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11  IINNTTRROODDUUCCTTIIOONN  
This booklet has been written by Kingston Ross Pasnak LLP Chartered Accountants.  We 
have a history of servicing owner-managed businesses for over 60 years and are able to 
provide specialized support while establishing a close relationship with the business and its 
owners. 
 

We have experience in the following industries: 
 
• Financial, Investment and Professional Services  • Health and Human Services 
• Technology and Advanced Technology  • Forestry 
• Media and Telecommunications  • Transportation 
• Manufacturing and Processing  • Agriculture and Agribusiness 
• Engineering and Construction  • Real Estate and Land Development 
• Heavy and Light Industrial  • Government 
• Wholesale, Retail and Distribution  • Hospitality and Entertainment 
• Oil, Gas and Energy Exploration Services   
   
Our areas of practice include:  
Tax Consulting  Business Valuation and Litigation Support 
• Estate and inheritance planning  • Financial planning 
• Corporate restructuring  • Damage quantification 
• Business acquisitions and sales  • Personal injury claims 
• Tax management and planning  • Shareholder disputes 
• Corporate and personal tax  • Arbitration/mediation 
• Immigration and emigration tax planning  • Intellectual property disputes 
• Family trusts  • Expert witness testimony 
• Cross-border taxation issues  • Property tax assessment disputes 
• Goods and services tax  • Forensic accounting services 
   
Accounting and Auditing  Business Brokerage Services 
• Government reporting requirements  • Find buyers and vendors for businesses 
• Financial analysis  • Taxation services 
• Budgets – corporate and personal  • Business valuations 
• Cash flow projections  • Due diligence on acquisitions 
• Accounting software consulting and 

implementation 
  

• Year end financial statements  Consulting & Internal Audit Services 
• Profitability analysis  • Financial advisory services 
• Financial planning  • Risk management services 
  • Project management and change 

management services 
 
As well, we prepare annually in excess of 2,000 personal income tax returns for our clients. 
 
We hope that this booklet will be useful in establishing your small business.  We look 
forward to the opportunity to provide our services to your organization.  
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22  NNAATTUURREE  OOFF  BBUUSSIINNEESSSS  EENNTTIITTYY  
When starting a business, it is first necessary to choose the type of business entity.  There 
are three basic and one hybrid types of business entities: 
 
a) A proprietorship:  With a proprietorship, the business is carried on as an extension of the 

individual’s affairs.  All business income and expenses are reported on the individual’s 
personal income tax return and the business will normally have a December 31 year-
end. 

 
b) A partnership: A partnership is two or more parties carrying on business with a view to 

profit. The net income and losses from the partnership flow through to partner’s tax 
return.  A partnership will normally have a December 31 year-end as well.  A 
partnership is used when more than one individual is involved and they want to share 
net income for an indefinite period.  Assets will be owned by the partnership. 

 
c) A corporation:  A corporation is a distinct entity from the individual’s personal affairs.  

All income and expenses are reported on a separate corporate tax return.  The 
individual is taxed only on the funds received from the corporation. 

 
d) A joint venture:  A joint venture is when two or more parties come together for a 

specific project.  It is commonly used in real estate development and in contrast to a 
partnership where it is the partnership that owns the business assets, each venturer 
would own an undivided interest directly in any business assets; reporting only their 
share of the income and expenses.  It is NOT considered a separate entity for tax or 
GST purposes.  A joint venture interest can be held personally, through a partnership, or 
through a company. 

 
 
This booklet has been prepared to discuss only the steps required to start a corporate 
entity, however many of the following procedures will be the same for a proprietorship 
and a partnership. 
 
If losses are expected for the first couple of years of operations, the individual should 
consider a proprietorship or a partnership, as these losses will be included on their personal 
tax return and applied to income from other sources.  This will reduce their total taxable 
income and thus the amount of personal tax paid.  Once the business becomes 
profitable, it may be incorporated at that time.  We would strongly encourage individuals 
considering incorporating their existing business to contact their professional tax advisor 
prior to taking any steps as there may be a significant tax liability triggered if the proper 
tax election forms are not filed.  If the business is for a specific project, a joint venture 
should be considered. 

33  IINNCCOORRPPOORRAATTIIOONN  
The first step in starting your business is incorporation.  Through incorporating, you will be 
creating a new corporate entity.  This entity will be distinct and separate from your 
personal finances. 
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We strongly recommend that you have a lawyer incorporate your company.   The legal 
fees for a simple incorporation will cost approximately $750-$1,250.  Given the many legal 
aspects of this first step, the cost of this professional advice will be mitigated by the 
avoidance of possible problems in the future. 
 
