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Chair’s Foreword

Business taxation plays a necessary and fundamental role in the lives of Canadians. Taxes
paid by business assist with the funding of public expenditures — without these taxes, many
public programs of benefit to Canadians would not be provided. Business taxes also have a
significant impact on the Canadian economy - they affect the choices made by Canadians
to invest in business activities and to create jobs.

In recent years, federal and provincial governments have taken great efforts to control
expenditures and improve their fiscal balances after over a decade of running large
deficits. As a result, Canadians are now beginning to witness the significant gains that
arise from better fiscal management by governments in terms of improved prospects for
economic growth and job creation. To bring its finances under control, the federal govern-
ment focussed on reducing its expenditures. As part of that focus, it reviewed its programs
and determined how its expenditures could be made more effective. However, there was
not a comparable review of the effectiveness of the tax system in terms of its impact on
job creation and economic growth.

On March 6, 1996, the Technical Committee on Business Taxation was appointed by the
Minister of Finance to begin a process of reviewing the tax system in Canada. The nine
members were asked to assess taxes paid by business, including corporate income,
capital and payroll taxes, and personal taxes on income derived from businesses with the
following three objectives in mind: creating better prospects for economic growth and
job creation in today’s global economy; improving fairness so that businesses pay a

fair share of the cost of public services provided to them; and reducing compliance and
administration costs incurred by taxpayers and governments. The assessment was to take
into account the role of both federal and provincial governments in determining the
business tax structure and the fiscal constraints faced by governments in meeting their
commitments. The Committee’s Report was to serve as a basis for consultation with
Canadians following its release by the Minister.

The Committee’s assessment of the business tax structure follows the tradition of major
reviews, including the Carter Report of 1966, leading to the reform of the tax system. These
earlier reviews concluded that the business tax structure that best supports economic
growth, job creation and fairness is one that includes taxes with broad bases and rates as
low as possible. With a broad base and low rates, the tax system would provide a neutral
treatment of business activities, implying the same tax burdens on similar investments, so
that businesses would seek opportunities for economic growth and job creation without
undue influence from the tax system. The tax reforms of 1972 and 1986-87 that followed
these reviews moved the tax system toward a more neutral system.

Arguments for a neutral and low-rate business tax system were evaluated by the
Committee in light of the substantial change in Canada’s business environment during this
past decade. Increased global economic integration has provided new opportunities and
challenges for Canadians to develop their niche in world markets, especially with the
growth of international trade in service industries. Rapid technological change has enabled
Canadians to develop new products and processes in today’s knowledge-based global
economy. New forms of business organization and financial innovations have allowed
businesses to pursue more flexible business arrangements in Canada and internationally.

TAXATION
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The challenge for Canada’s business tax structure is to respond to these new developments so that
the tax system facilitates economic growth and job creation in today’s global economy. The
Committee developed a research program and consulted with experts to assess the current business
tax structure. In the course of its work, the Committee concluded that the current business tax
structure has several important deficiencies that impede prospects for economic growth and job
creation in Canada.

¢ The Committee regards the current corporate income tax rate for the non-manufacturing sectors as
too high by international standards. The combined federal and provincial rate, which averages
43 percent, is well above those of major trading partners including our NAFTA partners — the
United States and Mexico — and the United Kingdom. The high corporate income tax rate has
created incentives for business to shift income and jobs to countries where tax rates are lower.
The high rate of tax has also encouraged business to shift costs, such as interest expense, to
Canada, resulting in an eroded corporate income tax base.

e The Committee also found that the business tax structure still provides a non-neutral treatment
of business activities by levying corporate income tax rates that vary by industrial activity and
by providing accelerated cost deductions and tax credits for certain investments. These
non-neutralities impose economic, administrative and compliance burdens on the Canadian
economy. The tax structure is especially biased against the service industries, thereby impeding
opportunities for economic growth and job creation in these knowledge-based and growing,
internationally competitive sectors.

e The Committee has noted the substantial growth in profit-insensitive taxes, such as capital and
payroll taxes, levied by the federal, provincial and municipal governments. Although some of these
taxes are intended to be a charge for the cost of using of public resources, they operate, in part,
as a source of general tax revenue. As a result, some businesses are treated in a non-neutral way,
since the payments they make are not aligned with the costs of using these public resources.

