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Minister’s Letter

One of our Government’s first actions was to cut taxes for the middle class, and raise them on the richest

one per cent. Because of our Canada Child Benefit, nine out of ten families with children are now receiving
more in child benefits than they did under the previous system, leaving them with more money to spend on
their groceries, summer camps and school supplies. Thinking about the long-term, we worked with the
Provinces and Territories to strengthen the Canada Pension Plan so that workers today and future generations
can look forward to a more secure retirement. And we increased the Guaranteed Income Supplement top-up
benefit by over $900 annually for the most vulnerable single seniors. This focus on the middle class, the help
we bring to those working hard to join it, as well as historic investments in our communities—on things like
roads, bridges and water purification—have had a real, measurable impact.

In the last year, the economy added more than 300,000 new jobs. Unemployment is down, and many
Canadians are more confident in their future. But we know there is more work to do. Too many people still
feel as though the system is stacked against them. They work hard. When it comes to paying their taxes, they
pay on time and in full. But there is a sense that some may be getting a better deal than others. It’s time for
the next steps in our plan to bolster the confidence Canadians have in their Government and in their
economy. And it starts by making sure that we all pay our fair share of taxes—with no exceptions.

In addition to efforts to combat international tax evasion and avoidance, our Government is looking closer to
home, and is taking steps to address tax planning strategies and close loopholes that are only available to
some—often the very wealthy or the highest income earners—at the expense of others. Currently there are
signs that our system isn’t working as well as it should, specifically when it comes to private corporations.
There are worrying trends. There is evidence that some may be using corporate structures to avoid paying
their fair share, rather than to invest in their business and maintain their competitive advantage.

This advantage is a significant one. We have a highly competitive business environment. Canada has a
general corporate tax rate that is 12 percentage points lower than our largest trading partner, the United
States, and a small business rate that is the lowest in the G7. These tax advantages are in place to help
Canadian businesses reinvest and grow, find new customers, buy new equipment and hire more people.
Businesses big and small are the lifeblood of our economy. Our tax system is designed to help them thrive,
and when the rules are applied as intended, everyone wins.

When the rules are used for personal benefit, they are not contributing to growing our economy. Rather, such
practices can undermine confidence in our economy by giving tax advantages to a select few. We don’t think
that’s fair.

Our Government is proposing solutions to close loopholes and deal with tax planning strategies that involve
the use of private corporations. These are complex rules, and we recognize it will mean a big change for
some. That’s why, over the next 75 days, we are asking for your help in telling us where we have it right, and
where we can make improvements. Our intention, it bears repeating, is to help businesses grow, create jobs
and support their communities. That’s the spirit in which we are making these proposals, and the spirit with
which we hope to receive comments, and suggestions.
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Addressing tax planning strategies, closing tax loopholes and making sure all Canadians pay their fair share is
the next step in our plan; a plan that recognizes that Canadians deserve to feel confident that their
Government is working for them. They deserve to feel confident in their future. My hope is that, through this
consultation and the actions that result from it, we can strengthen that confidence, while protecting what
makes us competitive as an economy and successful as a country.

The Honourable

William F. Morneau
Minister of Finance




Executive Summary

The Government of Canada is working to create a healthy and growing economy where businesses can create
meaningful, well-paying jobs, strengthen the middle class and ensure that Canadians have confidence in their
future. Essential to that confidence is knowing that the Government is working to ensure that everyone is
paying their fair share of tax and that tax rules are being followed as they were intended. Confidence is
fundamental to the tax system and our economy. This is why tax fairness is a part of the Government’s long-
term plan to create jobs and grow the economy.

In 2016, the Government launched a wide-ranging review of tax expenditures with the objective of
eliminating poorly targeted and inefficient tax measures. In Budget 2017, the Government signaled its
intention to address specific tax planning strategies involving the use of private corporations'—strategies that
can result in high-income individuals gaining tax advantages that are not available to most Canadians. Over
the last decade, the number of such private corporations has increased substantially and evidence indicates
that a significant share of taxable income has been shifted from the personal to the corporate tax base.

This paper follows through on the Budget 2017 commitment by setting out the next steps in the Government
of Canada’s long-term plan to ensure greater fairness in the tax system and build the confidence needed for a
growing economy. The Government is consulting Canadians on further actions to address tax planning that
enables some owners of private corporations to gain unfair tax advantages.

This paper focuses on three issues identified in Budget 2017:

o Sprinkling income using private corporations, which can reduce income taxes by causing income that would
otherwise be realized by a high-income individual facing a higher personal income tax rate to instead be
realized (e.g., via dividends or capital gains) by family members who are subject to lower personal tax
rates or who may not be taxable at all.

e Holding a passive investment portfolio inside a private corporation, which may be financially advantageous for
owners of private corporations compared to other investors. This is mainly due to the fact that corporate
income tax rates, which are generally much lower than personal rates, facilitate the accumulation of
earnings that can be invested in a passive portfolio.

o Converting a private corporation’s regular income into capital gains, which can reduce income taxes by taking
advantage of the lower tax rates on capital gains. Income is normally paid out of a private corporation in
the form of salary or dividends to the principals, who are taxed at the recipient’s personal income tax rate
(subject to a tax credit for dividends reflecting the corporate tax presumed to have been paid). In contrast,
only one-half of capital gains are included in income, resulting in a significantly lower tax rate on income
that is converted from dividends to capital gains.

1 Private corporations are generally corporations the shares of which are neither widely-held nor listed on a designated stock exchange.
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Measures have been put in place over the years to limit the scope of some of the tax planning arrangements
outlined above. Since such measures have not always been fully effective, further action is being considered:

¢ The Government is seeking input on proposed rules to distinguish income sprinkling from reasonable
compensation for family members. The rules would help to determine whether compensation is
reasonable, based on the family member’s contribution of value and financial resources to the private
corporation. Detailed legislative proposals to address income sprinkling are being released in conjunction
with this paper.

e The Government is seeking input on possible approaches to neutralize the tax-assisted financial
advantages of investing passively through a private corporation. Potential directions for improving the
current system are outlined in this paper. Modifications to the current system will be designed to preserve
the growth objectives of the lower taxes on active business income earned by corporations. The
Government will continue to review this issue and, following consultations, will develop concrete
legislative proposals.

o The Government is proposing changes to tax rules to prevent the surplus income of a private corporation
from being converted to a lower-taxed capital gain, and stripped from the corporation. Detailed legislative
proposals to implement the changes are being released for comment in conjunction with this paper. The
Government also invites views and ideas on whether, and if so how, it would be possible to better
accommodate genuine intergenerational business transfers in the Income Tax Act while still protecting the
fairness of the tax system.

