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Recently, | attended atax

seminar put on by Jack
Finance Minister, Ermnie Bernstein, awell known T
Eaves, tabled his 3rd budget. B taxlawyerinthecity. Jack  1dx
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the immediate future looks bright. Tax 1 9 9 8 the income splitting envelope
cuts and improved health care were major furtherthan itis now, especially
thrusts in the budget The following are the with the Neuman (,jeclias?on |

budget highlights. The scheduled 1999 personal
income tax cuts are being phased in on July 1,
1998. Effective July 1, 1998 the provincial in-
come tax rate asa % of the basic federal
The
rate will remain
fixed at 40.5% for

tax drops to 40.5%.

would like to share some of
these ideaswith ourreaders.
Thefirstideainvolvesin-
come splitting passive income.
In past newsletters | have dis-

. : cussed the concept of splitting
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InMay 1998, the Supreme Courtof Canada
issued its Decision regarding the Neuman
Case, discussedinour December 1996 news-
letter. The decision was very good news for
taxpayers and their advisors: Income split-
ting is alive and well. The Supreme Court
ruled that arranging ones affairs to achieve
the minimum amount ofincome tax payable
isan acceptable business transaction or se-
ries of ransactions. Neumanheld one class
of preferred shares of his management cor-
poration while his wife held another class of
preferred shares. IN1982, Neuman received
$5,000in dividends on his shares while his
wife received $14,800 in dividends on her
shares. Neuman's wife immediately loaned
the funds to her husband, interestfree. The

Federal Court of Appeal ruled that since Mrs.
Neuman was notactive inthe management
corporation, her dividends were out of propor-
tionwith her entitement and that her dividends
wereto be taxed as her husband’s income.
Thisarrangementwas commoninmany es-
tate planning setups and there was greatcon-
cem in the tax community that the Neuman
decision could change what was previously
anaccepted tax planning technique. Thisfear
isnowover as the Supreme Courthas over-
tumed the Federal Court of Appeal’s decision.
Income splitting, when keptwithinthe rules of
the Income Tax Act, is an acceptable form of
planning one’s affairs. Splitting income with
minors, using shares of small business cor-
porations held by Trusts continuestobe an

acceptable form of tax planning. Itnow re-
mainsto be seenifthe Tax Department will
amend portions of the Income Tax Actasa
result of this decision. We will keep watch.
Asincome tax changes tend to be prospec-
tive, not retroactive, any estate planning or
income splitting transactions should be done
assoonaspossible. Discuss itwith your law-
yeroraccountant. &
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Oritario Budget 1998 continued

In 1999, the top marginal tax rate in
Ontario will be under 50%. In addition, the
Ontario tax reduction eliminates income tax
forlowincome Ontarians

The other big budget news for many our
incorporated owner/manager clientsisthe re-
duction in the small business corporate in-
come taxrate to be phasedin overthe next8
years. Presently, the Ontario corporate in-
come tax for private corporations carrying on
an active business is 9.5% on the first
$200,0000fincome. When combinedwiththe
Federal tax rate of around 13%, the combined
corporate tax rate is around 22.5%. Starting
May 5, 1998 the Ontario corporate tax rate on
activeincomeis reduced to 9%. From 1999
to 2005, the Ontario rate will be reduced by
1% eachyear until reaching 5.5%. In 2006,
the rate will be reduced to 4.75%. Notonly

Creative Tax Planning continued

far more restrictive. Justunder 10% of pas-
sive income could be income split with
spousesandminorsthroughthe use ofahold-
ing corporation. Itappears that by usinga
second holding corporation, passive income

hasincorporation of asmall business become
more attractive, butincome splitting with lower
income family members has also become
more beneficial.