The Committee believes that the rationale for past reforms in favour of a more neutral business tax
structure with low rates is even more compelling today than it was a decade ago. With the

global mobility of business and the need to adopt technologies to improve business performance,
creating a neutral business tax structure and bringing corporate income tax rates down to interna-
tionally competitive levels would promote economic growth and job creation in an open economy
like Canada’s. We believe that the business tax structure can be improved in several ways, and our
Report provides a comprehensive analysis and recommendations for such improvements, as a basis
for review and discussion by Canadians.

The implementation of our proposals would result in a broader-based, more neutral corporate
income tax structure with low, internationally competitive rates without increasing or reducing the
amount of taxes paid by business. The proposals would also improve neutrality by restructuring
two federal profit-insensitive taxes — the federal Employment Insurance employer contributions and
the federal excise tax on motive fuels — so that businesses would pay charges more in accordance
with the cost of using public resources. Proposals are made to improve compliance with and enforce-
ment of the tax system, so that taxpayers are treated more fairly. Finally, we put forward measures
that would facilitate improved harmonization of corporate and capital taxes, reduce the incentive
for governments to substitute capital for corporate income taxes as sources of general revenue,

and reduce interactions that result in conflicts among governments and lessen their accountability
to their electorates.
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We believe that our proposals for the business tax structure comprise a balanced package that will
provide new opportunities for economic growth and job creation for Canadians, without imposing
substantial change in the aggregate amount of taxes paid by industries or regions. Some of our
proposals provide a framework for change to the business tax structure for the next several years,
while others are responsive to issues of a more immediate nature. We realize that the implementation
of our proposals would entail significant change for taxpayers who need, and will have, the
opportunity to review and react to our recommendations.

We also stress the need for the federal government to work co-operatively with the provinces to
improve the business tax structure in Canada. Our proposed base-broadening measures would
provide significant additional revenues to provincial governments — we hope that the provinces would
use these revenues to reduce their corporate income tax rates and capital taxes, consistent with the
aims of this Report.

This Report would not have been completed without the dedication and hard work of the Committee
members. I am very grateful to them for their full and constructive participation in the preparation
of this Report. There are many individuals who provided assistance to the Committee and I wish to
thank them for their efforts.

While the Committee has benefited greatly from the assistance of officials in the Department of
Finance, Revenue Canada and other federal government departments, I wish to stress that the
analyses, views and recommendations put forward in this report are solely those of the Committee.

Finally, I would like to thank the Minister of Finance, the Honourable Paul Martin, for giving us the
opportunity to provide this assessment of business taxation in the interests of creating better
opportunities for economic growth and job creation for Canadians.

Jack M. Mintz
Chair
December 1997
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Preface and Acknowledgements

Our Process

The Technical Committee on Business Taxation was established by the Minister of Finance,
the Honourable Paul Martin, to review taxes related to investment and business activity.

Its terms of reference (reproduced at the end of this Report) were announced with the
March 6, 1996 budget. The Minister’s news release stated that public consultations would
follow the release of the Report. After an exchange of letters with the Chair of the
Committee, the Minister of Finance announced on November 5, 1996 that the Committee
would be granted an extension to report by the end of 1997.

The Committee has met for one or two days most months since its appointment, to
consider the issues before it and to develop its analyses and recommendations. We have
been supported by a small secretariat, most of whose members were seconded from the
Department of Finance and Revenue Canada. We have also received substantial analytical
and data support from these departments.

As noted, the Committee’s mandate did not include the undertaking of public consultations.

Thus, we did not invite submissions. The Committee’s Report will be followed by a process
that will involve broad public input and official consultations with provincial governments.

However, to ensure that we had an opportunity to consider a wide range of views and
information, we commissioned 29 research studies (listed at the end of this Report).

