THE JULY 18, 2017/
FEDERAL FINANCE PROPOSALS

Info-Session - Viscount Gort Hotel

Wednesday, September 6, 2017

Larry Frostiak, FCPA, FCA, CFPTEP
President of Frostiak & Leslie CPA Inc.

Copyright Frostiak & Leslie CPA Inc. All rights reserved.



MlnlSter Of Finance lO Oking ’ Tax revamp would punish small-business owners for success

Frostiak & Leslie CPA Inc.
The July 18, 2017

Federal Finance Proposals

Info -Session

for money (and feedback)

DAVID CHRISTIANSON
DOLLARS AND SENSE

A TELL, federal Finance Minis-
/\/ terBill Morneau has made a
proposal to increase taxes for
a certain part of the population — spe-
cifically those who have corporations
with other family members being pa1d
from those corporations.

The minister has referred to this
practice as “income sprinkling” and
says he considers it “unfair.” Let’s
examine these proposals, on which the
minister has asked for comments prior
to Oct. 2. {

In July, the Department of Finance
issued a “consultation paper” called
Tax Planning Using Private Corpora-
tions. This requests feedback on three
proposed tax increases aimed directly
at small businesses and private corpo-
rations and poses a series of questions
for respondents to answer.

These three areas are “income sprin-
kling” (sharing income among family
members), holding passive investments
inside a private corporation and con-
verting income to capital gains.

The third measure is one where a
strong argument can be made that
loopholes are being exploited. The oth-
ers I find concerning.

The government clearly has its mind
made up on moving forward. I admit
I was a little put off by their use of
value-laden terms such as “wealthy,”
“high income” and “unfair tax ad-

vantage,” which I know do not apply
to many of the people who would be
affected — and possibly very few of
them.

. Small businesses, most of them

'incorporated, are the engine creating

most of the jobs in Canada. The share-
holders of these corporations are the
people who make it happen.

The latest Key Small Business
Statistics released by Statistics Canada
in 2016 revealed that small businesses
employ 70.5 per cent of the labour
force in Canada, were responsible for
87.7 per cent of net employment growth
and contributed an average of 30 per
cent to the GDP of their respective
province.

These are the folks who take the
risks, go into debt, work insane hours,
have no job security, no pension or ben-
efits (unless they create them and pay
for them themselves), but always have
to make payroll for their employees.

And yes, some of these business
owners achieve success, occasionally
creating great wealth.

Many then give back to their com-
munities and you can see their names
on hospitals, schools and the lists of
people who support things such as
disease research and treatment, arts &
cultural organizations and charitable
foundations.

Is it really a good idea to give these
people another incentive to pay their
taxes in another country?

The government is proposing to elim-
inate the ability of business owners to
share income with other members of
their families, on the basis that some of
these other family members may be in
lower tax brackets. That would result
in a possible decrease in total family
taxes.

When an entrepreneur or profession-
al works 12 to 14 hours a day — often
seven days a week — the family all
pays a price. As well, they usually help
with the business in a variety of ways.
Shouldn’t they be paid and allowed to
pay taxes, albeit at a lower rate?

There is already a “kiddie tax” that
prevents splitting business income
with minor children. The new pro-
posal would extend this to spouses and
grown offspring, making them subject

to the government’s new “reasonable-

ness test.” (Yes, they actually are

proposing to design a “reasonableness

test.”)
The government also wants to elimi-
nate the ability of a family to share

the lifetime capital gains exemption, if i

they are lucky enough to sell the busi-
ness at a profit in the future. Both pro-
posals would undo years of planning
by people who have organized their
affairs properly, to take advantage of
laws in place for decades.

If you have an opinion on these

changes, or alternative solutions, make

your voice heard by emailing the minis-
try at fin.consultation.fin@canada.ca or
participating in the consultation found
online at fin.gc.ca.

Dollars and Sense is meant as an introduction to this
topicand should not in any way be construed as a
replacement for personalized professional advice.