The Government has considered whether the actions proposed in this paper will be impacting men and
women differently. The Government is committed to gender-based analysis, and will continue to refine its
analysis of the gender impacts of the measures being contemplated with respect to private corporations.
Comments on the manner in which the proposed measures may affect gender are invited.

Any changes the Government considers will maintain the benefits of a highly competitive tax regime, to the
extent that these benefits are used to help corporations grow, create jobs, and innovate.

The Government is accepting submissions on these proposals until October 2, 2017. Comments may be sent
to fin.consultation.fin@canada.ca.



mailto:fin.consultation.fin@canada.ca

A. Introduction

The Government of Canada has a long-term plan to grow the economy by making smart investments in the
future and people of this country. The basic premise of the plan is that an economy that works for the middle
class will result in a country that works for everyone.

For the benefits of economic growth to be shared widely, Canada needs a tax system that works fairly for
everyone. This means ensuring that all Canadians pay their fair share. In this regard, closing tax loopholes,
cracking down on tax evasion, and ensuring tax fairness are essential to preserving the ability of the
Government to maintain its role in funding health care, housing, child benefits, the Coast Guard and other
essential services and programs on which Canadians rely. Fairness is also essential to ensuring that Canadians
have confidence that the tax system is serving the needs of everyone.

As part of the Government’s next step in its long-term economic plan, Budget 2017 signaled the
Government’s intention to address tax planning strategies involving the use of private corporations—
strategies that can result in high-income individuals gaining tax advantages that are not available to
most Canadians.

As committed in Budget 2017, this paper provides details about the nature of these issues and sets out
proposed policy responses to bring greater fairness to the tax system. A fundamental goal of these proposals is
to ensure that corporations that actively invest in their businesses and contribute to job creation and economic
growth continue to benefit from a highly competitive tax regime.

Putting an end to tax planning strategies involving the use of private corporations is part of the Government’s
ongoing actions to close tax loopholes and end tax planning strategies that give unintended advantages to
some high-income earners at the expense of other Canadians. The Government welcomes the views of all
Canadians who want to contribute to addressing the issues set out in this paper.

Tax Fairness for the Middle Class — Recent Actions

Since November 2015, the federal government’s focus has been to grow the economy in a way that works for
the middle class and those who are working hard to join it:

e To this end, the Government has introduced a middle class tax cut that is benefiting nearly nine million
Canadians. Single Canadians who benefit are saving an average of $330 each year, and couples who
benefit are saving an average of $540 each year. To help pay for this middle class tax cut, the Government
raised taxes on the wealthiest one per cent of Canadians.

e It has also introduced the Canada Child Benefit (CCB). Compared to the previous system of child
benefits, the CCB is simpler, more generous and better targeted to those who need it most. During the first
benefit year, over 3.3 million families received more than $23 billion in CCB payments. Nine out of ten
families are receiving more help than they did under previous programs, and hundreds of thousands of
children are being lifted out of poverty.

e In both of its budgets, the Government increased funding for the Canada Revenue Agency’s (CRA) efforts
to crack down on tax evasion and combat tax avoidance, and closed tax loopholes that resulted in some
taxpayers paying less than their fair share. The investment of nearly $1 billion over six years will enable
the CRA to recover additional revenues of over $5 billion.
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Internationally, the Government of Canada is engaged in coordinated multilateral efforts to address base
erosion and profit shifting (BEPS), including signing the Multilateral Convention to Implement Tax
Treaty Related Measures to Prevent BEPS on June 7%, 2017. The Government is also committed to
increasing transparency through the automatic exchange between tax authorities of information on
financial accounts held by non-residents and, accordingly, enacted legislation in December 2016 to
implement the Common Reporting Standard in Canada.

In addition, Budget 2016 announced a review of federal tax expenditures with the objective of eliminating
poorly targeted and inefficient tax measures. Following this review, Budget 2017 announced important steps
to enhance the fairness, efficiency and effectiveness of the tax system.

A Competitive Business Environment

Canada’s low tax rates on corporate income—including the preferential rate for small businesses—confer a
strong competitive advantage to help businesses grow, create jobs and innovate. Canada has one of the most
competitive corporate tax systems in the G7, as a result of significant steps to improve its corporate tax
competitiveness:

The federal general corporate income tax rate was cut nearly in half—from 29.12 per cent in 2000 to
15 per cent today.

The federal small business tax rate has been reduced from 13.12 per cent in 2000 to 10.5 per cent in 2016.
This reduction was supplemented by a series of increases to the amount of income eligible for the small
business tax rate—from $200,000 in 2003 to the current $500,000 level.

Most provinces and territories have lowered both their general corporate income tax rates and their small
business rates over the 2000 to 2017 period: from 13.3 to 11.7 per cent (weighted-average) in the case of
the general rate and from 6.9 to 3.9 per cent (weighted-average) in the case of the small business rate.

The combined effect of these actions is a considerable corporate tax advantage for Canada:

In 2017, Canada’s combined general corporate income tax rate of 26.7 per cent (weighted-average federal-
provincial-territorial) is the second-lowest among G7 countries and close to the average general corporate
income tax rate in member countries of the OECD. Canada’s general corporate income tax rate is
currently 12.2 percentage points lower than that of its largest trading partner, the United States.

Internationally, Canada’s combined small business corporate income tax rate of 14.4 per cent (weighted-
average federal-provincial-territorial) is the lowest in the G7 and fourth lowest among OECD countries.
Lower tax rates for corporations, including the preferential tax rate for small businesses, allow them to
retain more earnings that can be reinvested to support growth and job creation.




Chart 1
General and Small Business Corporate Income Tax Rates
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Third-party analysis recognizes the competitiveness of Canada’s tax system. For example, as illustrated in
Chart 2 below, a report by KPMG, Competitive Alternatives 2016 Special Report: Focus on Tax, concludes that
total business tax costs in Canada are the lowest in the G7 and 48 per cent lower than those in the

United States.

