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Canadian corporations that receive dividends from other Canadian corporations may  
be adversely affected by a recently expanded anti-avoidance rule that re-characterizes 
certain tax-free inter-corporate dividends as capital gains subject to tax.  The changes 
significantly broaden the circumstances in which the rule can apply.  Many standard 
corporate transactions that give rise to dividends may now be caught. 

If a corporation is contemplating a reorganization or a significant inter-corporate 
dividend, you should review the new rule in detail to determine whether it may apply.  
If so, it may be necessary to consider alternative transactions to achieve your business 
objectives. 

The new rule introduced in the 2015 federal budget expands the potential application 
of the existing anti-avoidance rule in subsection 55(2) of the Income Tax Act.  This new 
rule, which will have implications for many corporations receiving inter-corporate 
dividends, applies to dividends received after April 20, 2015.
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These examples do not cover every situation; the new rules may apply in other 
situations as well.  All types of dividends should be considered, including cash 
dividends, stock dividends (including high-low stock dividends), dividends-in-kind, 
deemed dividends on stated capital increases, deemed dividends on share redemptions 
and deemed dividends on taxable wind-ups.
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Subsection 55(2) is an anti-avoidance provision which effectively can re-characterize an 
inter-corporate dividend as a capital gain.  New rules introduced in the Federal Budget 
2015 make significant changes to subsection 55(2).
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Budget 2016 introduced new rules to deal with inter-corporate management fees.  
These new rules will affect a great deal of professional structures, that utilized a fee-
sharing approach to multiply access to the Annual $500,000 Small Business Deduction 
Limit. 
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The proposed amendments can affect very commonly-used business structures, such as 
the one shown above.  
In this example, BLDG Co. charges rent to OPCO, in respect of property owned by BLDG 
Co. and leased to OPCO.  The two corporations are associated as they are controlled by 
the same group of related shareholders.  However, the new proposals will require 
additional tax filings.
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Under the old rules, the only thing that was required was to allocate the Annual SBD 
between the 2 corporations.  Since rental income earned by BLDG Co. is deemed to be 
ABI under 129(6), the income in BLDG Co. would be eligible for the SBD, as long as part 
of the Annual $500,000k limit was allocated to it.  This was done simply by making the 
allocation on Schedule 23 of both corporations.
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Note that the newly proposed provision in the 2016 Federal Budget creates a new 
definition for “specified corporate income”, in subparagraph 125(7)(a)(i) of the Act.  
Effectively, where a corporation receives substantially all of its income from property, it 
will be treated as specified investment business income (SIBI), even where the payor 
corporation is an associated active business corporation.

However, the two corporations can jointly file an election, where the payor corporation 
agrees to make an assignment of its Annual 500k SBD Limit to the other related 
corporation.  Presumably, filing Schedule 23 and making the allocation on that form is 
not sufficient for these purposes.
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A reminder to all practitioners that the new 33% tax bracket will apply to individual 
taxpayers with taxable income in excess of $200,000.  In Manitoba, this will make the 
top marginal tax rate to be 50.4%.
The federal tax credit on charitable donations will increase to 33%, but only if the 
taxpayer has taxable income in excess of $200,000.  If a taxpayer’s taxable income is 
less than $200,000 the federal tax credit will remain at 29%.
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Note also that the higher tax credit will only apply to donations made in 2016 and 
subsequent years.  Thus, if a taxpayer has unused donations carried forward from 2015, 
those donations will not qualify for the enhanced 33% federal tax credit.

Finally, note that there still may be a rate mismatch, depending on your province of 
residence, as not all provinces have adopted their top tax rate as their donation credit 
rate.  For example, high-income donors in Ontario currently pay tax at a rate of 49.5 per 
cent while the combined federal/Ontario donation credit is about 46.4 per cent.  
Perhaps this federal change will encourage those provinces to follow suit by raising 
their top provincial donation credit similarly.  
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In Manitoba, the impact for taxpayers earning investment income taxed as ordinary 
income (such as interest, rents foreign investment income), is an additional 4% tax 
burden.  This means $40 less in after tax income per $1,000 of income. 
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Note that the 4% federal rate increase somewhat amplifies the effective tax rate on a 
non-eligible dividend, as the dividend is subject to a 17% gross-up in 2016.  The gross-
up was 18% in 2015.

Overall, the effective rate increase for a top-rate individual taxpayer with taxable 
income in excess of $200,000 is 4.92%.

This will be a factor in determining whether to distribute corporate surplus to a 
shareholder and (where possible) to which shareholder.
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Similarly, the tax rate on an eligible dividend is also amplified, by virtue of the gross-up 
on the dividend. 

