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This section explains the
fundamental concepts 
behind the federal and 
provincial income tax 
systemS – concepts which 
are key to minimizing
your income tax bill. 

It might be hard to believe, but understanding them can make what appears to be an incredibly
complex tax system fairly easy to navigate and apply.

Your income tax bill depends on the size and nature of your income, the province where you live and
the size and makeup of your family. Your National Bank Financial Investment Advisor can provide the
tax rates for your province along with information on how to apply them to your unique situation, and if
needed, can refer you to a tax specialist.

Be tax smart 



Personal tax rates
You actually have two tax rates:

> The “marginal tax rate” is, technically, the tax rate on your top dollar of income. It’s often referred to
as your “tax rate” or “tax bracket.”

> The “effective tax rate” is the overall percentage of your total income that is paid in federal and
provincial tax. It is also called your “average tax rate.”

Many people believe these rates are the same. They are not. Canada has a “progressive” tax system in
which the federal government and the provinces set brackets with higher amounts of income taxed at
higher rates.

Suppose you had $70,000 in taxable income for 2007. Does that mean federal tax claimed 22% of it?
No. Here’s how the federal tax worked out:

Additional information about these tax rates can be found in Raymond Chabot Grant Thornton’s Tax 
Planning Guide, available online at http://rcgt.com/en/publications/index.jsp by clicking on the
Taxation hyperlink.

As you can see, federal tax claimed 16.2% of your taxable income. That’s the “effective”, or “average” tax
rate. Just to complicate things a little, each province has its own brackets and rates. So you must do a
second calculation to determine your combined federal-provincial tax rates. 

Fortunately, accountants Ernst & Young maintain a free Internet calculator that does these two
calculations for any level of taxable income. Go to http://www.ey.com/global/content.nsf/Canada/Home
and click on “Tax Calculator.”
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Income range Tax rate

$0 to $37,178* 15.0%

$37,179 to $74,357 22.0 %

$74,358 to $120,887 26.0 %

$120,888+ 29.0 %

* The first $9,600 is tax-free due to the “basic personal
credit.” This tax-free amount will increase to $10,100 
as of 2009

Federal tax rates for 2007

Income Tax rate Tax due

$0 to $9,600 Basic personal credit $0

$9,601 to $37,178 15.0% $4,137

$37,179 to $70,000 22.0 % $7,221

Total federal tax due: $11,358

Effective tax rate: 16.2%

Federal tax based on 
taxable income of $70,000
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Here are four ways to use your marginal tax rate in money management decisions:

> Suppose you are debating whether to give up your $50,000 salary to care for your children full time.
If you live in Ontario and have no other taxable income, the Personal Tax Calculator says your
effective tax rate is about 20%. So you would really be giving up $40,000 – not $50,000. Next,
subtract the cost of commuting and other work-related expenses as well as the after-tax cost of
daycare. Your wish might be more affordable than you thought.

> Once you are in the top tax bracket for salary, tax can claim anywhere from 39 to just over 48 cents
of each additional dollar you earn. The actual bite depends on your province; as shown in the
calculator’s marginal tax rate column. Based on that and your career path, you can weigh the trade-
off between time spent at work and time spent with your family or in leisure pursuits.

> You’re offered a new job that pays $5,000 a year more but requires dressier clothes and a much
longer commute. Use your marginal tax rate to estimate how much more after-tax money you would
really earn and then subtract your added costs to see if the move makes sense, again factoring in
what it might mean for your career.

> Recall the point made in the section on saving about conserving money through more selective
shopping. Is it worthwhile to spend four hours on research and shopping in order to save $500? The
key lies in how much you would have to earn pre-tax in order to pay $500 more for an item.
Suppose your marginal tax rate is 40%. Subtract 0.40 from 1.00. The result is 0.60. Divide that into
$500. The result - $833.33 – is how much you would have to earn at your job to net $500 for
spending. So, in this case, each of the four hours of research and shopping is worth just over $200. 

So far we’ve established that you have a marginal tax rate and an effective tax rate. That’s not totally true
— you really have several marginal tax rates. That’s because some forms of income are taxed more
lightly than others. 

> Employment income: Fully taxed at your marginal rate

> Registered Pension Plan income: Fully taxed at your marginal rate but first $2,000 qualifies for a
tax credit. The pension income can also be split between spouses, saving tax if one spouse has a
lower marginal rate than the pension recipient.

> RRSP/RRIF income: Fully taxed at your marginal rate. Starting at age 65, the first $2,000 of a
RRIF withdrawal qualifies for a tax credit. Also starting at 65, RRIF withdrawals can be split
between spouses, saving tax if one spouse has a lower marginal rate than the RRIF holder.

> Interest: Fully taxed at your marginal rate

Your tax rate is never 100%
Here’s a true story. We encountered an elderly couple with $200,000 in a chequing account that paid no
interest. Someone had planted the idea that they were ahead of the game by paying no tax. They were
shocked to learn that even after paying tax, they could keep at least $5,000 of the interest earned if that
money was prudently invested. Yes, they had been avoiding tax, but at significant cost.

