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  Private Company Tax Changes 
— What’s Canada’s Next Move? 
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No. 2017-44 

KPMG is asking the government to delay implementing its proposed private company tax 
changes. In our submission on these controversial new proposals, KPMG notes that the 
government’s new approach represents a major shift in tax policy for private corporations, 
and significantly changes taxpayers’ tax planning involving “income sprinkling”, claiming 
lifetime capital gains exemption (LCGE) and converting a private corporation’s regular 
income into capital gains. KPMG believes that delaying these proposals will allow for a 
more comprehensive review of the government’s tax fairness objective and, at the same 
time, ensure that any new rules are not unduly complex for taxpayers and their private 
corporations. A delay would also give business owners more time to fully comply with any 
new requirements. 

The government’s 75-day consultation period on the tax proposals ended on October 2, 
2017. We now await the government’s response to the submissions that it received. It 
remains to be seen what changes the government will make to the proposals and whether 
there will be any delay in the effective date of the proposed tax regime. KPMG is following 
this process closely and will provide you with updates on further announcements by the 
government, including helping you assess the impact of any final proposals on your 
business. However, you and your tax advisor may now want to start considering tax 
planning steps that you may need to change or implement in light of these significant new 
proposals. 

Background 
The government 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”, looks at 
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strategies that Finance believes “inappropriately reduce personal taxes”. Specifically, 
the consultation paper outlines proposals to address tax planning involving: 

• Income sprinkling using private corporations 

• Converting a private corporation’s income into capital gains  

• Holding a passive investment portfolio inside a private corporation. 

Most of the proposed measures generally apply to the 2018 and subsequent tax years, 
except for certain measures dealing with the proposed anti-surplus stripping rule which 
would apply to shares disposed of, and amounts received or that become receivable, on 
or after July 18, 2017 (i.e., the consultation paper’s release date). 

For full details on the consultation paper, see TaxNewsFlash-Canada 2017-38, “Finance 
Targets Private Company Tax Planning”. 

 
KPMG urges slow approach for any changes 

In our 42-page submission, we have asked the government to reconsider its proposed 
legislation on private company taxation due to certain technical and interpretive issues that 
we have identified. KPMG’s view is that, on the whole, these rules are complex and will be 
difficult for some private company owners to comply with. However, if the government 
decides to proceed with the new rules, we believe certain changes can reduce the 
complexity we have identified and to ensure that the rules properly reflect the government’s 
policy concerns. Among other recommendations, we have asked the government to clarify 
the “reasonableness” test that will still allow a taxpayer to split income in appropriate 
circumstances, and to preserve certain tax results where a family business is passed down 
to the next generation or between family members. 

KPMG’s recommendations are in line with other submissions on the recent private 
company proposals, which suggest that the government consider launching more 
comprehensive consultations with the business community to address any shortcomings in 
tax policy without unfairly targeting independent businesses. Other submissions by industry 
groups and other concerned private companies have noted that the proposals appear to 
unfairly increase the tax burden of middle income independent business owners. 

For all of KPMG’s recommendations, see Consultation on Private Company Taxation — 
KPMG Submission to Canada’s Department of Finance. 
 
 
 

https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-finance-targets-private-company-tax-planning.pdf
https://assets.kpmg.com/content/dam/kpmg/ca/pdf/tnf/2017/ca-finance-targets-private-company-tax-planning.pdf
https://home.kpmg.com/ca/en/home/insights/2017/10/kpmg-in-canada-responds-to-government-proposals.html
https://home.kpmg.com/ca/en/home/insights/2017/10/kpmg-in-canada-responds-to-government-proposals.html
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Clarifying the “reasonableness” test — Income sprinkling  

In its consultation paper, the government introduced measures to address tax planning 
using “income sprinkling”. Generally, income sprinkling is a form of income splitting that can 
reduce family income taxes by causing income that would otherwise be realized by an 
individual at a high personal income tax rate to instead be realized by family members who 
are subject to lower personal tax rates. To address this planning, the government proposed 
to extend the tax on split income rules (i.e., “kiddie tax”) to apply to certain adult individuals, 
but generally only where the amount involved does not meet a “reasonableness” test. This 
test applies to split income, which includes certain income from the business of a related 
individual and a corporation over which a related individual has influence. 