In this case, because the gross-up of 38% and the dividend tax credit is unchanged from 
2015, the effective rate increase is 5.52% for a top-rate taxpayer (over $200k).  This 
increase results as follows:

4% surtax x 1.38 = 5.52%
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The tax rate increases on 2016 dividends get “magnified” because of the gross-up 
factor.
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The after-tax yield on portfolio dividends will decrease by roughly 8.1% for a top-rate 
taxpayer.  Where, for instance a blue-chip stock is paying out annual dividends with a 
yield of 4%, the individual investor will now net an after-tax yield of 2.49% in 2016, 
versus 2.71% in 2015.
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Manitoba bumped the limit on income subject to the low corporate tax rate from 
$425K to $450K, effective January 1, 2016.
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Commencing in 2016, the low rate of corporate tax for Manitoba, applies to the first 
$450,000 of active business income (ABI), eligible for the Small Business Deduction 
(SBD) limit.  The increase from $425k to $450k is applied on a calendar year basis, and 
would be pro-rated for a corporation’s taxation year ending in 2016, that is not a 
“calendar” year.
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Alberta increased its corporate tax rate for income not eligible for the SBD.  For 
corporate tax years ending prior to July 1, 2015, the general combined rate was 25.0%.  
After June 30, 2015, the rate was increased by 2.0% to a combined rate of 27.0%.  
Consequently, for calendar year 2015, the effective rate was 26.0%.  However, for 
January 1, 2016 and thereafter, the combined rate is at 27.0%.
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There is a slight advantage for a shareholder to pay out a bonus to remove funds from a 
corporation.  Mitigating factors might be however:

- time value of money/source deductions
- payroll taxes, if applicable
- ability to “income-split” with dividends

For 2016, the Federal Government has imposed a 4% surtax for taxable income in 
excess of $200,000.  This effectively makes the top personal tax bracket for a 
salary/bonus increase to 50.4% in 2016, from 46.4% in 2015.
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Integration still pretty much works across the “board”, but a shareholder is slightly 
worse off to pay the low corporate tax rate on active business income less than 
$450,000 in Manitoba, and then dividend out the resulting corporate surplus.

However advantages in opting for the dividend route can include:
• No payroll tax impact;
• No source deductions required on dividends;
• Possible one-year deferral on personal tax instalments; and
• Eligibility to collect CPP at age 60.

Manitoba has the lowest corporate tax rate overall and therefore the largest tax 
deferral opportunity.
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Note that:
Even with the increase in the tax rate for “ordinary” dividends to 45.71% in 2016, 
paying a dividend to a shareholder puts more after tax cash in the hands of the 
shareholder with a dividend, because there is no obligation to pay the CPP.  In 2016, the 
differential or benefit in dividend vs. salary is $2,796 in Manitoba.  
This assumes a full tax rate shareholder.
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The preference to pay a dividend versus a salary to an owner/manager in 2016 versus 
2015 is basically fully integrated.  However, in some circumstances, there may still be a 
preference for dividends because the shareholder can net $69,840 (in 2016) after tax 
on $100K of gross business earnings, versus $67,346 after tax and after CPP 
contributions with a salary. This is an increase of net cash flow of $2,494.
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Note that in this scenario, a dividend paid out of corporate earnings from the $450 -
$500K to strata is not treated as an eligible dividend because the corporate income is 
still taxed at the low federal rate and does not constitute GRIP.  Because Manitoba 
extends the low rate only to $450K the higher corporate rate coupled with the ineligible 
dividend tax rate, makes distribution of this surplus inefficient. There is an additional 
tax cost of $3,763 to do so, for a Manitoba high rate taxpayer on pre tax corporate 
income of $50,000 (7.53%).

In other provinces (Alberta, Ontario and British Columbia) a taxpayer is more or less 
fully integrated on earnings in excess of the $450K corporate earnings.

33



All provinces will show an increased percentage for tax deferral within a corporation, 
earning ABI, not eligible for the SBD (i.e. – GRIP).  Consequently, there will be an ever-
increased incentive to have ABI taxed corporately and defer the ultimate personal 
taxation only until needed.  The biggest reason for the increase in the “percentage 
spread” is the fact that all personal top tax rates increased by the 4% federal surtax in 
2016, but this 4% is by the 4% is not applied to ABI within a corporation.  Hence, the 
increased benefit for tax deferral.
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So…what happens if we opt for the corporate deferral route?

While the bonus route gives the shareholder more “after-tax” cash, the attraction in leaving 
profits in excess of $500K in the corporation is the significant tax deferral.  In 2016, the deferral 
is 23.4%, (in Manitoba) which is the difference between the top personal tax rate of 46.4% 
minus the corporation rate of 27%. Over time, the difference of 4.2% can be recovered in the 
corporation.
However, it is note worthy to point out that where a corporation is subject to the Manitoba 
payroll tax (assume 2.15%), a strategy to retain surplus and dividend out of GRIP can be very 
advantageous.  This strategy works particularly well in a “wasting” estate freeze, where the 
dividend is paid out of GRIP to redeem shares (i.e. preference/freeze shares), that could 
otherwise be subject to a capital gains tax on death. See below:

Pre- Tax income $100,000
Payroll tax (2,105)
Salary that can be paid 97,895
Tax thereon (personal) 50.4% (49,339)
Net cash/bonus 48,556

