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Tax-Free Transfers
of Personally Owned
Life Insurance
Policies — Part 2

by Joél Campagna .. -

n this two-part series, we’ve been examining changed. What are the tax implications of the change
I situations where a client owns an interest in a life of ownership and is it possible to transfer the policy to
insurance policy and the life insured is another the new owner on a tax-free basis?
individual (e.g., business partner, spouse, or child). Your
client wants to change the ownership of the policy to Recap of General Rules
another individual or your client has died owning this As discussed in Part 1 of the series, a transfer of
policy and now the ownership of the policy must be ownership of an interest in a life insurance policy
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represents a “disposition.”" A disposition of an interest in
a life insurance policy generally refers to any transaction
in which the interest is transferred to another party.

The taxation of a transfer of ownership depends on the
relationship between the transferor and the transferee.

Generally, where the transferor and the transferee do
not deal at arm’s length? (e.g., a shareholder and their
wholly owned corporation, or two related individuals)
subsection 148(7) will override the general disposition
rules. The proceeds of the disposition (PD) to the
transferor and the new adjusted cost basis® (ACB) to
the transferee are deemed to be equal to the greatest
of, (1) the ACB, (i1) the cash surrender value (CSV)

of the interest in the policy and (iii) the fair market
value (FMV) of consideration given in respect of the
transfer. Where the PD exceed the ACB the transferor
will realize a policy gain.* The policy gain is treated as
regular income’ and not a capital gain.’

Tax-Free Rollovers

The Income Tax Act (the Act) does, however,

provide for automatic tax-free rollovers of an interest
in a life insurance policy in limited situations. These
situations are:

1. transfer to a “child” during life or at death’
(subsection 148(8)); and
2. transfer to a spouse or common-law partner

during life (subsection 148(8.1)) or at death
(subsection 148(8.2)).

Where a rollover applies the transferor will be deemed
to have disposed of the interest in the life insurance

- i 8=

policy for PD equal to the ACB of the policy. The
recipient will be deemed to have acquired the interest

in the policy at a cost equal to those deemed proceeds
(i.e., the transferor’s ACB).

Part 1 of this series dealt with the first scenario
above (transfers to a child) whereas this article will
focus on the second — transfers to a spouse or
common-law partner.

Transfer to spouse or

common-law partner during life

Subsection 148(8.1) states that a transfer of an interest
in a life insurance policy during a policyholder’s life to
the policyholder’s spouse or common-law partner or

a former spouse or common-law partner in settlement
of rights arising out of their marriage or common-law
partnership, is treated as a tax-free rollover. There is
no requirement that the policy be on the life of either
the transferor or transferee. In fact, the policy can be
on any life. However, both the policyholder and the
recipient person must be a resident in Canada at the
time of the transfer.®

Subsection 148(8.1) provides for an automatic rollover
at the policyholder’s ACB. However, the policyholder
can elect out of the rollover by filing an election’as
part of his or her income tax return for the year of the
transfer. If the policyholder elects out of the rollover,
then the specific rule in subsection 148(7) would

apply to deem the proceeds to be essentially equal to
the greatest of: the GSV of the policy, the FMV of
consideration given for the policy, and the ACB

of the policy.
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Where there is a further disposition resulting in a
taxable policy gain after the transfer of the policy to
the spouse or common-law partner, the attribution
rules'”may apply, and the policy gain may be taxable
to the original policyholder. However, where the
transfer was made to a former spouse or common-
law partner in settlement of rights arising out of their
marriage or common-law partnership and there is a
subsequent disposition resulting in a taxable policy
gain, the attribution rules will not apply. For additional
details see Canada Revenue Agency (CRA) document,
Archived I'T-511R, “Interspousal and Certain Other
Transfers and Loans of Property.”

Transfer to spouse or

common-law partner at death

Another automatic rollover provision is contained

in subsection 148(8.2) and applies to transfers of a

life insurance policy to a policyholder’s spouse or
common-law partner in the event of the policyholder’s
death. Again, both the policyholder and the recipient
person must be residing in Canada immediately before
the policyholder’s death.

