,
indicating that they will begin drafting
legislation once the consultation period
is complete. They have however, com-
mented that they intend to tax invest-

ment income earned in a corporation at
a higher rate to remove the benefit that
they believe business owners are taking
advantage of.

The measures introduced, will have
a significant impact on tax planning for
your contracting business. To minimize
your tax exposure, it's important to talk
to your accountant or business advisor
about how these changes could impact
you and your business going forward.

Learn More: The TLA hosted a webi-
nar in late September to help its members
understand these proposed tax changes
and give feedback on them to the federal
government. To learn more about this is-
sue, watch the recorded webinar on the
TLA website, www.tla.ca.4

Chris Duncan, CPA, CA, is a Business Advisor
with MNP’s Private Enterprise group who
specializes in forestry, real estate and
construction businesses. Working out of the
Duncan office and serving clients across
British Columbia, Chris draws on his unique
background to deliver industry-specific
advice to help business owners stay in
compliance, make informed decisions and
achieve their goals. Chris can be reached at
250.748.3761 or chris.duncan@mnp.ca.
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