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TYPES OF FARMING BUSINESSES

The type of farming business affects taxation, liability
and transfer strategies. It also determines eligibility for
the Lifetime Capital Gains Exemption (LCGE) and
intergenerational rollover mechanisms.

Sole proprietorship

In a sole proprietorship, the farmer personally owns the
business's assets (land, buildings, quotas, etc.). Because of
its simpler structure, this type of business is often used by
farmers just starting out. The business’s net income is
added to the owner's personal income. It is determined by
calculating income minus expenses incurred in operating
the business®. It is also possible to depreciate any property
considered depreciable property. However, it should be
noted that the owner's liability is unlimited. In the event of a
lawsuit creditors may therefore have access to the owner's
personal assets.

Partnership

A farming business may also be operated as a partnership
(e.g., a general partnership). A business organized as a
partnership is not taxed directly; its income or loss is
allocated to the partners based on their ownership interest.
The partners must report their share of the income,
whether or not it is distributed to them.

The adjusted cost base (ACB) of a partner’s interest
increases, among other things, with the income allocated
to the partner. Withdrawals can generally be made up to
the amount of the ACB without tax consequences.

Note: A partnership may own property used in the
farming operation.

Corporation

A corporation is a legal entity separate from its
shareholders. Unlike a sole proprietorship and a
partnership, this type of business offers protection against
personal liability. A corporation can own property, enter into
contracts and is required to file its own annual income tax
return®. Profits may be distributed to shareholders in the
form of salaries, bonuses or dividends.

Unlike a sole proprietorship, this structure therefore offers
greater opportunities for tax and estate planning (e.g., an
estate freeze or a trust).

Exception in the agricultural sector

Unlike most businesses, farmers may choose to use cash
basis accounting rather than accrual basis accounting.

This method can offer them greater flexibility, since revenue
and expenses are recorded when they are actually received
or paid, whereas under accrual basis accounting, they are
recorded when they are earned or incurred. For example,

a producer may delay depositing a check until the following
year in order to defer the recognition of income.

This method is more common among farmers who operate
their businesses as sole proprietorships or partnerships.

INTERGENERATIONAL TRANSFER IN THE
AGRICULTURAL AND FISHING SECTORS

Although transfers between related persons are generally
deemed to be made at fair market value (FMV)?, the Act
allows for the transfer of certain farm or fishing property to
a child at adjusted cost base (ACB)&. This rollover defers
capital gains tax and promotes the intergenerational
transfer of family businesses.

Eligible farm property

The ITA defines eligible farm property for the purposes of
intergenerational rollover®, including land, quotas, farm
buildings and certain fishing property’. To be eligible, the
property must be located in Canada and used primarily in
a farming business by the individual or certain members of
their family. This condition may also be met when the
property is used by a family farm or fishing corporation or
a family farm or fishing partnership.

Transfer of eligible farm or fishing property to
a child

When the conditions set out in the ITA are met, a parent
may transfer eligible farm or fishing property to a child at an
amount between the ACB and the FMV without
immediately triggering capital gains tax.

For the purposes of this rule, the term “child” includes,
among others, a child, grandchild or great-grandchild, as
well as certain stepchildren and dependents™.



The main conditions are as follows:

— the property must be land or eligible depreciable
property located in Canada;

— the child must reside in Canada immediately before the
transfer;

— the property must be used primarily (more than 50%) in
a farming or fishing business actively operated by the
taxpayer or certain members of the taxpayer’s family.

In the case of woodlots, the operation must generally
comply with a regulated forest management plan'.

Example of a transfer of farm property from a parent to
a child

A parcel of farmland acquired for $200,000 is now worth
$2.1 million. The parent can transfer it to the child at the
adjusted cost base of $200,000, with no immediate tax
consequences. The child will then be deemed to have
acquired the property at that same amount, even though its
fair market value (FMV) is $2.1 million.

Transfer of interests in a family farm or fishing
partnership and of shares of the capital stock of a
family farm or fishing corporation

If the conditions set out in the ITA are met, a parent may,
during their lifetime, transfer shares in a family farm or
fishing corporation to a child residing in Canada at an
amount between the ACB and the FMV, without any
immediate tax consequences.