In our analysis of the proposed income sprinkling rules, we have recommended, among 
other things, that the government should not differentiate between individuals aged 18-24 
and individuals 25 and older when determining “reasonableness” for the rules’ labour and 
capital contribution requirements. Further, we have asked that Finance and the CRA 
provide guidance on the scope of the proposed rules, including how the CRA will interpret 
and apply this “reasonableness” test.  

If the government does not postpone these rules and proceeds with their implementation, 
we have also recommended that it consider changes to: 

— Introduce safe harbour relief in applying certain aspects of the new income sprinkling 
rules 

— Delay the effective date to allow taxpayers proper time to comply with the new 
requirements. 

Preserve intergenerational transfers — Converting income into capital gains  

The government proposed changes to prevent individual taxpayers from using non-arm’s-
length transactions that “step-up” the cost base of shares of a corporation and avoid the 
application of the anti-surplus stripping rule in section 84.1 on a subsequent disposition of 
the shares. This rule is intended to prevent corporate surplus from being extracted at the 
lower capital gains tax rates, instead of the higher dividend tax rates, when an individual 
sells shares of the corporation to a non-arm’s-length corporation. If certain conditions are 
met and the section 84.1 rule applies, then the purchaser corporation may be deemed to 
have paid (and the individual taxpayer may be deemed to have received) a dividend, which 
is subject to tax at a higher rate than capital gains. This anti-avoidance rule effectively 
prevents capital gain treatment if the taxpayer receives non-share consideration that 
exceeds the shares’ tax attributes. 

In order to encourage businesses to remain in the family and in their community, KPMG 
has recommended that, should the government proceed with these rules, certain transfers 
of an operating business between family members should be exempt from the anti-surplus 
stripping rule in section 84.1. Among other things, we believe that the government should 
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limit the application of this rule so it does not apply unduly to existing estate planning 
strategies intended to prevent double tax on death. 

The government also proposed to introduce a new far-reaching anti-surplus stripping rule in 
section 246.1 to address tax planning that it believes circumvents the rules on the 
conversion of a private corporation’s surplus into tax-exempt, or lower-taxed, capital gains. 
KPMG has recommended that the government should draft a more narrowly targeted 
provision to provide more certainty on the scope of proposed section 246.1, and should 
specifically exclude certain transactions. Further, adding a transitional rule could ensure the 
changes won’t apply to transactions that were entered into before July 18, 2017.  

More comprehensive review needed — Holding passive investments  

Owners of private corporations may accumulate earnings and achieve a tax-deferred 
advantage where they hold a passive investment portfolio inside a private corporation, 
since corporate income tax rates are generally lower than personal tax rates. Although the 
government has not yet released proposed legislation to address the tax treatment of 
passive investment income inside a private corporation, the consultation paper asks for 
feedback on possible approaches and design considerations to ensure neutrality. 

Overall, KPMG has recommended that the government reconsider the taxation of 
investments held in private corporations as part of a more comprehensive review of the 
private corporation tax system. KPMG believes that changing the taxation rules for passive 
investments held inside a private corporation would significantly reduce the ability of 
businesses across Canada to make important investments in their business, and that the 
measures proposed by the government may conflict with its innovation agenda. 

KPMG’s view is that neither of the two methods considered in the consultation paper (the 
apportionment method and the elective method) will fully achieve the government’s policy 
intentions. Further, KPMG believes that the government should provide adequate time for 
transition to any new system, and allow corporations to maintain existing corporate 
balances and grandfather existing passive assets held by the corporation.  

KPMG observations 
Since the government has not yet introduced or passed any of the proposed legislation 
included in its consultation paper, we hope it will consider the recommendations of 
KPMG and other concerned taxpayers before it proceeds with or finalizes any planned 
changes to private company taxation. Until Finance makes a further announcement on 
its changes, it is not clear when any amendments to the rules on the taxation of private 
investments held in companies might take effect.  

Depending on what changes the government decides to make to the final rules based 
on its public consultation and the effective date of any proposals, you may have to act 
fast to help manage the impact of the new regime on your company’s tax situation. 
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We can help 

Your KPMG adviser can help you assess the effect of any potential changes to the taxation 
of private companies that may result from this consultation paper and the accompanying 
proposed legislation. For details on the implications for your company, contact your KPMG 
adviser. 
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