Similar to the transfer during life discussed above,
subsection 148(8.2) provides an automatic rollover.
However, the deceased’s representative can elect

out of the rollover by filing an election'' as part of

the deceased’s terminal income tax return. If the
deceased’s representative elects out of the rollover, then
the specific rule in subsection 148(7) would apply to
deem the proceeds to be the greatest of:

. the GSV of the policy;

. the FMV of consideration
given for the policy; and

. the ACB of the policy.

It should be noted that the provisions of subsection
148(8.1) and 148(8.2) do not apply to the transfer of
a policy to a spousal trust. Such a transfer would give
rise to proceeds of disposition as calculated under
subsection 148(7) of the Act.

Should my client name a successor owner?

In Part 1, we discussed the importance of naming a
successor owner to benefit from the rollover to a child
in subsection 148(8). Is a successor owner designation
required to benefit from the rollover under subsection

148(8.2)?

According to the CRA, where there is no contingent
or successor owner named and the policy is transferred
to the deceased’s spouse or common-law partner
pursuant to the terms of the deceased’s will, the
rollover under subsection 148(8.2) is available.'
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Although not required to benefit from rollover
treatment, naming a successor owner on the life
application or while the life insurance policy is in
force can still be beneficial. Naming a successor owner
allows the insurer to quickly transfer the policy when
the original policy owner dies. It also means avoiding
time-consuming and costly administrative steps later.
Where a successor owner is named, a probated or
notarial copy of the will is not required, nor are the
same number of forms required to be completed, thus
saving time and money. As well, since the policy passes
directly to the successor owner and does not pass
through the estate, it is not subject to creditors of the
estate or probate taxes. ©

Written by Joél Campagna, CPA, CMA, CFP, TEP, assistant
vice-president, regional tax and estate planning, individual
insurance at Manulife Financial. Part 1 of this series is featured
in the May/June 2021 issue of Comment.

" The term “disposition” as it relates to an interest in a life
insurance policy is further defined under subsection 148(9) of
the Income Tax Act (the “Act”), Revised Statutes of Canada
1985, c.1 (5th Supplement) (as amended). Unless otherwise
stated, all statutory references are to the Act.

2 Definition of Arm’s Length is contained in subsection 251(1)
of the Act and includes persons that are not related but may
not be dealing with each other in an arm’s length manner.

3 Defined in subsection 148(9).

4 Per subsection 148(D).

5 Income inclusion per paragraph 56(1) ().

6 A policy gain is specifically excluded from being a capital
gain per subparagraph 39(1)(a)iii).

7 As discussed in Part 1, to benefit from the rollover the
transfer to a child at death cannot be via a will.

& [t is interesting to note that the transfer to a child under
148(8) does not have this Canadian residency requirement.

9 There is currently no dedicated form for making this election.
Presumably one would make a note on the tax return or attach
a note to the return.

10 Subsection 74.1(1).

" Ibid (9).

2 Technical Interpretation #9821225, dated January 4, 1999.
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How New TOSI Rules
Affect Maximizing Retirement Income
for Shareholders of Canadian-controlled
Private Corporations

by Frank DiPietro
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ince 2018, incorporated business owners have

had to navigate the new Tax on Split Income

(TOSI) rules to effectively shift income to lower-
taxed family members. This has created a need for
business owners to re-evaluate their corporate structure
and family involvement in the business, amongst
other things. While this has significantly impacted the
planning for a business owner in their working years,
TOSI may continue to apply to business owners and
their families in retirement.

As a refresher, since 2018, dividends — as well as
other amounts paid by private corporations directly
or indirectly to an individual from a related business
— may be taxed at the top marginal tax rate, also
known as TOSI. A related business, generally, is a
business in which a Canadian resident family member
is actively involved in or has a significant capital
interest in at any time during the year. However,

the Department of Finance has carved out several
exclusions from TOSI (i.e., excluded amounts), which
if met, would allow for payments made to the adult
family member to be taxed at their (lower) marginal
tax rate, and not subject to TOSI.

