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The pension income splitting changes
proposed to the Income Tax Act, if
enacted, will be a very significant
source of tax savings for certain
pensioners. British Columbia, in the
2007 Budget, stated B.C. would follow
the Federal pension splitting rules.

There is atax saving, and potentialy a
significant one, if one spouse is in a
lower tax bracket than the other. The
largest advantage is achieved if one
spouse has minimal taxable income
while the other has high levels of
pension income. For example,
currently if one spouse has pension
income of $100,000, and the other has
no pension income, the family income
tax would be approximately $30,000.
If the $100,000 pension income were
split  $50,000 to each spouse

(maximum split is 50%), the combined
taxes would be approximately $20,000
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- resulting in @ $10,000 tax savings.
Some taxpayers have questioned
whether pension income splitting
would aso reduce or eliminate the
clawback of the Old Age Security
Pension (threshold starts at $62,144 in
2006). The March 27, 2007, draft
legislation states the “split-pension
amount” is to be deducted from the
pensioner’s net income and included in
their spouse’s net income. Since the
clawback is based on net income, it
would be a“win-win” situation if each
spouse’s net income is under the
threshold after the pension is split.
Why? You would save income tax
and would not have to repay the Old
Age Security Pension.

So, when grandchildren ask their
grandparents for an ice cream cone,
and they say they are watching their
pennies, the grandchildren can now
reply, “What about the taxes you are
saving from splitting your pension
income?’
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- Unknown

Special points
of interest:

- If you missed a T3, T5,
etc. slip on your 2006
personal tax return,
avoid CRA penalty
163(1) - filea T1
Adjustment.

- Personal tax
instalments:

- June 15, 2007
- September 15, 2007
- December 15, 2007



Page 2

Spring 2007

Over ten years ago, | wrote an article on
investing in or out of your RRSP. With the
recent lower tax rate on dividends from
Canadian public companies (referred to in this
article as “eligible dividends’), we thought it
was worth discussing again.

The following observations are based on an
individual having $50,000 to invest in Canadian
public companies either directly or through their
RRSP. The investment earns a 5% dividend rate
and no capital appreciation beyond reinvested
amounts. We are aso assuming the person will
take the $21,850 tax savings from the RRSP and
invest it in the same investment outside the
RRSP. In both cases, the net annual income
from the investment is reinvested; the funds will
be invested for ten years; and the funds will be
spent on retirement through equal withdrawals
over the next ten years.

As you al know, we do not pay income tax on
the investment growth in our RRSPs until we
take the money out of the RRSP. Once we do,
we are taxed at our marginal rate of tax. The
RRSP does not get the advantage of the lower
tax rates on capital gains, eligible dividends, or
non-eligible dividends.

For our example, we have assumed the
individua is, now and throughout retirement, in
the highest BC tax bracket of 43.7% on regular

income (including RRSP withdrawals), 21.8%
on taxable capitd gains, and the new rate of
18.42% on digible dividends.

The main advantage of the RRSP is the deferral
of income taxes, and, of course, the tax
deduction for contributions to the plan. So, if
you need to spend the after-tax eligible
dividends or capital gains earned in your RRSP
in a few years, the 21.8% tax on withdrawa
could be very costly.

Theresults of this example are:

- The person investing $50,000 outside their

RRSP, paying the annual income taxes on
eligible dividends, would be able to withdraw
$9,200 annually (after tax) from year 11 to 20
until the funds run out.
The person investing the $50,000 in the
RRSP and investing the immediate tax
savings of $21,850 outside his RRSP would
receive $10,250 annually (after tax) from year
11 to 20 until the funds run out.

In this twenty-year example, with 5% annual
eligible dividends from investment, the RRSP
combination won. If the investment were
changed to provide an annua 5% capita gain
and no dividends, the RRSP would still win,
although the discrepancy between the
dlternatives would be less.

What you can take from this is that long-term
planning using your RRSP still makes sense.
However, based on the low tax rate on eligible
dividends and capital gains, an RRSP can be
costly if you are forced to withdraw the funds
too soon. Therefore, before you make a large
RRSP investment, you should discuss your
future personal cash needs with your KNV
advisor.
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The March 2007 Federal Budget announced an
additional $250,000 capital gains exemption,
increasing it to $750,000. To date, the provinces
have not matched the additional $250,000;
however, most provinces usually do match
federal initiatives.

Ever since the original capital gains exemption
was announced, many individuals who qualified
for the exemption have either used it or have
crystallized their exemption to protect it.

Crystallizations of the exemption were done out
of fear that the government would either cancel
the exemption (as it had cancelled the genera
$100,000 exemption in 1994), or that the assets
would no longer meet the test to qualify for the
exemption in the future.
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Again, until we get the draft legislation, we don’t
know of any hidden surprises. However, what
does it mean? The extra $250,000, if the
provinces get on board, is worth approximately
$55,000 in tax savings at the top BC marginal
tax rate.

If you have not used the $500,000 exemption,
the $750,000 exemption would amount to
approximately $164,000 in tax savings
(assuming BC rates), which is actually less than
the origina tax savings of the $500,000
exemption, when capital gain inclusion rate was
75% and the tax rates were higher. But, who's
complaining!

It is recommended that all clients meet with their
accountant to discuss what they need to do to
qualify for the additional $250,000 exemption.
In many cases, once the $500,000 was used,
companies may have fallen offside on meeting
the required business asset test. While the new
$250,000 exemption can save $55,000, do not
forget, in many cases—either through direct
share ownership or through a family trust—that
$55,000 can be multiplied by the number of
family members.

Now, all we have to do is hope the Budget is
passed, and that all provinces jump on board.
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Many entrepreneurs have plans to expand their
business south of the border to a market that is
much larger than the domestic Canadian market.
An expansion to the U.S. market brings a host of

tax issues that need to be properly addressed.

Some of the questions that need to be considered
include:

1.

2.

3.
4.
S.
6.

Does the business earn active or passive
income?

In which State should you establish the
business?

Will the business redlize start-up |osses?

How will you finance the business?

Will the earnings be repatriated to Canada?
How will acapital gain on a sae be treated?
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Congratulations are in order to
Dave Mitchell, CA who has just
been awarded this year's
Community Service Award by the
Institute of Chartered Accountants
of British Columbia.

The Institute hands these awards out sparingly,
and sets high standards for nominees. Dave®
work over the years with the White Rock South
Surrey Foundation, Canada Cup, BC Summer
Games, Peace Arch Hospital Foundation, Surrey
Memorial Hospital Foundation, White Rock
South Surrey Policing, the Taylor Lacrosse Box
and on and on, convinced the pane
members of the merit of this special recognition.
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A well thought-out corporate structure will take
advantage of start-up losses, ensure income is
received in atax-efficient manner, and could offer
atax deferral on the ultimate sale of the business.

Diving head-first into the U.S. market is fraught
with potential traps for the unwary. A wise U.S.
lawyer once stated that there were over 1,000 tax

jurisdictions in the
U.S. Proper planning
can help avoid

unforeseen issues.
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THE INFORMATION PROVIDED IN THIS PUBLICATION IS INTENDED FOR GENERAL PURPOSES ONLY. CARE HAS BEEN TAKEN TO ENSURE THE INFORMATION HEREIN IS ACCURATE;
HOWEVER, NO REPRESENTATION IS MADE AS TO THE ACCURACY THEREOF. THE INFORMATION SHOULD NOT BE RELIED UPON TO REPLACE SPECIFIC PROFESSIONAL ADVICE.




