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In its April 2024 budget, the federal govern-
ment announced its intention to increase the
capital gains inclusion rate from one half (50%)
to two-thirds (66.67%), effective June 2024.!
Not only does this apply to all gains made by
corporations and trusts, but it also applies to
capital gains of over $250,000 for individuals.
Such a change has been proposed from time
to time over the years, but now it has been im-
plemented, and the Quebec government has
decided to follow suit.?

Such a measure will be detrimental to the
country’'s economy, and more importantly, to
the living standards of all Canadians. For one
thing, it not only affects the “rich,” but will
negatively impact small business owners like
plumbers, electricians, and doctors, as well as
small-scale real estate investors like duplex
owners who have based their retirement plans
on these lifelong investments.® Moreover, in-
creasing capital gains taxation has a negative
impact on venture capital investment and
entrepreneurship, both of which are essential
for innovation and economic growth.#

DISCOURAGING VENTURE CAPITAL
INVESTMENT

Every year, a large number of businesses enter
the market in Canada. For instance, in Quebec
alone, over 22,000 opened their doors in 2020,
despite the pandemic.®> But the business entry
rate, a standard measure of entrepreneurship,
averaged 12.2% in 2020 across Canada, a 9%
drop since 2014.° New businesses big and small
require a lot of capital in order to achieve suc-

cess and stability in their early stages. Alphabet,
Apple, Amazon, and many other business giants
depended on venture capital to raise funds be-
fore going public.”

Venture capitalists, who specialize in investing
in start-ups, also provide advice and manager-
ial support, which are key for the success of new
businesses over time. The gains investors even-
tually make are then taxed once shares or owner-
ship stakes are sold. In 2023, C$6.9 billion dollars
were raised in the Canadian venture capital
market through 660 deals.®

Investing in start-ups is a high-risk venture,
however, as around 90% of them fail.° This is
why a dollar made this way is not the same as a
dollar made in a regular 9-to-5 job: the poten-
tial gains must compensate for the risks taken.
When taxation is increased, as it has been by
this change in the capital gains inclusion rate,
venture capitalists still face the same amount



of risk, but with lower potential rewards.
Economic logic thus predicts that ven-
ture capitalists will respond to this hike
by lowering their investment in Canada.

With the increase in the inclusion rate,
Quebec investors wanting to sell their
shares of a business will see the effective
tax rate go from 26.65% to 35.54% for
gains over $250,000. This is an increase
of 8.89 percentage points, or 33.34%.'°
Let's say that an investor has decided to
sell her share of her first successful in-
vestment venture in 2024, after the in-
crease in capital gains taxes is applied,
and that it would bring in $5 million in
net gains.!' The taxable amount would
be $3.75 million, with $250,000 taxed at
the 50% inclusion rate, and $3.5 million
taxed at the new 66.67% inclusion rate.
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Note: The investor takes full advantage of the Lifetime Capital Gains Exemption.

Source: Author's calculations. Government of Canada, Budget 2024: Fairness for Every

The investor pays an additional
$311,037.20 under the new tax regime—
a 31.6% increase'? (see Figure 1).

This example clearly shows why investors are
less likely to invest in, and provide guidance to,
start-ups at this higher inclusion rate, which
will tend to lead to less innovation and entre-
preneurship, both of which are essential to eco-
nomic growth.

A secondary effect of increasing capital gains
taxes is the potential delaying of sales by ven-
ture investors of exiting start-ups that have
grown successfully (or alternatively, that are
failing and wasting scarce resources) because
the sale would be fiscally disadvantageous,
which is called the (investment) lock-in effect.’
If venture capitalists delay the sale of their
share of a business, it means they are also de-
laying investing in other, newer start-ups in
need of capital. Increasing the capital gains tax
will thus lead to a less fluid venture capital
market, and again, eventually to less innova-
tion and entrepreneurship, and less economic
growth.

Recent empirical evidence confirms these
negative impacts. A 2022 peer-reviewed study
found that an increase in capital gains taxation

Generation, April 16, 2024, p. 336.

caused a reduction in investment and US-based
venture-capital-backed start-up innovations, as
shown through a smaller number and lower
quality of patents.'* Because investors reduce
their involvement in start-ups, entrepreneurs’
chances of success are also reduced, thereby
decreasing the potential return on investments
for both entrepreneurs and investors. This can
also negatively impact the size of the portfolio
of venture capital firms and their level of in-
vestment in start-ups, with a higher number of
start-up write-offs.

CONCLUSION

Canada is already struggling to attract invest-
ment, and spends billions of dollars in sub-
sidies to encourage select players such as
electric vehicle battery manufacturers to invest
in this country. A better approach would be to
leave more money in the pockets of investors
and entrepreneurs, whose innovations are a
key to increased productivity and economic
growth.'®
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