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Donations Misunderstood

(Donating Publicly-Traded Securities)

Krysta L. Adamski, CA, Senior Tax Manager, WBLI Chartered Accountants, Bedford, NS,

DFK Affiliate Firm

An often under-utilized tax
planning strategy, possibly because it
is not understood by many, is the
donation of publicly-traded securities.
A gift of publicly-traded securities is a
very effective way to give to charity.
The tax treatment to the individual is
favorable, and the charity can decide
whether to hold or sell the security.

When you dispose of securities,
you must pay tax on 50% of the
capital gain (fair market value at the
time of transfer, less adjusted cost
base, which is usually your original
cost). Effective May 1, 2006, when
you donate publicly-traded securities,
the capital gain, that would otherwise
be taxable, is not included in income.
This means that there is no tax to the
individual on the transfer to the
charity and the individual receives a
donation tax receipt for the full value
of the security at the time of transfer,
which can be claimed on the
individual’s personal tax return.

If you hold publicly-traded
securities that have increased in value
since you purchased them, and you are
considering making a donation to a
charity, you should look at donating
those securities instead of selling the
security and donating the net cash
proceeds. For example, if you have a
security worth $10,000, which you
originally purchased for $2,000, and
you were to sell this security,

assuming a tax rate of 50%, you
would pay tax on the sale of
approximately $2,000 ($8,000 capital
gain x 50% taxable x 50% tax rate).
You would be left with $8,000 to
donate to the charity, which would
result in a tax credit of $4,000 (50%
on donations in Nova Scotia). This
will offset your taxes on the capital
gain of $2,000, leaving you with a
credit of $2,000 to be used against
taxes on other income.

Instead, if you were to donate the
security to charity, your taxes on the
transfer would be eliminated, giving
you a donation receipt for the full
$10,000 value of the security, which
would result in a tax credit of $5,000,
representing additional tax savings of
$3,000 ($2,000 net credit vs. $5,000).

In order to use a donation to
reduce your current year taxes, it must
be received by the charity by
December 31st. If you cannot use all
of the donation tax credit in the
current year, you can carry it forward
for five years. You can make a
difference by funding a charity you
care about, while also helping to
minimize your own personal taxes.

Inside this issue:
|
Donations 1
Misunderstood

Does your corporation 2
need a Shareholders’
Agreement?

Capital Dividend
Account (CDA)-Life 3
Insurance Proceeds

Key Employee Share
Ownership Participation 4
in Private Corporations

Family Trusts at Risk to
Matrimonial Law?

“One of the secrets

Special points of interest:

e Personal tax return dead-
line is April 30th.

® Are you paying your
corporate instalments—
tax & HST?

e Personal tax instalments:
- June 15, 2011
- September 15, 2011
- December 15, 2011



WBLI

Chartered Accountants

Page 2

Spring 2011

Does your Corporation Need a Shareholders’ Agreement?

Beth Porter, CA, CFP, Partner, Noseworthy Chapman Chartered Accountants, DFK Affiliate Firm

The concept of a shareholders’ agreement is
similar to that of a marriage contract except it
involves all the shareholders of a corporation and
their relationship with the company and each other.
If there is only one shareholder of the corporation,
an agreement is not needed, however, if there is
more than one, it is strongly recommended those
shareholders develop an agreement to govern the
corporation’s management and administration.
Having an agreement in place can help minimize
disputes between shareholders and ensure all
shareholders are treated in a fair and equitable
manner. A shareholders’ agreement is also
commonly referred to as a buy-sell agreement as it

usually sets out how to deal with shareholders’
interests when it is time to divest of their
shareholdings.

Here are some questions you may want to ask
yourself:

¢ If you are one of two shareholders that each own
50 per cent of a corporation, would you want to
be in business with the surviving spouse after
the other shareholder dies?

¢ When you die, how are your loved ones going
to receive the benefit of what you have worked
for?

¢ What is to happen if one of the shareholders
becomes disabled and is no longer able to be an
active part of the corporation’s management?

¢ When the time comes that you want to retire and

liquidate your shareholdings, how is this going to be

facilitated? Who is going to buy your shares? The

other shareholder? The company? A third party?

