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COTTAGE CONUNDRUM:

Keeping It In The Family
Most cottagers would love to ensure their children and grandchildren have the opportunity to participate in the pleasures of cottage life.  

Increasing demand and rapidly rising waterfront real estate prices mean most children won’t be able to buy their own.  Finding a way to pass along your cottage may be the only realistic option for future generations to share this extraordinary life experience.  

The Cottage Conundrum is that the tax system, financial realities and family dynamics are all critical obstacles to achieving that generous goal. 

FINANCIAL HURDLES

1. Parental pressures

· Payment of ongoing expenses

· Non-income producing asset

2. Calculating capital gains tax 

3. Funding capital gains tax  

4. Transfer while alive or after death? 

Some of these obstacles are financial:

Can the parents afford to preserve the cottage for their lifetimes in order to pass it on to the children?  Payment of the ongoing expenses for electricity, municipal taxes, insurance, repairs and maintenance may become onerous for seniors, particularly when the costs keep increasingly annually while their income is fixed.  “Locking up” the value of the cottage as non-income producing property also has a detrimental effect on the parents, whose cash flow and ability to meet other financial needs could be much improved if the cottage was sold and the money invested.
Even if the parents are in a position to retain the cottage to pass on to their children, capital gains tax on the transfer to the kids is also a substantial issue.  Given the huge increases in value in waterfront property over the decades, the resulting capital gains tax could be tens, even hundreds of thousands of dollars.  How will this tax bite be funded - life insurance, savings, sale proceeds of the primary residence, mortgage on the cottage itself?
Since the capital gains tax liability increases with each passing year, there is motivation to transfer during the parents’ lifetime at a lower cost.  However, to do so will trigger the capital gains tax liability sooner rather than later, when life insurance proceeds are not available, the primary residence is still in use, and savings may be required for future needs.   The right solution for one family may be the wrong one for their neighbors.   

FAMILY CHALLENGES
THE FOUR C’S…

1. Choosing children

2. Compensation questions

3. Co-ownership concerns

4. Coping with financial differences

Quite distinct from the financial hurdles are the family challenges.   Most motivated families, with the assistance of their professional advisers such as lawyer, accountant and financial adviser, will find a way to overcome the money matters.  However, the family issues confronting the cottage succession are equally important.  Everyone hopes to keep the cottage in the family, but no one wants to leave a legacy of family strife by doing so. 
Does the cottage go to all of the children; or only to those who are interested in the cottage; or those who can afford to maintain it; or those close enough to use it regularly; or those that get along together well?
If the cottage doesn’t go to all the children for whatever good and valid reasons, what happens to other child or children?  Are they simply left out, with an inheritance of diminished value compared to the others?  Can they be compensated in some other way?
If more than one child ends up with the cottage will they work well together, or could differences of opinion become disputes, and the cottage a bone of contention instead of a waterfront paradise?
When cottage costs are confronted, especially large ones, what happens if one of the children is unable to come up with his or her fair share of the expenses?  And if he or she can’t, what happens to the happy family cottage?

CHOOSING CHILDREN

· Interest

· Geography

· Affordability

· Personalities

Various factors need to be considered when deciding which child or children should be chosen to carry on with the cottage.  
One critical consideration is the level of interest of a particular child.  If he or she is not enthusiastic about cottage ownership, with all the responsibilities and expenses that involves then including him or her in the cottage plans will only lead to friction and dissension.
Geography is relevant too.  A child who lives far away may love the cottage, but if he or she is so distant it can seldom be used, then again problems will follow.  A child who only uses the cottage a few days a year may feel unfairly treated if asked to pay the same portion of the costs as those who live nearby and enjoy the cottage frequently.  Distant children will also not be in a position to contribute equally to maintenance and chores, which may be resented by the closer ones who then carry most of the load.
Cottagers know how expensive it can be to keep a cottage going.  A child who is struggling financially may find it impossible to pay his or her fair share of the expenses.  You may not be dong that child any favours by imposing the cottage burden upon him or her.
Don’t overlook personalities either.  If the kids always get along well together, wonderful.  If they fight like cats and dogs, then perhaps leaving the cottage to more than one will be a formula for disaster, with a For Sale sign to follow. 

