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On July 18, 2017, the Minister of 
Finance released a consultation 
document announcing the 

government’s intention to limit 
certain tax planning transactions 
undertaken by shareholders of private 
corporations.  During the consultation 
period, which ended on October 2, 
2017, various stakeholders provided 
comments on the proposed changes.  
During the week of October 16 – 
20, 2017, the government provided 
additional information on how it 
will proceed with the changes.  This 
article will summarize where we 
currently stand on the three main 
issues: income sprinkling, passive 
investments and surplus stripping.

INCOME SPRINKLING

Background

Income sprinkling is the transfer 
of income from a person in a high 
tax bracket to a family member in a 
lower tax bracket (usually a spouse 
or adult child).  When done correctly, 
the family’s overall tax burden can 
be reduced.  Income splitting was 
typically achieved where a spouse 
and/or adult child received dividends 
from a private corporation.  Corporate 
structures with family trusts could 
achieve similar results.

Similarly, these types of structures 
could also be used to multiply access to 
the Lifetime Capital Gains Exemption, 
which can shelter a capital gain on 
the disposition of qualifying shares 
up to $835,716 (indexed to inflation).  

Having multiple family members 
access this exemption on the sale of 
a company to a third party could yield 
substantial tax savings.

July 18 – Proposal 

Through numerous and complex 
changes to the Income Tax Act, the 
government proposed to legislate a 
“reasonableness” test on the amount 
of dividends received by a spouse 
or adult child (or any other family 

member).  No reasonableness test 
previously existed for dividends.  The 
“reasonableness” test looks at factors 
such as labour performed, capital 
contributed, risks assumed and 
compensation otherwise received (via 
payroll).  If the amount of the dividend 
paid to a family member is not 
“reasonable” or comparable to what 
a third party would have been willing 
to pay (based on the factors), the 
unreasonable portion of the dividend 
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is taxed at the highest marginal tax 
rate.  Therefore, private companies 
that were income sprinkling with 
dividends to a spouse and/or adult 
children that had little to no activity in 
the business would lose any benefit 
of income sprinkling.  These changes 
are proposed to take effect on January 
1, 2018.

Regarding the multiplication of 
Lifetime Capital Gains Exemption 
(LCGE), the government proposed that 
any gain accrued while the property 
was held within certain trusts (such 
as a family trust) would be ineligible 
for the LCGE.  Additionally, gains 
realized by family members would be 
subject to the same reasonableness 
tests outlined above.

October 16 – Update

An unexpected corporate tax rate 
cut was announced.  For businesses 
in Ontario the combined rate on 
income eligible for the small business 
deduction will be 14.5% starting on 
January 1, 2018 and 13.5% for 2019 
and beyond.  The current rate is 15%.

The government will be making 
changes to simplify their proposals 
for income sprinkling.  However, 
based on the information released it 
appears they will still be attempting 
to legislate a “reasonableness” test.  
Later in the fall, the government will 
release revised draft legislation for 
the provisions which will be effective 
on January 1, 2018.

Due to unintended consequences 
such as the inter-generational 
transfer of a business, the government 
will not proceed with measures 
aimed at multiplying the capital gains 
exemption.

PASSIVE INVESTMENTS

Background

The owner of a private corporation 
that is generating excess cash flow 
can benefit from a tax deferral not 
available to an employee.  If the owner 
of a private corporation already has 
enough income with which to live, the 

excess corporate income (which has 
only been taxed at a modest corporate 
rate of 15% and/or 26.5%) can be 
invested in passive investments.   An 
employee does not have the ability 
to defer tax on an unlimited amount 
of income.  Despite the fact that 
the corporation will pay a high tax 
rate on its investment income and 
that the owner will eventually have 
to pay themselves dividends, the 
government still feels this deferral 
advantage is unfair.

July 18 – Proposal

No legislation on how the government 
plans to curb this deferral was 
provided.  Several possible methods 
were explained in theoretical detail.  
All methods were admittedly complex 
and none perfect.  The government 
wants to encourage investment 
into the business but discourage 
investment into passive assets.  
Some of the methods explained 
in the consultation document 
involved extremely high tax rates 
on investment income earned by a 
private corporation.