We had the benefit of hearings held by the House of Commons Finance Committee on
economic and compliance costs of the business tax system. We met with provincial tax
officials on a bilateral basis, at federal-provincial meetings of tax officials, and in a round
table organized by the Committee. We conducted round tables with experts on interna-
tional tax issues, the taxation of business income, corporate and personal income tax
integration, tax simplification, the Committee’s statistical studies, federal-provincial corpo-
rate tax policy, and, jointly with the Canadian Tax Foundation, on resource taxation. As
well, a number of organizations, groups and individuals wrote on their own initiative to the
Committee and met with various members of the Committee.

Consensus Underlying our Recommendations

The comments and recommendations of this Report were prepared by the Committee
after extensive discussion and debate, involving 39 days of committee meetings as well as
substantial further work by individual committee members. All of the Committee members
participated in the development of the Report and its conclusions, and hope that the
Report will contribute to a better understanding of our business tax system and of the
means that should be considered to improve it.

All members of the Committee support the broad conclusions and recommendations of the
Report. However, some individual members, with respect to particular recommendations,
may have views that are at some variance with those expressed in the Report. Individually,
the Committee members do not consider that such a normal difference of personal opinion
on such a broad range of issues requires any dissent or qualification from their support for
the Report taken as a whole.

TAXATION



Xiv Report of the Technical Committee on BUSINESS TAXATION

Acknowledgements

We have benefited substantially from the research studies prepared for the Committee and from the
round tables noted above. We are grateful to those who undertook this work, and who participated in
these technical discussions, for the high level of competence and effort that they contributed to our
task. We also benefited from the advice of Mr. Robert Couzin and Professor Michael Keen who
reviewed draft material for us.

The Committee made numerous requests to the Department of Finance and to Revenue Canada for
information. We have received substantial support from officials of these two departments, who
provided essential data and prepared estimates and analyses of revenue impacts of options, and

of technical and economic issues, at our request. The Committee, however, takes responsibility for
the estimates and analytical conclusions contained in the report.

The Committee’s functioning was also greatly aided by the fact that we were able to make use of
other services of the Department of Finance, in the areas of contracting and financial administration,
preparation of material for publication, and the library.

We are grateful to the Committee secretariat for effective support of our deliberations and work.

A list of members of the secretariat and of others who worked directly on the preparation of this
Report is included at the end of this volume. We particularly acknowledge the assistance of

Mr. John Sargent, the executive director of the Committee, for his strong direction of the administra-
tive and research operations of the Committee. Mr. Roy Shultis, on part-time secondment to the
Committee from Revenue Canada, provided valuable counsel and liaison with Revenue Canada.

Mr. Steve Clark, and subsequently Mr. Steve Dodds, seconded from the Department of Finance, and
Mr. Marc Vanasse, and subsequently Mr. Paul Lynch, seconded from Revenue Canada, provided highly
competent support for the Committee’s deliberations and contributed to the development of the
Committee’s analyses. Mr. Mario Mansour, who was assigned to assist the Committee on a part-time
basis by the Department of Finance, carried out extensive work in the estimation of effective

tax rates on marginal investment. We also benefited greatly from the services of several research
assistants and administrative staff.

Lastly, we wish to thank all those — federal officials in Environment Canada, Human Resources
Development Canada, Industry Canada, and Natural Resources Canada, provincial finance
department officials, and outside experts in Canada, London and Washington — who agreed to
meet with us and provide information and advice.



Report of the
Technical Committee

°"BUSINESS
TAXATION

Introduction
and Summary

A fair tax system that encourages economic growth and job creation benefits all
Canadians. To help achieve this goal, the Technical Committee on Business Taxation was
appointed by the Minister of Finance on March 6, 1996 to review taxes paid by Canadian
business and to recommend ways of improving the business tax system. Under our terms
of reference, the Committee was asked to assess Canada’s business tax structure with the
following objectives:

¢ improving the tax system to promote job creation and economic growth in an open
economy;

¢ simplifying the taxation of business income to facilitate compliance by taxpayers and
administration by Revenue Canada; and

¢ enhancing fairness in the tax system by ensuring that all businesses share the cost of
providing government services.

