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MEMO

To: 
CWCF members in the RRSP program

From: 
Hazel Corcoran

Date: 
17 April, 2012
Note:  
Words which are underlined and in blue represent links to web sites; also in endnotes
***Guide to Dealing with new Co-op RRSP program changes***
Changes to federal tax rules in December 2011 have an impact on the RRSP program for co-operatives and other business forms, and could mean that shares held in an RRSP become "prohibited investments" and cause significant penalties for individuals.  In some cases, action must be taken before the end of June 2012 and in others before December 31, 2012.  It is very important that you read the following and if you have questions, consult with a tax professional if you (or you and related parties
 together, i.e. relatives) hold more than 10% of any class of shares issued by a co-operative.  This is not a situation to take lightly.  Please share this memo with individuals who may be affected.

This is a serious issue for many of the co-ops using the co-op RRSP program which CWCF runs.  It also affects other business forms including CEDIFs.  Further, it means that going forward, new co-ops cannot use the RRSP program unless those individuals using the RRSP program each hold less than 10% of each class of shares.  CWCF and partner co-op organizations have lobbied the federal Finance Minister to try to have this reversed, but so far to no avail – except that the lobby resulted in obtaining the 10-year transition period.  Apparently there have been some cases of fraud, and unfortunately the government has opted to make investments which previously were completely acceptable to be labelled “prohibited,” and to impose very high penalty taxes.  CWCF has received conflicting advice as to whether or not co-operatives were affected, which is why we have waited until now to inform you.  Also, the rules are quite complicated; we have tried to make this as easy to read as possible.
“Prohibited Investments” and Penalty Taxes

In its 2011 budget, the federal government expanded to RRSPs the concept of "prohibited investment" which was previously applied only to Tax-Free Savings Accounts (TFSA).  This amendment, which was adopted in December 2011 by Bill C-13 has an impact on the use of RRSPs in co-operatives. The new rules apply from March 23, 2011 (date of announcement of the 2011 budget).  Some of the types of investments which are now prohibited are:


• An investment in an entity in which the annuitant has a significant interest, either:
     o A share or a debt of a corporation, if the annuitant under the plan holds 10% or more of the shares of any class of shares or a company connected with it, alone or with people with whom he is not at arm's length (related people);

     o  A person who holds, alone or with related persons, 10% or more of any class of shares of a co-operative is deemed to hold a "prohibited investment".


Co-operatives that do not have many members (e.g., those with 20 or fewer members) may experience this problem, especially if some members have been present for a long time.  Larger co-operatives that have issued several classes of preferred shares could also end up with an annuitant who owns more than 10% of the shares of a class.


The prohibited investments are subject to a tax on prohibited investments and a tax on advantages that are very high.  The penalty tax on prohibited investments is 50% of the fair market value of the prohibited investment, and the penalty tax on advantages (including dividends and interest) is 100% of the value of  the income, earned in the plan after March 22, 2011. 

The 50% penalty tax does not apply, however, to investments held by an RRSP before March 23, 2011 as long as they are disposed of before the end of 2021. Disposition could include swapping them for cash or for another eligible security or deregistering the securities.
The situation for those who held their prohibited investments by March 22, 2011
These individuals can take advantage of a 10-year transitional program as detailed in the next section.  

Transitional program
To address the 100% penalty tax, a 10-year transitional arrangement is provided for eligible investments as of March 22, 2011 that became prohibited investments as a result of the change in the 2011 budget, or that became prohibited on or before October 4, 2011. 

To benefit from these relief measures, the eligible individual must file an election with the tax authorities no later than June 30, 2012.  The form to use is: RC341.  You may download the form here
.  

The 100% penalty tax is eliminated for the next 10 years if:  

1) you file form RC-341 with the Canada Revenue Agency (CRA) to seek “transitional relief” for up to 10 years no later than June 30, 2012; and 

2) the income is earned or capital gains are realized before 2022 and are paid out of your RRSP within 90 days after the end of each year in which the income or gains were earned or realized; and

3) you must then remove the prohibited investments by the end of 2021. Disposition could include swapping them for cash or for another eligible security which are eligible to remain in the RRSP or deregistering the securities.


