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Optimizing the Value of the

Family Business through

Integrated Succession Planning:

or many families the value of the
business represents their major asset.
Therefore it is imperative that real
planning is done to optimize the
value of cash engine from both the
retirement income perspective for
the owners, as well as from the wealth transfer
perspective for their family.
Since taxation is the largest ongoing expense,
and most predictable investment risk, integrated tax
planning is essential to optimize retirement planning,
charitable gifting and wealth transfer. Tax planning
is therefore often the starting point for most family
business plans. These are some of the tax areas which
should be considered:
1) Small Business Capital Gains Exemption
(SBCGE):
In order to utilize the $750 000 Small Business
Capital Gains Exemption the shares must be held
personally (not through a holding company)
and certain active asset tests must be met. In
order to avoid the build up of passive assets
holding companies are often recommended as
a vehicle where the passive corporate assets can
be accumulated, and careful design is required
to avoid conflict of these objectives. The effective
lifetime tax saving is $165,000 per taxpayer based
upon current tax rates.
2) Estate Freeze and Trusts:
An estate freeze is a commonly used strategy
to transfer income and growth benefits from a
business to family members, while retaining control
of that business. The estate freeze is a mechanism
by which the business owner’s shares are converted
to fixed value preferred shares (frozen) and the new
growth shares are subscribed for by a family trust.
This structure allows the capital gains tax on the
future growth to be deferred to future generations.
The owner should always consider using a
“reversible estate freeze” in which the founders are
also beneficiaries so that benefit can be reclaimed
if needed.
3) Income Splitting with Family Members:
Trusts afford adult beneficiaries with the
opportunity to receive dividends flowed through
from the family business. If the dividends result
from profits taxed at the small business rate, then
each beneficiary without any other income may
receive $32,000 without personal tax, or if the
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dividends are from high tax rate earnings each
beneficiary may receive approximately $50,000
without personal tax.

4) Duplication of the SBCGE:
Having a trust in place allows the SBCGE to be
duplicated by allowing all of the beneficiaries of
the trust to utilize their SBCGE on value distributed
to them on qualifying shares. If structured properly
the after tax benefit on the sale of the family
business will be $165,000 multiplied by the number
of beneficiaries of the trust.

5) Gifting of Company shares:
In many cases the business is intended to remain in
the family and the value of the SBCGE is therefore
not used until the death of the taxpayer. In order to
bring forward the tax benefit of the SBCGE, shares
which qualify may be gifted to charity. There will be
no tax on disposition as the SBCGE will cover off the
taxable gain. The company will have to redeem the
shares, meaning that cash will flow to the charity
but because it is a charity these cash proceeds are
tax free. The individual will receive a tax receipt for
the Fair Market Value of the shares donated which
may be carried forward for five years creating
significant present value tax.

6) Capital Dividends and Life Insurance:
Retained earnings in a company which have been
taxed at the low business rate in the corporation
will attract personal tax when distributed as
dividends in excess of the basic exemptions and
dividend tax credits. However the Income Tax Act
provides that death benefit proceeds from tax
exempt life insurance contracts flow tax free to the
company and, for the most part, can be paid out tax
free as a Capital Dividend. The tax advantages
of this may significantly outweigh the insurance
costs, and can provide cash resources at death
to fund tax liabilities the and/or cash resources
to ensure fairness through estate equalization
for family members who will not be owners in
the business. It is normally advisable to hold
permanent policies that accrue significant cash
surrender values within a holding company and not
the operating company.

Integrated Succession Planning

Many family businesses make the mistake of
thinking that a “Tax and Estate Plan”is the same as a
“Succession Plan”. However, “real succession” involves
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not only the transfer of ownership value and benefit,
but also the transfer of management leadership and
control. Preparing the family members for ownership
responsibility, and encouraging and developing
leadership both within family members and other
employees is essential. Readying the business for
management and leadership transition is even more
important than tax planning to ensure the long
term continuity of the cash flow engine. Developing
an understanding of life planning objectives and
leadership potential of family and employees through
use of assessments will help define which succession
strategy is best for all stakeholders that are involved.
These may include:
1) Sale to Outsider:
This is generally a clean deal which provides
immediate liquidity, however may not be desirable
to the owner because of employee loyalty and the
unwillingness to sell out to a competitor.
2) Sale to Employees:
Can be desirable due to the existing relationship
and the employee’s knowledge of the business.
Can be tax effective if Employee(s) sets up a
purchase corporation and utilize future corporate
income to pay for the purchase price. The seller
will often receive the sale proceeds tax free due to
the utilization of the SBCGE. The seller will often be
required to provide interim financing due to the
fact that employees might not have the up front
cash.
3) Transition/Sale to Family:
Generally the most complex solution due to the
family dynamics and sibling rivalries. Parent often
has continued involvement as mentor and financier.
Often not as tax effective as a sale to a non family
member due to limitations on sale to a company
whose shares are held by a related individual. ¢
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