If you have more than one shareholder involved in the company, we recommend that 
you have your lawyer draft a unanimous shareholders agreement.  This agreement 
governs how the shareholders will carry on the business including things such as the rules 
for winding up the company; how the assets will be withdrawn and distributed among the 
shareholders.  The agreement also sets out what will happen in the event of the death, 
disablement or bankruptcy of a shareholder.  In addition, the agreement provides rules for 
conflict resolution among shareholders as well as “shotgun” buy/sell rules in the event a 
dispute cannot be resolved.  These rules are designed to ensure the continuation of the 
corporation in the event shareholder disputes or problems arise. 
 
Once incorporated, it generally means that the company has limited liability.  Limited 
liability means that if legal or financial problems arise in the company, the creditors do not 
have a claim on the shareholders’ personal assets.  There are a few exceptions that should 
be noted with respect to a company’s limited liability: 
 

• The limited liability does not apply for professional corporations.  In Alberta, lawyers, 
accountants, dentists, doctors, chiropractors and a few other professionals are able 
to incorporate and offer their services through a professional corporation.  With a 
professional corporation, there is no legal protection to the individual who has 
incorporated.  For instance, if a doctor is successfully sued for malpractice, his 
personal assets may be claimed. 

 

• The directors of a company are held personally responsible for unremitted source 
deductions and GST amounts.  For instance, if income tax, EI and CPP are being 
withheld at source from the company’s payroll and GST is collected on sales, the 
company is considered to hold these amounts in trust for the government.  If the 
amounts are not paid, the government may make a claim against the director’s 
personal assets.  It is then up to the individual to demonstrate that they carried out 
their duties as a director with due care and attention in order to successfully defend 
against such action. 

 

• In many instances, banks will require personal guarantees from shareholders before 
loans will be given to the corporation.  Liability will not be limited in these situations.  
This is discussed further in a later section of this booklet. 

 
Incorporation also allows for income splitting between family members.  For instance, a 
company can be incorporated with the individual’s spouse or children as shareholders.  
With this arrangement, dividends can be paid on the shares to the spouse, thereby 
providing them with income.  This is especially useful if a spouse is not earning income from 
other sources and any income received would be taxed at a lower marginal rate.  This 
arrangement is commonly referred to as income splitting.  It is important to note that 
income splitting with minor children is subject to certain limitations that may make income 
splitting disadvantageous, however each situation would need to be evaluated on its own 
merits. 
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44  RROOLLEE  OOFF  YYOOUURR  AACCCCOOUUNNTTAANNTT  
Generally, your accountant will prepare your financial statements for the year-end and 
prepare your federal and provincial corporate tax returns.  These documents must be filed 
within 6 months of the company’s chosen year-end.  Your accountant will attach a report 
outlining their role in preparing the financial statements.  There are primarily three different 
types of written reports that your accountant can attach: 
 
a) Notice to Reader Engagement:  With this type of engagement, the accountant’s role is 

limited to compiling the financial documents and preparing the financial statements.  
The accountant has not done any work to determine if the representations made in 
the financial statements are valid or that generally accepted accounting principles 
are followed.  In preparing financial statements under this engagement, users are 
cautioned that the financial statements may not necessarily be useful for their 
purposes.  This type of report is generally used when the only users of the financial 
statements are the shareholders and the taxation authorities. 

 
b) Review Engagement:  With this type of engagement, the accountant prepares the 

financial statements with the mandate of determining whether the representations 
appear plausible.  The accountant must acquire a level of knowledge about the 
business and then determine if the representations made in the financial statements 
are in congruence with their knowledge of the business and are in accordance with 
generally accepted accounting principles.  This type of report is appropriate when 
there are other potential users of the financial statements such as a bank or a minority 
shareholder. 

 
c) Audit Engagement:  Through an audit, the accountant will perform detailed testing 

and analyze the company’s systems to ensure that the representations made in the 
financial statements are materially correct and presented in accordance with 
generally accepted accounting principles. 

 
Depending on the existence of financing, the number of transactions and the level of 
involvement of the shareholders, most small businesses generally require either a Notice to 
Reader or Review Engagement.  
 
If financing is required, as it is in most cases, the bank will need to review the financial 
statements annually to assess the company’s ability to repay the loan.  Generally, the 
banks will not accept any engagement lower than a Review.  If the business requires 
external financing, the standard engagement prepared is a Review Engagement. 
 
Despite the existence of financing, if there are a significant number of transactions or the 
involvement of employees, a Review Engagement is generally prepared.  Through the 
limited analysis, the accountant can get a feel for the business and often identify any 
major problems that are not being detected by the owner. 
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Each level of engagement provides an increased level of assurance to the users of the 
financial statements.  To provide this increased assurance, the accountant must increase 
the level of work and the accounting fees increase accordingly.  Fees are dependent on 
the nature of each business, size of the business, number of transactions and the 
proficiency of the bookkeeping by the owner; there is no set fee for each level of 
engagement.  In estimating the fees, it is necessary to review your business venture with 
the accountant.  They will be able to provide a range for the fees, excluding any 
problems that may arise in preparing the financial statements. 