Action to be taken before June 30, 2012
Holders of prohibited investments which they held by March 22, 2011 who wish to use the transitional arrangements must declare their prohibited investments before June 30, 2012, using form RC341
.


Action to be taken before December 31, 2012
Co-operatives which have the cash to make redemptions to regularize the situation (of eligible investments that have become prohibited as of March 23, 2011) have until December 31, 2012 to do it without the owner having to pay a penalty. For co-operatives that can not redeem shares because they would risk failing the solvency test (i.e. the redemption would threaten the solvency or the financial stability of the co-operative), the transitional measure seems the only option.

Action that was to be taken before March 30, 2012 – where income was paid on shares in 2011
If a person held more than 10% of any class of shares at March 22, 2011 and the co-operative has paid income on shares in 2011, it may have been necessary that the interest was withdrawn from the RRSP before March 30, 2012 to avoid the tax on advantages.   CWCF believes that none of its members are affected by this.  If a person held more than 10% of a class of shares and your co-op did pay income on these shares in 2011,  please contact us immediately.
Investments obtained after March 22, 2011

If investments were obtained after March 22, 2011, individuals will need to consider ways of removing the investments from their co-op RRSP and whether they should apply for a waiver to reduce or cancel all or part of the tax owing under the new rules.  If this applies to you, you should contact us immediately.
Seeking a waiver is permitted.  CRA has discretion to waive or reduce the penalty taxes in circumstances it considers just and equitable.  For more information see RC339
 particularly in section “Important Information -  Refund of taxes paid on non-qualified or prohibited investments”:  “If you dispose of a prohibited investment in the same calendar (taxation) year that the prohibited investment was acquired then remittance of the tax is not required.”

Other Action
If a person (and his/her related persons) own(s) more than 10% of any class of shares of the co-operative, you may want to consult a tax professional for advice on what to do.  These regulations are very complicated.  If you are not aware of a tax professional who is comfortable with this issue, CWCF can make a recommendation; again, please contact us.  

For the future
Be aware that the re-purchase of shares by the co-operative (upon a member’s departure for retirement, etc.) lowers the total shares and that some owners may then find themselves with over 10% of the shares even though this is not the case now. Co-operatives will be required to closely monitor to ensure that all holders (and their related persons) remain below 10% at all times. This is crucial for if the shares become “prohibited” they could incur the 50% tax of their market value at the time they become prohibited. At a minimum they will need to be disposed of by the RRSP through a cash swap or share deregistration.   

In conclusion
We hope we have convinced you of the importance of addressing this situation immediately, and consulting a tax professional on this issue if your co-operative has questions.  Please notify me of how your co-op is proceeding so that we can document the actual impacts.  Not in order to recommend any particular accounting firm, but rather to provide more information, we suggest that you consult guidelines such as are availble from PWC, here
.  Similar publications can be found on-line from a variety of other firms.  
If you wish to contact CWCF, you may do so but staff members at CWCF are not tax professionals; we are simply providing you with our understanding of the new regulations. If required, please consult a tax professional.  From the government’s perspective, the onus is on the individuals involved to ensure that thay are in conformity with these regulations. 

I would like to thank the Quebec Forestry Co-operative Federation on which CWCF’s memo is based.  We will continue to work with other co-operative associations and federations to try to modify the application of this measure in co-operatives.  
� http://www.cra-arc.gc.ca/E/pub/tp/it419r2/it419r2-e.html


� http://www.cra-arc.gc.ca/E/pbg/tf/rc341/README.html


� same as above in endnote ii.


� http://www.cra-arc.gc.ca/E/pbg/tf/rc339/README.html


� http://www.pwc.com/ca/en/tax-memo/rrsp-rrif-prohibited-investment-legislation.jhtml
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