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Owners of private companies in Canada may now face more restrictive tax rules. Canada 
recently enacted changes affecting private corporations, their owners and family members, 
including a new tax on split income (TOSI) where adult family members are part of income 
splitting arrangements, and restrictions on the small business deduction (SBD) where a private 
corporation in a corporate group earns passive investment income. These new tax measures, 
which were first proposed in July 2017, are now enacted and may present significant challenges 
for private corporations and their owners. As a result, we recommend that you revisit your tax 
affairs to ensure they are still effective in light of these changes, if you haven’t already done so.  

The new TOSI rules became effective as of January 1, 2018, and are intended to generally 
affect income splitting arrangements with adult family members using a private company. As a 
result, the TOSI now applies to amounts received by both minor and adult individuals from a 
“related business”, subject to certain exclusions. Income caught under these rules is taxed at 
the top personal marginal rate of tax, which can be as high as 54%, depending on the province 
of an individual's residence.  

In addition to the TOSI rules, Finance’s changes to the passive investment income rules are 
effective for taxation years that begin after 2018. Under the new rules, a Canadian-controlled 
private corporation (CCPC), together with associated corporations, can earn up to $50,000 in 
passive investment income per year without affecting its small business limit. The new rules 
also limit private corporations’ access to refundable taxes on the distribution of eligible 
dividends so that corporations can only recover certain refundable dividend tax on hand 
(RDTOH) after paying non-eligible dividends (rather than eligible dividends, as previously 
allowed). Non-eligible dividends are generally taxed at higher rates than eligible dividends (for 
example, approximately 9.5% higher at the highest marginal tax rate in B.C. in 2018).  

Background 
Changes to the tax treatment of income splitting arrangements and passive investments 
involving CCPCs were originally proposed as part of Finance’s private corporation tax 
proposals in July 2017. At that time, Finance released a consultation paper and complex 
proposed rules to address certain tax planning involving private corporations, including 
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income sprinkling using private corporations, converting a private corporation’s income into 
capital gains and to address the tax deferral advantages in accumulating surplus savings 
and other passive investments in a private corporation. In fall 2017, Finance indicated that it 
was abandoning its capital gains measures and, in spring 2018, it clarified aspects of the 
TOSI and passive investment income rules, which were enacted as part of the 2018 federal 
budget. 

 
Tax on split income rules 

As the owner of a private corporation, you and your family members may be subject to the new 
TOSI rules when receiving amounts such as dividends or interest from a private corporation, or 
certain capital gains from the disposition of shares or debts of a private corporation or an 
interest in a partnership or trust. These changes significantly expand the existing TOSI rules 
(which were often called “kiddie tax”) that apply to income splitting arrangements with minor 
children. The new TOSI rules, which are effective as of January 1, 2018, target certain income 
distributed to your spouse or child who is 18 or older at the end of the year.  

Generally, the TOSI also applies to certain income received from a related business or from 
partnerships or trusts that is derived from such a related business, in the absence of an 
applicable exception.  A related business includes a business carried on by someone related to 
you, or by a partnership, corporation or trust if a related person is actively engaged in the 
business, and a business of a corporation or partnership where a related person has a direct or 
indirect interest (10% or more of the fair market value of the shares in case of a corporation), 
such as a family operating company.  

There are several exceptions to the TOSI rules. For example, this tax does not apply to salary 
or wages you earn if you work for the business, and to amounts you receive if you have made a 
significant contribution to, or investment in, the business, according to several tests that are 
included in these rules. Specifically, you may not be subject to the TOSI if: 

• You're 18 or over and you have been regularly engaged in the business' activities on a 
regular, continuous and substantial basis during the year or in any five previous years 
(the “excluded business” exception). These five years do not have to be consecutive. 
You can meet this test if you work an average of at least 20 hours per week in the 
business during the relevant years.  

• You're 25 or over and you own 10% or more of the votes and fair market value of the 
corporation. This corporation must earn less than 90% of its income from providing 
services and cannot be a professional corporation such as one operated by an 
accountant, lawyer, doctor or dentist. Also, the corporation cannot derive more than 
10% of its income from other related businesses (the “excluded shares” exception). 
Taxpayers seeking to rely on this exception will have until the end of 2018 to meet the 
conditions of owning at least 10% of the votes and fair market value of the outstanding 
shares of the corporation. 

• You realize taxable capital gains from the disposition of qualified small business 
corporation shares or qualified farm or fishing property (if you are under 18, the gain 
must be from an arm’s-length disposition). 