How big is your tax bite?

Consult the Personal Tax Calculator at www.ey.com 

Province

Taxable income $

After-tax income $

Average tax rate %

Marginal tax rate %



> Capital gains: Taxed at half the marginal rate because just half of a capital gain is taxable. Suppose
your overall marginal tax rate is 40% and you sell a stock or mutual fund for $2,000 more than you
paid. What you paid is called the “adjusted cost base” or ACB. You will be taxed on half of that gain,
or $1,000. At 40%, the tax due is $400. So you made a $2,000 profit and kept $1,600. The $400 in
tax equals 20% of the gross gain, or half your overall 40% marginal rate. 

What if you sell an investment for less than you paid? That creates a capital loss. A capital loss must
first be used to offset any capital gains realized in the current year. Any unused portion can then
offset capital gains that were taxed in the previous three years, or be carried forward to offset future
gains. 

Let’s view this in conjunction with the $2,000 gain above. After doing that profitable trade, suppose
you sold another investment for a loss of $800. Half of this loss counts for tax purposes just as half
the gain counted. So, the loss offsets $400 of the $1,000 taxable gain. That leaves $600 taxable and,
at a 40% marginal rate, the bill comes to $240. Without the capital loss, the bill was $400. So, by
pairing these transactions, the taxman wound up covering $160 of the $800 loss. This pairing is
called “tax loss harvesting” or “tax loss selling.” Many investors do it toward the end of the year.
Special rules deny the capital loss tax break for holdings sold within 30 days of purchase or 
re-purchased within 30 days of sale; consult your tax advisor or National Bank Financial Investment
Advisor.

> Corporate dividends: The tax treatment depends on whether the dividend is from a foreign or
Canadian corporation. Dividends from foreign companies are fully taxed – just like interest.
Dividends from Canadian companies benefit from a dividend tax credit. The value of the credit
depends on whether it is “eligible” or “ineligible.” That reflects how the corporation’s income was
taxed. Dividends paid by public companies – those listed on a Canadian stock exchange – are
normally “eligible” and thus get the higher credit.

As you can see, the type of investment income has a big impact on how much is left over after taxation.
Your National Bank Financial Investment Advisor can work with you to help ensure that you keep as
much of your investment returns as possible by structuring your portfolio in a tax-efficient manner.
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What you keep from $100 in 2007

Ontario resident with $70,000 of taxable income 

Income source How taxed Marginal rate After-tax net

Employment Fully 32.98% $67.02

Pension/RRIF* Fully 32.98% $67.02

Interest Fully 32.98% $67.02

Capital gains Half the gain is taxed 16.49% $83.51

Dividends

> Canadian “eligible” Dividend tax credit 8.66% $91.34

> Canadian “ineligible” Dividend tax credit 16.86% $83.14

> Foreign Fully 32.98% $67.02

* Does not reflect $2,000 pension income credit or impact of income splitting

Source: Ernst & Young Personal Tax Calculator, in 2007
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The 4Ds
Professional tax advisors base their planning on a concept known as the “four Ds.” The four Ds stand
for: 

Deduct

Defer

Diminish

Divide

Deduct

For various reasons, the government has decided not to tax money that is used in certain ways. As a
result, you get to use pre-tax dollars and the true outlay is therefore less than with after-tax dollars.

Defer

Defer means to legally put off a tax payment, ideally for many years. In effect, the federal and provincial
government give you an interest-free loan that equals the amount of tax that would otherwise be due.

An RRSP is the most common example of a tax deferral vehicle. Consider what happens to a $10,000
contribution by someone with a 45% marginal tax rate. Normally, $4,500 in tax would be taken from
those earnings, leaving $5,500 for investment. But the RRSP deduction means that the full $10,000 is
subtracted from your taxable income and you avoid paying tax on that money – for now. Tax will
eventually have to be paid when the $10,000 is withdrawn from the RRSP, but that could easily be 30 or
40 years away – and the tax rate then might even be lower than today. The bottom line: tax deferral
means you can afford to invest $10,000 instead of $5,500. 

Buy-and-hold investing outside an RRSP also offers tax deferral that many people overlook. Gains on a
stock or mutual fund are taxed only when the holding is sold. So, the value of well-chosen high-quality
investments could compound for years or even decades before facing any tax.

Diminish 

Diminish recognizes that different forms of income get taxed at different rates. For example, we saw
earlier that dividends from Canadian companies are taxed at a much lower rate than interest –
especially if they’re eligible for the higher dividend tax credit. So, if you depend heavily on fully-taxed
interest from GICs, it might be worthwhile to consult your Investment Advisor about investing in high-
quality stocks and mutual funds that pay dividends.

John is a self-employed consulting engineer who works out of an office in his home. The office represents
15% of the space in the home. John can deduct 15% of his $2,000 heating bill. That’s $300. This means John is
not taxed on $300 of his income. If his marginal tax rate is 45%, he saves $135 in tax. So heating his home
effectively winds up costing $1,865 instead of $2,000.