To qualify, all or substantially all (90% or more) of the FMV
of the corporation’s assets must derive from property used
primarily in a farming or fishing business actively operated
in Canada by the individual or certain members of their
family (their spouse, child or parents)'™.

Definition of regular and continuous farming operations

To meet the CRAs requirements, the taxpayer must
participate actively, regularly and continuously in the
operation of the farming or fishing business'. However,
demonstrating this may be more difficult when farming or
fishing is not the taxpayer’s primary source of income.

Note: If the child disposes of the property within 36
months of the transfer, the parent may be deemed to have
made the transfer at FMV.

Transfers upon death

When the conditions are met, eligible farm property, shares
in a family farm corporation and interests in a family farm or
fishing partnership may be transferred upon death without
immediate tax consequences’®. These provisions therefore
help facilitate generational succession.

As with inter vivos transfers, the liquidator can generally
choose proceeds of disposition between the ACB (or the
UCC8 in certain cases) and the FMV. This flexibility may
allow the deceased's unused LCGE to be used in order to
reduce or eliminate the tax payable upon death.

However, to qualify for the rollover, the transfer of the
property to the child must be irrevocable. The property
must generally be transferred directly to the child, without
condition, within 36 months after death'. Failing this, the
deceased may be deemed to have disposed of the property
at its FMV.

In the case of shares or equity interests, it is also important
that shareholder agreements or partnership agreements do
not provide for automatic redemption upon death, which
could prevent the rollover.

LIFETIME CAPITAL GAINS EXEMPTION

Generally speaking, the Lifetime Capital Gains Exemption
(LCGE) may apply when selling eligible small business
corporation shares (QSBCS). However, in the agricultural
sector, it can also be applied to the sale of shares in a
family farm or fishing corporation, to interests in a family
farm or fishing partnership, and to farm or fishing property.
It is important to note that the LCGE allows owners of
these assets to benefit from a tax exemption on a portion
of the capital gains realized upon their sale. Individuals can
therefore reduce the taxable amount of their gains up to a
specified limit, thereby encouraging investment in small
businesses and the agricultural sector. To be eligible,
these assets must meet certain criteria defined by the

tax authorities.

Since the 2024 budget, the maximum amount has been
$1,250,000. This amount will be indexed starting in 2026.



Eligibility criteria for the LCGE for eligible farm
and fishing property

To be eligible for the LCGE, it is essential to consider the
person who operated the property, as well as the applicable
ownership criteria. Specifically, the property must have
been used primarily in a farming or fishing business
operated in Canada by the individual, their spouse, child or
parent, a family farm or fishing corporation, or a family farm
or fishing partnership.

Farm or fishing property eligible for the LCGE

The eligibility criteria for the LCGE differ from those
applicable to intergenerational rollover and vary depending
on the date of acquisition of the property.

Property acquired before June 18, 1987

The property must have been used in the operation of a
farming or fishing business for more than five years by the
individual, their spouse, a parent or a child’®. These years do
not have to be consecutive.

Property acquired after June 17, 1987

The property must have been owned for at least 24 months
by the individual or certain members of their family and
must have been used in a farming or fishing business.

In addition, for at least 24 months during which the
property was owned, the gross income of the person
operating the farming or fishing business must generally
have been derived primarily from that activity'®. However,
this requirement does not apply in certain situations
involving a family farm partnership and active participation
in farming or fishing activities.

4.3 Individuals eligible for the LCGE

If the conditions are met, the LCGE may be available to
the child who takes over the farm, as well as to certain
family members (spouse, children, grandchildren and
great-grandchildren), even if they do not participate in the
farm’s operations.

CHANGES RESULTING FROM BILL C-208

The changes resulting from Bill C-208 have facilitated
intergenerational business transfers across all sectors. Prior
to these changes, selling a business to a child could result
in higher taxes than selling it to a third party, since the gain
was often reclassified as a dividend, thereby preventing
access to the LCGE.

