Behind the Counter
Why incorporate??

If you own a proprietorship or are involved in a partnership, you know that any income that you earn
will be taxed at the rates applicable to people (personal tax rates). Many people that have
proprietorships ask how they can reduce their tax bill. One way is to incorporate. There are many tax
advantages to incorporation. An incorporated company is considered to be a distinct legal entity. A
small business is taxed at an average rate of 32.12% (Federal and Provincial combined) and for 2008 that
rate will drop to 30.5% before the small business deduction. If your company is eligible for the small
business deduction, the rate drops another 16% for 2007 and 16.5% for 2008. So now your net
combined tax rate will be 14% for 2008. Compare that with the lowest combined personal tax rate for
2008 of 20.7% (ignoring personal tax credits) it certainly does make sense to incorporate for tax savings
alone.

To qualify for the small business deduction you need to be a Canadian Controlled private corporation,
the company must generate income from active business in Canada, and if you are associated with other
corporations, they must not have already claimed the deduction. Personal service businesses where
your main customer is one company and your services could be considered that of an employee will not
qualify for the small business deduction, neither will investment companies.

Owners of Canadian Controlled private corporations may also qualify for the $750,000 lifetime capital
gains deduction subject to the shares qualifying as Canadian controlled small business corporation
shares, qualified farm property or qualified fishing property.

Depending on how your share structure is set up and the limitations stated in your Articles of
Incorporation, you may be able to split income with your family by issuing dividends to them out of the
corporation. Dividends are grossed up and then the dividend tax credit is deducted resulting in personal
tax savings.

If you decide that you would like to earn a salary from your business, you can determine the amount of

salary that you would wish to earn to keep your personal income in a certain tax bracket and enjoy tax

savings using that method. You can also declare to pay yourself
until 6 months after the fiscal year end of the company, so you may be able to defer the tax on that

bonus until the following year depending on when you set your fiscal year end date.

There are also ways of estate and family planning using a company wherebyyoucan®* cr yst al | i ze’ t
value of your company for future generations, or set up a family trust to provide for your family in the
future. The company has a perpetual existence and does not expire when the shareholders die.

Other than tax savings, there are other advantages such as the possibility for more capital investment by
investors. People may be more likely to invest in an incorporated company without becoming liable for
the debts of the company. A company has limited liability in that the shareholders are only liable up to
the amount of their investment in the company, unless of course they have signed personal guarantees



as officers of the company which is required by most banks. Directors of the company are liable for any
debts to government agencies.

An incorporated company is usually taken more seriously in the eyes of banks, creditors and customers.
It is believed that if you have gone through the trouble and expense of incorporating you must have long
range plans for your business.

The disadvantages to incorporation are the increase in paperwork. You need to file incorporation
documents, notices, minutes and annual reports. You will need to file a corporate tax return in addition

to a personal tax return. RchmpanyBrdguir€s anraygliaunlgss s Act
waived at an annual meeting by the board of directors and this needs to be documented in your minute
book. The BC Company’s act also requi.ffhefinantidhat you

statements and the fair representation of the numbers represented in the financial statements are the

responsibility of management so for your own protection and piece of mind, it would be a good idea to
understand what is in your financial statement. Your accountant can explain all the different aspects of
your financial statement to you and although not usually made obvious, you are approving the financial
statements produced by your accountant, so if you are uncomfortable with any of the numbers, it is up
to you to speak up and ask questions.

The costs of incorporating will be higher than operating as a proprietorship or a partnership. These
days you can incorporate on-line thru the internet or you can incorporate using the services o f a lawyer
depending on your comfort level. It would also be a good idea to discuss your business plans and future
family plans with your accountant to make sure that your company structure will be satisfactory to serve
your future purposes as it can be very expensive to change corporate structure once it has been set up.

I's there a magi c income number of when you shou
income tax structure as | isted above, if your pro
lowest personal tax bracket and you expect that your business will continue to grow or at least stay at

the same level, then | think incorporation requires some serious consideration.

Gabriele Banka is a Certified General Accountant and the owner of Banka & Company Inc., She can be
reached at 763-4528.