If the dividend is paid the shareholder would have $45,421 in after tax cash.  However 
$100,000 of freeze shares could be redeemed, which would reduce future capital gain taxes to 
the estate of $25,330.
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Generally, when there is no immediate need for cash, the shareholder is better off 
retaining the income within the corporation and paying the corporate tax on profits, 
even if in excess of the $500,000 Annual Small Business Deduction Limit.
In Manitoba, the tax deferral is 23.4% which is the difference between the top personal 
rate of 50.4% and the corporate tax rate of 27%.
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There appears to be a clear disadvantage in earning investment income through a 
corporation. However, there can still be valid reasons for holding investments in a 
company.  First, wealth generally accrues corporately from business operations; to 
remove the surplus would cause a pre-payment of personal taxes.  Secondly, the 
corporate tax rate on SIBI of 50.7% is not significantly different than the top personal 
rate of 50.4% in Manitoba or Ontario.  Moreover, investment income earned through a 
corporation enjoys RDTOH treatment, with the potential to significantly reduce the 
overall tax cost by income-splitting with other family members. 
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• The Bisset case deals with the issue of whether employment by a spouse is insurable
or not

• The 0742443 BC Ltd. case analyzes whether income earned by a corporation is active 
business income or specified investment business income.

• The Poulin/Turgeon cases take a new look at Sec 84.1 and the meaning of arm’s 
length even where the transaction occurs between unrelated parties
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Bisset hired his spouse as a bookkeeper and did withhold and remit EI premiums.  
When his spouse went on maternity leave, a claim was made for EI benefits.  The 
spouse’s claim was denied because CRA took the position that the work performed was 
not insurable.
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The fact that a great deal of “latitude” was given to the spouse’s work arrangement, 
and the fact that her pay was “included” with her husband’s (employer) pay and 
deposited together, provided evidence to CRA that her employment terms were not the 
same as other arm’s length employees.
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The spouse also worked for no pay at times during her maternity leave which no arm’s 
length unrelated employee did.  This arrangement was therefore not typical of a 
“normal” employee.
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The interesting fact in this case is that the court looked at whether there is any 
significance in an undertaking carried out in “business-like” terms and operated as a 
“business”, even where the income earned from the undertaking was derived from the 
use of “property”.  The appellant argued that the nature and intent and manner in 
which the business was operated would make the business an “active business”. 

46



In addition to providing rental space, the appellant also offered other services in 
connection with the use of the storage facility, including:
- Providing assistance with moving;
- Accepting delivery of customer packages;
- Providing boxes/packing materials.
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The court interpreted the actual language and meaning of the Act and looked at what 
the “principal purpose” was for the business. 
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Because there was no ambiguity in the law and the legislation is clear with respect to 
the “principal purpose” test, it does not matter what the intentions of the person are, 
with respect to operating the business.  The fact of the matter is that if more than 50% 
of the income earned by the business is derived from “property”, then the principal 
purpose is deriving income from a specified investment business and there can be no 
Small Business Deduction afforded to such income.  The law is clear in that matter.
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This is an interesting case of 2 taxpayers, both unrelated, with the court hearing each 
case separately.  However, the cases are inter-twined as both Poulin and Turgeon were 
shareholders of Amiante – a CCPC whose shares qualified for the Lifetime Capital Gains 
Exemption.

Poulin sold his shares and exited.  In contrast, Turgeon sold shares, but remained 
involved.
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CRA reassessed both taxpayers and denied capital gains treatment for both.  
Furthermore, because non-share consideration was paid to both Poulin and Turgeon, 
CRA assessed Sec. 84.1 (deemed dividend).

53



Poulin sold to Turgeon’s HOLDCO, received cash and P-note and then exited the 
corporation.  Poulin and Turgeon are unrelated.

In contrast, Turgeon sold his personal shares in Amiante to the HOLDCO of another 
Shareholder – Hélie.  The non share consideration that Turgeon took back was not 
repaid (even at the time of the reassessment) and Turgeon continued on in the business 
and actually controlled Amiante.
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On the surface, 84.1 would not strictly apply since Turgeon owned no shares in the 
transferee corporation (Hélie HOLDCO), and Turgeon and Hélie were unrelated.

However, CRA took the position that - for purposes of the transaction – Hélie and 
Turgeon were not dealing at arm’s length and that Hélie was simply utilized to facilitate 
a transaction, so that Turgeon could get tax basis debt back from Hélie HOLDCO. 
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The court looked closely at whether or not there was “hard bargaining” between the 
parties.  It found that there was such bargaining between Poulin and Turgeon.
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However, the court found a lack of hard bargaining between Turgeon and Hélie.  The 
transactioni was structured for Turgeon’s benefit (to claim the capital gains exemption). 
Hélie’s HOLDCO purchased preferred freeze shares of Amiante from Turgeon, with no 
potential for upside or growth, and there was no repayment/redemption on these 
shares.  The court also concluded that there was no risk to Hélie and Hélie only acted to 
accommodate Turgeon.
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The case commented that the deal between Turgeon and Hélie was structured to 
facilitate Turgeon’s objectives, rather than to effectively structure a disposition of his 
interest in Amiante.  This finding also played significantly into the court’s determination 
that Turgeon and Hélie were not dealing at arm’s length for purposes of this 
transaction.
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