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Planning considerations
for medical professional
corporations selling
securities prior to

June 25, 2024

As a medical professional, you may have created a medical
professional corporation (MPC) to manage your income

and wealth. Canada’s recently unveiled 2024 federal budget
proposes to increase the capital gains inclusion rate to 66.67%
from 50%. This article focuses on the impacts this change may
have on your MPC and considerations for selling securities
before June 25, 2024.

For a more robust discussion of the extensive impacts of these
proposed changes on individuals, corporations, estates, trusts
and more, please ask your RBC advisor for the comprehensive
article titled “2024 Federal Budget - Planning for the proposed
increase to the capital gains inclusion rate.”

While the budget document outlined the capital gains changes
in a general way, there are still many unanswered questions
given there was no accompanying draft tax legislation on the
changes. The government stated that additional design details
will be released in the coming months. As of the date of writing,
Quebec is the only province or territory that has announced its
intention to harmonize with the federal increase.
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The effects of the proposed changes on MPCs

The capital gains inclusion rate is the rate applied to a
capital gain to arrive at the taxable capital gain, which

is included in taxable income. The budget proposes that

all capital gains realized in a corporation on or after

June 25, 2024, will have an inclusion rate of 66.67%. As
further clarification, there’s no 50% inclusion rate available
to corporations for the first $250,000 of capital gains.

With the increase in tax on the first dollar of capital gains
realized in the corporation, the difference in the corporate
tax rate on eligible dividends versus capital gains is much
lower in every province and territory. For example, before
the increase in the inclusion rate, in Alberta, the tax rate on
capital gains is 23.34% versus 38.33% on eligible dividends.
After the increase in the inclusion rate, the tax rate on
capital gains is 31.11% versus 38.33% on eligible dividends.

Further, when comparing the combined corporate and
personal tax rates on capital gains earned through a
corporation to the top marginal tax rate on capital gains
earned personally, there’s a significant tax cost to earning
the capital gains through the corporation, especially
where the shareholder may benefit from the 50% inclusion
rate on the first $250,000 of capital gains (e.g., in Alberta,
34.36% vs. 24% on the first $250,000 of capital gains).

It’s not yet known whether the refundable portion of taxes
paid by a corporation on passive investment income

will be adjusted to allow for better integration given the
proposed capital gains inclusion rate changes.

Before taking action:
ask “big picture” questions

It’s important to consider the power of tax deferral as one
of the fundamental tools of tax planning. A tax deferral
takes advantage of the time value of money. All else being
equal, the longer your tax can be deferred, the less the
discounted present value of your tax liability. For example,
$25,000 in tax deferred for 20 years at an assumed 5%
interest rate has a discounted present value of $9,422.

With a tax-deferred investment strategy, the money that
might otherwise go to pay current taxes remains invested
for greater long-term growth potential and benefits from
the power of compounding. In other words, selling now
will result in a pre-payment of tax and a smaller after-tax
amount to reinvest. Given the importance of tax deferral,
before acting, it may be helpful to revisit your goals and
timelines before making a change.

Considerations for selling securities
before June 25

If, in your regular review of your MPC’s portfolio, you
determine that a portfolio rebalancing is appropriate,

It’s not yet known whether the refundable
portion of taxes paid by a corporation

on passive investment income will be
adjusted to allow for better integration
given the proposed capital gains inclusion
rate changes.

consider whether to implement the rebalancing before
the increase to the inclusion rate. Keep in mind that the
trades would need to settle before June 25; therefore,
ensure trading dates are factored in to meet this deadline.
This way, any capital gains triggered from the rebalancing
would be subject to the current 50% inclusion rate.

For securities you've not previously considered
disposing of this year or next, the decision to sell should
be analyzed with a detailed cost/benefit analysis based
on your MPC’s specific circumstances to determine the
“break-even holding period.” This is the point in time
when, assuming all other things being equal, the MPC’s
after-tax portfolio value will be the same regardless of
whether it sells prior to June 25, or maintain the portfolio
and sell in the future.

Break-even analysis example

Let’s look at an example of a corporation selling securities
before June 25 at the 50% inclusion rate and investing the
proceeds, versus holding the security until a future date
and selling when the inclusion rate is 66.67%.

Let’s assume:

e The fair market value of the securities is $1,000,000 and
the adjusted cost base of the securities is $500,000.

e The MPC’s tax rate is 50% and the shareholder’s tax rate
is 45% on ineligible dividends.

e The expected future rate of return is 5% (100% deferred
capital gains, no interest, no dividends).

e Alternative minimum tax (AMT) does not apply.

If the MPC were to sell today, it would be subject to
capital gains tax of $125,000, leaving it with only $875,000
of after-tax proceeds for reinvestment. Alternatively,

the MPC could hold/not sell and keep the full $1,000,000
invested. It’s assumed the shareholder will withdraw

the proceeds from the sale of the portfolio after the
break-even period as a combination of taxable ineligible
dividends and tax-free capital dividends.

