Eligible Dividend Income

In investing, it's important to remember that there are different tax rates depending on the type
of investment income received - including interest, dividends and capital gains - and they are not
equal on an after-tax basis. This report provides an overview on the taxation of eligible dividends
and, specifically, the after-tax impact of the dividend gross-up and tax credit mechanism that is

unique to Canadian dividend income.

What are “eligible dividends”?

Dividends from Canadian corporations received by
Canadian resident individuals are entitled to preferential
tax treatment by both the Federal and provincial
governments by way of a dividend gross-up and tax
credit mechanism. However, the dividend tax regime
for dividends paid by a Canadian corporation varies
depending on the taxation of the income from which
the dividends are paid. Specifically, an “eligible”
dividend encompasses distributions to Canadian
resident investors out of income subject to the
general corporate income tax rate (i.e., generally,

all dividends paid by public Canadian corporations).
Given the relatively higher tax rate on this income,
higher dividend gross-up and the dividend tax credit
percentages are provided for eligible dividends, which
results in lower effective personal tax rates. On the
other hand, dividends paid out of income subject to
lower corporate tax, such as income qualifying for

the “small business deduction” available to Canadian-
controlled private corporations, receive lower dividend
gross-up and dividend tax credit percentages and; as a
result, these (latter) “ineligible” dividends are subject
to higher effective personal tax rates. However, recent
changes have increased the effective personal tax rate
on these “ineligible” dividends by adjusting the gross-
up to 15% and the corresponding Federal dividend tax
credit to 9.0301%.
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Taxation of eligible dividends

As a result of decreases in the Federal general corporate
income tax rate in recent years, parallel reductions

to the gross-up and tax credit mechanism on eligible
dividends were also implemented which increased the
effective personal tax rate on eligible dividends. These
changes were introduced because the dividend tax
credit is intended to compensate individual taxpayers
for the income tax paid by the corporation distributing
the eligible dividend. The reduction in corporate tax,
therefore, leads to a reduced dividend tax credit. In
theory, lower corporate tax should lead to higher
dividend payments (or higher share valuations), thereby
offsetting the effect of the increased personal tax on
eligible dividends.

For eligible dividends, the actual dividend received is
grossed-up by 38%. So, if you receive a $100 eligible
dividend, you will include $138 on your tax return and
will receive a dividend tax credit (equal to 15.02% of the
grossed-up amount for Federal tax purposes) that will
reduce the actual income tax you pay on that dividend.

The 2020 Combined Federal and Provincial Top
Marginal Tax Rates for Individuals table compares
specific tax rates by province for each type of
investment income.

10f3



Eligible Dividend Income

Other considerations
2020 Combined Federal and Provincial

Top Marginal Tax Rates for Individuals’ One often overlooked implication to the taxation of

dividends is the impact that the gross-up of eligible

Interest & dividend income can have on taxable income;

Canadian Dividends

. . Capital
Province Ordinar . . s L
,ncomey Gains Eligible  Non-Eligible particularly for individuals who receive income-tested
Alberta 48.00%  24.00% 31.71% 42.31% benefits or credits. Although the dividend and gross-
— up tax mechanism can result in very low effective tax
Ccrylll:?nbia 53.50% 26.75% 36.54% 48.89% rates for individuals in the lower marginal tax brackets,
. the impact on the calculation of their taxable income
Manitoba 50.40%  25.20%  37.78% 46.67% . . .
resulting from the dividend gross-up can negatively
New Brunswick  53.30%  26.65%  33.51% 47.75% affect income-tested benefits and tax credits, such
Ne(‘jN{Ognddland 5130% | 25.65% | 42.61% | 44.59% as 0ld Age Sec,l,th,( 0AS"), Guaraqteed Incomg .
and Labrador Supplements (“GIS”), age and medical tax credits, in
?Qﬁ?&ﬁt 47.05%  23.53%  28.33% 36.82% addition to other provincial benefits. However, the
reduction in these benefits may be negated by the
Nova Scotia 54.00%  27.00%  41.58%  48.28% tax-efficiency of eligible dividend income. For affected
Nunavut 44.50%  22.25%  33.08% 37.79% individuals, an understanding of any potential impact
Ontario £3.53%  26.76%  39.34% 4774% on mcgme-tested bengflts would be reguued for a full
. analysis of the tax-efficiency of the various sources of
Prince Edward 0 o o 0 . .
island 51.37% 25.69% 34.22% 45.22% investment income.
Quebec 53.31% 26.65% 40.11% 47.14% “Tax-free” dividend amounts
Saskatchewan  47.50%  23.75%  29.64%  40.37% As previously discussed, the dividend tax credit can
Yukon 48.00%  24.00%  28.93% 42.17% provide very low effective tax rates for individuals in

the lower marginal tax brackets. In fact, individuals with
* This table shows the 2020 top combined marginal tax rates by province.