55  WWHHYY  SSHHOOUULLDD  OONNEE  IINNCCOORRPPOORRAATTEE  
There are a number of reasons why one should incorporate.  We have listed a few of the 
more common scenarios that may make it beneficial to incorporate and operate your 
business as a limited company: 
 

a) Creditor protection:  As noted previously, a proprietorship does not offer any protection 
in the event the business is sued.  All of your personal assets are at stake.  Of course, 
business insurance will mitigate this risk somewhat.   

 

However, if a limited company is successfully sued, the creditors can only access the 
corporate assets and not any of the shareholder’s personal assets. 

 

b) Tax deferral – Saving more than Spending:  If the business is generating sufficient 
income so that the proprietor does not need to draw all of it out to meet personal 
expenses, there is an opportunity to defer tax using the low corporate tax rates.   

 

We have attached Schedules I and II to illustrate the current tax rates and the benefit 
of this tax deferral. 

 

c) Pay Down Corporate Debt:  Similar to the tax deferral obtained through the calculation 
above, if a business is incorporated, the income will be taxed inside the corporation at 
a lower rate.  The result is more after-tax cash to repay corporate debt. 

 

d) Income Splitting:  If a spouse is a shareholder of a limited company, dividends can be 
paid on their shares to divert some income to them.  This income will be taxed as 
investment income. 

 

The benefit of paying minor children dividends from an active company has been 
substantially reduced due to legislation that taxes dividends to minor children at the 
highest marginal rate. 

 

e) Capital Gains Deduction: The $750,000 capital gains exemption on the sale of shares:  If 
a business is sold, the taxpayer may be entitled to shelter $750,000 of the capital gain 
from tax so long as they are selling shares.  If the proprietor is selling business assets, this 
exemption will not apply. 
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66  OOBBTTAAIINNIINNGG  FFIINNAANNCCIINNGG  
In approaching the bank for financing, there a few things which the new business owner 
should know: 
 
a) Prepare a projection of the future business operations:  Before lending any money, the 

bank will require the business owner to prepare a statement of cash flows over the next 
year or two so that they can assess if the business has the ability to repay the loan.  In 
preparing the forecast, the owner should provide the following information: 

 
Estimated start-up costs to initiate the business $  XXXXX 
 

Less: funds to be injected by the shareholders and 
other investors -  XXXXX 
 

Less: estimated revenue received in the first year -  XXXXX 
 

Plus:  estimated costs incurred in the first year +  XXXXX 
 

Cash required to start the business $  XXXXX 
 

In preparing the cash flow, it is necessary to provide details of how the revenue will be 
created by multiplying the sales price by the anticipated volume.  As well, detail the 
anticipated costs throughout each period. 

 
b) Business plan:  The bank will likely require the business owner to analyze the market and 

how the business will survive in the market place.  In completing this task, the business 
owner should: 

 

• Identify the competition. 
• Identify their customers and why their product or service will be in demand. 
• Estimate the level of market share, if possible, that the business can reasonably 

attain. 
 

As well, the bank will require the business owner’s knowledge of the industry and 
experience in the industry or the existence of any key employees. 

 
c) Guarantees required by the bank:  In obtaining financing, the bank may require that 

the business owner personally guarantee some of the debt of the company.  The 
shareholder must be very careful before signing any lending agreement that involves 
personal guarantees.   

 
In the event that the bank calls their loan from the company, they have a right to seize 
the personal assets of the shareholder if the corporation does not have sufficient funds 
to repay the debt. 

 
If personal guarantees are required, the shareholder should ensure that they have a 
limited period.  A personal guarantee should not extend throughout the life of the loan 
but rather be set at the first couple of years that the loan is in place.  The owner should 
strive to sign a lending agreement that phases out the personal guarantees. 
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77  TTHHEE  SSTTAARRTTIINNGG  BBLLOOCCKKSS  
a) Open a bank account:  As stated, the company is its own distinct entity.  A bank 

account should be opened in the name of the corporation.  This bank account should 
be used to receive all business deposits and pay all business expenses.  You will need 
to take your incorporation certificate and Articles of Incorporation to the bank in order 
to open a business account. 

 
b) Choose a year-end:  All individuals pay tax on the calendar year basis (January 1 to 