To qualify for the new rules, certain conditions must be met:

— the buyer must hold the shares for at least 60 months;

— an independent fair market value (FMV) appraisal is
required;
— an affidavit must be filed with the CRA.

Two approaches are possible:

— Immediate transfer: the seller must transfer legal and de
facto control of the business and gradually cease their
involvement in its management;

— Gradual transfer: the transfer of legal control,
management and de facto control of the business may
take place over a period of up to 60 months.

In all cases, the buyer and seller are jointly and severally
liable for compliance with the conditions set forth by law.
Finally, an extension of the limitation period is also
provided for?.

OTHER ASPECTS OF ESTATE PLANNING
FOR OWNERS OF FARMING OR FISHING
BUSINESSES

Trusts

In the agricultural or fishing sectors, a trust can be used to
facilitate the gradual transfer of the business to the next
generation. On the one hand, this is achieved through the
tax rollover mechanism, which allows taxes to be deferred
to a later date; on the other hand, it enables the parent to
retain a certain degree of control and protect the assets of
the farming business.

Testamentary trust

In the case of a spousal testamentary trust, property may
generally be transferred to the trust with no immediate tax
consequences. It should be noted that this rollover is not
limited to farm or fishing property.

Furthermore, where the conditions set out in the Income
Tax Act are met?’, upon the spouse’s death, eligible farm
property, shares in a family farm or fishing corporation or
interests in a family farm or fishing partnership may then
be irrevocably transferred to the children, generally within
36 months of the death, without immediate tax
consequences.



Trust for minor children

It may also be possible to transfer property to a trust for
the benefit of minor children without immediate tax
consequences.

To do so, the property must be irrevocably vested in the
beneficiaries, and ownership rights must be definitively
assigned to the child, such that no future event can call this
assignment into question.

Loans and trusts

When a trust has outstanding loans??, particularly under the
Canadian Agricultural Loans Act?, depending on the
circumstances, it may not be recognized as actively
engaging in farming operations.

This situation may result in certain loans becoming due and
payable and may reduce the benefits sought by establishing
the trust. In some cases, a direct tax rollover to a spouse or
children may be a more advantageous solution.

Equality and fairness

In the context of a farm transfer, the child who takes over
the farming operation often receives a larger share of the
family estate than their siblings.

To ensure equality among the bequests, parents may be
tempted to sell the business to that child at FMV. However,
such a strategy may increase the child’'s debt burden and
jeopardize the farm's continued operation. In fact, operating
and maintaining a farming business often requires
substantial capital relative to income it is expected to
generate. In this context, the focus is often on fairness
rather than equality, namely finding a balance between
what will be bequeathed to each child and the viability of
the farming business for the next generation.

Life insurance and farm transfers

In an effort to achieve a measure of fairness among heirs,
life insurance can be a useful tool for ensuring a more
equitable distribution of assets while supporting the
continuity of the business.

Where the policy is personally owned, the policyholder may
freely designate the beneficiaries and determine how the
death benefit is to be allocated. The proceeds are then paid
directly to the beneficiaries, bypassing the estate.

Where the policy is owned by a corporation, the corporation
should generally be both the policyholder and the
beneficiary in order to avoid certain undesirable tax
consequences. It should be noted that if the policy has a
significant cash surrender value, this value may affect the
asset tests used to determine the eligibility of shares under
the intergenerational rollover rules and the LCGE?. It is
therefore advisable to consult professionals to determine
insurance needs and estate planning requirements, as well
as to avoid unforeseen tax consequences.

Key takeaways

— The Canadian tax system provides several measures to
facilitate the intergenerational transfer of farm and
fishing businesses, both during the owner's lifetime and
upon death.

— In particular, rollover rules and the LCGE can help defer
or reduce the tax consequences of transferring a
business to the next generation.

— The use of life insurance may be beneficial to facilitate
an equitable transfer of assets between the child who
takes over the farming business and the other heirs.

These benefits, however, come with specific conditions.
Proper planning, carried out with qualified professionals,
remains essential to optimize the transfer of the business
and ensure the continuity of farming operations within
the family.
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