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DI1VIDEND INCOME

How various types of dividend income are taxed

This article provides an overview of the different types of dividend income and their respective income tax
treatments for a resident of Canada. Certain tax treatments provide opportunities for financial planning
strategies that may allow you or members of your family to receive Canadian dividend income “tax-free.”

The information in this article is not intended to provide legal or tax advice. To ensure that your own
circumstances have been properly considered and that action is taken based on the latest information
available, you should obtain professional advice from a qualified tax advisor before acting on any of the

information in this article.

Not ALL DIVIDENDS ARE THE SAME
Corporations can choose to pay
dividends to shareholders. You, as the
shareholder may receive dividends
from different ‘pools’ of income within
the corporation. The source of the
dividend determines how you will

be taxed on the income. Canadian
corporations can pay both “eligible”
and “non-eligible” dividends.

As a Canadian resident, the tax

rate that applies to dividend

income depends on the type of
dividend you receive. For example,
eligible dividends from a Canadian
corporation benefit from preferential
tax treatment. In comparison,
dividends you receive from a foreign
corporation are taxable at your
marginal income tax rate.
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Di1viDeEND INCOME FROM CANADIAN
CORPORATIONS

ELIGIBLE DIVIDENDS

Eligible dividends are subject to

an enhanced dividend “gross-up”.
Individuals who earn eligible dividends
can claim a federal dividend tax credit.
There is also a provincial or territorial
dividend tax credit available, which
differs for each province or territory.
Alist of gross-up factors and federal,
provincial, and territorial dividend tax
credit rates can be found in Appendix 1.

The following table provides an
example of how tax would be
calculated on $1,000 of eligible
dividends received by a taxpayer who
is subject to tax at the top marginal tax
bracket. The federal gross-up is 38%,
the dividend tax credit is 15% of the
grossed-up dividend. The example

assumes a federal tax rate of 29%
and provincial tax rate of 15%. The
provincial tax credit is 10% on the
grossed-up dividend.

Example 1: After-tax eligible dividend income

Eligible dividend income $1,000
Gross-up (38%) 380
Taxable amount $1,380
Federal tax ($1,380 x 29%) $ 400
Less: dividend tax credit 207
($1,380x 15%)

Net federal tax $ 193
Provincial tax ($1,380 x 15%) $ 207
Less: provincial dividend tax

credit ($1,380 x 10%) —(138)
Net provincial tax $ 69
Combined tax ($193 + $69) $ 262
After-tax amount (51,000 - $262) | S 738




Having little or no
other income, you
may be able to receive
dividends from a
Canadian corporation
“tax-free.” Under
certain circumstances,
the dividend tax credit
and the basic personal
amount (and other
tax credits you may be
entitled to) reduce the
taxes on dividends to

Zero.
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NoN-ELIGIBLE DIVIDENDS

Non-eligible dividends are subject to a
dividend gross-up that is smaller than
the eligible dividends. The dividend
tax credit for non-eligible dividends

is also generally smaller. As with
eligible dividend, you are eligible for
additional provincial or territorial
dividend tax credit. A list of gross-up
factors and federal, provincial, and
territorial dividend tax credit rates can
be found in Appendix 1.

COMPARING ELIGIBLE AND NON-ELIGIBLE
DIVIDENDS

Generally, the company can designate
a dividend as either eligible or non-
eligible dividend. The ability to make
such a designation depends mostly
on a corporation’s status. Since 2006,
dividends paid by a Canadian public
corporation (companies that trade
on a stock exchange) are typically
classified as eligible dividends.

On the other hand, a Canadian
Controlled Private Corporation
(CCPC) can pay both eligible and
non-eligible dividends. The first
$500,000 of active business income
earned by a CCPC may be taxed at
lower rates when certain conditions
are met. The $500,000 is the federal
small business deduction (SBD)
limit (the provincial limit varies by
province). When dividends are paid
from income that has been subject to
the SBD, the dividends are designated
as non-eligible dividends. A CCPC’s
active business income exceeding
the SBD limit is taxed at the higher
general corporate tax rate. Dividends
paid from this pool of income are
designated as eligible dividends. A
CCPC may also pay shareholders the
eligible dividends it receives from
other corporations.