December 31).  Corporations generally have the ability to choose a fiscal year-end 
anytime within 365 days of starting operations.  Once the corporation has chosen a 
year-end, the company will record its income from operations in that period.  The 
financial statements will be prepared at that date and the tax returns will include all 
income or losses incurred to the date.  In choosing a year end, we recommend the 
following factors be considered: 

 
i) Is the year-end suitable for any business cycles that may occur?  For instance, if the 

business is very busy through the summer, it is probably not wise to choose a year 
ended July 31, as it will unnecessarily burden your staff that would otherwise be 
busy through that period.  As well, the business may be carrying large amounts of 
accounts receivable, inventory and operating loans through that period and the 
owner does not want that shown in the year-end financial statements (Large 
fluctuations at certain times of the year may distort the operating ratios which are 
reviewed by the bank). 

 
ii) Are there any potential deferrals of income?  In choosing a year-end in the latter 

half of the year (July through December), there are potential deferral options 
available to the owner.  These will be explained further in the Traps & Tips section of 
the booklet. 

 
c) Buying business assets:  When buying assets that are used exclusively in the business, 

such as machinery or real estate, the company should hold the asset.  There are two 
basic types of assets: tangible and intangible.  In purchasing either type of asset, there 
is no tax deduction for the company upon purchase as the asset has a long-term life.   

 
In terms of tangible assets, there are two key types; depreciable and non-depreciable. 
If the asset is a depreciable asset, such as building or machinery, the cost of the asset 
can be deducted over a number of years in the form of tax depreciation (otherwise 
known as capital cost allowance or “CCA”).  The amount of the tax deduction is 
prescribed by Canada Revenue Agency (“CRA”) in the Income Tax Act.  For instance, 
your building will generally be deductible at a rate of 4% of the cost per year on a 
declining balance.  The cost of the building that has not been deducted is known as 
the undepreciated capital cost. 
 
Assets, such as land, are not depreciated.  The reasoning behind this is that value of 
the asset will not likely diminish with use over a period of time.  When a capital asset is 
eventually sold, the cost of the asset is subtracted from the proceeds.  Any excess 
proceeds over cost is a capital gain, ½ of which is taxable and the other half may 
potentially be able to be paid out tax-free to the owners. 
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Intangible assets, such as customer lists and goodwill, similar to depreciable tangible 
assets, have ¾’s of their cost deducted over a number of years at a rate of 7%. 
 
If the business asset is owned before the business is incorporated, the individual should 
consider transferring the ownership of the asset to the company.  Before doing this, 
professional advice should be sought, as there is the potential of creating income 
subject to tax on the individual’s personal tax return.   
 
When transferring assets into the corporation, CRA takes the position that a sale at fair 
market value is occurring.  If the fair market value exceeds the cost or undepreciated 
capital cost, income will be created.  Even though no cash is actually changing hands 
between the individual and the corporation, the asset is still valued at fair market 
value.  The shareholder is deemed to have taken back a shareholder loan from the 
company equal to the value of the asset.  If the asset has recently been purchased 
and the fair value of the asset does not exceed its cost, then there are likely no tax 
implications on the transfer. 
 
A shareholder loan can be repaid from the company to the shareholder tax-free.  This 
loan to the company is the shareholder’s tax paid dollars and is not taxed again on 
withdrawal.  Loans from shareholders to the company do not have to be interest 
bearing or have any specified terms of repayment. 
 
In the Traps & Tips section, we have discussed the tax implications if the individual owes 
the company money. 

 
d) Filing with CRA:  One of the initial steps is filing a form RC1(E) with CRA; this form 

registers the company on their records.  In turn, CRA will provide the company with a 
corporate tax account number, payroll account number and a GST number. 

 
e) Bookkeeping:  Whether you prefer to prepare your ledgers manually or using an 

accounting software package is entirely your choice.  If your business involves many 
transactions, there may be time savings to learning a computer accounting package 
and maintaining your records on the computer.  Our firm does provide computer 
consulting services to assist you in choosing a suitable accounting package, installing it 
on your computer and teaching you the basics about the software. 
 
When a sale is made, the entire amount should be recorded in the ledgers.  If the cash 
is not yet received, an entry should be made to accounts receivable.  When the 
account receivable is eventually collected, the cash is deposited in the bank and the 
accounts receivable account is reduced accordingly.  At all times, you should have an 
accounts receivable list which details who owes the company money and how much.  
This list should be reviewed frequently to ensure collections are being pursued and any 
uncollectible accounts are written off to a bad debt expense account. 
 
On the other side, as purchase invoices are received, the company should make an 
entry to accounts payable and expense the goods purchased.  Once the company 
pays the account, the accounts payable should be reduced accordingly and there 
will be a reduction in the bank account.  As with the accounts receivable, there should 
be an accounts payable list prepared which details who the company owes money to 
and how much. 
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At the end of every month, the cash ledger account should be reconciled to the bank 
statement to ensure that all cash transactions have been recorded in the ledgers.  
Items such as bank charges and interest should be charged to the appropriate 
expense account when reconciling.  In reconciling the cash ledger account, the bank 
account should adjust for any differences between the actual bank balance at the 
end of the month and the cash ledger account at the same date.  Any cheques or 
deposits that were incurred before the year-end date but which have not yet cleared 
the bank should be specifically identified. 

 
f) Maintaining records:  The Corporation is required to retain all invoices, receipts, sales 

invoices, etc. to provide evidence of a particular transaction.  The receipts must be 
held for seven years after the year-end in case of a CRA audit. 