David Christianson, BA, CFP, R.F.P, TEP, CIM is recipi-
ent of the Fellow.of FPSCTM Distinction, a portfolio
manager andsenior adviser with Christianson Wealth
Advisors, a senior vice-president with National Bank
Financial Wealth Management, and author of the book
Managing the Bull, A No-Nonsense Guide to Personal
Finance.
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I d like to share the story of a
good friend of mine. It’s a Ca-
nadian success story. What is
happening to his family, and oth-
ers like them, should concern all

story

Warren owns a successful bus
ness in Burlington, Ont., and
employs 125 people. He has
poured his blood, sweat and
tears into the business since
starting it 25 years ago.

He has sacrificed much. He
didn’t spend enough time with

dren when they were

younger, because the business
demanded his attention. Further,
he put all his assets at risk over
the years by making personal
guarantees to borrow the funds

necessary to grow the business.

The early days were tough. He
reminded me of a time when he
had to take cash advances on his
credit cards just to pay his staff.
He took no salary for the first
two years the business was in
operation.

Warren’s wife, Jeanie, made
sacrifices, too. She gave up her
full-time job to focus on their
children and household, allow-
ing Warren to focus on the busi-
ness. Warren is the first to
acknowledge that Jeanie has
been as critical to the success of
the business as he has
She’s been a rock of stability at.
home,

More than this, the equity in
their home, which she helped to
build while she was working, en-
abled Warren to borrow enough
money to create a business that
provides its employees with
growing incomes, and has made
many of them very well off
financially.

Today, Warren and Jeanie are
reaping the rewards of the risks
and sacrifices they’ve made. With
the success of the business, War-
ren now has a good income. Jea-

nie shares in this success by
receiving dividends from the
company, as do the children,
who have also made sacrifices
over the years.

None of the employees
begrudge this family’s financial
success. On the contrary, they
are grateful to be beneficiaries of
the hard work and risks that
started the business, which now:
provides them with good in-
¢

Warren is irate. “Tim, there is no
way I would make the same sac-
rifices all over again if I were
starting the business today. I
simply wouldn't bother.”

1 asked him why he felt this
way. “The government today has
changed the tax system so much,
and is planning to change it
again to stack the odds against
the small-business owner. If I did
this all over again, I'd move to
the United States first.

‘When the Liberals won the pre-
vious federal election, they
quickly increased personal tax
rates on the financially success-
ful - often business owners - to

give more to others. Although
Warren wasn't happy about the
tax-rate increases made effective
in 2016, he tolerated them
because he believes he should
pay a higher percentage of tax
than people with lower incomes.
He buys into the idea of a pro-
gressive tax system.

This Liberal government, how-
ever, seems SO ed on
idea of redistribution of wealth
that it completely fails to recog-
nize that when a business owner
becomes successful, and in-
creases their income and net
worth in the process, those
employed by the business
become better off as well. Suc-
cessful businesses produce more,
and more highly paid,
employees.

When a business owner risks
everything they own, is it so ter-
rible that they should, say, triple
their income and net wos
especially if it means the
employees of the business dou-
ble theirs, over time? Apparently,
this is a pmblem for the Liberals.

Proposed tax changes intro-
duced on July 18 are designed to
reduce the ability of business

owners such as Warren to split
income with family members,
unless those family members
have contributed meaningful
labour and capital. I guess Jea-
nie’s sacrifices don't count here. I
think Finance Minister Bill Mor-
neau needs to explain that to her
personally.

The proposals also will restrict
Warren's ability to save money
for retirement inside his corpora-
tion. The Liberals want Warren
and Jeanie to be treated exactly
like any employee who hasn’t
started an active business and
owns:a corporation. Perhaps Mr.
Morneau should explain to War-
ren why the risks and sacrifices
he made to create 125 jobs
shouldn’t provide him with any
benefits greater than what his
employees receive.

1f the Liberals are trying to
build a stronger middle class, as
they claim, they will be doi
exactly the opposite by penaliz-
ing small-business owners for
their success.

Tim Cestnick, FCPA, FCA, CPA(IL),
CFP, TEP, is an author and founder
of WaterStreet Family Offices.

How much will Morneau’s proposed tax changes cost small business? We do the math

BRENDA BOUW

come, at a higher tax rate, and

ccountants are busy crunch-

g it.
These ios are

Assuming she pays a $40,000
dividend to her 20-year- old son,
who is the

ing the numbers for small- and investors and business own-
business clients who may be ers are encouraged to consult a
affected by Ottawa’s proposals to | tax professional for more infor-
close loopholes these companies | mation about how Ottawa’s pro-
use to lower their tax bills, posed changes could affect them.