While several exclusions may be available, let’s discuss
specific exclusions available to the business owner who
may have sold their business, ceased operations, built up
ivestment assets, or reached age 65, and have a desire
to income split with family members to maximize after-
tax retirement cash flow from their corporation.

Retirement Exclusion

One of the simplest exclusions available to a business
owner is the retirement exclusion. The retirement
exclusion is available when the business owner reaches
age 635. TOSI will no longer apply on amounts paid to
the business owner’s spouse or common-law partner, so
long as the business owner has reached age 65 during
the year and the amount would have been excluded
from TOSI had it been received by the business owner
directly, by virtue of the fact that they would have
otherwise met another exclusion. While it is known as
the retirement exclusion, there is no requirement for
the business owner to retire or for the business to end.

Tommy and his spouse, Gina, respectively own 95%
and 5% of all the issued and outstanding shares of
their corporation. The corporation carried on an

active business for more than 30 years where Tommy
was involved on a full-time basis. Gina was never
involved in the business. In 2015, they sold the assets
of the corporation, wound down the business, and
have invested the proceeds of the sale in a portfolio
of passive investment assets for the past several years.
This year, Tommy is age 65 and Gina is age 62.

The corporation pays all its net investment income
as taxable dividends to both Tommy and Gina to
augment their retirement income.

Any taxable dividend paid to Tommy is considered an
excluded amount and not subject to TOSI since he
meets the excluded share exception. This exception

1s available for those age 25 and older where the
following conditions have been met:

1. The family members directly own at least 10%
of the shares in votes and value of the corporation

2. 'The corporation earns less than 90% of its
business income from the provision of services

3. The corporation is not a professional corporation,
and

4. All or substantially all (i.e., 90%) of the
corporation’s income is not derived directly or
indirectly from one or more related businesses
in respect of the family member, other than the
business carried on by the corporation itself.

Any dividend paid to Gina is also an excluded amount
and will not be subject to TOSI. For her, she meets the
retirement exclusion since Tommy has reached age 65
this year. Therefore, regardless of her ownership or
(lack of) involvement in the active business in the past,
dividends are not subject to TOSI because her spouse,
Tommy, the primary business owner, has reached

age 65. Any dividends she may have received prior

to Tommy reaching age 65 may be subject to TOSI
unless she is eligible for another exclusion.

The retirement exclusion would be the de facto
exclusion to rely on for retirees. However, many business
owners may sell or retire from their business prior to age
65 and may need to rely on other exclusions to income
split with family members and increase after-tax cash
flow in retirement. Two other exclusions from TOSI
may apply (as discussed farther down in this article)

and could effectively be incorporated into the business
owner’s retirement income plan.
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Second-Generation Exclusion

Passive income earned on the profits of an operating
company, also known as second-generation income,
may be split with family members without the
application of TOSI. One of the triggering factors for
whether second generation income may be excluded
from TOSI is determining if that income is derived,
directly or indirectly, from a related business.

Consider Meghan and Harry, both 45 years old,

who respectively own 100 Class A and 100 Class B
common shares of Holdco. Holdco owns all the shares
of Opco. Meghan is actively engaged in the Opco
business on a regular, substantial, and continuous basis;
Harry isn’t. Historically, Opco paid taxable dividends
to Holdco from its retained earnings, all of which were
used to invest in dividend-paying stocks of publicly
traded companies. Holdco pays all the dividends

from the investment portfolio (i.c., second-generation
income) to Harry, the non-active shareholder.

The dividends received by Harry from the investment
portfolio is second-generation income and would
be considered an excluded amount, and not subject

to TOSL" assuming Holdco is not carrying on

a business. If Holdco is viewed as carrying on a
business, the dividends Harry received would be
considered derived directly or indirectly from a
related business and thus TOSI would apply.” In
either case, any distributions to Harry representing
the capital that originated from the profits of Opco
would be subject to TOSI.