Chart 2
Total Tax Index, 2016
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In addition, as shown in Chart 3, the 2017 edition of Paying Taxes by PwC and the World Bank Group
calculates that it takes 25 per cent less time for a business in Canada to prepare, file and pay its taxes each
year than is the case for a business in the United States.

Chart 3
Time to prepare and pay taxes (hours), 2016
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In addition to generous tax support, small and medium-sized enterprises benefit from direct program
support for scaling up, including assistance to access financing and foreign markets, support for
innovation, and services to build entrepreneurial and management capacity. Of note are services and
products offered by the Business Development Bank of Canada, the Canada Small Business Financing
Program, Export Development Canada and the Canadian Trade Commissioner Service.

Canada’s competitive business taxation and targeted program supports are reinforced by fundamental
strengths including:

A strong fiscal position, with the lowest net debt-to-GDP ratio in the G7 and a AAA credit rating.

A sound and efficient financial system that is consistently ranked among the best in the world by the
World Economic Forum (and was best-ranked for eight consecutive years).

Preferential access to a significant and growing share of world GDP under trade agreements like CETA
and NAFTA.

A highly-skilled and diverse labour force with the highest proportion of working-age population with a
post-secondary education in the OECD.
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Need for Action

It is important that the tax system be reviewed on an ongoing basis, to make sure that tax rules remain fair
and appropriate in light of changes in the structure of our economy. The actions discussed in this paper deal
with tax measures that have been in place for a long time. In particular, the rules with respect to the taxation
of passive investment income were introduced in 1972. Since then, the structure of the economy has
undergone important transformations, and the tax system has also evolved significantly.

Recent years have seen a significant increase in the use of private corporations:

e The number of Canadian-controlled private corporations (CCPCs) has increased substantially, from
1.2 million in 2001 to 1.8 million in 2014. Growth has been particularly strong in some sectors; for
instance, the number of corporations in professional services has tripled over the last 15 years.

e An increasing proportion of self-employed individuals—many of whom traditionally have been
unincorporated—are choosing to incorporate. In some industries, the proportion of incorporated self-
employed individuals almost doubled between 2000 and 2016.

e CCPCs now account for more than twice the share of taxable active business income (relative to GDP)
that they did in the early 2000s (see Chart 4 below).

Chart 4
Trend in Taxable-Active-Income-to-GDP Ratio, by Type of Business
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In part, these trends are explained by structural changes in the economy, such as the shift toward a service
economy, as well as strong economic growth in the construction and real estate industries in recent years. It is
important to recognize that there are important non-tax reasons that may influence a business’s decision to
incorporate. However, the tax advantages afforded by tax planning in relation to private corporations have
encouraged many individuals to incorporate their businesses.
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In addition to strong growth in taxable active income, the amount of taxable passive investment income
earned by private corporations increased from $8.6 billion in 2002 to $26.8 billion in 2015.

Increased rewards from incorporation flow in part from the growing gap—illustrated in Chart 5 below—
between corporate and personal income tax rates. This growing gap has been the natural result of taking steps
to improve the competitiveness of Canada’s corporate tax system. Lower corporate taxes encourage new
capital investment—for example, in better machinery and more efficient technology—that makes workers
more productive and, in doing so, leads to economic growth, more jobs and higher wages. In an increasingly
globalized economy where investment capital is highly mobile, a competitive business tax system is crucial.
At the same time, the growing gap between corporate and personal income tax rates can lead to tax arbitrage
behaviours.

Chart 5
Combined Federal-Provincial-Territorial Statutory Top Marginal Personal Income Tax and
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Developments outside of the tax system have also contributed to the growth in the use of private corporations
for tax planning. Notably, legal and regulatory changes made the use of corporations possible or more
attractive in certain industries. The non-tax costs of incorporation may also have decreased, reflecting
progress in information technology and management systems and the greater sophistication of small business
owners more generally.

2 The small business tax rate of 10.5 per cent applies on up to $500,000 of active income of a CCPC. This benefit is gradually clawed back for CCPCs
with taxable capital between $10 milion and $15 million. The provincial-territorial figure does not account for Quebec's introduction of a lower small
business rate for the manufacturing and primary sectors. This would have a marginal impact on the weighted average.

12



The increased use of private corporations, where it is for tax planning reasons, is raising concerns about the
fairness of the tax system. It also has important fiscal implications, with evidence suggesting that a significant
share of taxable income appears to have been shifted from the personal to the corporate tax base (see Chart 4).

Private Corporations — Tax Planning Strategies

As indicated in Budget 2017, the review of federal tax expenditures highlighted a number of issues regarding
tax planning strategies using private corporations. These strategies include:

o Sprinkling income using private corporations, which can reduce income taxes by causing income that would
otherwise be realized by a high-income individual facing a high personal income tax rate to instead be
realized (e.g., via dividends or capital gains) by family members who are subject to lower personal tax
rates (or who may not be taxable at all).

e Holding a passive investment portfolio inside a private corporation, which may be financially advantageous for
owners of private corporations compared to other investors. This is mainly due to the fact that corporate
income tax rates, which are generally much lower than personal rates, facilitate the accumulation of
earnings that can be invested in a passive portfolio.

e Converting a private corporation’s regular income into capital gains, which can reduce income taxes by taking
advantage of the lower tax rates on capital gains. Income is normally paid out of a private corporation in
the form of salary or dividends to the principals, who are taxed at the recipient’s personal income tax rate
(subject to a tax credit for dividends reflecting the corporate tax presumed to have been paid). In contrast,
only one-half of capital gains are included in income, resulting in a significantly lower tax rate on income
that is converted from dividends to capital gains.

These three strategies are illustrated using examples in the next section of this Introduction. The subsequent
chapters of this paper are dedicated to examining each strategy in detail.

Tax Planning Strategies — Examples

Sprinkling income using a private corporation

Jonah and Susan are neighbours living and working in Ontario. Jonah and Susan live with their spouses and
children who have no significant sources of income, other than as described below. Although Jonah and Susan
each earn $220,000 in 2017, Susan’s household pays about $35,000 more tax than Jonah’s household.

