Exempt Spouses from Tax on Split Income

Issue:

Allowing Canadian-controlled private corporations (CCPC's) to split income would create
consistency within the treatment of income taxes. It would also support the success and enhance
the growth of small businesses, especially family-based businesses.

Background:

Historically, owners of Canadian-controlled private corporations (CCPC's) have been able to split
income with family members by paying dividends on CCPC shares owned directly, or indirectly
through a Family Trust, to family members including spouses and children. Up until 2000, this
strategy was available to small business owners with respect to the payment of dividends to all
family members including minor children1, most often via the use of a Family Trust. The objective,
and result, was the mitigation of the overall tax burden of the small business owner by being able
to utilize the low marginal rates of tax for all family members by having these dividends taxed in the
hands of family members rather than all in the hands of the small business owner.

In 2000, the Department of Finance introduced legislation to ensure that any dividends paid to a
minor child (either directly or indirectly) would be taxed in the hands of the minor at the highest
marginal rate, thus frustrating access to the child’s low marginal tax rates. These changes were
colloquially referred to as the “kiddie tax” but specifically represented the first efforts of the
Department of Finance with respect to introducing a “tax on split income” (TOSI). In the Budget
releases following the 2000 introduction of the “kiddie tax” the government expanded the reach
and application of TOSI by including not only dividends received by a minor from a related private
corporation, but also capital gains realized on the sale of shares of a CCPC to a non-arm’s length
purchaser, rents realized on real property owned by a non-arm’s length party as well as interest on
debtissued torelated parties. At the time, adult children and spouses were not subject to the reach
of the “kiddie tax” rules as these were specific to minor children.

On July 18, 2017, the reach of the TOSI rules changed dramatically with the release of the Liberal
government’'s White Paper on the Taxation of CCPC’s. This White Paper formed the basis for
legislation announced in the 2018 Budget that sought to treat certain adult children and spouses
in the same manner as minor children with respect to the receipt of dividends and other sources of
income received from a CCPC. The TOSI rules are very complex and problematic for business
owners and their advisors in that they specifically eliminate any opportunity for a CCPC to
remunerate spouses of “principal” shareholders of certain businesses with dividends or other
sources of income. Because of their complexity and the selective nature of their application, it has
become clear that, not only do the rules place certain industries (in particular service-based
businesses) at a distinct disadvantage when it comes to tax planning opportunities, it also reflects
a distinct gender bias as the vast majority of female spouses who have previously been provided
with a source of independently reported income are now viewed as wholly dependent upon their
male principal-shareholder spouses.

The application of the new TOSI rules to spouses also reflects an inconsistency in the income tax
treatment of the individual taxpayer versus the family and, in particular, spouses. The “family unit”
has generally been viewed as the appropriate unit of taxation as opposed to the individual.
Generally, spouses are considered together as a couple for many income-tested benefits, pension
income-splitting and spousal RRSP’s which highlights the inconsistent approach to enabling
principal shareholders to share income with their spouses. Beyond the pure income tax



considerations, family law legislation in all provinces generally will recognize that both spouses
make equal contributions in a marriage notwithstanding there may not be direct measurable capital
contributions to a business. Family assets may be at risk for the purposes of financing CCPC debt,
may be used indirectly in the execution of business operations or may form the quantum of funds
contributed for business start-up.

In addition to the shared-asset argument, spouses of principal shareholders are a critical informal
source of support for business operations. A non-active spouse will often act as a sounding board
and provide valuable perspective and advice to the active spouse.

The Alberta Chambers of Commerce recommends the Government of Canada:

1. Immediately amend the Income Tax Act to exempt spouses from the application of the tax
on split income legislation.