TAx-FREE DIVIDEND INCOME
Having little or no other income, you
may be able to receive dividends

from a Canadian corporation “tax-
free.” Under certain circumstances,
the dividend tax credit and the basic
personal amount (and other tax credits
you may be entitled to) reduce the
taxes on dividends to zero. In this case,
although you receive dividends, the
payment does not trigger an income
tax liability. The amount of this
potentially tax-free receipt depends
on whether the dividend is an eligible
or non-eligible dividend and on the
province or territory of residence. See
Appendix 2 for the amount of eligible
and non-eligible dividend amounts a
single Canadian resident may be able
to receive tax-free assuming they have
no other income.

Please note this planning opportunity
is only applicable for individuals.

If a trust or a corporation receives
dividend income, the income is
subject to tax in a different manner.
They do not necessarily have the same
tax credits. For example, although
atrustis eligible for the dividend

tax credit, it cannot claim the basic
personal exemption.

THE EFFECT OF RECEIVING DIVIDEND
INCOME ON INCOME-TESTED CREDITS AND
BENEFITS

The more dividends you receive,

the higher your taxable income. It is
important to keep in mind the gross-up
rate on dividends will increase your
taxable income. For example, $1 of
actual eligible dividend is reported as
$1.38 taxable income on your tax return.
The grossed-up amount is used for
testing your eligibility for certain credits
and benefits such as the age amount or
Old Age Security. You should contact a



The more dividends you receive, the higher your taxable income. It is important to keep in mind the

gross-up rate on dividends will increase your taxable income. The grossed-up amount is used for

testing your eligibility for certain credits and benefits such as the age amount or Old Age Security.

qualified tax advisor to determine the
most tax-efficient amount of dividend
income you should receive.

DoN’T FORGET THE ATTRIBUTION RULES

If you gift shares to a spouse or a minor
child, or your minor child receives
shares from a relative, the income might
be subject to the attribution rules.

If these rules apply, all of the dividends
will be taxable in the hands of the
individual who gifted the shares. If the
individual who gifted the shares has
other sources of income, the dividend
income may not be tax-free for them.

SpLIT INCOME TAX (KIDDIE TAX)

The split income tax rules prevent
families from shifting income to minor
children as a way of reducing the
household tax bill. Where a minor child
receives dividends paid from private
corporations or through a family trust,
the dividends may be taxable to the
child at the highest marginal tax rate.
The minor child will only be able to
claim the dividend tax credit on these
payments. These rules do not apply

to dividends that a minor receives
from stocks that are traded on a public
exchange. It is important to consult
with your tax professional prior to
implementing any income splitting
strategies with minor children.

FOREIGN DIVIDENDS
Foreign corporations are generally not
subject to Canadian corporate tax, so

dividends you receive from foreign
corporations are not subject to the
gross-up, nor are you eligible for the
dividend tax credit. Foreign dividends
you receive, such as those paid by
U.S. or European companies, are fully
taxable to you. This tax treatment
results in higher taxes payable on a
foreign dividend than on a Canadian-
source dividend. In addition, there
may be withholding tax on the
foreign dividends. In a non-registered
account, you can claim a federal
foreign tax credit to a maximum of
15% on your Canadian income tax
return. If the withholding tax rate is
more than 15%, you may not be able to
avoid double tax on the income.

If you hold shares of a foreign
corporation, you may receive foreign
dividends (stock dividends) as a result
of a foreign spin-off. Normally, if you
receive this type of dividend, it is fully
taxable to you. However, the foreign
corporation may be able to structure
the spin-off as an “eligible spin-oft™.
If the company gets approval from
the CRA, you can then file an election
with your tax return to defer the taxes
payable on the foreign dividend.

For more information, ask your RBC
advisor for a copy of article titled
“Foreign Spin-offs”.

CAPITAL GAINS DIVIDENDS
Capital gains dividends are usually paid
by regulated mutual fund corporations,

investment corporations or mortgage
investment corporations. They are
distributions from the corporation’s
pool of realized capital gains. Capital
gains dividends are not eligible
dividends for tax purposes, and do
not qualify for the dividend tax credit.
They are taxed as capital gains and are
subject to tax like any other capital
gain. Currently, you must include
half of the capital gains you realize or
receive in your taxable income.