88  TTHHEE  GGOOOODDSS  AANNDD  SSEERRVVIICCEE  TTAAXX  
Most businesses, whether incorporated or not, that earn in excess of $30,000 of gross sales 
annually from a business are required to collect GST on their sales.  If your sales are less 
than $30,000, you do not have to collect GST.  However, you cannot then claim input tax 
credits for the GST paid on your supplies and other business expenses. 
 
In tracking your GST collected, simply record 5% of your sales.  Ensure that your GST 
number is clearly labelled on all sales invoices so that suppliers know that you are 
registered for GST.  The amount of GST should be broken out on the sales invoice. 
 
In tracking the GST paid, record the GST paid on all invoices and expenditures throughout 
the period.  The GST should be broken out clearly on all receipts. 
 
As a requirement, GST returns are to be filed three months after the year-end for annual 
filers and within one month of each period for quarterly or monthly filers.  A failure to file 
penalty will apply to any return you file late, unless there is a $0 amount owing or you are 
expecting a refund.  This penalty is equal to 1% of the amount owing, plus 0.25% of the 
amount owing multiplied by the number of months the return is overdue, to a maximum of 
12 months.  To file GST, complete the Goods and Services Tax Return.  On this form, it 
details the GST collected in the period and the input tax credits (“GST paid in the period”).  
The difference between these two amounts will be your GST owing or refundable.   
 
In completing this form, it will require you to list your GST number.  This will be assigned 
upon completing the form RC (1) E as discussed previously. 
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99  PPAAYYRROOLLLL  AANNDD  OOTTHHEERR  PPRROOGGRRAAMMSS  
As stated earlier, the incorporation of the business creates an entirely new entity, separate 
from the personal business of the individual.  The shareholder of the corporation may also 
become an employee of the corporation where they are paid a salary.  Salary paid to 
you by the company is a deduction in the company as a salary expense.  On the other 
side, it is included in the employment income of the owner and reported on their personal 
tax return. 
 
When paying a salary, the corporation is responsible for remitting source deductions, 
being income tax, CPP and possibly EI.  The corporation should generally pay the source 
deductions by the 15th day of the following month in which the salary is paid; this may be 
required sooner depending on the size of the previous remittances.  To calculate the 
amount of source deductions to be withheld from the payroll, you can refer to the payroll 
guides that will be provided to you by CRA upon obtaining a payroll account number; this 
guide will help calculate the amount. 
 
In remitting CPP and EI, the corporation must remit both the employee and the employer 
share.  The employer share of CPP is simply a matched amount of the employee’s share.  
The employer’s share of EI is 1.4 times the employee share, as calculated using the guides.  
 
If the shareholder is drawing a salary and they own 40% or more of the shares of the 
company, they are EI exempt and no amount need be remitted for either the employee 
or employer’s share of EI.  The logic behind this policy is that, in owning greater than 40% of 
the shares, the individual can control their employment.  If they decide to wind up the 
business, they will not be eligible to receive employment insurance benefits.  As well, the 
spouse of a 40% owner should be EI exempt as well.  Finally, if it is a family-run business with 
no one shareholder owning 40% or more of the shares, it is still possible that all family 
members will be EI exempt.  This should be discussed with your tax advisor. 
 
The thresholds for EI and CPP are as follows: 
 

 2010 2009 
CPP rates:   
Maximum pensionable earnings 47,200 46,300 
Basic exemption 3,500 3,500 
Contribution rate (employee and employer) 4.95% 4.95% 
Maximum contribution per year 2,163.15 2,118.60 
   
EI rates:   
Yearly maximum earnings 43,200 42,300 
Contribution rate (employee) 1.73% 1.73% 
Contribution rate (employer) 2.42% 2.42% 
Employee maximum premium 747.36 731.79 
Employer maximum 1,046.30 1,023.66 



  

SSTTAARRTTIINNGG  AA  SSMMAALLLL  BBUUSSIINNEESSSS  

 

CCOOPPYYRRIIGGHHTT  22001100  KKIINNGGSSTTOONN  RROOSSSS  PPAASSNNAAKK  LLLLPP,,  

AALLLL  RRIIGGHHTTSS  RREESSEERRVVEEDD..  

Page 11

In filing the form RC (1) E, the corporation will receive a payroll account number.  This 
number will be required to remit the source deductions. 
 