This is because Susan earns $220,000 as an employee. As an individual with $220,000 in employment income, she
pays about $79,000 in income tax for the year.

Jonah has an incorporated consulting business that earns $220,000 before taxes and salary. Jonah provides the
consulting services for the corporation. The corporation qualifies for the small business deduction in respect of its
income from the business.

Jonah owns the voting shares in the corporation. Jonah’s spouse and two children, ages 19 and 21, also own
shares in the corporation, for which they paid very little. The corporation pays Jonah $100,000 in salary, and pays its
remaining after-tax profits in equal amounts to the spouse and children as dividends. The dividends are taxable
income of the spouse and children.

After accounting for corporate income tax, taxes on Jonah’s salary, and dividend tax credits claimed by the
spouse and children, about $44,000 in total tax is paid on the $220,000 earned in the year through the corporation
and distributed to Jonah’s family—$35,000 less than the amount of tax paid by their neighbour, Susan, on the
$220,000 she earns to support her household.
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e This type of tax planning strategy is most likely to be used by higher income individuals, facing high
personal tax rates. The tax benefits of sprinkling increase with income and are potentially the greatest for
individuals who, in the absence of the arrangement, would pay income tax on the income at the highest
personal tax rate.

Holding passive investments inside a private corporation

Andrea’s private corporation owns a manufacturing plant in Saskatchewan. Last year, the corporation generated
$800,000 of taxable business income (after payment of employee salaries and other expenses). The corporation is
large, and is not eligible for the small business rate. The applicable federal-provincial corporate income tax rate in
Saskatchewan was 25 per cent in 2016, leaving the corporation with after-tax income of $600,000. Andrea would
like to use $200,000 of that amount to modernize her plant next year, and keep the balance, or $400,000, for
longer-term personal savings. As the controlling shareholder, she can either pay herself a dividend or invest the
$400,000 in an account held within her corporation. Andrea has already made contributions to her Registered
Retirement Savings Plan and her Tax-Free Savings Account up to the maximum limits.

Andrea will be better off if she keeps a diversified passive investment portfolio inside the corporation, rather than
investing it as an individual.

e If she invests within the corporation, Andrea has an after-tax amount of $400,000 to add to her portfolio.

e Ifshe were to invest in a personal account, she would have about $280,000 to invest (her marginal personal
income tax rate is about 48 per cent in 2016, given that Andrea is a high-income earner, and dividend income
is subject to the dividend tax credit).

When Andrea invests through her corporation, she benefits from a bigger initial portfolio, which compounds to
larger investment income every year that can be reinvested. Although there is some reconciliation at the end—
when Andrea winds down the portfolio and pays personal income taxes on it—she still ends up better off than if she
had chosen to invest in a personal account. After 30 years, she would end up with about $570,000 more, after
payment of corporate and personal income taxes, if she invests inside her corporation.”

Unlike Andrea, an individual earning salary income would have no alternative but to invest in a personal account.
As a business owner, Andrea can realize a personal portfolio advantage that is the consequence of the low
corporate income tax rate, which is intended to support the growth of active businesses—not to confer a personal
savings advantage.

(*) Saskatchewan has announced reductions in their corporate and personal income tax rates. These
announcements are reflected in the calculations.

e Holding a passive investment inside a private corporation is a strategy available to those earning enough
business income to hold savings within a corporate entity. Generally, the unintended advantages are
realized by higher-income individuals, such as those whose annual savings go beyond the limits of tax-
assisted savings vehicles (such as Registered Retirement Savings Plans (RRSPs) and Tax-Free Savings
Accounts (TFSAs)).?

e Conversely, many smaller or less profitable private corporations would not be in a position to make
significant passive investments, after paying out an income to the shareholders, paying the owner and
employees’ salaries, paying down their debts or reinvesting for future growth (such as by buying new, up-
to-date equipment).

3 The annual dollar contribution limit for RRSPs is $26,010 for 2017. The annual contribution limit for TFSAs is $5,500 for 2017.
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Converting a private corporation’s income (dividends or salary) into capital gains

Jean-Paul owns a large landscaping business in Manitoba. He operates the business through a private corporation
(JPCo) which is eligible for the small business tax rate (10.5 per cent federal and 0 per cent in Manitoba on active
business income of up to $500,000 federally and $450,000 provincially). He has operated the business for a number
of years. In recent years, the business has earned about $650,000 annually after deducting expenses other than
any salary paid to Jean-Paul.

In 2016, JPCo earned $400,000 of income after paying Jean-Paul a salary of $250,000. JPCo would pay corporate
tax of $42,000 on the $400,000 (10.5 per cent of $400,000). In 2016, Jean-Paul wanted to withdraw another $300,000
from JPCo.

Alternative 1: If JPCo paid Jean-Paul $300,000 of additional salary (i.e., his total salary would be $550,000),
additional personal tax based on Manitoba’s top personal income tax rate would have been $151,200. JPCo
would have deducted the $300,000 thereby reducing the corporate taxes paid by the business by $31,500. As a
result, the net corporate and personal income taxes paid on the additional $300,000 in salary is about $120,000.

Alternative 2: If JPCo paid Jean-Paul the $300,000 as a dividend, additional personal tax would have been
$137,220. This is based on Manitoba’s top personal income tax rate on dividends received out of income eligible
for the small business deduction after June 30, 2016.

Alternative 3: If the $300,000 were converted into a capital gain, additional personal tax would have been even
less — $75,600, based on Manitoba’s top personal income tax rate on capital gains.*

* Through a series of self-dealing private corporation transactions.

Further Action

Measures have been put in place over the years to limit the scope of some of the tax planning arrangements
outlined above. Since such measures have not always been fully effective, further action is being considered:

o The Government is seeking input on proposed rules to distinguish income sprinkling from reasonable
compensation for family members. The rules would help to determine whether compensation is
reasonable, based on the family member’s contribution of value and financial resources to the private
corporation. Detailed legislative proposals to address income sprinkling are being released in conjunction
with this paper.

e The Government is seeking input on possible approaches to neutralize tax-assisted financial advantages of
investing passively through a private corporation. Potential directions for improving the current system
are outlined in this paper. Modifications to the current system will be designed to preserve the growth
objectives of the lower taxes on active business income earned by corporations. The Government will
continue to review this issue and, following consultations, will develop concrete legislative proposals.