CAPITAL DIVIDENDS

A capital dividend is a tax-free
dividend that can be paid by a private
Canadian corporation. When the
corporation has a positive balance in
the Capital Dividend Account (CDA),
a capital dividend distribution can be
made. In general, the following items
increase a corporation’s CDA:

m the non-taxable portion of capital
gains net of the non-taxable portion
of capital losses;

m proceeds from certain life insurance
policies net of the adjusted cost base
of the policy;

m capital dividends received by the
corporation; and

m the non-taxable portion of any
gains on the sale of eligible capital
property, such as goodwill that is
added to the account after the end
of the tax year when the gain is
realized.
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STOCK DIVIDENDS

Stock dividends are typically used by
public companies. They can be used
to effect a stock split or increase the
stated capital of the corporation. They
are also sometimes used as a method
to distribute shares of standalone
businesses to shareholders as part of
a spin-off transaction. When making
a stock dividend distribution, the
company does not need to go through
the formal process that is generally
required for cash dividend payments.

For tax purposes, stock dividends
are taxable. In general, the taxable
dividend amount equals the increase

and will not be reported on a T5 slip.

A stock dividend distribution from a
Canadian corporation is subject to

the gross-up and dividend tax credit
treatment. Foreign stock dividends
will not be subject to the gross-up and
accordingly are not eligible for the
preferential dividend treatment. Again
they are fully taxable.

Understanding how you will be taxed
on the various types of dividend income
you may receive will help you with tax
planning and investment planning.
Speak to your RBC advisor to ensure
that your current investments fit into
your personal financial plan.

Foreign dividends
in paid-up capital of the corporation.

you receive, such In most cases this amount is negligible

as those paid by

U.S. or European Appendix 1 — 2014 Gross-up Factors and Dividend Tax Credits

companies, are fully Gross-up Factors

Eligible Dividends ‘ 38%
Non-eligible Dividends | 18%

taxable to you. This tax

treatment results in

higher taxes payable
Dividend Tax Credits (combined)

on a foreign dividend

Eligible Dividend Non-Eligible Dividend
than on a Canadian- Tax Credit Tax Credit
source dividend. In Federal 15.02% 11.02%
addition, there may be Alberta 25.02% 14.12%
Withholding tax on the Br|t|?h Columbia 25.02% 13.61%

Manitoba 23.02% 11.85%
foreign dividends. New Brunswick 27.02% 16.32%
NL & Labrador 23.22% 15.57%
Nova Scotia 23.87% 16.89%
Nunavut 20.53% 14.07%
NWT 26.52% 17.02%
Ontario 25.02% 15.52%
PEI 25.52% 14.22%
Quebec 26.92% 18.07%
Saskatchewan 26.02% 14.42%
Yukon 30.10% 15.05%

The dividend tax credits above are a percentage of the grossed-up dividend.
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Appendix 2 — Tax-free Dividends

The following table summarizes by province the actual eligible and non-eligible
dividend amounts a single Canadian resident may receive tax-free assuming
they have no other income. These are the actual amounts of the Canadian-
source dividends before they are grossed up.

Eligible dividend amount Non-eligible dividend

Province (actual dividend before | amount (actual dividend
the gross-up) before the gross-up)
British Columbia $49,290 $17,150
Alberta $49,290 $21,852
Saskatchewan $49,290 $18,867
Manitoba $24,280 $8,389
Ontario $49,290 $35,557
Quebec $35,080 $21,400
New Brunswick $49,290 $17,750
Nova Scotia $30,515 $21,672
Prince Edward Island $44,692 $9,700
Newfoundland and Labrador $38,845 $17,782
Yukon $49,290 $22,090
Northwest Territories $49,290 $35,557
Nunavut $49,290 $35,557

This table considers all regular federal and provincial taxes and surtaxes (with
the exception of the Ontario Health Premium, and the Quebec Health Service
Fund, Health Contribution and Prescription Drug Insurance Plan). Only the basic
personal exemption and the dividend tax credit are reflected in the calculation.

As you can see from this table, the amount of eligible dividends that may be
received tax-free varies from province to province. It ranges from the lowest
amount of $24,280 in Manitoba to the highest amount of $49,290 in most other
provinces. The dividend tax credit and the basic personal exemption in some
provinces allow for a higher dividend amount that can be received tax-free.
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Please contact us for more information about the topics discussed in this article.
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