If the business entity has employees who are in the specified industries, the business should 
be registered with the Workers’ Compensation Board.  Registration forms can be obtained 
through contacting that board.  It is recommended that all companies with any 
employees contact the Workers’ Compensation Board to determine if they should be 
registered. 

1100  BBUUSSIINNEESSSS  LLOOSSSSEESS  
In the first few years of operations, it is common to incur business losses after salaries and 
tax depreciation are deducted.  CRA has rules that allow these losses to be carried 
forward to be applied against future income to reduce future taxes payable.  Losses may 
also be carried back to recover taxes paid in a prior period. 
 
Business losses can be carried back and applied to reduce taxable income in any of the 
three preceding years.  A reassessment for the years in which the loss was applied will be 
issued from CRA.  In preparing the corporation’s tax return, your accountant should ensure 
that the appropriate forms are filed and the losses are carried back. 
 
Business losses can now be carried forward twenty years and applied to reduce taxable 
income of future years.  

1111  IINNFFOORRMMAATTIIOONN  RREEQQUUIIRREEDD  AATT  TTHHEE  YYEEAARR--EENNDD  
In preparing the company’s year-end financial statements and tax returns, the following 
information will be required at the year-end by the accountant: 
 

• A trial balance - this lists the amounts in all accounts and the revenue and expenses 
for the year.  The trial balance should equal zero when totalled. 

• All bank statements for the period. 
• Bank reconciliation at the year-end date. 
• An accounts receivable listing at the year-end date. 
• A listing of inventory on hand at the year-end date and the total value of inventory. 
• A capital asset listing describing the asset, when purchased and the total cost.  As 

well, a list of all assets purchased and sold in the year. 
• An accounts payable listing at the year-end date. 
• A listing of all long-term loans, copies of the lending contracts and the balance at 

the date of the loan.  As well, the interest paid on the loan during the period should 
be detailed. 

• All statement of accounts from CRA and Alberta Revenue. 
• All GST returns filed in the period. 
• All insurance and property tax assessments in the year. 
• All personal kilometres of a company owned car (if any). 
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Other specific records will be reviewed depending on the nature of the company’s 
business. 
 
Having this information ready at the commencement of the engagement will greatly assist 
the accountant and reduce the amount of work required, thereby reducing the 
accounting fees. 

1122  TTRRAAPPSS  AANNDD  TTIIPPSS  
a) The small business deduction:  CRA and Alberta Finance encourage small business 

activities.  For 2009, CRA gives corporations a small business deduction on the first 
$500,000 of taxable income earned from active operations and Alberta provides a 
small business deduction on the first $500,000.  The current combined federal and 
provincial corporate tax rate (in Alberta) on the first $500,000 is approximately 14%. 
 
Income in excess of $500,000 is not eligible for the small business deduction and is 
taxed at a rate of approximately 28.00%.   
 
Therefore, as a general planning strategy, if the corporation achieves taxable income 
in excess of the $500,000 small business deduction limit, the company may pay out a 
bonus to reduce the taxable income to $500,000. 
 
In doing this, the bonus will be taxed on the individual’s personal return.  The highest 
personal marginal rate in Alberta is 39%.   

 
Logic: Although you are creating a personal tax liability in bonusing down to 

$500,000, at least the cash will be out of the company and in the shareholder’s 
hands.  It is better to pay tax at 39% now and have access to the cash 
personally than pay 28.00% in the company and have to pay additional tax 
when the money is extracted from the company. 

 
b) The deferral of income through bonuses:  CRA allows bonuses to be declared by a 

company but not paid out for 179 days after the year-end.  In declaring the bonus, the 
company takes the deduction at that date.  However, the bonus is not taxed until 
received personally. 
 
This issue was briefly addressed in the discussion of choosing a year-end.  If the 
company has a year-end in the later half of the year, it can declare a bonus and take 
an immediate deduction.  However, if the bonus is paid out in January of the next 
calendar year, it is not taxed personally until the year it is paid.  Source deductions on 
the salary are to be paid by the company on 15th day of the following month in which 
the bonus is paid.  If the bonus is paid in January, source deductions are due by 
February 15th.  
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For instance, assume a corporation has taxable income of $100,000 and a year-ended 
August 31, 2009.  The corporation can declare a bonus of $100,000 at August 31, 2009 
and bring taxable income to nil resulting in the corporation having no tax liability.  This 
bonus is not paid out to the owner until January 2009 and will be included on your 
personal income tax return for the 2009 calendar year.   
 
Logic: CRA has provided a mechanism to allow flexibility for the small business.  CRA 

realizes cash flow is usually a significant concern for small business and they 
are trying to mitigate the impact of paying out bonuses. 

 
c) When the shareholder owes the company money:  As discussed in an earlier section of 

this booklet, CRA has special provisions when there is a loan from the company to the 
shareholder.  The Department has no problem if the company owes the shareholder 
money (i.e. the shareholder contributes cash to get the company going).  The problem 
arises when the shareholder owes the company money.   
 