October 18, 2017

The government confirmed that all 
past investments and the income 
earned will be protected (i.e. 
grandfathered into the new regime).  
There will be a $50,000 threshold 
on passive income earned in a year 
which will allow the accumulation 
of a modest portfolio of passive 
investments within a corporation 
before the new punitive regime kicks 
in.

The government will release draft 
legislation to limit the deferral 
opportunities as part of Budget 2018.  
The draft legislation will include 
provisions to ensure these rules only 
apply on a go-forward basis.

SURPLUS STRIPPING

Background

Currently only 50% of a capital gain is 
included in the taxable income of an 
individual.  While dividend tax rates 

are lower than ordinary income, they 
are not as low as the effective rate on 
a capital gain.  Therefore, the owner 
of a private corporation would rather 
structure payments from the company 
as capital gains rather than dividends.  
There are various ways to accomplish 
such a feat which usually involve a 
complex series of transactions.  The 
conversion of dividend income into 
a capital gain using such a series 
of transactions is called “surplus 
stripping”.

July 18 – Proposal

The government announced two 
measures which were to take effect on 
July 18, 2017.  First, they proposed to 
amend a pre-existing anti-avoidance 
section of the Income Tax Act.  The 
amendment would make it virtually 
impossible to access the Adjusted 
Cost Base of shares and receive a 
distribution from a corporation in 
a tax favorable manner. Therefore, 
transactions aimed at deliberately 
triggering 50% taxable capital gains, 
building Adjusted Cost Base and 
stripping it from the corporation 
would be caught and deemed to be 
dividends.

Second, a very broad new rule was 
proposed that would deem certain 
receipts from a corporation to be 
dividends.  This new section could 
apply if one of the purposes of a 
series of transactions was to effect a 
“disappearance” of corporate assets 
in a manner where the tax was less 
than if a dividend would have been 
paid.

October 19 - Update

The government will not be moving 
forward with measures relating to 
the conversion of income into capital 
gains.  The government said that 
unintended consequences such as 
taxation upon death and challenges 
with intergenerational transfers of 
businesses could arise.

Article written by: Jeremy Doan,  
MAcc, CPA, CA
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U.S. Rental income

If a Canadian resident receives 
rental income from real property 

located in the U.S., they are subject to 
a non-resident withholding tax of 30% 
of the gross rental income, which is 
required to be remitted to the Internal 
Revenue Service (IRS) by the tenant. 
The 30% withholding tax cannot be 
reduced by way of the Canada – United 
States income tax convention.

Non-residents of the U.S. can also 
make an election to be taxed as if their 
rental income was effectively connected 
with the conduct of a trade or business 
in the U.S. Furthermore, the taxpayer 
can deduct expenses engaged to earn 
rental income and then be taxed on the 
net income at graduated rates, rather 
than a 30% flat rate on the gross rent. 
To make this election and avoid the 30% 
withholding, a taxpayer must complete 
form W-8ECI and provide the form to 
the person who is paying the rent.

To deduct expenses in order to be taxed 
on your net income, a taxpayer must 
file a U.S. tax return as a non-resident 
(form 1040NR). The amount of the tax 
withheld will be reported on the 1040NR 
and will get refunded if there is excess 
tax withheld over the final income tax 
liability. The tax return must include a 
statement confirming that an election 
has been made. The election must 
include the address of the property, your 
percentage of ownership, description 
of improvements made, etc.

A taxpayer only has to make the election 
once and the election has to be made 
on each new property. The election will 
be valid for as long as a taxpayer owns 
a property and if their 1040NR is filed 
on time. To file a 1040NR, a taxpayer 
will need to obtain a U.S. Individual 
Taxpayer Identification Number (ITIN) 
by completing a form W-7.

A taxpayer also has to report rental 
income in the state where the property 
is located.

Selling U.S. Real Property

If a Canadian resident sells real estate 
located in the United States, they are 
subject to a 10% or 15% withholding tax 
of the gross selling price under FIRPTA 
(Foreign Investment in Real Property 
Tax Act). If the property is sold for an 
amount greater than $300,000 but 
less than $1,000,000 and the property 
is being purchased with the intention 
of being used as the purchaser’s 
residence, then the sale will only 
be subject to a 10% withholding as 
opposed to the 15% rate. The tax 
withheld will be offset against the U.S. 
tax liability on any gain realized on the 
sale and will be refunded if it exceeds 
the tax liability.

