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Special Report

A Cure for the Annual Income
Trust Headache

Kathy Hill

The income trust and closed-end fund sector of
the market with a market capitalization of ap-
proximately $200 billion offers some excellent
investment opportunities, often providing at-

tractive tax-advantaged cash flow and total returns. How-
ever, calculating capital gains for tax purposes on these as-
set classes can be quite complicated. Canada Revenue
Agency (CRA) requires investors to accurately calculate an
adjusted cost base (ACB) when these investments are sold.
A very large percentage of these trusts and funds pay
monthly distributions that include an amount that is a tax-
deferred return of capital (ROC). Each of these ROC
amounts reduces the ACB of the investment and must be
accumulated to arrive at the accurate ACB used to calcu-
late the capital gain or loss upon disposition.

How do you know if the distributions you received have
an ROC component? Check your T3 slips to see if there is
an amount reported in Box 42, defined as “Amount result-
ing in cost base adjustment”. This new box was added by
CRA to address the concern that investors were receiving
these tax-deferred distributions and failing to adjust for them
correctly. Unfortunately, seeing a number in Box 42 is only
a starting point. Investment dealers report the numbers in
batches and thus the amount you see on the T3 may repre-
sent the ROC for multiple trusts and funds you may hold.
In addition, you likely did not sell all the securities held.
Lastly, the accompanying report provided with the T3 is
only for the current year. This is of limited use if you held
the investment for several years before selling.

Where do you go to get the information you need? Most
of the information you require can be mined from public
sources. Some company websites are excellent at provid-
ing current and historical breakdowns of their distribu-
tions with complete tax information. However, many
websites are difficult to navigate, and others do not pro-
vide the necessary information at all.

Some full-service investment advisors will provide help
in arriving at the ACBs. One such advisor was Mike
Wooding, an advisor for nearly thirty years with CIBC
Wood Gundy in Victoria, B.C. Always interested in this

market sector, he was an early investor when the first trust
was issued in 1986 and by the time he retired he had 15%
of his assets under administration in these securities.
Wooding found that during tax season his support staff
was devoting a tremendous amount of time and resources
to providing clients and their accountants with ACBs for
all the income trusts, closed-end funds, split-share corpo-
rations and exchange-traded funds (ETFs) they had sold
during the year. Believing there had to be a better way than
chasing down all the information manually and building
spreadsheets, upon retirement in 2006 he took on the
project in earnest. Partnering with me, the development of
the ACB Tracking Inc. website commenced.

The company launched in February 2007 with a simple,
user-friendly website, www.acbtracking.ca. Now in its second
year, the service has been warmly received by many account-
ants, investment advisors, and individuals across Canada.

Well aware of the fact that a service such as this is only as
good as the integrity of the database from which it draws its
information, considerable time and effort was spent research-
ing, entering and validating the record dates of the distribu-
tions, the amounts of the distributions, and the portions that
were categorized as return of capital. The database contains
over 700 issues and is constantly being updated.

Another of the elements ACB Tracking focused on was
capturing all “phantom” distributions. These are fairly widely
used, yet are often not well understood by investors or tax
preparers. In order for trusts to remain non-taxable, they must
distribute earned income by yearend. While most trusts pay
their distributions in cash, a trust may elect to declare a distri-
bution in additional units, and then complete a concurrent
unit consolidation such that the number of units outstanding
after the consolidation is identical to the number outstanding
before the unit distribution was paid. Thus, there is no im-
pact on the net asset value of the fund or trust, there is no
dilution, and the trust remains non-taxable. The investor has
a tax liability to the extent of the unit distribution paid, but
receives no cash with which to pay this liability, nor does he
receive additional units, hence the term “phantom” distribu-
tion. However, the good news is that the ACB of the position
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is increased by the
amount of the unit
distribution, thereby
reducing the capital
gain liability (or in-
creasing the loss)
upon ultimate dispo-
sition of the position.

Phantom distri-
butions are often dif-
ficult to recognize,
and sometimes not
even reported. The
key element to look
for is a unit distribu-
tion with a concur-
rent unit consolida-
tion. Phantoms are
very common in
ETFs. ACB Tracking
Inc. has gone to great
lengths to identify all
phantom distribu-
tions paid by trusts
and funds in the da-
tabase to ensure us-
ers’ tax liabilities are
not overstated.

Since Finance
Minister Jim
Flaherty’s announce-
ment of October 31,
2006, the trust mar-
ket has seen unprec-
edented activity.
There was a high
volume of sales, as
well as numerous
r e o r g a n i z a t i o n s
within the sector.
When funds merge,
change their names,
and announce splits
and consolidations,
finding the com-
plete details to calcu-
late an accurate ACB
can become even
more tedious.

The 2007 taxation year was very unique for income trusts
due to the number of takeovers that did not provide the
election of a tax-deferred rollover. Nearly 50 income trusts
were bought out for cash, with the result that each one will

require ACB calculations. Some of the more widely held
issues affected are TransAlta Power LP, Legacy Hotels, Bell
Nordiq, Oceanex, Shiningbank, CHIP REIT and Retire-
ment REIT. If January 2008 is any indication, we will see
more of the same this year.

continued with monthly distributions
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The ACB Tracking Inc. site is a web-based calculator
that enables you to perform these calculations in just a few
minutes, automatically taking into account mergers, splits
and consolidations, name changes, and phantom distribu-
tions. These calculations come complete with PDF reports
detailing all of the activity in the trust or fund during the
investor’s holding period, as well as a summary of the capi-
tal gain or loss on the sale and the adjusted cost base of any
remaining position – easy and complete records to keep in
your tax file! Even complex calculations involving multiple
predecessor funds can be performed in a few minutes, in-
stead of hours.

As a website application, there is no software purchase
or installation required. The cost of using the system ranges
from $2.99 to $8.50 per calculation report, depending on
the number of calculations purchased. Calculations do not
expire and can be carried forward for use during future tax
seasons.

Good quality income trusts, closed-end funds and ETFs
still deserve representation in diversified investment port-
folios. Now, thanks to ACB Tracking Inc. the annual head-
ache of calculating the adjusted cost bases of liquidated po-
sitions finally has a cure.

A portion of a sample (and relatively simple) report for
RioCan is presented for your understanding.

Kathy Hill, Managing Director (Eastern Canada), ACB
Tracking Inc, Toronto, ON (905) 822-9562 or (866) 998-
7225, info@acbtracking.ca, www.acbtracking.ca

Dale’s note: We receive numerous inquiries on how to com-
plete ACB calculations for various securities. Here is an
affordable service which can meet most of these requests. I
did invite Kathy to prepare this special report for you.
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