The Committee was asked to review taxes related to business activity, including corporate
income, capital and payroll taxes as well as taxes paid by individuals on income derived
from investments. Since Canada Pension Plan/Quebec Pension Plan (CPP/QPP) premiums
and the harmonization of federal and provincial! sales taxes were the subject of separate
discussions between the federal and provincial governments, the Committee did not
consider these elements of the business tax structure.

The Committee was asked to take into account the fiscal constraints faced by federal and
provincial governments. We were also asked to consider the co-ordination of federal and
provincial tax policies that apply to business and income derived from business.

As part of our terms of reference, as amended in November of 1996, the Committee was
requested to report to the Minister by the end of 1997. The release of the Report by the
Minister will provide a basis for consultations with Canadians.

Objectives for Business Taxation

The primary purpose of taxation, including business taxation, is to raise revenue for
governments in order to finance public expenditures on goods and services and transfers
to individuals. Canadians know that the taxes they pay reduce economic growth and job
creation in the private sector. At the same time, however, Canadians also realize that they
benefit from government programs and must be prepared to contribute to their cost.

Canadians share a fundamental interest in seeing that our federal and provincial govern-
ments deal responsibly with their budgets. Canadians also have the right to expect that,
given a certain level of revenue required by governments, the tax system should not unduly
retard job creation and economic growth, should operate in a fair manner and should be
as easy to comply with as possible. These objectives for the tax system are complex and
interrelated and require a fuller discussion.

Economic Efficiency — Economic growth and job creation are fundamentally linked to the
notion of economic efficiency, which results when the limited resources of the Canadian
economy are put to their best use. The tax system can impair economic efficiency — and
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hence job creation and economic growth — by interfering with decisions made by businesses and
entrepreneurs in their pursuit of economically profitable opportunities. Market prices and profits
operate as the essential signals to determine how best to allocate resources when making these
decisions. If taxation distorts these signals, then taxpayers will allocate resources to activities that
will reduce their taxes, rather than pursue those economic opportunities that ultimately help Canada
grow and prosper. In some limited circumstances market prices and profits will not result in an
efficient allocation of resources, so that some form of government intervention may be justified to
ensure that resources are put to their best use.

Fairness — Fairness is not easy to define to everyone’s satisfaction but the concept is well rooted

in the principles of horizontal and vertical equity. Horizontal equity means that individuals in the
same or equivalent circumstances are taxed in a similar way, including a recognition of the benefits
received from the use of public resources. Vertical equity connotes a tax system where individuals in
different circumstances should bear appropriately different levels of tax. For example, taxes levied
on individuals vary according to their ability to pay.

Simplicity — The objective of simplicity in the tax system is primarily related to the goal of reducing
as much as possible compliance costs for taxpayers and administrative costs for governments. When
compliance and administrative costs are reduced, resources are freed up to be used by business and
governments to produce more of the private and public goods desired by Canadians.

The objectives of job creation and economic growth, fairness and simplification in the taxation of
business and income derived from business frequently conflict. In pursuit of the best business tax
structure for Canada, it is important to find a balance among them.

Balancing these Competing Objectives

Economic Efficiency and Growth with Fairness

Canadians want a tax system that encourages economic growth and opportunities for all Canadians.
But it is also important that the tax system be fair — and be perceived to be fair — in its distribution of
burdens so as to maintain the integrity of the system. Lower taxes on business and investment can
encourage growth and employment in Canada — just as lower taxes on individuals may encourage
Canadians to work harder, to save and invest more, or even to remain in Canada. But most Canadians
are not willing to give up fairness as one of the several objectives to be sought in the design of our tax
system. Economic growth, therefore, must be balanced with fairness, although, perhaps in the long
run, the tax system that is fairest is the one that best promotes broad economic growth and job
creation that benefits all Canadians.

Fairness with Simplicity

Canadians want a simple tax system. But in a complex society that is part of a world economy, where
the form and processes of business activities are increasingly sophisticated, and where the tax system
is also used for purposes other than raising revenue, it is unrealistic to expect our tax system to be
simple. Moreover, a simple tax system can be unfair — as for example, if all individuals were required
to pay the same amount of tax, such as a poll tax. Taxpayers have different capacities to bear taxes
and Canadians desire a tax system that recognizes those differences.

