
TRUST PRIMER 

The following is a brief discussion of how a tax-efficient structure can be advantageous to you 

and your family.  

Successful tax-efficient structuring with a private corporation should take into account the 

following factors: 

1. The ability to income split with family members;  

2. The availability and multiplication of the $800,000 capital gains exemption; 

3. Creditor Proofing;  

4. Deferring taxes; 

5. Flexibility when dealing with corporate assets; and 

6. Control and succession 

Income Splitting 

Income splitting is achieved whenever the income of a corporation can be divided between 

family members in lower tax brackets without any of the attribution rules applying.1  A trust can 

be set up in a way that avoids the attribution rules.  Dividends paid by the operating corporation 

can be paid up to the trust and distributed to the beneficiaries in any proportion the trustees 

decide.  Dividends paid through the trust to the beneficiaries keep their tax character as 

dividends.  Therefore, the beneficiaries can claim the dividend tax credit.  Furthermore, due to 

the dividend tax credit mechanism, a beneficiary who has no other income can receive 

approximately $35,000 in dividends completely tax free as shown below: 

 

 

Dividends    $35,000  

Other Income    nil 

Grossed up income (x1.25)  $43,750 

Federal Tax    $7,209 

Federal Personal Tax Credit  ($1,383) 

                                                      
1  The attribution rules require that a person who transfers property to another non-arm's length person (such as a spouse 

or minor child) will be required to add the income and gains on that property to their own income where it will be taxed at the 

person's marginal tax rate.  The purpose of the attribution rules, then, is to prevent income splitting. 
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Federal DTC    ($5,833) 

Total Federal Tax   Nil2 

 

Furthermore, where the dividends are "eligible dividends" which are entitled to the new, higher 

dividend tax credit, the amount of eligible dividends that can be paid is significantly higher.3 

It should be noted that the "kiddie tax" will apply to active business income (as opposed to 

passive investment income) of the family business paid out to a minor child.  Kiddie tax is a tax 

payable by the minor child on such income at the highest marginal rate.  Therefore, there are no 

tax savings on income that is subject to kiddie tax.  However kiddie tax generally does not apply 

to investment income and dividends of Canadian public corporations are generally eligible for 

the higher dividend tax credit.   Therefore, where excess cash is held in a corporate structure, it 

can be invested in portfolio securities and the income from those securities can not only be paid 

to minor beneficiaries without any kiddie tax but those dividends may also be eligible dividends. 

To give you an example of the potential tax savings of income splitting, consider the following 

example: 

A family resident in Alberta with an entrepreneur father, a stay-at-home mother and two 

children in college owns a business that provides $200,000 in income.  If the father takes 

the entire $200,000 as a salary, he will pay $63,128 in tax.  If, instead, he causes a 

dividend of $35,000 to be paid to each of his wife and two children, and then pays the 

rest as a salary to himself, the total combined corporate and personal tax will be 

approximately $46,000 – savings of approximately $17,000. 

Obviously, the more income that can be split in this way, the higher the savings.  Furthermore, it 

can be seen that the tax savings of income splitting through the Trust will quickly exceed the cost 

of setting up the Trust. 

Another matter to consider on income splitting is corporate attribution.  Where an individual 

transfers property to a corporation for the purpose of splitting income with a spouse and minor 

children, the shares or debt received by the individual for that transfer will be deemed to pay 

                                                      
2  Provincial tax on this amount would be minimal, if any. 
3  Provincial tax on this amount would be minimal, if any; however, alternative minimum tax may apply. 



 - 3 - 

interest at the prescribed interest rate or dividends at 4/5ths of the prescribed rate.  This means 

that the person transferring the property will be deemed to receive that interest or those dividends 

and will have to include the interest or dividends in their income.  Corporate attribution can be 

avoided where 

1. Interest or dividends in the required amount are actually paid; 

2. The corporation has at least 90% of its assets as active business assets,  

3. Structuring the share ownership (through a discretionary family trust) which precludes 

minor children from participating in the income of the corporation until they turn 18; or 

4. The individual can demonstrate that the income splitting effect of the transfer was not the 

motivating force behind the transfer. 

The easiest way to avoid corporate attribution is to ensure that the passive or investment assets in 

a corporation are kept below the 10% threshold.  Where this is not possible, other strategies need 

to be considered. 

$800,000 Capital gains exemption 

The $800,000 capital gains exemption is available to holders of shares of a "qualified small 

business corporation" ("QSBC") who realize a capital gain on the disposition of those shares.  

