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  Finance Provides Relief for 
Income Sprinkling Measures 
December 13, 2017 
No. 2017-62 

Finance has simplified its proposed private company tax measures to address tax planning 
involving income sprinkling. These proposed measures, which will apply to the 2018 and 
subsequent taxation years, address feedback that Finance received on its recent public 
consultation on its controversial private company tax proposals. The amended rules clarify 
the process for determining whether a family member makes contributions to a business, 
and thus is excluded from potentially being taxed at the highest marginal tax rate on 
amounts derived from the business (known as the tax on split income (TOSI)). In addition, 
the CRA released new guidance on how it intends to administer Finance’s proposed new 
rules. 

Finance has once again confirmed that the tax on split income rules will not apply to limit 
the lifetime capital gains exemption (LCGE) and notes that these measures will be 
legislated as part of the 2018 federal budget. 

Background 
Finance released a consultation paper and complex proposed rules and approaches to 
address certain tax planning involving private corporations on July 18, 2017. The 
consultation paper, “Tax Planning Using Private Corporations”, announced tax changes 
to address strategies that Finance believes “inappropriately reduce personal taxes,” 
including income sprinkling using private corporations. In response to feedback it 
received on these changes, Finance announced in October that it was abandoning 
aspects of its proposals and modifying others. Specifically, Finance said it would soon 
announce changes to “simplify” the planned rules to address income sprinkling using 
private corporations and that family members who “meaningfully contribute” to the 
business would not be affected. Finance cancelled other planned changes to limit 
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access to the LCGE (see TaxNewsFlash-Canada 2017-46, "Small Business Tax Rate 
Drops to 9% by 2019”). 

Previously, Finance proposed to extend the tax on split income rules to apply to certain 
adult individuals, but generally only where the amount was “unreasonable” under the 
circumstances. The reasonableness test, as originally proposed, would have applied to 
split income, which included income from the business of a related individual and a 
corporation over which a related individual had influence. Factors that were to be 
considered to determine reasonableness included labour and capital contributions to the 
business, risk assumed and previous returns or remuneration. If an amount was 
determined not to be reasonable, the top marginal tax rate would apply. These rules 
were more restrictive for family members aged 18-24. 

The tax on split income currently does not apply to “compound” income (i.e., income 
earned from an investment that is subject to the tax on split income). This income is 
taxed at the lower rate applicable to the family member who earned the compound 
income. Under the original proposals, compound income would have been subject to the 
income sprinkling rules. Further, compound income and certain other amounts, of an 
individual under the age of 25 would have also been subject to the tax on split income. 

Finance also announced in October 2017 that the government will not increase tax on 
passive investment income below a $50,000 annual threshold as part of its changes to 
its measures that target the deferral of tax benefits of passive investments within private 
corporations, and that it intends to release further details in its 2018 federal budget. 
Further, Finance cancelled changes relating to the conversion of income into capital 
gains. 

For details see TaxNewsFlash-Canada 2017-47, "Private Companies — Passive 
Income Relief Announced”, TaxNewsFlash-Canada 2017-48, "Proposed Anti-Surplus 
Stripping Rules Dropped" and TaxNewsFlash-Canada 2017-46, "Small Business Tax 
Rate Drops to 9% by 2019”. 

 
Finance revises income sprinkling rules 

Finance has proposed new changes to the income sprinkling rules so that they will 
potentially apply to amounts that are received by specified adult individuals, either directly 
or indirectly, from a related business. Finance considers a related business to be a 
business in which an individual, who is related to the specified adult individual, is either 
actively engaged in the business or owns a significant portion of the equity in the 
corporation that carries on the business. 
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Exclusions to the income sprinkling rules 

Finance has introduced “bright line" tests that exclude certain specified individuals from the 
income sprinkling rules. Family members who are now excluded from the income sprinkling 
rules are: 

• A business owner's spouse, provided that the owner meaningfully contributed to 
the business and is aged 65 or over (as part of an effort to “better align” the income 
sprinkling rules with the pension income sprinkling rules) 

• Adults aged 18 or over who were engaged on a regular, continuous and substantial  
basis in the activities of the business (generally an average of at least 20 hours per 
week) during the year, or during any five previous years (i.e., an “excluded 
business”) 

• Adults aged 25 or over who own 10% or more of the votes and value of a 
corporation that earns less than 90% of its income from providing services (and is 
not a professional corporation such as an accountant, lawyer, doctor or dentist) 
(i.e., “excluded shares”) 

• Individuals who realize taxable capital gains from the disposition of qualified small 
business corporation shares or qualified farm or fishing property, provided that they 
would not be subject to the highest marginal tax rate on the gains under existing 
rules. 

For businesses with seasonal operations (e.g., farms and fisheries), Finance specifies that 
the 20 hours per week labour contribution requirement will be applied for the part of the 
year in which the business operates.  

KPMG observations 
Note that, to satisfy the five-year test to be considered an “excluded business”, Finance 
has indicated the individual can be engaged in the businesses’ activities for five non-
consecutive years. Any combination of five previous years would satisfy the test, and 
these years can be before the effective date of the amendments. 

If you are the family member of the owner of a private corporation, Finance has 
introduced limited relief so that your family business has until the end of 2018 to ensure 
that you meet the condition of owning at least 10% of the outstanding shares of a 
corporation in terms of votes and values. 