¢ The Government is introducing proposed changes to tax rules to prevent the surplus income of a private
corporation from being converted to a lower-taxed capital gain and stripped from the corporation.
Detailed legislative proposals to implement the changes are being released for comment in conjunction
with this paper.

These actions will result in additional revenue for the government:

e Proposed measures to address income sprinkling would result in additional revenue of some $250 million
per year once fully implemented.
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e Private corporations currently hold significant amounts of passive investments, which generated
approximately $27 billion in passive income in 2015. A proportion of this income is currently taxed
appropriately under the current tax system, and would not be affected by the new tax rules. The overall
revenue implications of actions to neutralize the tax-assisted financial advantages of investing passively
would depend on the general approach followed to tax passive investment income, as well as specific
design choices, including transitional rules. An estimate of additional revenues generated by the
Government’s actions will be provided once, taking into account the views expressed in consultations, the
Government has made a decision on the final design of the new tax rules.

e The fiscal impacts of the proposed measure to prevent surplus income of a private corporation from being
converted to a lower-taxed capital gain cannot be determined based on currently available information.

Finally, the Government has considered whether the actions proposed in this paper would impact men and
women differently. This question is not straightforward. On the one hand, tax data shows that a majority of
owners of private corporations are men, and that men receive a greater percentage of dividend income from
the corporations they control. That said, the tax planning strategies outlined in this note would affect
individuals other than the corporation’s controlling owner. For example, it is likely that existing tax benefits
are shared with family members—the owner’s spouse and children—or in the case of the sprinkling of
income, that family members are participants to the tax planning strategy.

With respect to direct corporate ownership, tax data show that:

e Men reported 74 per cent of the net capital gains from dispositions of qualified (private) small business
corporation shares.

e Men received 66 per cent of non-eligible* dividends received by the shareholders of Canadian-controlled
private corporations in 2014.

While the incidence of the measures is difficult to ascertain, additional statistics may assist in the
determination of any gender impacts from the proposed measures:

e Data show that men represent over 70 per cent of higher-income earners initiating income sprinkling
strategies. However, women are disproportionally represented among recipients of sprinkled dividends
and income derived from trusts and partnerships (68 per cent and 58 per cent, respectively).

e A detailed analysis of the gender impacts of the proposal that relates to passive income will be conducted
before the Government decides on the final design of the new tax rules. That said, the measure will affect
individuals that own and control private corporations, which are mostly men as noted above. The extent
to which benefits are currently shared with members of their families may be difficult to measure with
available data.

e There is limited information available from tax data with respect to the proposed measure to prevent
surplus income of a private corporation from being converted to a lower-taxed capital gain.

The Government is committed to gender-based analysis, and will continue to refine its analysis of the gender
impacts of the measures being contemplated with respect to private corporations. Comments on the manner
by which the proposed measures may affect gender are invited.

4 The concept of non-eligible dividends is discussed later in this paper. It refers to dividends that are “not eligible” for the higher dividend tax credit
rate, and that were not paid out of income taxed at the general corporate income tax rate.
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Consulting Canadians

As committed in Budget 2017, this paper provides details about tax planning strategies involving the use of
private corporations and sets out proposed policy responses to close loopholes and bring greater fairness to the
tax system. Stakeholders—including the affected business communities, provincial and territorial
governments, tax advisors, commentators and other Canadians concerned about the fairness of Canada’s
income tax system—are encouraged to share their views and ideas about the proposals to address the tax
planning strategies discussed in this paper.

The Government invites interested parties to submit comments by October 2, 2017. Please send your
comments to fin.consultation.fin@canada.ca.

In order to add to the transparency of the consultation process, the Department of Finance Canada may make
public some or all of the responses received or may provide summaries in its public documents. Therefore,
parties making submissions are asked to clearly indicate the name of the individual or the organization that
should be identified as having made the submission. Submissions should preferably be provided electronically
in PDF format or in plain text to facilitate posting.

In order to respect privacy and confidentiality, when providing your submission please advise whether you:

e consent to the disclosure of your submission in whole or in part

e request that your identity and any personal identifiers be removed prior to publication

e wish any portions of your submission to be kept confidential (if so, clearly identify the confidential
portions)

In addition, please note that information received throughout this submission process is subject to the Access
to Information Act and the Privacy Act. Should you express an intention that your submission, or any
portions thereof, be considered confidential, the Department of Finance Canada will make all reasonable
efforts to protect this information.
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B. Income Sprinkling

Background

Canada has an individual-based income tax system in which an individual’s income tax liability is determined
based on his or her income for a year, and generally without regard to the taxable income of family members
or other related persons. Canada’s personal income tax system is also progressive, meaning that the tax rate
on taxable income increases as the amount of taxable income increases. This progressivity is reflected in the
five different federal marginal tax rates of 15 per cent, 20.5 per cent, 26 per cent, 29 per cent and 33 per cent.
Every Canadian resident individual can also claim a ‘basic personal amount’ tax credit, which is 15 per cent
of $11,635 in 2017 federally, and which effectively offsets any federal personal income tax liability on taxable
income up to that amount.

What is income sprinkling?

Income sprinkling describes a range of tax-planning arrangements that result in income that, in the absence of
the particular arrangement, would have been taxed as income of a high-income individual, but is instead
being taxed as income of another lower-income individual, typically a family member of the high-income
individual.’ The effect of the arrangement can be to have income subject to a lower effective income tax rate.
This is achieved by accessing tax attributes of the lower-income individual, including the individual’s lower
marginal tax rates, personal tax credits (such as the basic personal amount) and, in some cases, certain
deductions in computing taxable income (such as the lifetime capital gains exemption (LCGE)).

Income sprinkling arrangements effectively allow high-income individuals, in particular the principals of
private businesses, to ‘opt out’ of all or part the progressivity of the personal income tax system to their own
advantage. This is fundamentally unfair, and erodes the tax base and the integrity of the tax system.

Who benefits from income sprinkling?

Income sprinkling arrangements are possible because the private ownership of a business permits its principals
to more easily control or influence the legal form of the ownership of the business and the circumstances in
which profits are distributed. Specifically, the principals of private businesses can arrange for distributions to
be made (typically by way of dividend payments in the case of a corporation) to other individuals (typically
family members) in a way that minimizes the overall amount of personal income tax paid on that income.
The income distributed to the family member may exceed what would have been expected, having regard to
the family member’s labour and capital contributions to the business, in arrangements involving

arm’s-length investors.