Simplicity with Economic Efficiency

Achieving simplicity in the tax system can also run counter to economic efficiency. A tax system
could be less complex by following overly simplistic rules to define income rather than trying to
measure correctly what each person or business earns. For example, it is simpler to allow businesses
to write off some capital spending immediately, rather than provide rules that require the costs to be
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written off over the period in which benefits are produced. While such rough approximations may
simplify the tax system, they do not recognize the actual circumstances of the taxpayer and can result
in distortions and unfairness. If the single-minded pursuit of simplicity results in taxpayers paying
higher or lower tax on income earned from certain business activities as compared to others,
economic efficiency — and, therefore, job creation and economic growth — can be impaired.

Limits on the Technical Committee’s Mandate

Revenue neutrality

Our mandate did not contemplate that the Committee would assess what share of revenues should be raised
through taxes on business and income derived from business as opposed to taxes levied directly or indirectly
on individuals or the total taxes that should be paid by Canadians. We therefore only considered how taxes
paid by business could be improved without materially changing the total amount of such taxes. We also
considered the relationship of corporate and personal taxes on income derived from business.

Federal-provincial dimension

The Committee was a federally appointed group which was asked to review taxes on business. While the
federal government collects two thirds of corporate income taxes, over 60 percent of total taxes paid by
business are levied by provincial and local government bodies, and this percentage has increased over time.
Overall, actions to improve the business tax structure require the federal and provincial governments to work
co-operatively. Our mandate required us to recognize the roles of both federal and provincial governments in
the taxation of business.

The Role of Business Taxes in the Overall System

As set out more fully in this Report, the taxes imposed in Canada largely fall on individuals living in
Canada. In economic terms, business does not represent a separate source of tax revenue, divorced
from individuals. As pointed out in the Carter Report in 1966,2 businesses ultimately do not bear
taxes — they simply pass them on to others: to customers in the form of higher prices, to suppliers
and labour through lower costs and wages, and to those who supply capital through lower returns.
Business taxes are thus borne directly or indirectly by individuals.

But because business organizes so much of our economic activity, there are circumstances that
require business to be taxed so that the overall tax system is more efficient, fairer and easier to
administer. One of the primary roles of the corporate income tax is to help ensure that all income of
individuals is fully taxed, including corporate income accruing to their benefit. Otherwise, individuals
could avoid or defer the payment of income tax by leaving income undistributed in corporations in
which they are shareholders. It is also appropriate to tax businesses to recognize that they benefit
from public goods and services such as infrastructure provided by governments. And, given the
importance of foreign ownership of capital in Canada, business taxation ensures that foreign
investors also contribute to Canada’s public revenue requirements.

Allowing for these economic imperatives, it is nonetheless important when examining the business
tax system to recognize the fact that the taxation of business is largely a surrogate for the taxation of
individuals. It is the Committee’s view that some issues — such as the progressivity of the tax system —
are best addressed in the taxes paid directly by individuals.

As this Report does not deal with the personal income tax system, the Committee suggests to the
government that our recommendations should be considered along with an assessment of the
level and structure of taxes paid by individuals. It is vital to have an appropriate balance in the
taxation regimes for businesses and individuals.
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Deficiencies in the Current Business Tax Structure

The Committee reviewed the impact of the current business tax structure on economic growth and
job creation, fairness and compliance. This review led to the following conclusions about deficiencies
in the corporate business tax structure.