Encourage your teenage child to file tax returns
reporting all income from odd jobs and part-time
employment. Thanks to the basic personal credit, it’s
unlikely that any tax would be due, but each dollar

of income reported will create RRSP contribution
room that the child can use in the future. Filing a tax
return also offers a good lesson in civics and personal
money management.

WE SUGGEST…
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Divide

Divide is often referred to as “income splitting.” The idea is to shift income to a spouse or child who is
in a lower bracket. That’s easier said than done. Special “attribution” rules negate the benefit of simply
giving money to a spouse or minor child. Here are some widely used legal ways to split income:

> Family expenses: Suppose there is a wide gap in a couple’s income. Each partner deposits his or
her earnings into a separate account. The higher income partner pays all family expenses, making it
possible for the lower income one to invest most or all of his or her earnings.

> Spousal loans: One spouse can lend money to the other for investment. It must be a formal
interest-bearing loan with written documentation. Tax rules dictate the minimum interest rate that
must be charged. Consult your tax advisor or National Bank Financial Investment Advisor.

> Self-employed: You can pay your spouse and children reasonable salaries for bona fide services.
Those payments are deductible from your own business income. If you incorporate, the business can
be structured so your spouse holds shares and receives dividends. Minor children can also hold
shares so that future growth will be taxed in their hands, but special rules restrict your ability to pay
them dividends. 

> Gifts and inheritances: Suppose a man who earns much less than his wife receives a big
inheritance. He can invest that money in his name so future earnings get taxed at his rate. Many
Canadians receive money from foreign relatives. Suppose your parents who live overseas send your
newborn $10,000. That belongs to the child and should be kept separate from money you provide.

> Gifts between adults: While you cannot simply give investment money to your spouse without
facing attribution, your parents can give it to you – or to your spouse.

> Gifts from parents to minor children: There is no attribution on capital gains earned by a minor.
So, through a trust account, you could provide your child with money to invest in stocks and mutual
funds. What about interest and dividends? The income generated directly by the money you provide
will be taxed in your hands. But “second generation” income from reinvesting those interest
payments and dividends will be taxable for the child.

> Child Tax Benefit and Universal Child Care Benefit: These “baby bonus” payments can be
invested in the child’s name without attribution.

> Registered Education Savings Plan: Investment income and capital gains generated inside an
RESP are not taxed until withdrawn from the plan. These amounts are then taxable in the student’s
hands, not in those of who provided the capital.

> Minor child’s earnings: Money earned through odd jobs such as babysitting and through part-time
or summer employment belongs to your child and can be invested in his or her name without
attribution to you. 

> Spousal RRSP contributions: You are allowed to put all or part of your RRSP contribution into a
plan for your spouse. Withdrawals after a holding period that runs as long as three years following
the last contribution are then taxable in the spouse’s hands. This is a long-term way to balance
income in retirement. 



> Canada/Quebec Pension Plan splitting: Couples can do a 50-50 split of the CPP/QPP benefits
earned during their time together. 

> Pension income splitting: A couple can split the regular income received from a Registered
Pension Plan. Similarly, a RRIF holder aged 65 or older can have up to half his or her withdrawal
taxed in a spouse’s hands. 
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How we help with your tax filing
Tax planning and return preparation requires good records. We do our best to make things easy from the
investment perspective.

After the year ends, we will send you a federal T5 slip and an Investment Income Summary that cover
dividend and interest income from all investments registered in National Bank Financial’s name with the
exception of mutual funds – for which tax slips are sent out directly by the fund company. Quebec residents
will also receive a Relevé 3 slip to file with their provincial tax return. Note: we do not issue tax slips if your
investment income totalled less than $50, but you are still required to report those payments.

National Bank Financial also sends you a report summarizing all of the purchases and dispositions of
securities you made during the calendar year. This transaction summary is very useful for reporting any
capital gains or losses realized during the year. You will be able to find the average cost base for securities
disposed of by looking at your regular account statement.

If you made a withdrawal from an RRSP or a RRIF, you will receive a federal T4RSP or a T4RIF slip that shows
the amount. Quebec residents are also sent a Relevé 2 slip.

RESP withdrawals are reported on a federal T4A slip and, for Quebec residents, on a Relevé 1. These slips are
sent to the plan beneficiary, who is taxed on the withdrawn income. Capital withdrawals are not taxed.
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The particulars contained herein were obtained from sources which we believe reliable but are not guaranteed by us and may be incomplete. The opinions expressed are based upon 
our analysis and interpretation of these particulars and are not to be construed as a solicitation or offer to buy or sell the securities mentioned herein. The Firm may act as financial
advisor, fiscal agent or underwriter for certain of the companies mentioned herein and may receive a remuneration for its services. The Firm and/or its officers, directors, representatives,
associates, may have a position in the securities mentioned herein and may make purchases and/or sales of these securities from time to time in the open market or otherwise.

25982-202 (2007/09/27)
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