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THE CHANGING LANDSCAPE OF TAX-EXEMPT INSURANCE

Legislation in the House of Commons will change the landscape for life insurance in Canada and these
changes may affect policies you hold or intend to purchase in the near future.

Tax-exempt life insurance continues to
offer Canadians the opportunity to
mitigate financial risk while providing
“exempt” investment choices — where
annual investment growth is not taxed,
within policy limits and while the
investment remains in the exempt
policy. These types of policies provide
considerable flexibility for the amount
and duration of funding, and for
investment accumulation.

ExXeMPT VERSUS NON-EXEMPT
INSURANCE

Virtually all life insurance policies
available in Canada are exempt
policies. To qualify as such, the main
purpose of the policy must be
“protection-oriented” versus being
savings-oriented. An exempt policy
allows for investment (cash value)
accumulation in the policy, which is
not subject to annual taxation. A non-
exempt policy is subject to accrual
taxation on earnings. The insurer
“tests” your policy to determine what
amounts can be deposited to
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maintain tax-exempt status, and/or
determine what portion may be
exposed to taxation.

NEW LEGISLATION MAY AFFECT
EXEMPT STATUS

Included in the legislation were the
changes to the assumptions used in
determining the tax-exempt savings
component of certain life insurance
policies. Essentially, the legislation
will:

= Reduce the maximum premium
(and/or deposit) into an exempt life
insurance policy.

= Lower permissible maximum cash
value accumulation within an
exempt policy.

» Increase the taxable portion of
income from prescribed annuity
contracts.

In effect, the legislation will impact
one of the few tax-exempt savings
options Canadians have beyond
traditional registered accounts and
Tax-Free Savings Accounts.

WHAT DOES THIS REALLY MEAN?

In short, the maximum tax-exempt
savings room for the same policy (age,
amount and other basic factors) will be
lower after 2016. In a hypothetical
example, with the same life insured and
death benefit, the maximum deposit to
maintain the exempt status of a policy
could be $250,000 for a pre-2017 policy
and $175,000 for a post-2016 policy. The
tax savings, and the tax-exempt growth,
of the $75,000 annual difference can
yield significant financial advantages for
those who qualify for the insurance
coverage. Individuals who do not take
advantage of this additional room will
not be impacted.

CONSIDER ACTING BEFORE 2017
TO TAKE ADVANTAGE

Those who can take advantage of
additional room in a tax-exempt policy,
with capital available that is exposed to
tax, may benefit from funding a tax-
exempt insurance policy purchased
prior to 2017, to maximize their tax-
sheltering potential.
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The legislative changes are

set to govern policies sold
after January 1,2017.

The legislative changes are set to govern
policies sold after January 1, 2017.
Under most circumstances, and within
the policy limits, the new rules will not
affect grandfathering of existing
policies. However, policyowners should
be aware that certain changes to their
policy may cause aloss of
grandfathering privileges, regardless of
when the policy was issued. Legislative
provisions outline the loss of policy
grandfathering if a policy, issued prior to
2017, has specific premiums or the cost
of insurance is converted to another
type of life insurance, or if “medical”
underwriting is required after 2016 to
add coverage to a policy. Exceptions will
exist in specific circumstances for
medical underwriting.

WHAT TO CONSIDER

It's important to consider all of your
existing policies, their riders and any
contractual guarantees in those
policies over the next few years and
after 2016. Term insurance policies
(stand-alone) issued before 2017 and

converted after 2016 will not be
grandfathered — policy conversion will
be administered under the new rules.
Similarly, term insurance which was
added to a permanent insurance policy
(a policy rider) that is converted after
2016 to a level cost of insurance under
the same permanent policy will lose its
grandfathering status. If allowed by the
contract and the insurer, you should
consider separating the converted
portion into a new policy governed
under the post-2016 conditions in
order to maintain the existing policy’s
grandfathered status.

After 2016, adding a new coverage to an
existing policy will also cause the loss
of grandfathering of the existing policy.
It may be simpler to buy a stand-alone
policy in these situations (if you
medically qualify).

WHAT SHOULD You Do?

Talk to us about your needs, your
existing policies (and the contractual
rights and riders they may have). If
you need additional insurance and

want to maximize the tax-exempt
deposit room current policies offer,
you should consider beginning the
application process for new coverage
as soon as possible to ensure your
policy is issued before the January 1,
2017 deadline for grandfathering. Also,
determine whether or not you want to
exercise policy rights before 2017. Pre-
1982 policies (not subject to exempt
testing unless the policy had a
prescribed premium) may also be
affected and may lose their
grandfathering status if changes are
made after 2016 and will be subject to
this new legislation. Adjustments may
be made to some policies but in the
very near future those changes may
also have other consequences.

After 2017, carefully consider changes
you make to the policy. It’s prudent

to regularly review your insurance
coverage to ensure your financial
protection and that it continues to
meet your future needs. Please contact
us for more information.
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