• Your spouse is 65 or older and the income would not be subject to the TOSI had it 
been received by the spouse. This rule is intended to align with the pension income 
splitting rules. 
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Even if you don’t meet any of these tests, you may still not be subject to the TOSI if you are 25 
or over and the amount you receive is considered a "reasonable return" on your contributions to 
the business. This "reasonableness" test considers your contributions to the business through 
any combination of: 

• Labour contributions 

• Property contributions (for example, capital or loans) 

• Risks assumed 

• Amounts received from the business in the past 

• Any other relevant factors. 

If you are 18-24 years old and you have contributed your own capital to the business, you may 
be allowed a prescribed rate of return or a reasonable rate of return on that capital contribution. 
For the reasonable rate of return, the source of capital can include salary from a related 
business, although a borrowed capital will not qualify even if it is from an arm’s-length source.  

Relief from the TOSI is also available in special circumstances such as: 

• Income from property inherited by individuals under age 25 from a deceased parent (or 
from any deceased person if the individual under age 25 is a full-time student or claims 
a disability tax credit)  

• Income from property transferred on a breakdown of a marriage or common-law 
partnership 

• Taxable capital gains from the deemed disposition of capital property on death 

• Income that would not have been subject to the TOSI if it was earned by an individual's 
deceased spouse in their last taxation year. 

KPMG observations 
If a family trust owns shares of a private corporation, the excluded shares exception will 
generally not be available to individual beneficiaries of the trust, as this exception requires a 
direct shareholding by the individual. Alternatively, if family members own shares of a holding 
company that derives income from a related business (e.g., an operating company owned by 
the holding company), the CRA’s position is that the excluded shares exception will also 
generally not be available. The TOSI could apply in these cases unless the business is 
restructured or other exceptions are met.  

Despite the significant expansion of the TOSI rules, there are several exceptions where you 
can still accomplish income splitting in a tax-efficient manner. For more information on 
exceptions that may be available to you and your family members, contact your KPMG 
adviser. 

 

Passive investment income rules for private companies 

Clawback of small business limit 

Canada also introduced changes to CCPCs’ small business limit where a corporation in an 
associated group earns passive investment income. Under the existing rules, a corporation's 
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$500,000 small business limit begins to be phased out once the taxable capital of the 
corporation and its associated group exceeds $10 million, and is completely eliminated for 
associated groups with a taxable capital of $15 million or more.  

Starting in taxation years that begin after 2018, the small business limit will also be phased out if 
the corporation or any associated corporations earn income from passive investments. Under 
the new rules, a business (together with associated corporations) can earn up to $50,000 in 
passive investment income per year without affecting its small business limit. However, the 
small business limit will be reduced by $5 for every $1 of investment income above the $50,000 
threshold. As such, the small business limit will be totally eliminated if the combined investment 
income of your corporation and associated corporations for the taxation years that ended in the 
preceding calendar year is $150,000 or more.  

For this purpose, a corporation's passive investment income also includes, in general, dividends 
from non-connected corporations and income from savings in certain life insurance policies, but 
excludes taxable capital gains (and allowable capital losses) from the sale of active assets and 
investment income that is considered incidental to the business.  

Recovering refundable taxes 

Aside from changes to the small business limit, there are also new measures to limit certain tax 
planning that private corporations used to access refundable taxes on the distribution of eligible 
dividends. Specifically, the new rules introduce a two-RDTOH pool system so that CCPCs 
earning both active business income and passive investment income can no longer recover 
refundable Part I tax through the payment of an eligible dividend. Currently, corporations can 
recover this refundable tax by paying an eligible dividend.  

The rules provide a limited exception for corporations that receive eligible portfolio dividends so 
that they can still receive a refund of RDTOH upon the payment of these eligible dividends. 
However, the new rules will increase the effective tax rate on the corporate distributions for 
shareholders where the corporation can only recover RDTOH by paying a non-eligible dividend, 
since non-eligible dividends are generally taxed at higher rates than eligible dividends (for 
example, approximately 9.5% higher at the highest marginal tax rate in B.C. in 2018). 

The rules also provide certain transitional rules. These rules apply to taxation years that begin 
after 2018, subject to anti-avoidance rules. 

We can help 
 
Your KPMG adviser can help your private company and family members navigate the new tax 
rules, including assessing and mitigating the impact of changes to the taxation of income 
splitting and the passive investment income rules. For details on the implications for you and 
your company, contact your KPMG adviser. 
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or that it will continue to be accurate in the future. No one should act upon such information without appropriate 
professional advice after a thorough examination of the particular situation. 
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