CRA will deem the advance to the shareholder to be income in the year the advance 
was made and it will be taxed on the individual’s personal return.   
 
The Agency realizes instances may arise where, at the end of a particular year, there 
may be an amount outstanding to the shareholder.  They will assess tax on the loan 
where it remains outstanding on the year-end following the year in which the loan was 
taken.  If the loan is outstanding for two year-ends in a row, they will deem the amount 
outstanding to be income to the shareholders.  As well, there is potentially a taxable 
benefit for interest on the loan outstanding; this benefit is to be included on the 
shareholder’s personal tax return.  However, any amounts repaid will be deductible in 
the year of repayment.  

 
Upon preparing the financial statements, if it is discovered that the shareholder owes 
money to the company, a dividend is generally declared in the company and this 
dividend payable reverses the loan so that the company owes the shareholder.  The 
dividend is taxable on the shareholder’s personal return in the year it is received. 
 
Logic: CRA has the rule in place to prevent owners from drawing out tax-free cash 

from their companies in the form of loans.  The objective of this policy was to 
have all amounts received by the shareholders to be taxed on their personal 
tax returns. 

 
d) Company owned cars (including vehicles such as sport utility vehicles and extended 

cab pickups):  CRA recognizes that automobiles are often required to do business.  
Therefore, a deduction is permitted for the lease costs, the operating costs, and the 
interest, if a loan is required to purchase a car.  If the automobile is purchased as 
opposed to leased, a deduction for tax depreciation on the cost of the car is allowed, 
subject to certain limitations. 
 
CRA has implemented policies to prevent shareholders from owning their personal cars 
in the corporation and taking deductions.  They catch the individual on both the cost 
of the car and the operating expenses by including a two-part taxable benefit on the 
individual’s personal tax return. 
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Part one of the taxable benefit for the cost of the car is basically 24% of the cost of the 
car or 2/3 of the lease costs.  For instance, if the car cost $30,000, the individual must 
include $7,200 (24%*30,000) annually on their personal tax return for the car (including 
sales tax).  Providing the car is used more than 50% for business and personal kilometres 
are less than 20,000/year, this amount may be able to be reduced. 
 
As well, CRA calculates the taxable benefit for the operating costs to be $0.24 per 
kilometre for personal usage.  For instance, if the individual drives 20,000 kilometres per 
year, 15,000 of which is for personal use, then the taxable benefit allocated for the 
operating costs is $3,600 (15,000*$0.24).  Alternatively, an individual may be able to 
elect to have the operating benefit calculated as 50% of the stand-by charge. 
 
In the above examples, the total taxable benefit to be included in the individual’s tax 
return is $10,800.  Of course, CRA does allow the deduction of the operating costs, tax 
depreciation, interest, etc. in the company. 
 
The alternative is to own the automobile personally.  There will be no deduction of 
operating costs in the company.  However, CRA will permit a tax-free allowance to be 
paid to the individual from the company for the business use of the car.  The 
prescribed allowance is currently $0.52 per kilometre up to 5,000 kilometres and $0.46 
per kilometre thereafter.  The amount paid by the company in respect of this 
allowance is deductible in the company. 
  
Looking back at the previous example but with the car owned personally, the 5,000 
kilometres per year for business could be paid out as a non-taxable reimbursement to 
the individual.  In this example, the individual would get $2,600 tax-free and the 
company would deduct $2,476.19 and receive a GST ITC of $123.81.  As well, there 
would be NO taxable benefits. 
 
Tip: As a general planning tip, it is normally (but not always) beneficial to hold 

personal use cars out of the corporation to avoid the taxable benefits.  
Consult your tax advisor before making any final determination 

 
e) Limitation on the deduction for cars:  CRA limits the deductibility of automobiles as 

follows: 
 

• Only the first $30,000 of the cost of a car is included in the tax depreciation formula.  
Any excess is not deductible in the form of tax depreciation. 

• If the car is financed, only $300 per month of interest is deductible. 
• If the car is leased, only $800 per month is deductible. 
 
Logic: CRA wants to discourage buying premium automobiles by limiting the 

allowable deduction. 
 
f) Salary versus dividend paid out to the shareholder:  CRA has gone to fairly extensive 

lengths to ensure that whether a salary is paid out of a corporation or dividends are 
paid out to the shareholder, the tax cost of getting that cash out is approximately 
equal.  However, there are some general points that should be considered in your 
salary/dividend question: 
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• If only dividends are paid out, then there is no amount earned from employment.  

This will result in no contribution to CPP, limiting your ultimate retirement benefit.  As 
well, it will limit your RRSP deduction room. 

• If you pay out a dividend, you may be able to trigger a tax refund on investment 
income earned in the company. 

