
The rise in the value of the Canadian dollar this year has undermined the performance of portfolios 
that have meaningful exposure to foreign securities. The Odlum Brown Model Portfolio1 is a case

in point, as more than half of our investments are outside the country. The Model was up as much as
6.9% as of mid-May largely due to the strong performance of the U.S. stocks in the portfolio, but we
have given back almost two-thirds of that gain as the loonie has taken flight.

The major U.S. equity benchmarks are still up more than our S&P/TSX Total Return Index this year, both in
local currency and when converted to Canadian dollars. Nonetheless, some clients are understandably
apprehensive about the possibility of the Canadian dollar rising further. It’s a fair concern and one that we
ponder often.

Currency is one of the many factors we consider when we assess the appeal of foreign stocks. The economic
cycle, the outlook for various sectors, company-specific fundamentals and relative valuations are other major
variables that influence our enthusiasm toward foreign investments. Based on our analysis of each factor, we
are still keen to invest outside the country. 

A good starting point to assess currency risk is to compare the current exchange rate to its purchasing power
parity value. Purchasing power parity, or PPP, is the theoretical exchange rate that would make an identical
basket of tradable goods equally priced in two countries. 

According to the Organisation for Economic Co-operation and Development (OECD), the PPP value of the
Canadian dollar was US$0.79 at the end of 2016. With that approximation of “fair” value roughly in line with
the current exchange rate, it’s hard to argue that investors should be overly concerned about currency risk.
Other factors are probably more important at this juncture.

Still, while PPP tends to be a good long-term anchor for exchange rates, the value of currencies can vary 
considerably in the short term. Over the last three decades, the PPP value of our dollar has oscillated fairly
tightly between US$0.80 and US$0.85, yet there have been long periods of time when the exchange rate was
either well below or well above that range.
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CURRENCY RISK IS OVERBLOWN Continued from page 1

In the late 1990s and early 2000s, the Canadian dollar was severely depressed around US$0.65. Interestingly,
during that period many Canadians were buying extremely expensive blue chip American stocks because they
had outperformed their Canadian counterparts in the recent past and because investors were concerned that
the Canadian dollar would fall further. At the time, we advised clients to keep their money in Canada because
domestic stock valuations were much better, the resource sector was overdue for a rebound and the exchange
rate was depressed.

In the lead-up to the 2008/09 financial crisis, our dollar rallied well above PPP and exceeded par for some
time, largely due to the China-led resource boom. Consequently, the resource-geared Canadian stock market
was very popular and richly priced. Blue chip American stocks were comparatively much cheaper, yet few
Canadians wanted to take advantage of our overvalued dollar and the bargains south of the border.

The exchange rate crashed back to its PPP level for a brief period during the crisis, but quickly rallied through
par and stayed near that level until 2013. Nonetheless, Canadians were again reluctant to take advantage of
our strong dollar and purchase out-of-favour U.S. securities during that period. Since 2013, the value of our dollar
has trended back to PPP in the face of sluggish global growth and correspondingly weak commodity prices. 

While the exchange rate has both hurt and helped the returns on U.S. stocks at times over the last decade, 
investors who diversified outside the country have been well served. Since the end of 2006, and through to
mid-August 2017, the broadly based U.S. S&P 500 Index has produced a total return of 118% in local currency
terms and 139% when translated into Canadian dollars, more than double the 59% return for the Canadian
S&P/TSX Total Return Index.

Resource stocks have struggled in recent years due to the tepid nature of the economic recovery. The Canadian
stock market is considerably more cyclical than the U.S. stock market, and hence it tends to underperform
when growth is slow.