Family members receiving sprinkled income may not have contributed to the business and, in some cases,
may not be permitted, under the laws governing the business, to carry on the revenue-earning activities of the
business (e.g., due to a requirement for individuals to be licensed or certified to carry on the activity).

5 Income sprinkling is also sometimes referred to as ‘income splitting’. The tax rules use the term income splitting to describe both desirable and
undesirable forms of this activity. For example, the tax rules permit income splitting of pension income. However, the tax rules seek to constrain other
forms of income splitting — what is referred to in this paper as ‘income sprinkling” — by means of certain anti-avoidance rules, as described in greater
detail below.
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Not all business owners or principals are able to benefit, or benefit to the same degree, from income
sprinkling. The tax benefits increase with income and with the number of family members who can receive
the sprinkled income. In absolute terms, the tax benefits are potentially the greatest for individuals who, in the
absence of the arrangement, would pay income tax on the income at the highest personal tax rate (which at
the federal level is 33 per cent for taxable income, for 2017, above $202,800). More generally, income
sprinkling provides tax benefits to individuals engaged in the tax planning where:

e The family member who receives the sprinkled income is in a lower tax bracket than the individual, or has
deductions or credits that would otherwise be unused. For example, there is no direct tax benefit to
sprinkling dividends where the only potential family member with whom to sprinkle income has taxable
income from other sources that exceeds the threshold at which the top personal tax rate applies.

o The tax savings justify the initial and ongoing transaction costs associated with the arrangements. These
costs include service fees paid to financial and tax advisors who advise on implementing and maintaining
the arrangements, and any costs related to maintaining the intermediaries—such as corporations, trusts
and partnerships—typically used as part of the arrangements.

e The individual as a business principal can control or influence the payment and legal form of the income,
allowing for different amounts to be used and different family members to participate from year-to-year,
based on the available tax attributes of the family.

In the case of private corporations, tax data, as well as tax commentary (e.g., articles relating to owner-
manager remuneration and incorporation in tax literature and on the websites of tax and other advisory
firms), suggest that the ability to reduce the effective rate of tax on personal income, including through
income sprinkling, is an important consideration in deciding whether to incorporate a business and how to
structure ownership of a private corporation. Tax data and commentary also suggest that in other
circumstances, including where ownership of a corporation by family members is not permitted—which is the
case with certain incorporated professionals—separate partnership and family trust arrangements are used to
facilitate income sprinkling.

Effectiveness of Current Rules

The income tax system includes rules to curtail the use of income sprinkling, and the CRA has challenged
inappropriate arrangements. These rules include the following:

e A longstanding rule, set out in section 67 of the Income Tax Act, provides that only ‘reasonable’ amounts
can be deducted when a corporation or other business owner pays a salary or management fee, or claims
other outlays or expenses, that benefit another person including a family member.

e Tax ‘attribution rules’ can attribute property income to an individual if it is determined that the individual
transferred or loaned the property (including a right to income) on non-arm’s-length terms or with the
intention of conferring a benefit on another person, typically a non-arm’s length individual. These rules
are for the most part found in sections 56 and 74.1 to 75.1 of the Income Tax Act. In addition, in the case of
a transfer or loan by an individual to certain private corporations, a minimum income return can be
imputed to the individual under a special rule contained in section 74.4 of the Income Tax Act.
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A special ‘tax on split income’ (TOSI), set out in section 120.4 of the Income Tax Act, was introduced in
1999 to address sprinkling of certain income to minor children (i.e., individuals under the age of 18 years).
The rules apply to income from private business arrangements, such as dividends on unlisted shares, or
income in the form of a trust or partnership distribution derived from a business or rental activity of a
related individual. The TOSI also denies access to the LCGE in respect of the disposition of shares as part
of a non-arm’s-length transaction. In cases where the TOSI applies, the income is subject to top flat-rate
personal income taxation in the hands of the minor, and personal tax credits (with the exception of the
dividend tax credit and foreign tax credit) are denied with respect to the amounts.

The current tax rules have proven effective in responding to some, but not all, forms of income sprinkling.
Tax benefits of income sprinkling continue to be available with respect to certain arrangements. For example:

The current tax rules do not fully respond to income sprinkling involving adult family members, and
where the rules do apply to cases involving adult family members, they are typically limited to
arrangements involving a spouse or common-law partner.

Some high-income individuals are using arrangements involving tax-deductible interest payments to
sprinkle income to minors and other family members, circumventing the TOSI in the case of minors.

Current tax rules, including both tax attribution rules and the TOSI, that seek to constrain income
sprinkling do not apply to “compound” income (i.e., second- and later-generation income earned from the
investment of an initial amount of income that is subject to the tax attribution rules or the TOSI). This has
led to some arrangements that obtain the tax benefits of income sprinkling on investments of the after-tax
proceeds of sprinkled income. For example, a high-income individual’s incorporated business may pay a
dividend on a share that the individual gifted to their minor child. Although the TOSI would impose the
highest personal tax rate on the dividend received by the minor, the same tax rate would have applied if
the dividend had been paid to the individual (i.e., the family does not pay higher income tax as a result of
the TOSI). However, by paying the dividend to the child, the after-tax proceeds may be invested in
portfolio investments, with the resulting “compound” income taxed in the child’s hands at the child’s
personal tax rates instead of at the individual’s higher personal tax rates.

