Retiring Allowances

TAX & ESTATE BULLETIN

While the Canadian population ages and many individuals take early
P | retirement, a number of employees are receiving retiring allowances.

ITYIE I Careful application of some tax-planning techniques could potentially

minimize the tax consequences of receiving a retiring allowance.

What is a retiring allowance? Transfer to a Registered Retirement

A retiring allowance is an amount received on or after the Savmgs Plan (RRSP)

retirement of an employee in recognition of long service The advantage of having a payment classified as a retiring
or as compensation for loss of employment. It is generally allowance is that it may be eligible to be transferred to the
considered termination pay that is provided either voluntarily employee’s RRSP and thus be sheltered from immediate
or involuntarily (as a requirement of law or as a result of a taxation. The rules state that a taxpayer can transfer limited
court settlement). amounts received as a qualifying retiring allowance to an
A loss of employment usually refers to the elimination RRSP or Registered Pension Plan (RPP). The employee

of a particular position: for example, the downsizing of would initially include the retiring allowance in his or her
a job or position for economic reasons. However, a loss income. He or she can then take an offsetting deduction
of employment may also refer to the loss of income of an for the amount transferred to his or her RRSP or RPP, thus
employee who is let go. Early retirement incentive plans avoiding immediate tax.

are generally designed to reduce the number of positions The maximum amount eligible to be contributed

and the payments made in respect of these “retirements” to an RRSP is equal to a combination of;

are generally considered to be retiring allowances. = $2,000 per year of service with the employer

Sick leave credits before 1996 and

Payments for sick leave are normally considered to be = An additional $1,500 per year for years of service
employment income and are taxable in the year they before 1989, for which employer pension plan or
are received. However, an amount received on or after deferred profit sharing plan (DPSP) contributions,
retirement for unused sick leave credits qualifies as a if any, have not yet vested

retiring allowance.




Note that the years of employment that qualify for the transfer must
be before 1996. This is a result of the 1995 federal budget, which
eliminated post-1995 employment years from the calculation of the

amount eligible for transfer, as calculated above.

T4A supplementary slips

The employer is responsible for preparing a T4A supplementary
slip to indicate the amounts eligible and ineligible for the RRSP
transfer. The employee will then report the full amount of the
retiring allowance from box 26 of the T4A as “other income”
on his or her personal income tax return. Assuming the eligible
portion is transferred directly to the employee’s RRSP, the
employer is not required to withhold any tax at source. An
RRSP contribution slip — sometimes referred to as a 60(j.1)
receipt — would then be issued to the employee to claim

an offsetting deduction on his or her return. Note that the
employee should also complete Schedule 7 to designate

the amount that is being transferred into the RRSP.

Another option available is for the employer to pay the
employee the retiring allowance directly, and have the
recipient transfer the funds into an RRSP. The employer is
required to withhold taxes and would report both the retiring
allowance and the tax withheld on a T4A supplementary slip.
The employee would show both the income as well as the
amount of tax withheld on his or her personal income tax
return, in addition to the offsetting deduction for the
contribution to his or her RRSP. The designation of the
transfer would also be reported by completing Schedule 7.
This will allow the employee to get back some or all of the
tax previously withheld on the retiring allowance by his

or her employer. Note that the contribution into an RRSP
must be made no later than 60 days after the year in which
the retiring allowance was received (generally March 1).

EXAMPLE ONE

Jeff began work at ABC Co. in 1983 and was laid off on
April 3, 2000. ABC Co. did not have a pension plan or
a DPSP for its employees. On leaving the company, Jeff
received $40,000 as termination pay, an additional
$2,500 for unused sick leave credits, and $1,500 for

unused vacation leave.

Jeff can shelter the following amount from income

tax by transferring funds into an RRSP:

Termination pay $40,000

Unused sick leave credits

Total retiring allowance™ $42,500

13 years of employment before

1996 @ $2,000 per year = 26,000

6 years (1983-1988) before
1989 @ $1,500 per year =

Total eligible for transfer

to an RRSP $35,000

Therefore, $35,000 can be transferred into an RRSP
and the remaining $7,500 of the retiring allowance
(plus the unused vacation leave payment) will be

subject to immediate taxation.

* Note: Unused vacation leave does not qualify as a retiring allowance.

2,500

9,000




Alternative Minimum Tax (AMT)

AMT is a separate way of calculating income to ensure that

high-income earners, who may use tax-preferred vehicles to
greatly reduce or avoid taxes, still pay their share of taxes.

Since 1998, all RPP and RRSP contributions that are deducted
in computing a taxpayer’s ordinary income can also be deducted
from the income subject to AMT. Prior to 1998, this was not
the case.

Payment of retiring allowance
in instalments

Often an employer may offer retiring employees the option

of receiving the allowance either as a lump sum at the time

of termination or in instalments over a number of years. This
benefits the employer because the organization does not have
to come up with the cash all at once. It also helps the employee
because he or she can often split income over a number of
years and take advantage of graduated tax rates in each year.