The Liberal g is

looking to remove what it sees Income splitting
as a financial advantage people The government is looking to re-
with corporations have com- strict the ability of business own-
pared with salaried employees. ers to reduce their taxes by
Business owners argue the sug- sprinkling income among adult
gested moves are unfair and children in lower tax brackets
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quences on their ability to
expand their busmesses. not to

through salary or wages, or

through dividends, which are

taxed at a lower rate. Ross
ident of finan-

mention their own
goals.

The Globe and Mail asked
financial experts to provide
before-and-after scenarios of
three of Ottawa’s proposed
changes, including using corpor-
ations for so-called “income
sprinkling” among family mem-
bers; reducing the lifetime cap-
ital-gains allowance for a family;
and so-called “passive” invest-
ment income, where a business
owner invests money they don’t
need right away in their corpora-
tion, at a lower tax rate, instead
of taking it out as personal in-

cial plannmg at Doherty & Asso-
ciates in Ottawa, looked at the
impact of a business owner not
being able to pay a dividend to a
child for their education and,
instead, having to take the draw
as their own income (in a higher
tax bracket).

He uses the example of an On-
tario doctor who draws a salary
from her corporation of $55,300
(allowing her to maxi CPP

dividend is essentially tax-free.

If the doctor can't sprinkle that
income to her son and has to
report the $40,000 dmdend as
her income, the tax on it is
about $14,000 (or 35 per cent).
As a result, the family nets
$26,000, instead of $40,000
available for education costs.

If you have more than one
child going to college or univer-
sity, the difference can really add
up, he says. “If their priority is
still to cover the expenses for the
children, they’ll be working with
alot less in their pocket after

7 Mr. McSh

Lifetime capital gains
Many business owners with fam-
ilies have taken advantage of the
lifetime capital gains exemption
(LCGE) when they sell the busi-
ness. The amount that can
sheltered rises with inflation and
is $835,716 in 2017. Tax planners
have set up structures where

bers become share-

contributions) and a dividend of
$50,000, for a total income of
$105,300. The tax paid here is
$22,055.

holders in the company, even if
they haven’t directly contributed
to the business. The government
is proposing to crack down on

this, to allow just one family
member to receive the credit.

Jamie Golombek, managing
director of tax and estate plan-
ning at CIBC Wealth Strategies
Group, looked at the before and
after scenarios for a family of
four - each with equal shares in
the company - that sells a busi-
ness wuh a total capital gain of
$4-million. His example assumes
the top margmal tax rate in On-
tario.

In the current system, each
shareholder could be eligible for
the LCGE of $835,716, which is a
total of about $3.3-million that
isn't taxed. The gain is $657,000
and the total tax paid would be
$176,000, or at a capital gain rate
of 26.8 per cent.

Under the proposed new sys-
tem, only one shareholder in the
family would receive the LCGE.
The gain would be $3.2-million
and the tax paid on that would
be about $847,000. That means
the government would receive
an extra $671,000 in taxes on the
sale of the company.

“In the old case, you get four
times the exemption, in the new
case you get one exemption,” Mr.
Golombek says. “Put another
way, the lost opportunity would

cost three times the amount.”

Passive income

To look at the implications of
changes to passive income, Aar-
on Schechter, a Toronto-based
tax partner at Crowe Soberman,
used the example of an incorpo-
rated business in Ontario that
generates $220,000 a year. The
business owner takes an annual
salary of $144,277 and sets aside
$100,000 for personal living
expenses for themselves and
their famil;

After 30 years, with a 7-per-
cent rate of return, and assuming
the business earns the same,
takes the same salary and pays
the same CPP, the owner will
have a little more than $2.2-mil-
lion in investment income once
they take the money out of the
corporation.

Under the proposed new sys-
tem, which adds another level of
tax on the investment income
earned in the corporation (or an
extra 30.7 per cent), the business
owner would have $1.7-million in
investment income once they
take the money out of the cor-
poration.

Special to The Globe and Mail
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