There are two exceptions to the 
withholding requirement which can 
reduce or eliminate the requirement.

-The first exception applies if the 
property is sold for less than U.S. 
$300,000 to a buyer who intends to 
occupy it as their principal residence. 
The gain on the sale is still taxable 
in the U.S. and a tax return (1040NR) 
must be filed.

– The second exception is if a Canadian 
resident gets a withholding certificate 
from the IRS on the basis that the 
expected U.S. tax liability will be less 
than 10% or 15% of the selling price. 

The certificate will indicate the amount 
of tax that should be withheld by the 
purchaser rather than the full 10% or 
15%. Ideally, the withholding certificate 
should be obtained from the IRS 
before the sale closes. To apply for a 
withholding certificate a Form 8288-
B must be completed and sent to the 
IRS. A U.S. ITIN must be included on 
the Form 8288-B or can be applied for 
by way of a Form W-7 with the Form 
8288-B. The IRS will generally issue a 
withholding certificate within 90 days of 
submission.

The gain or loss on the sale of a U.S. real 
property by a non-resident is required 
to be reported on a U.S. Non-Resident 
Income Tax Return (1040NR). As a 
Canadian tax resident the disposition 
of a U.S. property is required to be 
reported in Canada. If there is a gain 
on the sale, the U.S. has the right to tax 
the gain first and the U.S. tax liability 
can be claimed as a foreign tax credit 
against any Canadian and provincial tax 
on the sale.

Similarly, state income tax may apply 
on the sale depending on where the 
property is located.

Please contact your DJB accountant 
should you wish to discuss this further.

Article written by: Ryan Bouskill, 
CPA, CA
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John and Mary have worked hard 
throughout their lives to build 
a successful business. Each of 

their three children have worked in 
the business in different capacities 
over the years, but they’ve followed 
their own interests, which have lead 
them away from the family business. 
John’s plan was always to keep the 
business in the family, passing it on 
to one of his children when they were 
ready. Mary, on the other hand, wasn’t 
as sure about John’s plan, as she had 
watched her oldest brother take over 
her father’s business, knowing that 
he was never really happy about it. 
Mary wanted her children to follow 
their own passions, wherever it took 
them. As a result, John and Mary are 
contemplating selling their business 
as they near retirement.  Realizing 
that it will leave them with a very 
healthy sum of money, they want 
to leave each of their children an 
inheritance – but don’t want to leave 
themselves short either. They are also 
fearful of creating trust fund babies, 
which they’ve heard disaster stories 
about.

What is the Purpose?

First and foremost John and Mary 
need to determine what the purpose 
of the inheritance will be. Is it to:

•	 enhance their children’s lifestyle;

•	 protect the assets from marital 
breakdown or litigation;

•	 provide education funding for 
their grandchildren; or,

•	 perhaps the intent is to create 
multi-generational family wealth?

They will have to decide if they want 
to gift some of the money now or 
maximize the inheritance to their 
heirs after their deaths. Whatever 
they decide, they will need to be clear 

about exactly what the purpose is 
to ensure their inheritance plan is 
properly structured.

Commit to a Plan

Secondly, they need to commit 
to a plan. Inheritance planning 
requires very careful strategizing, 
with specialized knowledge; which 
is why they need to build a team of 
professionals to work with to achieve 
their goals.

•	 The Lawyer will draft the 
documents needed, such as Wills, 
Trusts, Powers of Attorney, etc.

•	 The Accountant will ensure the 
plan is structured in the most tax-
effective manner possible and 
with in-depth knowledge of their 
business, will ensure a smooth 
and effective transition of their 
business as they convert their 
lifelong working capital into cash.

•	 A Certified Financial Planner 
will help John and Mary create 
a comprehensive financial plan 
to determine how much of the 
proceeds of the business will be 
necessary to fund their lifestyle 
during their retirement and 
how much can be immediately 
allocated to the inheritance plan.

Inheritance planning is not so rigid 
that it’s carved in stone but it can be 
costly in the future if it’s not structured 
well in the beginning.