At this juncture, eight years into the post-2008/09 financial crisis recovery, we are neither excited nor worried
about the economic outlook. Consequently, we don’t expect the exchange rate to stray far from PPP over the
next 12 months. Over the medium and long term, we believe there is more downside risk than upside potential
for the exchange rate. From an economic perspective, Canada is more vulnerable to a deeper economic cycle
given the country’s high level of consumer debt and frothy housing market. Beyond the cyclical horizon, we
think the U.S. has structural advantages that should translate into a relatively stronger economy and U.S. 
dollar. Moreover, Canada’s above-average gearing to cyclical businesses could continue to weigh on relative
returns in a slow-growth world.

We are not in a hurry to repatriate money back to Canada and remain comfortable with considerable equity
exposure outside the country. Quality is paramount late in the economic cycle and in a slow-growth world, and
it’s simply easier to find reasonably priced high-quality businesses beyond our borders.

MURRAY LEITH, CFA

Executive Vice President and Director, Investment Research
@murrayleith

1 The Odlum Brown Model Portfolio was established by the Research Department in December 1994, with a hypothetical investment of $250,000. These are gross figures 
before fees. Past performance is not indicative of future performance. Trades are made using the closing price on the day a change is announced.
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Proposed Changes to Private Corporation Taxation

ODLUM BROWN FINANCIAL SERVICES LIMITED

On July 18, 2017, the Department of Finance (Finance) released a 
consultation policy paper that, if implemented, would significantly 

impact owners of Canadian private corporations and their families. The paper
calls for input on the proposed measures by October 2, 2017.

In the 63-page paper titled “Tax Planning Using Private Corporations,” Finance
proposes measures to address “unfair” tax advantages to private corporations. In
this report, we provide an overview of the following measures and their potential
impact on owners of private Canadian corporations:
• Limiting income sprinkling using private corporations
• Restricting access to the lifetime capital gains exemption
• Increasing taxes on passive investment portfolios inside a corporation
• Eliminating conversion of a private corporation’s income into capital gains

LIMITING INCOME SPRINKLING USING PRIVATE CORPORATIONS
Background
“Income sprinkling” refers to splitting income with adult family members who 
are subject to lower personal tax rates. This strategy is often accomplished by 
distributing private company dividends directly to family member shareholders 
or indirectly through a family trust. There are currently “tax on split income” 
(TOSI) rules to prevent income splitting with minor children by taxing all such 
income at the top marginal rate. These, commonly referred to as “kiddie tax” 
rules, have been in place since 1999.

Proposed measures
Finance proposes to extend the TOSI rules to adult family members, subject to 
a new “reasonableness” test that considers the level of the family members’ 
involvement in the business based on such factors as contributions of labour and
capital. If the degree of involvement isn’t deemed reasonable, the top tax rate
will apply. Stricter reasonableness requirements are proposed for family members
aged 18-24 “because the tax benefits of income sprinkling are higher, on average,
when adult children of high-income filers are younger and have lower income.”
Finance also proposes to expand the application of the TOSI rules to include 
capital gains from the sale of private company shares.

Impact
This measure will likely have the broadest impact on small business owners and
incorporated professionals. If you currently pay dividends to your spouse or adult
children from an active business in which they are not involved, you will likely
lose any advantage from income sprinkling and face a higher family tax burden
in the future.

Timing
The proposed legislation, if enacted, would be effective starting in 2018.

RESTRICTING ACCESS TO THE LIFETIME CAPITAL GAINS EXEMPTION
Background
Canadian residents have a lifetime capital gains exemption (LCGE) available to 
shelter capital gains of up to $835,716 (2017) on the disposition of “qualified 
small business corporation” shares and capital gains of up to $1,000,000 on 
the disposition of qualified farm and fishing property.

Proposed measures
Finance proposes to prevent multiplying the LCGE across family members by
denying the exemption:
• on gains that accrue before the individual turns 18; 
• on gains that accrue on shares while held in a trust (except alter ego, 
spousal and certain employee share ownership trusts); and 

• if the individual is subject to the TOSI rules outlined above.