Therefore, the following are some of the main
elements commonly addressed in a shareholders’
agreement:
administration of the

¢ Management and

corporation;

¢ Triggering events (such as death, disability,
retirement, divorce or bankruptcy) that may
either permit or require the sale of
shareholdings;

¢ For each triggering event, the process that will
be followed to effect the withdrawal of the
shareholder (i.e. share purchase by other
shareholders or by the company itself), the
method of determining the sale price and terms
of payment.

¢ Corporate-owned life insurance is commonly
used to help fund the purchase of a deceased
shareholder’s interest. When applicable, the
agreement will provide detail as to the method
by which the shares will be bought-out.

Drafting a shareholders’ agreement is a
dynamic process that includes honest and open
discussions between all parties. The corporation’s
accountant can help facilitate this prmm—
process and may also
recommend a lawyer be included
during the discussions. This will
not only guide the drafting of the
agreement but will ensure it
properly addresses the concerns
of the shareholders.

If you would like more information about
developing a shareholders’ agreement, please
contact your local DFK advisor.
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Capital Dividend Account (CDA) - Life Insurance Proceeds

Carl R. Rumley, CA, Principal, WBLI Chartered Accountants, DFK Affiliate Firm

A private corporation can pay tax-free
dividends to shareholders residing in Canada
(foreign shareholders being subject to a non-
resident withholding tax) from its Capital Dividend
Account (CDA), provided the proper documents
and procedures are followed. In general terms, a
CDA is the sum of four amounts, being a) the non-
taxed portion of net taxable capital gains, b) capital
dividends received from other corporations, c) the
non-taxed portion of eligible capital property (the
sale of goodwill or government quotas, for
example), and d) the proceeds of a life insurance
policy. It is then reduced by prior capital dividends
paid.

A recent Tax Court of Canada case dealt with
the addition to the CDA in a situation where a
company put key man insurance in place as
security for a bank loan. When the shareholder
died, the insurance proceeds of $196,000 were paid
directly to the bank, since it was the beneficiary of
the policy. The bank used about $175,000 to repay
the company’s bank loan at the
time and put the $21,000 balance
on deposit for the company.

The company added the
$196,000 to its CDA and then
aid capital dividends of
$160,000. The Canada Revenue
Agency (CRA) excluded the insurance proceeds
from its calculation of the company’s CDA,
thereby resulting in an “over-election,” causing an
assessment of penalty tax.

The CRA’s position was there was no inclusion
to the CDA, since the bank, not the company, was
the beneficiary, and the bank received the net
proceeds of the policy. Apparently, the Minister
made the submission to the Court that the meaning
of “capital dividend account” can be determined
with reference to its Interpretation Bulletin IT-

66R6, which states the CRA view that the CDA is
to include “the net proceeds of a life insurance
policy received after May 23, 1985, by the
corporation as beneficiary under the policy.”

The judge then reviewed the Income
Tax Act and found no requirement that the
corporation be a beneficiary under the policy. The
Act was clear in that it required the company to not
be a “beneficiary on or before June 28, 1982~
(which it was not; the policy coming into existence
in 1999), and the proceeds must be “received by

the corporation . . . in consequence of the death of
any person . ..”
After a careful o>

review of the facts, as \
well as several prior
cases, the judge
concluded the
insurance proceeds
were “received” by
the company despite
never passing directly
into the company’s hands. He found “the case law
to be clear that an amount may be included . . .
even where it is only notionally or constructively
received.”  Therefore, the full $196,000 was
properly included in the company’s CDA. Upon
appeal, the ruling was upheld by the Federal Court
of Appeal.

While it is always preferable to structure one’s
affairs to meet the views of the CRA in order to
reduce the risk of conflict, this case clearly
demonstrates the potential advantages that can be
gained from a careful and thoughtful analysis of the
Income Tax Act and the CRA’s stated views.
Taxpayers should never merely accept the CRA’s
views as being correct.
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Key Employee Share Ownership Participation

in Private Corporations

Gabor Maze, CA, TEP, Tax Principal, Kenway Mack Slusarchuk Stewart LLP, DFK Affiliate Firm

The high level of performance of key
employees is one factor that contributes to the
success of a business.

The topic of share ownership participation by
key employees is addressed in some situations
either at the employees’ request, or at the
business owner’s initiative.

A business owner may want to offer share
ownership as an employee retention tool, or to
create a group of minority shareholders who
would buy the shares when the owner is ready to
move on or retire.