A related concern is that jurisprudence has, in some cases, narrowly interpreted some of the existing anti-
avoidance rules that seek to address sprinkling, or determined the context and purpose of the rules as not
demonstrating a rationale supporting the general prevention of income sprinkling, reducing the prospect of
success from the costly and time-consuming process of challenging these arrangements, including using the
general anti-avoidance rule. Although the CRA may seek to challenge some existing arrangements using the
current tax rules, it has become clear that amendments to the income tax provisions are required to address
the ongoing tax policy concerns with income sprinkling.
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Chart 6 shows the distribution of non-eligible dividends (i.e., generally meaning dividends paid from
income—such as income qualifying for the small business deduction—that has not been subject to the general
corporate income tax rate) by age of tax-filer for the 2006, 2010 and 2014 tax years. In each year, a substantial
amount of dividends earned by tax-filers under the age of 25 is earned by taxpayers who are not subject to the
TOSI (area to the left of the dotted line). The total amount of dividends earned by those in the 18-21 age
group exceeds the amounts earned by each of the 22-25 and 26-29 age groups. There is no economic rationale
for why the 18-21 age group would earn more dividend income than the 22-25 and 26-29 age groups. In other
words, dividend income resulting from the contribution of capital would be expected to increase with age for
the population of tax-filers under the age of 30. This anomaly in the distribution suggests the presence of
dividend sprinkling, because the tax benefits of income sprinkling are higher, on average, when adult children
of high-income filers are younger and have lower income.

Individuals age 18-24 years appear to present particular advantages for those seeking to sprinkle income. This
age group is not currently subject to the TOSI, but may have lower income levels for a variety of reasons,
including due to post-secondary studies or being at an early stage of a career.

Chart 6
‘Non-Eligible’ Dividends Reported on T1 Returns, By Age of Filers ($million)
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Source: T1 Universe datasets.

Note: No significant amount of actual ‘non-eligible’ dividends is received by individuals under age 18; these amounts are subject to personal
income taxation at the top rate. The variable used is “actual amount of dividends, other than eligible,” which is the net amount of dividends
received, with no gross-up factor applied.
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A further concern involves multiplication of access to the LCGE. The LCGE provides an exemption in
computing taxable income in respect of capital gains realized by individuals on the disposition of qualified
small business corporation shares and qualified farm or fishing property. An individual may shelter capital
gains realized on the disposition of qualified small business shares up to a lifetime limit of $835,716 in 2017.
This limit increases over time as it is indexed to inflation. The lifetime limit in respect of capital gains from
the disposition of qualified farm or fishing property is $1 million. The lifetime limits for small business shares
and farm or fishing property are integrated such that an individual’s available LCGE is reduced to the extent
that capital gains exemptions on either small business shares or farm or fishing property have been used in
previous years.

The current tax rules do not appropriately constrain the multiplication of access to the LCGE, with the result
that the LCGE may be claimed by several members of the business principal’s family in circumstances where
those individuals may not have effectively contributed to the business in respect of which the exemption is
being claimed. A particular concern is the promotion and use of (typically, discretionary) family trusts to
sprinkle capital gains among family members. Although trusts may serve an important and legitimate role in
managing property within a family, including in succession contexts, the scope of the current accommodation
of trusts under the LCGE tax provisions inappropriately facilitates income sprinkling involving

LCGE multiplication.

lllustrative Example

While the potential benefits of income sprinkling will depend on the specific financial circumstances of each
business, its principals and any related individuals, the following example seeks to illustrate the operation and
effect of an income sprinkling arrangement.

In the example in Table 1, the individual earns $220,000 and, if she were self-employed, would have a
personal tax liability of about $79,000 and an average tax rate of 36 per cent. By incorporating and sprinkling
as taxable dividends 40 per cent of the after-tax corporate income (40 per cent of $187,000 = $75,000) evenly
between her spouse and adult child who have no other sources of income, the individual avoids about
$25,000 in income tax. (This illustration is similar to the earlier example involving Jonah and Susan, but there
is one less adult child and this illustration does not involve the payment of salary to shareholders.)
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Table 1
Hypothetical Example of Tax Savings from Incorporated Business with Dividend Sprinkling vs.

Unincorporated Business
Base
Scenario: Incorporated
Self-employed Professional

Net profits of
$220,000

Post-corporate income tax$187,000 dividend allocated
Net self- 60%/20%/20% among Owner, Spouse and Child
employment CCPC
* $112,000 $37,000 $37,000
Chid

Federal corporate income tax (10.5%) n/a $23,000 n/a n/a n/a
Provincial corporate income tax (4.5%) n/a $10,000 n/a n/a n/a
Federal personal income tax $49,000 n/a $11,000 $200 $200
Provincial personal income tax (ON) $30,000 n/a $9,000 $500 $500
Total tax $79,000 $54,000
Average tax rate 36% 25%

Proposed Measures

Income sprinkling is providing unintended benefits to higher-income individuals, principally through the use
of private corporations. This is unfair and inconsistent with a tax system that works for all. Adjustments to the
tax rules are required to address these concerns.

In response, the Government proposes a number of measures. These measures fall into three general
categories:

1. Extension of the tax on split income (TOSI) rules;
2. Constraining multiplication of claims to the lifetime capital gains exemption (LCGE); and
3. Supporting measures to improve the integrity of the tax system in the context of income sprinkling.

These proposed measures are described below. Detailed legislative proposals and explanatory notes are
provided separately.

1. Extension of the tax on split income (TOSI) rules

The TOSI currently applies to a specified individual’s split income for a taxation year. A specified individual
is a Canadian resident who has not attained the age of 17 before the beginning of the year (a “minor”) and
who has a parent resident in Canada. Split income generally includes dividends on unlisted shares of a
corporation (other than a mutual fund corporation), and income from a partnership or trust that is derived
from a business, profession or rental activity of a related person. The TOSI does not apply to income received
by the specified individual as salary or wages (i.e., employment income), although other rules in the

Income Tax Act may apply, including a limitation on the deductibility of salary or wages that exceed a
reasonable amount.
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The TOSI takes precedence over other anti-avoidance rules that apply to income sprinkling, meaning that, to
the extent that an amount is subject to the TOSI, the other mechanisms (such as the attribution rules
described above) do not apply.

Measures are proposed to extend the TOSI to apply to certain adult individuals who have amounts included
in split income, but generally only to cases where the amount is unreasonable under the circumstances. In
addition, the measures would expand the circumstances in which the TOSI applies, including the types of
income that are considered to be split income. The TOSI would continue to not apply to income received by
an individual as salary or wages (i.e., employment income).