The capital gains exemption is only available to individuals who sell shares but is not available 

to corporations that sell shares of a subsidiary.  Since every Canadian resident has a $800,000 

capital gains exemption, it makes sense to make as many of your family members as possible 

eligible for the capital gains exemption. The Income Tax Act contains a mechanism which 

allows a taxable capital gain to be "flowed through" to the beneficiaries of a trust in the amounts 

designated by the trustees.  Therefore, even though beneficiaries of a trust do not hold the shares 

personally, they can still use their $800,000 capital gains exemptions on gains flowed through to 

them. 

In the case of a family of five (i.e. husband and wife and three children) who are all beneficiaries 

of the trust,  if they all use their capital gains exemptions, the family collectively could earn a 
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capital gain of up to $4,000,000 without paying any tax.  This represents a potential tax savings 

of approximately $750,000.   

It should also be noted that only the taxable portion of the capital gain (50% of the actual capital 

gain) needs to be allocated to a beneficiary, and the allocation can be done by way of a demand 

promissory note.  Therefore, no cash needs to be immediately payable to a beneficiary in order 

for the beneficiary to claim the capital gains exemption. 

In order to be QSBC shares, the shares of a corporation must meet three tests at the time they are 

sold: 

1. They are shares of a private corporation which is not controlled by one or more non-

residents or public corporations; 

2. At least 90% of the assets must be assets that are used in an active business carried on 

primarily in Canada.  Where a holding corporation is sold, as long as its only asset is 

share of a corporation that would otherwise qualify as a QSBC, then the holding 

corporation shares should also meet the test; and 

3. For the two years prior to the disposition, no one other than the shareholder or person 

related to the shareholder can have owned the shares. 

Since the most difficult test to satisfy is the 90% assets test, the structure must be set up to ensure 

that the 90% asset test can be satisfied as easily as possible.   

Creditor Proofing 

A holding corporation is used as an effective creditor-proofing tool because it allows the 

operating corporation to pay tax-free inter-corporate dividends to the holding corporation, thus 

keeping excess cash away form the operating corporation's creditors.  If needed by the operating 

corporation, the cash can then be re-lent to the operating corporation and secured against the 

assets of the operating company.  Pushing excess cash to the holding corporation will also help 

to keep the operating corporation over the 90% active business assets threshold, which is 

important for the capital gains exemption eligibility and also for avoiding corporate attribution. 
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If the main shareholder of the family corporation is a discretionary trust, the creditors of a 

beneficiary would have great difficulty in seizing the beneficiary's discretionary interest in the 

trust since a discretionary interest is, by its nature, impossible to quantify.  Therefore, using a 

discretionary family trust is a very effective way of creditor proofing the entire structure against 

the potential creditors of the family members, including the ex-spouses of beneficiaries. 

Tax Deferral 

The ability to defer tax is an important tax planning strategy.  For example, if a family has 

already earned enough income to put all of the family members into the top tax bracket, for each 

additional $100,000 earned by the corporation and held in the corporate group, the tax deferral 

would be $25,000 on corporate income subject to the small business deduction and $10,000 on 

corporate income subject to the general corporate rate of tax.  Since $500,000 of active business 

income can be kept in the corporate group and taxed at the small business deduction rate, the 

potential tax deferral on that amount in Alberta is $125,000. 

Tax deferral through a corporation is not practical with investment income. 

Control and Succession 

A trust allows family members to participate in the growth and income of the family corporation 

without them holding any shares.  The trustee will continue to control the family assets.  In the 

event that the trustee retires or dies, he or she can be replaced as a trustee very efficiently.  This 

allows for a smooth transition of control to the other family members in such an event. 

Potential Disadvantages 

One disadvantage is that a tax efficient structure may be a more complicated structure than you 

are used to.  Therefore, whoever administers the structure will need to understand why it has 

been set up in this manner.  Furthermore, Trustee’s also have a fiduciary duty to act in the best 

interests of the beneficiaries and may be exposed to personal liability for failure to exercise their 

duties properly.  However, most family trusts are designed to give the trustees maximum 

discretion with respect to their duties.   Therefore, the trust administration should generally be 
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quite straightforward since administering a trust is, for the most part, less complicated that being 

a director of a corporation. 

A second disadvantage is that trusts are deemed to have disposed of all their assets every twenty-

one years.  This deemed disposition would trigger all the accrued gains (and capital gains taxes) 

on the property held within the trust.  However, there is a mechanism in the Income Tax Act 

which will usually allow the assets of a trust to be rolled out to the beneficiaries without any tax 

consequences before the twenty-one year period expires.  The trustee can then determine which 

beneficiary gets which asset at that time. 

 

 

 