 
Your accountant should be involved in determining the salary/dividend analysis to 
ensure that the optimal combination is withdrawn and all factors are considered. 
 

g) Operating out of the home:  In starting up a business, home-office expenses may be 
deductible.  The allocation of the portion of total home expenses that are deductible is 
based on the square footage of the entire home and the square footage of the office 
portion of the home. 

 
Expenses that can be included in the home-office allocation are: mortgage interest, 
property taxes, insurance, utilities, and rent.  However, it should be noted that expenses 
related to the home-office workspace must not exceed your income from that 
business. 
 
If you have incurred any renovations, tax depreciation taken on renovations in the 
home-office will result in the office portion of your home being excluded as your 
principle residence.  On a subsequent sale of the property, the office portion will not 
qualify as your principle residence and be subject to capital gains. 
 
Tip: When Capital Cost Allowance (“CCA”) is claimed on the home-office 

portion of your home, you will normally be subject to capital gains tax on the 
home-office portion on the sale of your home.  However, if you opt to not 
claim CCA, the home-office portion will continue to be treated as part of 
your principal residence and no capital gains tax will arise upon the sale of 
your home. 

 
Home-office expenses are only deductible if the home-office is principally used to 
meet clients or customers on a regular basis.  Therefore, if the company has an office 
elsewhere but the shareholder does do some work out of the home-office, because 
the home-office is not used to regularly meet customers, no amount will be deductible 
as a home-office expense.  In addition, the office must be exclusively for business use. 
 
If you are incorporated and you decide to operate out of your home, ensure that you 
investigate any increases in your property taxes, insurance and telephone bills 
because of the switch in use from personal to business.  
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1133  AAPPPPEENNDDIIXX  II  

111333...111   TTTAAAXXX   RRRAAATTTEEESSS      

 
 

2010 Personal Tax Rates to Remember 

Lower Limit Higher limit 

Ordinary 
Federal Tax 
Rate 

Provincial Tax 
Rate 

Combined 
Rate 

Combined 
Rate on 
Capital Gains 

- To  10,382 0% 0% 0% 0.00% 

10,383 To  16,825 15% 0% 15% 7.50% 

16,825 To  40,970 15% 10% 25% 12.50% 

40,970 To  81,941 22% 10% 32% 16.00% 

81,942 To  127,021 26% 10% 36% 18.00% 

127,022 And above 29% 10% 39% 19.50% 

      
Note: With the dividend tax credit, if one earns non-eligible dividends of approx. $20,646 and that 
is their only source of income, their personal tax payable will be $NIL.  The highest marginal rate on 
non-eligible dividends income is 27.71%, and 14.55% on eligible dividend income. 

      

2010 Corporate Tax Rates to Remember 

Lower Limit Higher Limit    
Combined 
Tax Rate 

Active income:     

- To  500,000    14.00% 

500,000 And above    28.00% 

      
      

      

Lower Limit Higher Limit 
Federal Tax 
Rate 

Provincial Tax 
Rate 

Refundable 
Tax Tax Rate 

Inactive or Investment Income:     

No taxable dividends paid 28.00% 10.0% 6.7% 44.7% 

Taxable dividends paid to     
recover refundable tax 28.00% 10.0% -20.0% 18.0% 
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1144  AAPPPPEENNDDIIXX  IIII  

111444...111   PPPRRROOOPPPRRRIIIEEETTTOOORRRSSSHHHIIIPPP   VVVEEERRRSSSUUUSSS   LLLIIIMMMIIITTTEEEDDD   CCCOOOMMMPPPAAANNNYYY   

 
 

Facts: 
• Company earns $225,000 
• Owner/Manager needs $100,000 to live on personally.  This money is drawn as a wage. 

    
Analysis: 

 
Earned as a 
Proprietor 

Earned as a 
Ltd. Company Variance 

Corporate:    
Business Income  225,000  
Additional Accounting Costs to file 
corporation  (2,000)  
CPP Burden on wage paid to owner  (2,163)  
Withdrawn as a salary  (100,000)  
    
Taxable business income  120,837  
Tax from above  14.00%  
    
Corporate Tax  (16,920)  
    
Cash left to invest in company 
  103,920  
    
Withdrawn immediately as a dividend 
(out of after-tax profits)  (103,920)  
    
Cash left in company after dividend  - - 

    
Personal:    

Business/Employment Income 225,000 100,000  
Additional accounting costs to file T1 (350) (175)  
CPP Burden (4,326) (2,163)  
Tax, using above personal rates (70,574) (23,478)  
    
Cash left personally after paying tax 149,750 74,184  
    
Cash stripped through dividend - 103,920  
Less: tax on non-eligible dividend - (27,984)  
    
Cash left personally after paying tax - 75,936  
    
Total after tax cash 149,750 150,120 370 
    