The rates apply to taxable incomes over $214,368, with the following
exceptions: $220,000 in British Columbia and Ontario, $314,928 in Alberta
and $500,000 in Yukon.

no other sources of income can often receive significant
amounts of dividend income without incurring any
income tax because of the “power” of the dividend tax

credit. The Maximum Dividend Income Before Incurring
Income Tax table provides the maximum actual amount
of Canadian eligible dividends that can be received by
an individual resident in Canada, without triggering
Federal or provincial/territorial income tax for 2020,
assuming that the individual has no other sources

of income. Note that the schedule does not apply to
dividends received from a foreign source, and is only
relevant for Canadian resident individuals (i.e., not
applicable for trusts, corporations and non-resident
individuals). Also, be aware that dividend income may
be subject to the general income attribution rules or
the expanded “tax on split income” (“TOSI”) rules (i.e.,
for dividends paid by a private corporation), which may
defeat income-splitting objectives.

As outlined in this table, the top tax rate for eligible
dividends varies significantly, depending on the province
in which you reside. For individuals in the top marginal
bracket, eligible dividends incur a higher tax rate than
capital gains in all provinces and territories, and the tax
rate differential between eligible dividends and capital
gains can be significant.
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“Tax-Free” dividend summary Seek advice
Take time to review the types of investment income
Maximum Dividend Income Before Incurring your investment portfolio earns to better understand
Income Tax for 2020 and consider the potential impact of taxation to your
portfolio. With an understanding of your investment
Eligible Dividends' objectives, your BMO financial professional will review
Jurisdiction Actual Taxable Your current portfolio with a view towards maximiz.ing
its after-tax return. After all, at the end of the year it’s
Federal 553,229 573,456 important to understand how taxes impact the after-tax
Alberta 953,229 373,456 return of your portfolio.
British Columbia $53,229 $73,456
Manitoba $25,933 $35,787 For more information, speak with your
New Brunswick 953,229 $73,456 BMO financial professional.
Newfoundland and Labrador $18,521 $25,559
Northwest Territories $53,229 $73,456
Nova Scotia $32,405 $44,719
Nunavut $53,229 $73,456
Ontario $53,229 $73,456
Prince Edward Island $48,903 $66,368
Quebec $39,786 $54,904
Saskatchewan $53,229 $73,456
Yukon $53,229 $73,456
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" For illustrative purposes only based on 2020 tax rates. Consultation with a tax professional is necessary to confirm the actual tax implications in each particular situation. This analysis
assumes that the only tax credits available to the individual are the basic personal credit and dividend tax credit. It also assumes that the individual is single or, if married, the spouse’s
income is too high for any tax reduction from married status. This schedule does not apply to dividends received from a foreign source, and is only relevant for Canadian resident
individuals (i.e., not applicable for trusts, corporations and non-resident individuals). Be aware that dividend income may be subject to the general income attribution rules or tax on
split income (“T0SI”) rules (i.e., for dividends paid by a private corporation), which may defeat income-splitting objectives. Provincial health and other personal tax levies are not
reflected.

BMO Private Wealth provides this publication for informational purposes only and it is not and should not be construed as professional advice to any individual. The information
contained in this publication is based on material believed to be reliable at the time of publication, but BMO Private Wealth cannot guarantee the information is accurate or complete.
Individuals should contact their BMO representative for professional advice regarding their personal circumstances and/or financial position. The comments included in this publication
are not intended to be a definitive analysis of tax applicability or trust and estates law. The comments are general in nature and professional advice regarding an individual’s particular
tax position should be obtained in respect of any person’s specific circumstances. While the information contained within is considered to be true and correct at the date of publication,
changes after the time of publication may impact the accuracy of the information contained herein.

BMO Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates in providing private wealth management products and services. Not
all products and services are offered by all legal entities within BMO Private Wealth. Banking services are offered through Bank of Montreal. Investment management, wealth planning,
tax planning, philanthropy planning services are offered through BMO Nesbitt Burns Inc. and BMO Private Investment Counsel Inc. If you are already a client of BMO Nesbitt Burns Inc.,
please contact your Investment Advisor for more information. Estate, trust, and custodial services are offered through BMO Trust Company. BMO Private Wealth legal entities do not offer
tax advice. BMO Trust Company and BMO Bank of Montreal are Members of (DIC.

® Registered trademark of Bank of Montreal, used under license.

All rights are reserved. No part of this publication may be reproduced in any form, or referred to in any other publication, without the express written permission of BMO Private Wealth.
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