
CAPITAL GAINS SPLITTING 
WITH CHILDREN

The Income Tax Act has a series of income attribution rules that 
apply if you transfer property to your minor children for inadequate 
consideration (e.g. by way of gift) and the property subsequently 
earns investment income. Generally, the rules attribute the investment 
income back to you such that it is included in your income, rather 
than your child’s income.  

Similarly, there is a special “kiddie tax” that applies to minor chil-
dren on dividends from private corporations and certain other kinds 
of income. The kiddie tax is applied at the highest marginal rate of 
tax.

Obviously, the attribution rules and the kiddie tax are roadblocks to 
“income splitting”, which otherwise would be beneficial if your chil-
dren are in a lower tax bracket than you are.

Interestingly, however, the attribution rules and the kiddie tax do 
not apply to capital gains. Therefore, you can purchase capital gains 
investments for your minor children, such as equity mutual funds or 
common shares, and any taxable capital gains from the subsequent 
sale of the investments will be included in your children’s income.  

(Typically, if your children are minors, investments would be held 
in trust for them as beneficiaries.) The tax savings can be significant, 
again assuming that your children’s tax brackets are lower than 
yours.

If your children are 18 years of age or over, you can “split” both 
capital gains and regular investment income with them. Thus, you 
can purchase both regular income-earning investments (e.g. interest, 
dividend, or rent investments) and capital gains investments for your 
adult children, and the income attribution rules will not apply.  

Lastly, note that if you give or transfer property to your children for 
inadequate consideration, you will be deemed to have disposed of the 
property at its fair market value for income tax purposes. Therefore, it 
normally makes sense to transfer property with a small or no accrued 
gain, or even an accrued loss, so that the transfer itself does not trig-
ger tax.
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AGE LIMIT FOR MATURING 
RRSPs: BACK TO 71

In the 2007 Federal budget, the government announced that it would 
extend the deadline by which a registered retirement savings plan (RRSP) 
must “mature”, to the end of the year in which the annuitant under the 
RRSP turns 71 years of age, up from the previous 69 years of age. That 
proposal has now been passed into law, effective for the 2007 year. The 
new deadline puts the law back to the way it was before 1997, when it was 
changed from a 71-year limit to a 69-year limit.

Typically, the maturity of an RRSP involves the purchase of an annuity 
or the transfer of the funds to a registered retirement income fund (RRIF). 
Under the new law, an annuity must begin making periodic payments to 
the annuitant by the end of the year in which the annuitant turns 72 years 
of age (that is, typically one year after the maturity of the RRSP). Similarly, 
an annuitant under a RRIF must start making minimum withdrawals from 
the RRIF by the end of the year in which he or she turns 72.

In this regard, there is some transitional relief for individuals who turned 
69 or 70 in 2006 and who were therefore subject to the previous age-69 limit. 
For these individuals, no amount has to be withdrawn from their RRIF dur-
ing 2007. Furthermore, for individuals who turn 70 in 2007, no amount has 
to be withdrawn from their RRIF during 2008. 

In other words, individuals who turned 70 in 2006 do not have to start 
withdrawing from their RRIFs until 2008, and individuals who turn 70 in 
2007 do not have to start withdrawing from their RRIFs until 2009.  

For individuals who went the annuity route, similar rules allow the annu-
ities to be amended, without adverse tax consequences, to begin payments 
in the year in which they turn 72.

CHANGES TO RESP RULES
A registered education savings plan (RESP) allows you to contribute 

funds, which can be invested and grow tax-free until they are withdrawn 
by a student attending a post-secondary educational institution. Typically, 
such plans are set up by parents for their children as beneficiaries under 
the plan, although a plan can generally be set up for anyone, including 
the contributor to the plan.
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Before 2007, there was a $4,000 annual contribution limit per beneficiary 
under the plan.  In the recent federal budget, the annual limit was repealed, 
effective for 2007 and subsequent years.

Additionally, the lifetime contribution limit per beneficiary was increased. 
The lifetime limit is now $50,000, up from the previous $42,000.

The increased lifetime limit and the repeal of the annual limit provide 
more flexibility in terms of contributing to a plan.

