
Why are Forstrong ETF Managed Portfolios Tax Efficient?
Investments are held in a Separately Managed Account (SMA) Structure
A Forstrong Separately Managed Account (SMA) is a portfolio of assets managed by Forstrong’s investment team 
in which all security holdings are directly in client name and held at an independent custodian. Forstrong purchases 
securities on behalf of each individual client. The Securities are not commingled with a larger overall pool (such as is the 
case with mutual funds or pooled funds). The tax implication is that Forstrong clients have a unique adjusted cost base 
(ACB) for each individual security held in their SMA. Consequently, they are only responsible for paying tax on gains 
directly related to securities in their own account.

In contrast, since mutual funds are “mutual” — all unit holders share the tax liability on the gains realized throughout 
the year. This can be a disadvantage. For instance, should investors redeem their mutual fund units, a fund manager will 
sometimes have to sell securities inside the pool in order to raise the cash needed to meet the redemption. This may 
result in a gain. A new investor in the mutual fund at a later date would inherit an embedded capital gain tax liability no 
matter that the fund may or may not rise in value.

Ability to crystallize capital losses via “ETF Tax-Loss Harvesting”:
In addition to the benefits provided by the SMA structure outlined above, Forstrong is uniquely positioned to provide 
the benefits of tax loss selling to clients by utilizing ETFs. ETFs provide an effective way for Forstrong to realize tax losses 
for clients while maintaining desired exposure to a market investment.

The CRA’s superficial loss rules state that when an investor re-buys (or has the right to re-buy through derivatives), the 
same identical property that had previously been sold at a loss, within 30 calendar days after the sale of that same 
security, their claim of a capital loss for tax purposes is rejected. To illustrate, if an investment manager wants to sell 
Barrick Gold for tax loss purposes but is still bullish on the company, they have to wait 30 days before rebuying it. 
However, during the 30 day period between which Barrick is sold and rebought, the company’s shares may gain in price. 
As such, the investor will not have participated in this price appreciation.

Forstrong can avoid triggering the CRA’s superficial loss rules using ETFs, since there are a large number of ETFs 
that provide very similar investment exposures but do not track the same underlying index. Because we can find 
ETFs that provide very similar, but not identical asset exposures, the superficial loss rule is not triggered. This allows 
us to buy a similar ETF while simultaneously tax loss selling another. In this way, tax losses can be crystallized and 
there is no risk of the of the “opportunity loss” Because portfolio allocations can be kept intact throughout the tax 
loss selling process.

Utilize only tax-efficient Exchange-Traded Funds(ETFs)
When investors put new money or redeem money from a mutual fund, the fund company may need to buy or sell 
securities. In the process, the mutual fund pays trading expenses, which ultimately harm returns of the fund. Furthermore, 
although both mutual funds and ETFs are required by law to pay out any capital gains as they accrue, it is investors 
in mutual funds that more often take the tax hit on these distributions. For example, when a mutual fund has to sell 
securities for a tactical move or when investors ask for redemptions, it must sell some securities to raise the necessary 
cash. Any capital gains on these amounts must be distributed to the “mutual” holders in the fund pool. Therefore, even 
if it was another investor’s redemption request that resulted in a capital gains tax liability, all unit holders will face the 
tax consequence.
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In contrast, ETFs use a process called “in kind creation/redemption”. This unique process allows ETFs to be more tax-
efficient than traditional mutual funds. When an ETF provider wants to create new shares of its fund to meet increasing 
market demand, it turns to an authorized participant (AP). An AP is an institutional investor whose role is to manage the 
securities that the ETF wants to hold and ensure that the ETF is trading close to its net asset value (NAV). For instance, 
if an ETF is designed to track the S&P/TSX 60 Index, the AP will buy shares in all the S&P/TSX 60 constituents in the 
exact same weights as the index, and then deliver those shares to the ETF provider. In exchange, the provider gives the 
AP a block of equally valued ETF shares based on their NAV. The process can also work in reverse. APs can remove ETF 
shares from the market by purchasing those shares and then delivering them to the ETF issuer. In exchange, APs receive 
the same value in the underlying securities of the fund.

ETF investors who buy or sell ETF units have no contact with the ETF provider. When an investor sells ETF units, the units 
may be sold to the AP who then exchanges them with the ETF provider. (Or they may be sold in the secondary market 
where the shares are purchased by a market maker or another individual or institutional investor.) However, the ETF 
provider doesn’t have to sell stocks on the open market to provide cash to the AP. They simply pay the AP by delivering 
the underlying holdings of the ETF itself. No sale means no capital gains (or losses). The AP pays all the trading costs and 
fees, and even pays an additional fee to the ETF provider to cover the paperwork involved in processing all the creation/
redemption activity (Source: Index Universe).

Tax Deductibility of Investment Management Fees

The majority of costs paid by Forstrong clients are comprised of Forstrong Investment Management Fees. Importantly, 
the CRA (Canada Revenue Agency) has allowed Investment Management Fees to be deducted from any source of 
income so long as they are applied to a taxable account. This means Forstrong clients may choose to have their 
Investment Management fees charged to a single taxable account of their designation and then apply this fee amount 
to reduce taxable income at year end. Under Quebec rules ongoing interest deductibility will be determined by the 
amount of distributions reported on tax slips and taxable gains realized.

This information does not serve, either directly or indirectly, as legal, financial or tax advice and you should always 
consult a qualified professional legal, financial and/or tax advisor when making decisions relative to your individual tax 
situation.
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