Other measures introduced in the bud-
getinclude:
» Theexemptionforemployer health care
tax (EHT) is being increased in 1998 from
$300,0001t0$350,000. For self-employedin-
dividuals, the exemption on self-employment
incomeisincreased to $350,000in 1998 and
EHT onself-employed individuals will be com-
pletely eliminated in 1999.
» EHT canbeavoidedwhenanemployee
is paid directly by a third party for services
provided to the 3rd party. Anew measure
commencing in 1999 will require employers
to pay EHT on remuneration paid by a 3rd
party toanemployee under certain conditions.
This measure will probably go after consullt-

#2 fromthe parent for fair consideration.
Since the common shares were pur-
chased forfair marketvalue considerationand
noassetswere transferredtoinvestmentcorp.
#2 while the minor children were sharehold-
ers, the investmentincome earnings can be

passed out as dividends to the

Start Finish children’s trust without any restric-

tions. Aword of caution. This

Dad/Mom method works for the initial invest-

Comman ment of funds in the corporation.

s Sh‘"sl Any additional transfers of invest-

Investment _ mentassets by the parenttothe cor-

Investment Corp #1 Chadren's poration will rigger the income at-
Corp.#1 Commen tribution rules.

( In)\/;setg?m shares Management corporations

nvestment have been used for a number of

Praorel (Cmf’;’?m#zt yearsto manage professional prac-

Assets) ticesandeamal15% markuponex-

penses. The management corpo-

can be split up to 100% with minors and
spouses. The method works asillustratedin
the chartand explained below:

1) DadorMomtransferstheirinvestment
income assets into investment corporation #1
inexchange forcommonshares.

2)  Investmentcorporation#2is created with
the common sharesissued todad/mom.

3) Investmentcorp.#1 transfersitsinvest-
ment assets to investment corp. #2 in ex-
change for low paying dividend preferred
shares.

4) Achildren’strustis created with the mi-
nor children as beneficiaries.

5)  Using monies borrowed from the chil-
dren, the children’s trust purchases the nomi-
nalvalued commonshares ofinvestmentcorp.

ration pays the low business tax rate on the
income and pays dividends outtothe children,
upto $22,000tax free. A newtwiston man-
agementcorporations forincome splitting pur-
posesinvolves using atrust.

Atrustis used to manage the profes-
sional practice. Income attribution rules do
notapply where trusts eam businessincome.
The trustincome canthen be passed onto
the beneficiaries (children) to be taxed intheir
hands. Each child can receive approximately
$6,400 ofincome from the trust without pay-
ing taxes on the income. Ifthe professional
parentis in a 50% marginal tax bracket, the
tax savings to the family is $3,200 per child.

Testamentary trusts should be partofany
estate plan where there are sizeable invest-

ing fees paid to holding corporations by an
operating corporation where the 2 corpora-
tions are related.

» Thelandtransfertax refund applying to
the purchase on newly buitthomes by firsttime
buyerswill be extended to homes purchased
before March 31,1999.

»  Acapital tax anti-avoidance provisionis
being introduced to prevent a reductionin
capital tax through loans and advancestore-
lated corporations just prior toyear end. This
anti-avoidance rule will also extend toinvest-
ments in shares and bonds. Ancther capital
taxamendmentwill nowinclude deferred rev-
enue as part of taxable capital.

»  Employers will be permitted to deduct
100% of qualifying expenditures incurred af-
terJuly 1, 1998 to accommodate disabledem-
ployees, to amaximum of $50,000 per eligible
employee. ©

menteaming assets owned by the deceased.
Upon death the testamentary trust created
acts as another tax payer, getting the benefit
ofthe lowtax rates. Multiple testamentary
trusts can be established for different benefi-
ciaries of the estate (i.e.. spouse, childrenand
grandchildren). Each trust gets the benefit of
the lowtax rates, unless the tax department
can show the multiple testamentary trusts
were unnecessary and only created for the
purpose of taxavoidance. Testamentarytrusts
canalso have non calender yearends, which
can potentially be used to deferincome. The
trustis easily created by simply having the
necessary clauses added toyourwill. &
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Notice ToReader

Rich Rotstein publishesthis newsletter toin-
formreaders of current developmentsin nu-
merous areas. ltis neither a definitive analy-
sis of any law, nor a substitute for professional
advice.