 
Reasonableness tests 

An individual aged 25 and over, who receives an amount that is not derived from excluded 
shares or from an excluded business under these new changes, will be subject to the 



TaxNewsFlash – Canada      December 13, 2017 
Finance Provides Relief for Income Sprinkling Measures   No. 2017-62 
 
 

Page 4 of 7 
 

income sprinkling rules only to the extent that the amounts from a related business exceed 
a “reasonable return”.  

To ensure that businesses with family members who meaningfully contribute to the 
business will not be affected, Finance has clarified the “reasonableness” tests. The tests 
consider whether these individuals made contributions to the business through any 
combination of the following: 

• Labour contributions 

• Property contributions  

• Risks assumed 

• Historical payments (i.e., total amounts paid) 

• Any other relevant factors. 

However, special rules apply for adult family members aged 18 to 24 who receive an 
amount that is not from an excluded business. Finance has indicated that, in certain cases, 
these individuals who have contributed to a family business with their own capital will be 
able to use the reasonableness test on the related income. In particular, adults aged 18 to 
24 will be permitted a prescribed rate of return (i.e., “safe harbour capital return”) on capital 
contributed to a related business. In cases where the capital contributed by the individual is 
from an unrelated business (i.e., “arm’s-length capital”), the individual will be allowed a 
reasonable return on the contribution.  

KPMG observations 
Finance has simplified the application of the split income rules by dropping some 
measures originally proposed in its consultation paper and significantly amending 
others. Finance notes that the government will not move forward with previous changes 
to: 

• Apply the rules to compound income (i.e., income earned on investment income 
that is subject to the income sprinkling rules or attribution rules). 

• Include aunts, uncles, nieces and nephews in the definition of “related persons” 
so that they are not affected by the income sprinkling rules 

• Apply the rules to income derived from property acquired as a result of the 
breakdown of marriage or common-law partnership 

The rules no longer contain the definition for “connected individual” and “split portion”. 

Capital gains realized on a transfer of private company shares to a non-arm’s-length 
person, if realized by an adult aged 18 or over, will not be deemed to be a dividend. The 
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current rules will continue to apply to minors to deem such a gain to be a dividend for 
tax purposes. Further, Finance proposes to modify the existing provision so that it will 
not apply to a minor in circumstances in which a capital gain arises as a consequence of 
that person’s death. 

 
LCGE measures 

Finance’s release confirms that the government will not move forward on its proposed 
measures to limit access to the LCGE. In addition, capital gains from property that can 
qualify for the LCGE, such as qualified small business corporation shares and qualified 
farm or fishing property, will be exempt from the income sprinkling rules, regardless of 
whether the LCGE is claimed on the taxable capital gain that arises on the disposition of 
this property. 

CRA guidance 

The CRA has released new guidance on Finance’s proposed new income sprinkling rules. 
Among other things, the CRA has clarified factors it will consider to determine whether a 
payment is a “reasonable return”. The CRA has provided several examples of how it 
intends to apply the rules, although it notes that its approach will develop over time based 
on its experiences. The CRA advises that taxpayers should be prepared to support their 
position that a payment is a reasonable amount not subject to the income sprinkling rules. 

Contribution factors 

According to CRA guidance, to determine whether the amount received by an individual 
exceeds a reasonable amount having regard to the labour contribution, property 
contribution, risk assumption and total amounts paid by the individual in support of the 
related business, it may consider factors including: 

Labour contribution 

• The nature of the tasks performed 

• Hours required to complete the tasks 

• A competitive salary/wage for the tasks in relation to businesses of similar size and 
industry 

• Education, training and experience 

• Degree of activities and nature of activities in relation to those of a business of a 
comparable nature and size 
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• Time spent on the activity in comparison to time spent on other activities or 
undertakings 

• Particular knowledge, skills or know-how that the individual possessed 

• Business acumen 

• Past performance of functions. 

Property contribution 

• The amount of capital contributed to the business 

• The amount of loans to the business 

• The fair market value of property (both tangible and intangible property) transferred 
to the business, including technical knowledge, experience, skill or know-how 

• Whether the individual has provided property as collateral for loans or other 
undertakings 

• Whether other sources of capital or loans are readily available 

• Whether comparable property are readily available 

• Whether property are unique or personal to the individual 

• Opportunity costs 

• Past property contributions. 

Risk assumption 

• Whether the individual is exposed to the financial liabilities of the business, whether 
through guarantees of mortgages, loans or lines of credit or otherwise 

• Whether the individual is exposed to statutory liabilities related to the business 

• Extent of the risk that contributions made by the individual to the business may be 
lost, whether in whole or part 

• Whether any risk is indemnified or otherwise limited in the circumstances, whether 
by agreement or otherwise 

• Whether the individual’s reputation or personal goodwill is at risk 

• Past or ongoing risk assumption. 
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Total amounts paid 

• Other amounts previously paid to the individual, (including salary or other 
remuneration or compensation, dividends, interest, proceeds, and fees) 

• Benefits 

• Deemed payments (as may be reasonably required in the circumstances). 

KPMG observations 
Finance has once again confirmed that it will move forward to limit the tax deferral 
opportunities related to passive investments and that it will include further details in the 
2018 federal budget. Further, Finance has said that “when introduced, the passive 
investment measures will apply only on a go-forward basis”. 

 
We can help 

Your KPMG adviser can help you assess the effect of any potential changes to the taxation 
of private companies. For details on the implications for your company, contact your KPMG 
adviser. 
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