Take a Disciplined Approach

Taking a disciplined approach will 
help John and Mary avoid the many 
nightmares that sometimes come 
with managing family wealth. We’ve 
all heard the stories of elder abuse 
as one child exerts undue influence 
on the parents, convincing them to 
pay their debts, buy them a car or 

provide money for a lifestyle they’ve 
not earned, all at the expense of the 
parents and other inheritors. Having 
a disciplined inheritance strategy in 
place can protect John and Mary’s 
wealth to ensure that it’s used for the 
purposes that they initially outlined in 
a fair and structured manner.

Practice Open and Honest 
Communication

The most important issue in 
inheritance planning is having open 
and honest communication between 
those who are passing the wealth 
on and those who are to receive it. 
In this case, John and Mary should 
involve their three children in the 
process so they understand the goals 
they have for their wealth, what they 
are committing to and how their 
wealth will be distributed. This open 
communication provides a platform 
for the children to ask questions 
and better understand their parents’ 
wishes to ensure that everyone is 
on the same page or at least knows 
what to expect. Having an open 
communication strategy can have a 
tremendous impact on maintaining 
family harmony and minimizing 
discourse between the inheritors.

Once John and Mary have created their 
inheritance plan and communicated 
their intentions to their children, 
they can get on with enjoying their 
freedom in retirement. They can 
spend their days enjoying the fruits 
of their many years of labour.  Instead 
of worrying if they are spending their 
children’s inheritance they can rest 
assured that they have a plan in place 
to achieve their retirement goals and 
pass on their wealth in a strategic and 
meaningful way.

Article written by: Brad Giroux, 
CFP®, CLU, CHS

Inheritance Planning
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Condo flipping is becoming more 
common with the recent housing 
market appreciation rates. Some 

purchasers of condos are looking to 
capitalize on these appreciating rates 
to make a profit and partake in condo 
flipping of this nature by holding the unit, 
even for a short period of time with some 
sales to a secondary owner taking place 
prior to the deal even closing.

It should be noted that condo flipping 
carries not only income tax implications 
but also GST/HST implications that 
are coming under scrutiny by Canada 
Revenue Agency (CRA).

One of the GST/HST considerations for 
condo flipping relates to the eligibility for 
the GST/HST New Housing Rebate under 
section 254 of the Excise Tax Act (ETA). 
The eligibility criteria for an individual 
to claim the GST/HST New Housing 
Rebate requires the condo/residence is 
purchased new housing (provided we 
are not looking at the eligibility related 
to housing that has been substantially 
renovated or purchased shares in a co-
operative housing complex) AND the 
residence being purchased is the primary 
place of residence for an individual. At 
the outset when the property is acquired, 
the intention of its use as a primary 
residence should be clear as with the 
intention that it will be resided in. Where 
the housing purchased is not supportable 
as a primary place of residence but rather 
is a secondary place of residence (or if 
the housing is not resided in at all), the 
purchase would not be eligible for the 
GST/HST New Housing Rebate.

In the case of condo flipping, though 
the first portion of the criteria is typically 
met, the second component often falls 
short. As a result, the individual would 
not be eligible to claim the GST/HST 
New Housing Rebate or in the event that 
the rebate was inadvertently claimed 
at the outset, the rebate will likely 

require repayment if it comes under the  
scrutiny of CRA. This data-mining is often 
initiated with a questionnaire from CRA 
to gain more information regarding the 
transaction. The repayment would be 
required immediately and interest and 
penalties may also be tacked on to this 
repayment.

A second GST/HST consideration when 
condo flipping is the GST/HST treatment 
upon the sale of the residence. The 
sale of real property is normally a GST/
HST taxable activity as it is considered 
a commercial activity unless there is a 
specific exemption in ETA, such as the 
sale of used residential property from 
GST/HST. However, in the case of condo 
flipping on a newly constructed unit 
where the original intention of purchasing 
the property was to earn a profit via 
assignment prior to closing or flipping 
the deal subsequent to closing, GST/
HST may be applicable when the condo is 
subsequently sold as it no longer meets 
the exemption under Schedule V.

The GST/HST treatment boils down to the 
buyer’s original intention for the property 
when making the purchase. Where that 
intention and/or action supports primary 
residency and is not profit-oriented at 
the outset, it is important to document 
thoroughly the actions and related 
documentation supporting this intent 
in the event that the transaction comes 
under scrutiny with CRA.

Article written by: Arber L. Dick, 
CPA, CA 
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