There is also an increase to the maximum annual amount of the “Canada 
Education Savings Grant” (CESG), which is a grant that is provided by the 
government for child beneficiaries up to the age of 17. The grant is depos-
ited directly into the RESP and is based on the amount of contributions 
made in the year to the plan. Starting in 2007, the CESG is increased to 20% 
of contributions of up to $2,500 in the year, up from $2,000, for a maximum 
CESG per beneficiary of $500 per year, up from the previous $400.

Furthermore, the maximum CESG per year will increase to $1,000 (up 
from $800) if there is “unused grant room” because contributions in previ-
ous years were less than the maximum CESG-eligible contribution limits.

The lifetime CESG limit per beneficiary remains at $7,200.
Lastly, the RESP rules pertaining to part-time students were relaxed. 

Previously, a part-time student could withdraw from an RESP only if the 
student spent at least 10 hours per week in course work in a program of 
at least three consecutive weeks. Beginning in 2007, part-time students can 
qualify if they spend at least 12 hours per month in course work in a pro-
gram of at least three consecutive weeks. 

RRSP LIFELONG LEARNING PLAN
The “lifelong learning plan” (LLP) allows you to withdraw funds from 

your RRSP on a tax-free basis for the purpose of financing either your or 
your spouse’s (or common-law partner’s) full-time study at a post-second-
ary educational institution. 

The maximum amount that can be withdrawn by an individual under the 
LLP in a calendar year is $10,000 per year, for up to 4 years, although the 
aggregate withdrawal is limited to $20,000. However, since both you and 
your spouse can withdraw from your individual RRSPs for this purpose, a 
total of $40,000 can potentially be used for your education or your spouse’s 
education. (This applies to common-law partners as well.)
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The amounts withdrawn under the LLP must be repaid to the RRSP over 
a period not exceeding 10 years. The repayment period normally begins at 
the earlier of the second consecutive year in which you (or your spouse) 
are not enrolled in full-time studies and the fifth year after the first year in 
which an LLP withdrawal was made. 

A minimum of one-tenth of the total amount withdrawn must be paid 
in each repayment year (or within 60 days after the end of the year). No 
interest is payable on the amount.  Payment is made by way of a regular 
contribution to the RRSP, and a designation is made in your tax return for 
the year, specifying the amount of the contribution that is the LLP repay-
ment. Unlike regular RRSP contributions, the LLP repayments are not 
deductible for tax purposes.  

Any shortfall in a repayment for a year is included in your income for 
the year. For example, suppose you withdrew a total of $20,000, such that 
$2,000 (one-tenth of the total) was the first repayment amount. If you 
repay only $800 in the first repayment year, $1,200 will be included in 
your income for that year.

Conversely, a payment in excess of the minimum amount required in 
any particular repayment year reduces the amount that must be repaid in 
subsequent years.

Once you fully repay your LLP balance, you can participate in the LLP 
again, with a fresh $20,000 withdrawal limit.  

Note also that participation in the “Home Buyer’s Plan”, which allows 
you to withdraw up to $20,000 tax-free from your RRSP to purchase a 
home, does not prevent you from using the LLP program. In other words, 
you can withdraw from your RRSP under both the Home Buyer’s Plan and 
the LLP program at the same time, assuming you qualify for both.

DEDUCTION OF PREMIUMS 
FOR LIFE INSURANCE USED 
AS COLLATERAL

If you borrow a significant amount from a bank or other financial institu-
tion, the institution may accept a life insurance policy as collateral for the 
loan. If so, some or all of the life insurance premiums may be deductible for 
income tax purposes.  
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In particular, if you assign a life insurance policy to a bank or other 
financial institution as collateral for a loan, you may deduct in a year 
the lesser of the premiums payable under the policy for the year and the 
“net cost of pure insurance” for the policy for the year. The net cost of 
pure insurance, which can be obtained from the insurance company, is 
determined under the Income Tax Regulations by reference to standard 
mortality assumptions and the approximate cost of the pure insurance 
coverage under the policy for the year.  

However, the deduction is allowed only if the interest payable on the 
loan is deductible in computing your income for the year. Essentially, this 
means that the loan must be used for business or investment purposes. 
Additionally, the financial institution must require the assignment of the 
new or existing policy as collateral for the borrowing.  

Only the portion of the lesser of the above amounts as can reasonably be 
considered to relate to the amount owing under the loan is deductible. For 
example, if the life insurance coverage is $500,000 and the amount owing 
under the loan throughout a year is $200,000, the deduction is limited to 
2/5ths of the lesser of the premiums payable for the year and the “net cost 
of pure insurance” under the policy for the year.