COMPENSATION QUESTIONS

· Ignore or compensate?

· Apples and oranges

· Financial compensation

· By Will, from insurance or other assets

· By cottage owner children

· Life interest for excluded children
If not all children are chosen or willing to carry on with the cottage, should the others be compensated or ignored?  
A parent who wishes to provide some balance among the children may decide to leave the non-cottage owning child more of the other estate assets, or provide insurance to even things out.
If the estate assets are not sufficient to do this, then perhaps the cottage owning children should themselves contribute to the compensation, by leaving them the cottage on condition that the excluded child receives a certain sum from the new owners.
In addition to financial compensation, a child who is not included for whatever reasons in full cottage ownership may be provided a life interest.  This would ensure that he or she is able to enjoy the cottage while alive, but would not be responsible for sharing the full costs, nor to leave an interest in the cottage to their heirs.

CO-OWNERSHIP CONCERNS

· Too many chiefs…

· Agreements avoid adversity

· Operation, sharing costs and tasks

· Restrictions on transfer

· Exit strategy

· Role of parents

· Involve the kids

· Learning curve
While the parents are alive and involved, they usually provide the leadership and guidance for the family.  If there are competing wishes for usage periods or different ideas for improvements, the parents will normally make the final decision.  Cottage life proceeds peacefully.
When the parents are no longer involved, then differences of opinion may escalate to disputes and result in deadlocks.  If all kids are equal owners, then no one can outvote the other.  A disgruntled child may decide to sell his or her interest to a third party to be rid of the problem, or even force the sale through court action.
A Co-ownership Agreement negotiated and implemented while the parents are active can make all the difference between a short and unhappy period of sibling ownership, and a stable and continuing structure for future generations to enjoy the cottage.

FINANCIAL DIFFERENCES

· Impact on cottage ownership

· Agreement provisions

· Expenditure priorities

· Mandatory reserve

· Will solutions

· Testamentary trust
Not all children are the same, and not all children’s pockets are equally deep.  If the septic system packs it in, there’s no choice but to repair or replace it, often at a cost of many thousands of dollars.  One brother may be able to pay his share out of petty cash, while his sister may be too strapped to contribute.  Does the well off one pay for both?  Does the cottage go unused until the struggling one saves up enough money?  Either will lead to dissension, resentment, guilt and hard feelings.
What if one child wants to build a bunkie to accommodate a growing family, while another can’t afford the cost or doesn’t want the view of the lake obstructed?
Again, a Co-ownership Agreement can provide a structure to deal with these issues in a business-like way, preserving family harmony.  A mandatory reserve built into the ongoing cottage budget can relieve the strain when an unexpected expense hits home.

With their Wills, parents can also designate a certain portion of their estate be set aside specifically for cottage purposes, to provide a financial reserve to act as a safety net for financial stresses.

WORDS FOR THE WISE
1. DON’T DELAY 
The sooner you start on your cottage planning process, the more likely your success will be.  Some plans should be implemented right away to maximize the benefits, while others take time to mature.  If you delay, you may miss your opportunity for the former, or be too late for the latter. 
2. GET GOOD HELP

You and your goals are the critical component of the planning, but don’t try to do it all by yourself.  Accountants are necessary to provide certainty to the tax consequences, while lawyers to create safe and effective structures for succession.  Other experts who can contribute are appraisers, insurance brokers and financial planners.  Get professional help to ensure optimum results for your family.

3. LEAVE A LEGACY
If you ignore cottage planning, then you leave a potentially nasty can of worms for your loved ones to untangle.  This can waste time and money, and most importantly squander family goodwill.  Leave a legacy of love and take the necessary steps to sort out your own cottage succession path. 