Impact
Business owners who have put structures such as family trusts in place in 
contemplation of selling the shares of their operating business one day and
sprinkling the LCGE across multiple family members will need to revisit their
share structure and potential tax exposure. 

Timing
The proposed legislation, if enacted, would be effective starting in 2018. However,
a transitional rule has been proposed whereby business owners can elect to
crystalize a capital gain and claim the exemption by the end of 2018.

INCREASING TAXES ON PASSIVE INVESTMENT PORTFOLIOS INSIDE A
CORPORATION
Background
Canadian-controlled private corporations (CCPCs) pay tax at a reduced rate on 
the first $500,000 of active business income. In BC, for example, the combined 
federal and provincial small business rate for 2017 is 12.62%. Business owners 
and incorporated professionals then pay tax on the salary or dividends (typically 
“non-eligible”) at their personal marginal rate. Salaries are deductible to the 
corporation; dividends are not.

Consistent with the “theory of integration,” there is currently virtually no tax 
rate advantage between the aggregate amount of corporate and personal tax 
paid in this scenario versus the tax paid by a non-incorporated salaried employee.
In fact, there is a small tax rate disadvantage for earning active business income 
through a corporation in most provinces and a larger tax rate disadvantage for 
earning investment income and capital gains in a corporation.

However, in cases where excess funds are available (after paying tax at the 
small business rate of 12.62%) to be invested within the corporation and 
where the business owner defers taking dividends until a future year, there is 
a significant deferral advantage ranging from 35% (BC) to 40%.

Proposed measures
The government has stated the deferral advantage to be “unfair” to unincorporated
individuals. The government is targeting passive investments (i.e., stock portfolios),
not reinvestment in active businesses.

Although Finance has not released draft legislation on this topic, the consultation
paper outlines two broad approaches it is considering and invites public input on 

Continued on next page
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DISCLAIMER & DISCLOSURE

Odlum Brown Limited is an independent, full-service 
investment firm focused on providing professional 
investment advice and objective research. We respect

your right to be informed of relationships with the issuers or
strategies referred to in this report which might reasonably
be expected to indicate potential conflicts of interest with 
respect to the securities or any investment strategies 
discussed or recommended in this report. We do not act as a
market maker in any securities and do not provide investment
banking or advisory services to, or hold significant positions
in, the issuers covered by our research. Analysts and their 
associates may, from time to time, hold securities of issuers
discussed or recommended in this report because they per-
sonally have the conviction to follow their own research, but we
have implemented internal policies that impose restrictions
on when and how an Analyst may buy or sell securities they
cover and any such interest will be disclosed in our report in
accordance with regulatory policy. Our Analysts receive no
direct compensation based on revenue from investment
banking services. We describe our research policies in greater
detail, including a description of our rating system and how
we disseminate our research, on the Odlum Brown Limited
website at odlumbrown.com.

This report has been prepared by Odlum Brown Limited and
is intended only for persons resident and located in all the
provinces and territories of Canada, where Odlum Brown
Limited's services and products may lawfully be offered for
sale, and therein only to clients of Odlum Brown Limited. This
report is not intended for distribution to, or use by, any person
or entity in any jurisdiction or country including the United
States, where such distribution or use would be contrary 
to law or regulation or which would subject Odlum Brown
Limited to any registration requirement within such jurisdiction
or country. As no regard has been made as to the specific 
investment objectives, financial situation, and other particular
circumstances of any person who may receive this report,
clients should seek the advice of a registered investment 
advisor and other professional advisors, as applicable, regarding
the appropriateness of investing in any securities or any 
investment strategies discussed or recommended in this report.

This report is for information purposes only and is neither 
a solicitation for the purchase of securities nor an offer of 
securities. The information contained in this report has been
compiled from sources we believe to be reliable, however, we
make no guarantee, representation or warranty, expressed or
implied, as to such information’s accuracy or completeness.
All opinions and estimates contained in this report, whether
or not our own, are based on assumptions we believe to be
reasonable as of the date of the report and are subject to
change without notice.