Therefore, it is imperative to track the cash flows by
perhaps maintaining separate bank accounts for capital
and for second-generation income, to determine
whether the distribution represents the original capital
(subject to TOSI), or the second-generation income
(not subject to TOSI assuming there is no business).
This strategy to create second-generation income and
distribute it out to the non-active sharcholder is a way
to shift income into the hands of the lower income
spouse (or any other family member sharcholder). As
an additional benefit, this strategy may also have the
effect of extracting passive assets from the corporation,
and thus protecting the small business limit from being
ground down under paragraph 125(5.1)(b) of the
Income Tax Act.?
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Income Splitting in Years after the Business
Ceases to Exist (Sale or Dissolution)

For business owners who have discontinued or

wound up their business, there may be an additional
opportunity to distribute not only the second-generation
income as described earlier to a non-active sharcholder,
but also the remaining capital within the Holdco.

Using the example above with Harry and Meghan,
let’s assume the business is wound up this year with the
resulting sale proceeds and retained earnings invested
in marketable securities in Holdco. Beginning in the
2nd fiscal year following the year the business has
ceased its operations, it may be possible to distribute
all funds from Holdco, including income as well as
capital, to Harry (i.e., non-active shareholder) without
triggering TOSI. That is, any amounts (excluding
second-generation income as discussed earlier) paid

to Harry this fiscal year (i.e., the year the business
ceased operations) as well as next fiscal year may result
in the application of TOSI, since these amounts are
considered derived directly or indirectly from a related
business (Opco). Any amounts, including capital
originating from Opco’s retained earnings paid out

in fiscal year three or afterwards may be considered
excluded amounts, and not subject to TOSI.

This is possible because TOSI does not apply to
amounts received by adults that are “not derived
directly or indirectly from a related business” for
the relevant taxation year.* The amounts received
by Harry (and Meghan) from Holdco would not be

derived directly or indirectly from a related business for
the year because there is no longer any business in year

three. That is, Opco’s business was the only “related
business” that could apply; however, it no longer
exists.” In addition, the Canada Revenue Agency has
stated that it may deny this benefit to taxpayers under
GAAR if they believe a series of transactions took
place to primarily obtain this benefit.®

These three illustrations highlight important strategies
and considerations for business owners who have
ceased operations, built up capital in their business

for retirement, or simply reached age 65 (whether the
business remains a going concern or not). By navigating

these challenging TOSI rules effectively, business owners

and their families have an opportunity to draw income
in retirement in a very tax eflicient manner. ©

Written by Frank DiPietro, CFA, CFP, assistant vice-president,
tax and estate planning, at Mackenzie Investments.

"Subparagraph (e)(i) of the definition in s. 120.4(1) of the
Income Tax Act provides that second-generation income is

an “excluded amount” because it is an amount that is not
derived directly or indirectly from a related business. Technical
Interpretation 2018-077186]1E5.

2 Whether the corporation is carrying on a “business” is a
question of fact that is dependent on a number of factors. The
term “business” is not defined in the Income Tax Act.

3 Paragraph 125(5.1)(b) grinds down the $500,000 federal
small business limit by five dollars for every dollar of adjusted
aggregate investment income (i.e., passive income) above
$50,000.

4 Paragraph (c) of the excluded share definition in subsection
120.4(1) requires that all or substantially all the income of the
corporation (Holdco) for the relevant taxation year must not be
derived directly or indirectly from one or more related business.
The relevant taxation year is defined as the taxation year
ending at or before the time the dividend is paid.

> Technical Interpretation 2019-0792011E5 states that two years
should pass after the sale of business for the excluded share
exception to apply. If a business is sold in year three, dividends
paid in year five may meet excluded share definition (as the
test is based on prior year’s income). After this time, no sale
proceeds or accumulated earnings would be derived directly or
indirectly from the previous operating business.

6 Technical Interpretation 2018-0779981C6 (E).
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