The following table shows the difference in after-tax value
between selling now at the 50% inclusion rate versus
holding and selling the security at a future date at the
66.67% inclusion rate.
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Option 1: Sell now at 50% inclusion rate and reinvest proceeds

Corporate tax C'a.pltal Personal tax
. dividend N After-tax
Year of sale Future value | on future gain onineligible
at 66.67% account dividend value
: (CDA)
1 $918,750 $5,638 $264,583 $326,342 $663,445
5 $1,116,746 $31,153 $330,582 $374,259 $788,010
9 $1,357,412 $62,167 $410,804 $432,502 $939,418
10 $1,425,283 $70,913 $433,428 $448,928 $982,117
Option 2: Hold and sell at 66.67% inclusion rate
Corporate Personal tax . ;
Year of sale Future value | taxon all gain CDA onineligible AF‘::E';GX a[f)tlzf::s:(\::];:e
at 66.67% dividend
1 $1,050,000 $70,877 $183,333 $358,106 $621,018 $42,428
5 $1,276,282 $100,037 $258,761 $412,868 $763,377 $24,633
9 $1,551,328 $135,481 $350,443 $479,432 $936,415 $3,003
10 $1,628,895 $145,477 $376,298 $498,204 $985,214 ($3,097)
The preceding table shows the shareholder can expect If you're deciding whether to sell before June 25 or
the difference in after-tax value to be the same sometime continue to hold, important considerations will be the
between the ninth and 10* year. Therefore, if the MPC expected rate of return, your investment time horizon

expects to keep the securities and the shareholder will not and the potential incremental capital gains tax.
extract the funds for at least 10 years, they will be better

off not selling now and rather, holding the investment. In The lower the future expected rate of return, the longer
other words, if the MPC plans to hold the security for less the break-even holding period will be. Conversely, the
than 10 years and the shareholder will be withdrawing the higher the future expected rate of return, the shorter
proceeds, they will be better off to sell before June 25 at the break-even holding period. As such, if you hold
the 50% inclusion rate. a security with a higher rate of return and you plan

to hold on to this security for the long term, it likely
The following table shows the break-even holding period doesn’t make sense to sell just to take advantage of the
for the preceding example using the same assumptions lower inclusion rate.

but at various capital growth rates of return.
Consider the timing for realizing capital losses

When selling securities in your MPC, capital losses

will reduce capital gains realized in the same taxation
3% 16 years year. For tax purposes, there appears to be no benefit
to proactively realizing capital losses before June 25 in
order to realize losses at the 50% inclusion rate. There
7% 7 years also appears to be no downside to waiting to realize the
loss on or after June 25 at the 66.67% inclusion rate.

5% 10 years

9% 6 years

*Rounded to the nearest whole year
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Consider the impact on the capital dividend
account (CDA)

The CDA is a notional account which tracks amounts
that private corporations are allowed to pay as tax-free
dividends to their shareholders. The non-taxable portion
of the capital gains realized in a corporation increases
the CDA, while the non-allowable portion of capital
losses immediately reduces the CDA. For a capital gain
(loss) realized prior to June 25, the non-taxable (non-
allowable) portion added to (subtracted from) the CDA is
50%. In contrast, a capital gain (loss) realized on or after
June 25 will have a non-taxable (non-allowable) portion
of only 33.33% added to (subtracted from) the CDA,
resulting in a smaller tax-free amount that can be paid

to shareholders. If you're considering realizing capital
gains in your MPC before June 25, you should consider
immediately paying out a capital dividend if the CDA is
positive, as any future capital losses triggered will reduce
the existing CDA balance.

Consider the impact on your MPC’s access to the
small business deduction (SBD)
If you intend on realizing a significant amount of capital

capital gains. Certain provinces, such as Ontario and
New Brunswick, don’t follow these rules for provincial tax
purposes. You should consult with a qualified tax advisor
to determine whether realizing a significant amount of
capital gains in your corporation would impact its SBD
based on your MPC’s specific situation as well as its
province/territory of residence.

Conclusion

Given the 2024 federal budget proposal to increase the
capital gains inclusion rate, and in continuing to proactively
plan for the future, it’s important to discuss your MPC’s
situation with your qualified tax advisors to understand

the significance of the potential impacts and determine if it
makes sense to take action prior to June 25, 2024.

This article may contain strategies, not all of which will
apply to your particular financial circumstances. The
information in this article is not intended to provide
legal, tax or insurance advice. To ensure that your own
circumstances have been properly considered and that
action is taken based on the latest information available,
you should obtain professional advice from a qualified

tax, legal and/or insurance advisor before acting on any

insi MPC prior t 25 to benefit th
£AINS 1N YOUur prior to June 25 Lo benelit from the of the information in this article.

50% inclusion rate, it’s important to consider the impact
of doing so on your MPC’s access to the SBD. There

are rules that restrict access to the SBD for Canadian-
controlled private corporations (CCPCs) that have passive
investment income over $50,000, which includes taxable
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