An employee would be interested in share
ownership for the same reasons an owner is
interested in being an owner. Some of these
reasons are participation in management at a
higher level, financial rewards from dividends
and capital gains on the sale of their shares, etc.

Four common methods of developing an
effective private corporation employee share
ownership program in an income tax efficient
and practical manner are:

1. Sale of shares from the current owner for
fair market value (FMYV).

This is the simplest method and is
appropriate when the share value is low or
moderate, the number of employees
purchasing shares is small, the price is
affordable to them, or the current business
owner is willing to get paid over a period of
time. It is generally advisable for all methods
of sale that the key employees pay some
portion of the consideration at the transaction
date to have a vested interest and
commitment to the share ownership process.

2. Sale of shares from the company’s
treasury pursuant to an Employee Stock
Option Plan (“ESOP”) for FMV, or below
FMV.

This method 1is appropriate when the
corporate value is substantial and the share
issuance is to be made to a large group of
employees with the main purpose being long-
term employee retention.

3. “Partial Freeze” of the currently issued
shares followed by the sale of shares from
the current owner to the key employees.

This method is appropriate when the share
value is substantial and the number of key
employees purchasing is small. The “Partial
Freeze” technique involves converting a
portion of the current owner’s common
shares into fixed value preferred shares. That,
in effect, reduces the number of the common
shares to a value that results in a manageable
share purchase price for the key employees.
The purchasers can pay for the shares from
either personal funds or from future
dividends received from the corporation.

4. “Full Freeze” of the currently issued
shares followed by the issuance of new
common shares to the key employees and
the current owner from the corporation’s
treasury, for nominal consideration.

This method is similar to the “Partial Freeze”

and is appropriate when the key employees

have limited financial resources to devote to
the share purchase.

While key employee share ownership
changes the way that the current business owner
operates and manages the business, the results
could be rewarding to all parties concerned and
could enhance the long-term success of the
business.
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Family Trusts at Risk to Matrimonial Law?

Allan Sawiak, CA, CAFA, TEP, Tax Partner, Kingston Ross Pasnak LLP, DFK Affiliate Firm

The recent Alberta court decision, Horne v.
Horne, addressed the issue of whether the definition
of “property” in the Matrimonial Property Act of
Alberta (MPA) included a contingent interest in a
testamentary trust. The court had to consider an
interest in a testamentary trust that would only be
allocated to the beneficiaries upon a future event, in
this case the death of Ms. Horne’s mother. Ms.
Horne, separated from Mr. Horne in 2006, was one
of the named beneficiaries. The court had to decide
whether Mr. Horne had any claim over Ms. Horne’s
future interest in the trust, and whether he was
entitled to share in the increase in value from the
beginning of the marriage. Ms. Horne’s potential
interest in the trust exceeded $600,000 in growth
over the course of the marriage.

The court decided the contingent interest was
matrimonial property, but Ms. Horne was to retain

The testamentary trust had no link to the marriage
partnership, and did not affect their financial lives or
their retirement plans. This decision is under appeal.

Please note this decision was in Alberta, and
could vary across Canada as different matrimonial
laws apply to each province. A contingent interest

. |

in a testamentary trust is similar

to a discretionary interest in a
family trust. In Ontario, court
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cases such as Sagl v. Sagl have .
decided a discretionary interest
in a family trust is matrimonial
property. For Alberta, one thing

is clear; it is an increasing
reality that a discretionary
interest in a family trust is within the realm of
matrimonial property.
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her contingent interest in the testamentary trust on
the basis that this was a just and equitable result.
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o BedfordOffice@wbli.ca e Remind your children to sign their 2010 tuition slips to
allow a credit transfer.

Truro Office:

¢ Ask your pharmacy for a printout of your drug orders for
the year (instead of individual slips) for the 2010 medical
tax credit.

640 Prince St., Suite 301
Truro NS B2N 1G4

Phone: 902-897-9291
Fax: 902-897-9293 d
TruroOffice@wbli.ca

You can now pay your personal income tax payments
online, very easily.

Get receipts to claim Fitness Tax Credits for your
children.

e Retain your monthly transit pass receipts to claim the
Public Transit Credit.

E-mail:

Halifax Office: ®
1657 Bedford Row, Suite 1
Halifax NS B3] 1T1

Phone:  902-482-2000
Fax: 902-482-2005
E-mail: HalifaxOffice@wbli.ca

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.




