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How to Make Incorporation Work for You!

If you are self- employed, there are three forms of organization to choose from. We will show you
why incorporation is the best choice!

1. SOLE PROPRIETORSHIP (WORKING FOR A PLACEMENT AGENCY)
As a sole proprietor, if you are earning > 30K, you are required to register for a business number
and charge GST to your client

+ Inexpensive to set up (Not required + Unlimited liability
to register a company name) + Must pay Employment Insurance (EIl)
Eligible to deduct expenses + Income is subject to the personal tax
Income split with spouse rate

+ Allincome must be distributed - can
not leave money in the business
+ Must have Dec 31 year-end

2. PARTNERSHIP

In a partnership, if you are earning > 30K, you are required to register for a business number and
charge GST to your client

+ Inexpensive to set up — must + Unlimited liability
register business name with a + Either partner can bind the other
partner + Income is subject to the personal tax

+ Eligible to deduct expenses rate

+ Income split with spouse + Allincome must be distributed - can
No El premiums not leave money in the business

+ Must have Dec 31 year-end

3. CORPORATION

+ Leave money in the corporation and + More costly to set up and maintain

pay only 19-20% on first 300k of
taxable income

Limited liability

No El premiums

Income splitting before and after tax
Long term savings plan
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How is $150K of Contract Income Taxed?

Scenario

Joe Consultant has been offered a contract position with an income of $150,000 per year. Which
form of organization would save him the most money? Joe is married and his spouse does not
work outside the home.

Deductible Items

Sole Proprietor/
Partnership

Expenses - $ 40,000 - $ 40,000
* CA4IT'’s average client deducts
between 30 —35% of their gross income
in expenses
Income to Spouse - $ 30,000 Personal Tax - $ 30,000 Personal Tax
Payable: Payable:
$ 6600 $ 6600
Spouse’s RRSP - $5,000 - $5,000
Total Deductions: $ 75,000 $ 75,000
Personal RRSP $5,000 $ 5,000
Personal Income $70,000 Personal Tax $ 30,000 Personal Tax
* as a sole proprietor, payab|e: *as the director of payab|e:
you must claim the your own
balance of your corporation, you can
income personally $ 20, 600 determine what your $ 6600
personal income will
be
Money Leftin | Corporate Tax
Corporation: Payable:
$ 40,000 $7600
Income Taxes Payable: $ 27, 200 $20, 800

* Sole Proprietorship and Partnerships have been included together because your income will be taxed personally in

either option

Payroll Taxes

Payroll taxes are CPP (Canada Pension Plan) and El (Employment Insurance).

In addition to paying more personal tax than incorporated entities, sole proprietors working through an
agency, are required to pay El premiums. Every individual working in Canada is required to pay CPP. El
and income tax are based on your personal income.

CPP —4.70 % to a maximum contribution of $1673.20
El — 2.15% to a maximum contribution of $858.00
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Employment Canada Pension Plan
_ Insurance (EI) (CPP) Total Payroll Taxes

| Partnership | Exempt $1673 (maximum) $1673

Sole Proprietors $85.8 00 $1.673 $2531
(maximum) (maximum)
. $1410 ($30,000
Corporation Exempt X 4.7%) $1410

* Calculations are based on scenario with Joe Consultant

Once you have paid your personal and corporate taxes you are also required to pay payroll taxes as
well. Below you will find a breakdown of the total taxes for each form of organization.

| Partnership___ Sole Proprietor

Income Taxes $27. 200 $ 27,200 $20,800
Payable
Payroll Taxes $1,496.40 $2,374 $1,290
Payable
Total Taxes
S0 | $22.090

Which form of organization will leave Joe Consultant with the most money in his pocket?

As a partnership: As a sole proprietor: As a corporation:
150, 000 150, 000 150, 000 -
- 28,696 - 29, 574 22, 090
$121, 304 $120, 426 $1 2_7"9_1_6_

It is clear that when you choose a corporation, you pay significantly less tax and have more
money in your pocket than if you chose sole proprietorship or a partnership.

Now that Joe Consultant has money left in his corporation — how does he
access it?
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Strateqgies To Access Money Left in Corporation

1) Dividends

The money that is left in your corporation has already been subjected to the corporate tax rate
of 19%. In order to avoid double taxation, dividends that have already been taxed corporately
are taxed differently in the hands of the shareholders that receive them.

Dividends are taxed more favourably that regular income. In effect, if you have no other income
you can receive up $28,800 of dividend income — tax-free!

This strategy can enable you to keep income you have already paid tax on, inside the
corporation and to take out these amounts when you will have no other income. For example:

e During your retirement, you could access up to $28,800 without paying any further tax
— effectively using your corporation as a long term savings plan

e You could split income with individuals who may not be earning an income i.e. retired
parents or in-laws

2) Borrowing from the Corporation

It is possible to borrow income from your own corporation on which you have already paid tax.
You pay the prescribed Canada Customs & Revenue Agency interest rate, which can be very
tax effective.

There are three types of loans:

e House

- You can borrow money for up to a 5 year period for the purchase of a
o Car house or a car

e Single Purpose - Single Purpose loans must be paid back within one year. They can be
useful as an interim strategy to give you time to search out longer term cost effective methods.

3) Investments
Making investments in the name of your corporation is an effective method of utilizing your
earnings to achieve a profit.

CAVEAT

The advantages and disadvantages mentioned do not cover the entire spectrum of issues related to incorporating. Some of them can
be quite complicated and should be discussed with professional advisors.
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