The person claiming the deduction does not have to be the person whose 
life is insured under the policy. For example, a corporation that has a life 
insurance policy on one of its key employees could be required to assign 
the policy to a financial institution as collateral for a corporate loan. If 
the above criteria were fulfilled, the corporation would be entitled to the 
deduction in computing its income.

BORROWING TO PURCHASE  
COMMON SHARES

Interest incurred on borrowed money used for the purpose of earning 
income from a business or property is deductible for income tax purposes. 
In this regard, income from property includes dividends received on 
shares, but not capital gains realized on the disposition of the shares (or, 
for that matter, any capital gains). Accordingly, it is not always clear as a 
legal matter whether interest on a loan used to purchase common shares is 
deductible, where the shares are not expected to generate dividends in the 
foreseeable future. It could be argued in these cases that the loan was used 
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for the “purpose” of earning capital gains and not income from property, in 
which case the interest would not be deductible.

ELIGIBLE DIVIDEND RECAP
Under recent changes to the corporate tax system, “eligible dividends” 

received by Canadian resident shareholders qualify for an enhanced divi-
dend tax credit. The credit generally works as follows: Eligible dividends 
are “grossed up” by 45% and a credit of 11/18th of the gross-up is allowed 
as a credit against tax payable. For example, an individual shareholder 
receiving a $100 eligible dividend reports $145 in income. However, the 
shareholder is entitled to a federal dividend tax credit of 11/18th of the $45 
gross up. A provincial credit is also available, and the amount of the credit 
depends on the province. The net effect is to substantially reduce the tax 
rate on the dividend.

Depending on the province, if an individual has only eligible dividend 
income in a given taxation year, close to $50,000 of that income can be 
received tax-free as a result of the enhanced dividend tax credit.

On the other hand, ineligible dividends benefit from only the regular 
dividend tax credit. Under the regular credit, a Canadian resident indi-
vidual shareholder grosses up the dividend by 25% and is entitled to a 
federal dividend tax credit of 2/3rds of the gross up. Thus, for example, an 
individual shareholder receiving a $100 ineligible dividend reports $125 in 
income but is only entitled to a federal dividend tax credit of 2/3rds of $25. 
There is also a provincial credit. The tax rate is still reduced substantially 
from regular income, but not as much as for eligible dividends.

In general terms, eligible dividends qualify for the enhanced dividend tax 
credit because they reflect corporate income that has been taxed at general 
corporate tax rates rather than the lower small business corporate tax rate. 
On the other hand, other dividends generally reflect corporate income that 
has been taxed at the lower small business corporate tax rate applicable to 
the active business income of a Canadian-controlled private corporation 
(CCPC), up to the “small business limit”, which is currently $400,000 per 
year.

Public corporations will normally pay only eligible dividends unless they 
have a low income rate pool or “LRIP”. The LRIP generally reflects income 
that benefited from the low small business corporate tax rate – for example, 
if the public corporation itself received ineligible dividends from a CCPC.
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On the other hand, a CCPC will normally pay ineligible dividends 
unless the CCPC has a general income rate pool or “GRIP”, in which 
case an eligible dividend can be paid to the extent of the GRIP. The 
GRIP generally reflects business income that has not benefited from the 
low small business rate – for example, business income exceeding the 
CCPC’s small business limit for a year, or eligible dividends received by 
the CCPC from a public corporation. 

In order to be considered an eligible dividend, the dividend must be a 
taxable dividend (i.e. capital dividends do not qualify). Furthermore, the 
corporation paying the eligible dividend must designate it as such in writ-
ing. A shareholder receiving the dividend can rely on the designation as 
an eligible dividend without making further inquiries (e.g. regarding the 
corporation’s GRIP or LRIP).  

Beginning with the 2007 taxation year, for public corporations, the desig-
nation can be made as a blanket designation by the corporation stating that 
all dividends are eligible dividends unless indicated otherwise. The blanket 
designation can be posted on the corporation’s website, or in its corporate 
reports or shareholder publications.  

For a CCPC and other non-public corporations, the written designation 
must be made each time a dividend is paid. The designation can be made 
by letter to the shareholders, on the dividend cheque stubs, or by notation 
in the corporate minutes if all shareholders are directors of the corpora-
tion.

