
CHANGES TO THE TAXATION OF INCOME 
TRUSTS  

On October 31, 2006, the Honourable Jim 

Flaherty, Minister of Finance unveiled his Tax 

Fairness Plan for Canadians, designed to re-

store balance and fairness to the federal tax 

system by creating a level playing field be-

tween income trusts and corporations.  

 

For months many publicly traded Canadian 

corporations have announced their intention 

to convert to income trusts, or have already 

converted to income trusts. While operating 

within the current tax rules, these corpora-

tions have sought more favourable tax treat-

ment by capitalizing on the flow-through na-

ture of the taxation of income earned by 

trusts thereby bypassing taxation at the cor-

porate level.  

 

In the opinion of the Department of Finance, 

this trend was creating an economic distor-

tion that is threatening Canada’s long-term 

economic growth and shifting any future tax 

burden onto hardworking individuals and 

families. Furthermore, tax-exempt entities 

that are unit holders of these trusts, including 

registered pension plans and registered re-

tirement savings plans, pay no tax whatso-

ever whereas non-resident unit holders pay 

only the withholding tax on distributions. If 

left unchecked, these corporate decisions 

would result in billions of dollars in less reve-

nue for the federal government to invest in 

the priorities of Canadians, including more 

personal income tax relief. These decisions 

would also mean less revenue for the prov-

inces and territories.  

The Department of Finance had previously 

announced changes to the taxation of divi-
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dends paid by large corporations, effective 

for 2006, by lowering the tax payable by indi-

viduals who receive them in the hope that this 

would remove the bias in favour of income 

trusts. Judging by the apparent lack of re-

sponse from the corporate community, the 

Department felt compelled to take further ac-

tion.  

 

The measures announced by the Minister are 

summarized below.  

 

 

1. New Taxation System for Income 

Trusts and their Investors 

 

The distributions made by almost all publicly 

traded income trusts and limited partner-

ships that qualify as “specified investment 

flow-throughs” (SIFTs), will be subject to tax 

at the level of the SIFT at a special rate that is 

intended to approximate the combined fed-

eral and provincial tax rate applicable to cor-

porations.  

 

Under current law, income trusts are entitled 

to deduct from their income the amounts that 

they distribute to unit holders.  

 

Since these trusts typically distribute all of 

their income, the tax burden is effectively 

shifted to their beneficiaries. Under this new 

proposed system, this deduction will no lon-

ger be allowed with respect to income other 

than portfolio income. On the other hand, li-

mited partnerships are not required to pay 



 income tax at all since all of their income is 

taxed in the hands of the limited partners. It is 

therefore proposed that limited partnerships 

be taxed in a manner similar to trusts on their 

non-portfolio income. SIFTs will be taxed at a 

special rate designed to equate to the sum of 

the federal general corporate tax rate plus a 

13% notional provincial tax.  

It is noted that real estate investment trusts 

(REITs) will be excluded from these measures 

and will therefore continue to be subject to 

the current rules. 

 

Based on currently enacted corporate rates 

and the proposed rate reduction for 2011 that 

is described below, the special tax rate appli-

cable to SIFTs will be 34% for 2007, 33.5% for 

2008, 33% for 2009, 32% for 2010 and 31.5% 

for 2011 and subsequent taxation years. 

 

If an income trust does not distribute all of its 

income, the portion that is not distributed will 

be subject to tax at the same rates currently 

applicable to income retained in a trust, ge-

nerally the highest federal and provincial 

personal income tax rates applicable to indi-

viduals. 

 

Income subject to this new tax will be treated 

as an eligible taxable dividend from a Cana-

dian corporation in the hands of the unit hol-

der, i.e. for individuals, subject to a 45% 

gross-up and a dividend tax credit. 

 

These measures will not apply to SIFTs that 

began to be publicly traded before Novem-

ber 2006 – or their investors – for taxation 

years that end before 2011. For SIFTs that be-

gin to be publicly traded after October 2006, 

the changes will apply for the later of their 

2007 taxation year and the taxation year in 

which they begin to be traded. 

 

Note that the treatment of distributions of ca-

pital amounts, considered as “return on capi-

tal”, is unchanged by the proposed measures 

described above.  

WHAT’S NEW Page 2  

2. Reduction of General Corporate Tax 

Rate 

 

The 2006 Budget announced that the general 

corporate tax rate would be reduced from 

21% to 19% between now and 2010. It will 

now be reduced by another one-half point to 

18.5% in 2011.  

 

 

3. Increase in the Age Credit Amount 

 

The age credit, a special federal income tax 

credit for Canadians 65 years of age and 

over, previously established at $4,066 for 

2006, will be increased to $5,066 effective for 

the 2006 taxation year. 

 

This credit is subject to an income test that 

targets the assistance to seniors who need it 

most. The unused portion of the credit may be 

transferred to a spouse or common-law part-

ner. For 2006, the age credit amount begins 

to be phased out when net income reaches 

$30,270. The phase-out rate is 15%, which 

means that the credit would be fully phased 

out when net income reaches $57,377. With 

this enhancement, the age credit will be fully 

phased out when net income reaches $64,043. 

 

 

4. Introduction of Pension Income Split-

ting 

 

Canada’s income tax system generally requi-

res each individual taxpayer to report and 

pay tax on all of the income they earn. Reco-

gnizing the special challenges of planning 

and managing retirement income, and to pro-

vide targeted assistance to pensioners, a new 

mechanism for pension income splitting has 

been introduced.  
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This measure will allow any Canadian resi-

dent who receives income that qualifies for 

the existing pension income tax credit to allo-

cate to their resident spouse (or common-law 

partner) up to one-half of that income. This 

measure will significantly increase the incen-

tive to save and invest for family retirement 

security. 

 

For individuals aged 65 years and over, eligi-

ble pension income includes lifetime annuity 

payments under a registered pension plan, a 

registered retirement savings plan or a defer-

red profit-sharing plan and payments out of 

or under a registered retirement income 

fund. For individuals under 65 years of age, 

eligible pension income includes lifetime an-

nuity payments under a registered pension 

plan and certain other payments received as 

a result of the death of the individual’s spouse 

or common-law partner. 
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A memorandum of this nature cannot be all-encompassing and is not intended to replace professional advice. Its purpose is to highlight tax planning possi-
bilities and identify areas of possible concern. Anyone wishing to discuss the contents or to make any comments or suggestions about this WHAT’S NEW is 

invited to contact us. 

 
WH A T ’ S  N E W  

F O R  F U R T H E R  I N F O R M A T I O N :  

 

A MM A R  C O U S I N E A U   

A L T M A N  T É L I O  H A D I D  

1  W E S T M O U N T  S Q U A R E ,  S U I T E  2 5 0  

M O N T R E A L ,  Q U E B E C   H 3 Z  2 P 9  

T E L :  ( 5 1 4 )  9 3 1 - 4 4 1 1  

F A X :  ( 5 1 4 )  9 3 1 - 3 0 6 6  

E - M A I L :  a c a t h @ a c a t h . q c . c a  

The amount allocated will be deducted in 

computing the income of the transferor (the 

person who actually received the pension in-

come) and included in computing the income 

of the transferee (the person to whom some 

or all of the pension income is allocated). 

Since it will in many cases increase the trans-

feree’s tax payable, both persons must agree 

to the allocation in their tax returns for the 

year in question. 

 

The pension income splitting allocation will 

be available for the 2007 and subsequent 

taxation years, and must be made one year at 

a time.  