Please note that, as at the date of this report, the Research
Analyst responsible for the recommendations herein, associates
of such Analyst and/or other individuals directly involved in
the preparation of this report may hold securities of the 
issuer(s) referred to directly or through derivatives.

No part of this publication may be reproduced without the 
express written consent of Odlum Brown Limited. Odlum Brown
Limited is a Member-Canadian Investor Protection Fund.

Odlum Brown Limited respects your time and your privacy. 
If you no longer wish us to retain and use your personal 
information preferring to have your name removed from our
mailing list, please let us know. For more information on our
Privacy Policy please visit our website at odlumbrown.com.

PROPOSED CHANGES TO PRIVATE CORPORATION TAXATION Continued from page 3

policy and implementation. Both approaches are complex but, in a nutshell, target staple mechanisms of the
Canadian tax system for private corporations.

Proposed measures include:
• Eliminating refundable taxes on passive investment income 
• Where the source capital of an investment is income taxed at corporate income tax rates:
• Denying access to the lower “eligible dividend” tax rates on distribution of corporate earnings; and
• Denying the addition of the non-taxable portion of capital gains (currently 50%) on passive investments 
to the capital dividend account (CDA).

Impact
If you are able to retain after-tax funds from active business income and invest them in a corporate investment
portfolio, you will likely see the tax deferral advantage reduced or eliminated, resulting in higher taxes and less
funds to invest going forward.

Once enacted, any new rules are meant to have limited impact on existing passive investments. It is not yet
clear how Finance plans to tax income and accrued capital gains on those investments.

Timing
Unknown. New rules, per Finance, would only apply after the release of draft legislation on a go-forward basis.

ELIMINATING CONVERSION OF A PRIVATE CORPORATION’S INCOME INTO CAPITAL GAINS
Background
Capital gains are taxed at half the rate of regular income. For BC residents, capital gains are taxed at 17.10% 
and 7.45% less than non-eligible and eligible dividends, respectively. One strategy that allows private company
shareholders to exploit this difference by extracting retained earnings as capital gains rather than dividends 
is currently available in some circumstances.

Proposed measures
Finance proposes an amendment to the anti-surplus stripping of the Income Tax Act to eliminate these transactions.

Impact
This change is not expected to have as wide an impact as the other proposed changes. However, it would reduce
options for avoiding double-taxation caused by owning private corporation shares with unrealized gains upon death.

Timing
The proposed legislation, if enacted, would be effective for transactions on or after July 18, 2017.

NEXT STEPS
If you own a private corporation, consult your tax advisor well before December 2017 to assess how these 
proposals may impact you. Do not rush into any transactions or structural changes, and make sure to update
tax balances (e.g., CDA, GRIP, RDTOH) for corporate investment income earned and capital gains/losses realized
since your last corporate year-end. With the above information, revisit any previous planning and discuss with
your tax advisor whether it makes sense for you to take any of the following steps:  

• Take advantage of income splitting in 2017.
• Crystalize any unrealized capital gains/losses in 2017.
• Distribute any available capital (tax-free), eligible and/or non-eligible dividends in 2017.
• Provide feedback to the Department of Finance before October 2, 2017, and share your concerns with 
your Member of Parliament.

Please contact your Odlum Brown Investment Advisor or Portfolio Manager with any questions or for 
assistance gathering relevant year-to-date information based on your corporate year-end.

MICHAEL EREZ, CPA, CGA, CFP

Director 
Odlum Brown Financial Services Limited

Odlum Brown Financial Services Limited is a wholly-owned subsidiary of Odlum Brown Limited, offering life insurance products, retirement, estate and financial planning 
exclusively to Odlum Brown clients.

KARISA SCHAITEL, CPA, CA, CMA, CFP

Financial and Tax Planner 
Odlum Brown Financial Services Limited