If an employee receives a retiring allowance in instalments,
the instalments are taxable in the year received. Some or all
of each instalment may be transferred to an RRSP up to the
maximum eligible amount, as discussed above.

Note that if the instalments received reflect an amount

of interest income earned on the outstanding balance of a
retiring allowance, the interest income is not considered

to be a retiring allowance and therefore cannot be used to
increase the amount eligible for transfer to an RRSP or RPP.

EXAMPLE TWO

Jessica is to receive a $40,000 retiring allowance
payable annually in $10,000 instalments over the next
four years. The maximum eligible to be transferred to
Jessica’s RRSP is $20,000. She may therefore transfer
up to $10,000 in any of the four years as long as the
total amount transferred does not exceed $20,000

(the maximum eligible amount).

Death

A retiring allowance is generally included in computing the
income of a taxpayer when it is received. If an individual
dies before receiving all of the retiring allowance to which

he or she was entitled, any subsequent payments of the
retiring allowance made to a dependant or to the individual’s
estate will normally be included in the recipient’s income

as a retiring allowance.

An alternative is that the value of the retiring allowance to be
received at the time of death may be included in the retired
employee’s income for the taxation year of death as a “right
or thing.” A “right or thing” is an amount owed to you at the
time of death but not paid to you (i.e., to your estate) until
after death. It may be beneficial to report “rights or things”
on a separate tax return for the year of death, as outlined in
the following example.




EXAMPLE THREE

Daniel was employed with a company for many years before retiring in December 1996. As part of his retirement package,
he received a retiring allowance of $40,000. He was to receive $10,000 per year for four years. Unfortunately, Daniel

passed away in March 2000, before receiving his final retiring allowance instalment. Daniel has other income that puts
him in the highest marginal tax rate for 2000 on his terminal tax return.

Daniel’s estate elects to include the final retiring allowance instalment on a ““rights or things™ return to take advantage of
graduated tax rates and personal tax credits on each return. Daniel has no other “rights or things.”” If Daniel’s estate does
not elect to file a separate “rights or things’ return, the retiring allowance would be taxable in full at the highest marginal
rate along with his other income on his terminal return.

Taxed on Taxed on
terminal return “rights or things”
return

Retiring allowance $10,000 $10,000
Federal tax (29%/17%)? 2,900 1,700
Personal tax credit NIL2 (1,212)
Net federal tax $2,900 $488
Provincial tax (assume, 50%) 1,450 244
Total tax $4,350 $732
Less: tax on “rights or things™ return 732
Tax savings $3,618

By filing a “rights or things” return, Daniel’s estate pays only $732 in tax on the final $10,000 instalment of the retiring
allowance, resulting in a tax savings of $3,618.

129 per cent and 17 per cent are the highest and lowest federal income tax rates respectively (ignoring surtaxes).
2 Assumes that the personal tax credit has already been applied against taxes owing on other income reported on the terminal return.




If an employee retires and then dies before receiving a retiring

allowance to which he or she was entitled, the amount received
after death is not considered to be a death benefit. However,
if the employee dies before becoming entitled to a retiring
allowance, the amount will be considered a death benefit

and therefore the first $10,000 can be received tax-free.

For more information about the tax consequences of death,
ask for our Tax & Estate Bulletin on Death and Taxes.

Legal costs

If an employee must go to court or obtain legal representation
to collect or establish a right to a retiring allowance, the
employee can deduct any legal expenses paid. The amount
of the deduction in a year, however, is limited to the amount
of the retiring allowance received in the year and included in
income, less any amount transferred to the employee’s RRSP.
Any legal expenses above what can be deducted in a year may
be carried forward and deducted in the same way in any of the
seven following taxation years, to the extent that the employee
receives a further retiring allowance.

Non-resident recipients

An employer who pays a retiring allowance to a non-resident
is normally required to withhold 25 per cent of the retiring
allowance and to forward this amount to the Receiver General
on behalf of the non-resident. However, the withholding tax
may be waived if all of the following conditions are met:

e The amount is contributed directly to an RRSP or RPP
where the non-resident is the annuitant

e The amount does not exceed the maximum eligible
amount that would have qualified for the transfer
(as discussed above)

e The amount would have been taxable had the employee
been resident in Canada

This waiver can be obtained by completing Form NRTAL,
Authorization for Non-Resident Tax Exemption. Note that,
although rare, the 25 per cent rate of withholding may also
be reduced by a provision of a tax treaty with Canada.

A non-resident may elect to pay tax on a retiring allowance
at the normal Canadian marginal tax rates. This election

(a Section 217 filing) may benefit a non-resident whose
effective personal rate of tax, if he or she could file as a
Canadian resident, is lower than the withholding rate
Canada would otherwise apply.

Conclusion

The recent increase in the number of retiring employees has
resulted in a lot of interest in the tax-planning opportunities
available to the recipients of retiring allowances. With adequate
planning, opportunities exist to minimize and/or defer tax.
The information presented in this bulletin describes general
situations. All specific cases should be dealt with on an
individual basis, and professional tax and/or legal advice
should be obtained.
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