Generally, these measures would apply the TOSI to a Canadian resident adult individual who receives split
income (i.e., income from the business of a related individual, including a corporation over which a related
individual has influence), when the amount in question is unreasonable under the circumstances. An adult
individual in receipt of split income would be liable for the TOSI on the unreasonable portion of the income.
Proposed measures will:

e Expand the meaning of ‘specified individual.” As described above, only specified individuals are liable under
the TOSI. The measures would extend the meaning of ‘specified individual’ to include Canadian resident
individuals, whether minor or adult, who receive split income. Adult individuals who do not receive split
income would not be affected by the measures.

e Introduce a reasonableness test. A reasonableness test would be introduced for the purpose of determining
whether TOSI applies to a specified individual who is an adult. If a split income amount received by an
adult specified individual is reasonable within the meaning of this test, then the amount that would
otherwise be split income of the individual would be excluded from split income and thus not be subject
to the TOSI. As described in detail below, the test is proposed to apply differently based on the age of the
adult specified individual (i.e., whether the individual is between 18 and 24 or is 25 or older), recognizing
the opportunities for income sprinkling with younger adult family members.

e Introduce the definition ‘connected individual.” A connected individual test would be introduced to determine
whether an adult specified individual’s income from a corporation would be treated as being split income.
A Canadian resident individual with a certain measure of influence over a corporation would be treated as
connected with the corporation. For example, adult family members of the ‘connected individual’ who
receive dividends on an unlisted share issued by the corporation would be required to determine whether
a portion of the amount received is unreasonable.

Each of these measures is described in further detail below. These proposed measures seek to ensure that the
TOSI applies as an effective mechanism for constraining income sprinkling while recognizing the legitimate
contributions of different family members to the success of some private businesses. The measures would
generally apply for the 2018 and later taxation years.

a) Meaning of Specified Individual

As noted above, the TOSI applies in respect of individuals who are specified individuals for a tax year. It is
proposed that the meaning of specified individual be extended to apply to any Canadian resident individual,
regardless of their age, where the individual receives split income derived from a business of a related
individual who resides in Canada. A Canadian resident minor would also continue to be a specified
individual if a parent of the individual resides in Canada at any time in the year.
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Table 2 summarizes the current and proposed meanings of ‘specified individual’.

Table 2
Age Current TOSI Proposed TOSI Measures
Under age 18 Canadian resident Canadian resident at end of the year
(*‘minor throughout the year
specified Parent residentin Canada at At any time during the year either
individual’) any time during year « parentresidesin Canada, or
e arelated individual resides in Canada, and the minor
receives income derived from a business of that related
individual
Age 18 or Not applicable Canadian resident at end of the year
older (*adult At any time during the year a related individual resides in
specified ) Canada, and the adult receives income derived from a business
individual’) of that related individual

b) Reasonableness Test—Individuals Age 18 and Over

The proposed measures would introduce special rules in determining the split income of an adult specified
individual. Specifically, TOSI would generally apply to an adult specified individual’s split income if the
amount is unreasonable according to certain specified factors. The proposed test would seek to ensure that
amounts received by an adult specified individual—in respect of a business in respect of which a family
member is a principal (e.g., a ‘connected individual’ in the case of income derived from a corporation) —
are included in the adult specified individual’s split income to the extent that the amounts are not
commensurate with what would be expected in arrangements involving parties dealing at arm’s length. All
adult specified individuals would be subject to the reasonableness test in respect of split income (i.e., income
from the business of a related individual, including a corporation over which a related individual has
influence). An amount would not be considered reasonable in the context of the business to the extent that it
exceeds what an arm’s-length party would have agreed to pay to the adult specified individual, considering
the following factors:

o Labour contributions, the extent to which:

- for an adult specified individual age 18-24, the individual is actively engaged on a regular, continuous
and substantial basis in the activities of the business; and

- for an adult specified individual age 25 or older, the individual is involved in the activities of the
business (e.g., contributed labour that could have otherwise been remunerated by way of salary or
wages).

e Capital contributions, the extent to which:

- for an adult specified individual age 18-24, the amount exceeds a legislatively-prescribed maximum
(using the same rate used for purposes of the tax attribution rules) allowable return on the assets
contributed by the individual in support of the business; and

- for an adult specified individual age 25 or older, the individual has contributed assets, or assumed risk,
in support of the business.
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e Previous returns/remuneration: All previous amounts paid or payable to the individual in respect of the
business. For example, this would include amounts paid by a corporation to the individual as dividends
on shares held by the individual, as well as salary or wages paid by the corporation to the individual for
services rendered by the individual in respect of the corporation.

Morgan carries on a freight forwarding business through a corporation. Morgan owns all of the voting shares of the
corporation. Morgan’s 26-year-old child, Jesse, is an accountant and, except as described below, does not
participate in the freight forwarding business. Jesse owns dividend-eligible shares of the corporation, which Jesse
purchased for $1. Jesse’s shares do not participate in the growth of the corporation. Both Morgan and Jesse are
resident in Canada.

During a fiscal year, the corporation paid Jesse for accounting services he performed on behalf of the corporation.
The amount paid by the corporation was equivalent to what the corporation would have paid an arm’s-length
party to perform the services. The corporation also declared, and paid, for the fiscal year a $100,000 dividend on
the shares held by Jesse.

Jesse received the dividend income from a related business source.

The dividend income received by Jesse will not meet the reasonableness test and will therefore be subject to the
TOSI. Although Jesse is involved in the activities of the business, Jesse’s contributions were limited to providing
accounting services. Jesse purchased the shares for $1, and therefore did not contribute assets or assume risks in
respect of the business in any material way. Finally, although Jesse provided accounting services to the business, the
business already paid Jesse for the fair market value of these services.

If, on the other hand, Jesse had contributed significant assets to the corporation, for example by purchasing shares
from the corporation for a cash payment of $100,000, then Jesse would be permitted under the reasonableness test
to a reasonable return on this investment without the return being subject to the TOSI. Further, if Jesse had been 24
instead of 26 years old, the reasonableness of Jesse’s dividend would be determined using a higher standard of
labour contribution and imposing a prescribed maximum return on the $100,000 contributed to the corporation.

The measures also propose that in two cases, the TOSI would apply to the split income of adult specified
individuals regardless of the reasonableness test:

e The first case involves ‘compound income,” meaning income derived from the investment of split income
and certain other amounts, of an individual under age 25. This is intended to discourage income
sprinkling capital ‘seeding’ arrangements used by high-income individuals. These arrangements involve
income being sprinkled to lower-income family members and the after-tax (e.g., after