In this regard, a CCPC may designate (inadvertently or otherwise) a 
dividend as an eligible dividend even if it does not have a sufficient GRIP 
pool. Similarly, a public corporation may designate an eligible dividend 
even though it has a LRIP pool (e.g. the corporation itself received an inel-
igible dividend from a CCPC). In these cases, the shareholder still reports 
the dividend as an eligible dividend, although the corporation will be 
subject to a special penalty tax. However, the corporation can avoid the 
penalty tax by electing that the “offside” dividend be treated as a separate 
ineligible dividend, in which case the shareholder reports the dividend as 
an ineligible dividend.

As can be appreciated, the rules relating to GRIP and LRIP pools and 
eligible dividends are quite complex, particularly for CCPCs. Professional 
advice is recommended for CCPCs paying dividends, especially if they 
earn business income in excess of the small business limit.   



AROUND THE COURTS
“Trailer fees” assigned to corporation
attributed back to taxpayer

In general terms, subsection 56(4) of the Income Tax Act applies if a tax-
payer transfers a right to an amount to a non-arm’s length person and the 
amount, had the right not been transferred, would have been included 
in the taxpayer’s income. The amount is attributed and included in the 
taxpayer’s income.  

In the recent Boutilier case, the taxpayer was a financial planner who earned 
“trailer fees” from an investment dealer in respect of mutual funds sold by 
the taxpayer to his clients. The trailer fees were paid partly in respect of ser-
vices provided to the clients after the purchase of the mutual funds.  

Initially, the trailer fees were paid directly to the taxpayer and included 
in his income.  Subsequently, however, the taxpayer devised a tax scheme 
that was meant to divert the trailer fees so that he would not have to 
include them in income personally. Briefly, the taxpayer incorporated a 
private corporation owned by a family trust of which his family members 
were beneficiaries. The taxpayer then purported to assign a portion of his 
business relating to the trailer fees on a tax-free basis to the corporation in 
exchange for shares in the corporation. The trailer fees were subsequently 
paid to the corporation and flowed out to the trust and the beneficiaries 
(and ultimately back to the taxpayer). The CRA assessed the taxpayer, on 
the basis that subsection 56(4) required that the trailer fees be included in 
the taxpayer’s income. The taxpayer appealed to the Tax Court of Canada.

The Court concluded that the issue could be resolved by determining 
who “beneficially earned the trailer fees”. Based on the evidence, the Court 
ruled that the taxpayer, rather than the corporation, continued to provide 
the underlying services to the clients, such that the corporation never car-
ried on an active business and could not be said to have earned the right 
to receive the trailer fees. As such, the taxpayer had the right to receive the 
fees, and subsection 56(4) applied to include the fees in his income. 

Moving expenses denied 
for temporary residence

Generally speaking, you can deduct certain moving expenses if you move 
to be employed in a new work location and your new residence is at least 40 
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kilometres closer to the new work location than was your old residence.  
 In the recent MacDonald case, the taxpayer attempted to deduct expenses 

he incurred in travelling from Nova Scotia to Alberta in order to find work.  
He found employment in Alberta for about 6 weeks, but then was laid 
off and returned to Nova Scotia. While in Alberta, the taxpayer stayed in 
temporary lodgings. The CRA assessed the taxpayer and denied the deduc-
tion of his expenses on the grounds that he had not taken up residence in 
Alberta, such that it could not be said that he had a new “residence” that 
was closer to the work location than his old residence.

The Tax Court of Canada upheld the CRA assessment. The Court noted 
that the taxpayer did not sell his home in Nova Scotia, he did not bring 
all of his belongings to Alberta, and his common-law spouse remained in 
Nova Scotia the entire time that he was in Alberta. These factors indicated 
to the Court that the taxpayer did not have a residence in Alberta for the 
purposes of the moving expense deduction, such that the deduction was 
denied

.* * *
This letter summarizes recent tax developments and tax planning opportunities; however, we recommend that 
you consult with us before embarking on any of the suggestions contained in this letter, which are appropriate 
to your own specific requirements.
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Name: 

Company: 

Address: 

City: 

Postal Code: 

Telephone: 

Tel: 604.461.3220
Fax: 604.461.3999
www.newportgrp.com

info@newportgrp.com

The Newport Group 
Chartered Accountants

600 – 205 Newport Drive

Port Moody, BC  V3H 5C9

✁