High Corporate Income Tax Rates by International Standards: For non-manufacturing corporations,
the federal-provincial general corporate income tax rate averages 43 percent, well above rates in
many countries, such as 31 percent in the United Kingdom and as low as 35 percent in a number of
U.S. states. Manufacturing corporations in Canada are taxed at a rate of about 35 percent which is
more consistent with international norms. The implications of the comparatively high corporate
income tax rate in Canada are twofold:

e Higher corporate tax rates on income earned by non-manufacturing activities in Canada relative
to the United States and other countries have discouraged the location of business operations
in Canada, thereby reducing the potential for economic growth and job creation in these interna-
tionally competitive sectors.

e As aresult of internationally non-competitive tax rates, Canada’s corporate income tax base is being
eroded. Since the mid-1980s Canada’s corporate income tax rates have been higher than those found
in many other countries. This has influenced large Canadian-controlled and foreign-controlled non-
financial multinationals to increase borrowings in Canada, and therefore interest expense deducted
here. The resulting erosion of the Canadian tax base has reduced the potential revenue available
from corporations through income taxation. This has resulted in governments levying greater
amounts of other taxes, such as capital taxes on corporations, thereby impeding prospects for
job creation in Canada.

Impediments to Economic Growth and Job Creation: Although corporate income tax reform in the

mid-1980s reduced a number of economic distortions in the tax system, several remain that result in

economic inefficiency, unfairness and high compliance costs.

¢ Tax burdens vary substantially across different types of business activities and these differences
result in economic inefficiency, unfairness and greater costs of compliance and administration.

e Taking into account corporate income, capital, payroll, sales and excise taxes on capital inputs
levied by federal and provincial governments, we find important industries, especially, communica-
tions, utilities, wholesale trade and other services, are taxed more highly than other sectors of the
Canadian economy and in comparison to similar activities in the United States. These activities
also tend to include the knowledge-based sectors of the economy. High taxes on these sectors
reduce the potential for Canadian business to use technologies arising from the research that has
been heavily supported by governments through grants and tax incentives.

Growing Reliance on Profit-insensitive Taxes: In 1995, Canadian business paid almost $85 billion in
corporate income, capital, property, sales, excise, payroll and other indirect taxes or fees. Only about
22 percent of this total — $19 billion — was paid as corporate income taxes. Over the past two decades,
profit-insensitive taxes have grown substantially, increasing more quickly than corporate income tax
revenues, particularly in the case of provincial and local government taxes. Some of these taxes are
directly related to benefits received by the corporation, such as workers’ compensation premiums,
royalties for the exploitation of resources from public lands and certain property taxes. These taxes
can be fair and efficient when they operate as charges for the use of publicly provided services.
However, many of the profit-insensitive taxes are unrelated to specific benefits or costs of publicly
provided programs, and can result in economic inefficiency and unfairness among businesses. At

the federal level, Employment Insurance (EI) premiums paid by business are not closely related to the
cost that employers place on the insurance system — some businesses pay more premiums than the
costs associated with laying off their workers, while for other businesses, the associated costs are
larger than premiums they pay. The federal fuel excise tax is a charge on the use of gasoline and other
fuels related to transportation. However, there is no clear linkage between this tax and benefits from
the use of highways and roads, which are primarily provided by provincial and municipal governments.
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The Committee’s Overall Perspective: Neutrality
with Internationally Competitive Tax Rates

The Committee sought balance among the objectives of job creation and economic growth,

fairness and simplicity in its assessment of the business tax structure. We sought this balance taking
account not only of the domestic economy, but also the increasing international dimension of the
economy.

We recognized in our work that it is vital that the tax structure be fair, and be perceived to be fair, so
as to maintain the credibility and integrity of the entire fiscal system. We took account of the fact that
taxes on business are levied by both the federal and provincial governments in Canada, and that it is
the aggregate tax burden, not just the federal portion, that affects economic growth and job creation.

As we reviewed each of the business taxes, it became clear to the Committee that the pursuit of

one overall principle for business taxation — neutrality together with internationally competitive tax
rates — is consistent with the aims of job creation and economic growth, simplification and fairness.
With neutrality, the total tax paid on income earned from different business activities is similar, so

the decisions of businesses are largely unaffected by the tax system. Tax rates are kept as competitive
as possible by being applied to the broadest possible base.

Neutrality encourages businesses and entrepreneurs to pursue profitable opportunities that will make
Canada prosper, rather than to waste resources in an effort to reduce taxes. Moreover, with lower and
more competitive tax rates, Canada would be a more attractive location for business, thereby creating
employment and growth.

There may be special circumstances where, for reasons of economic efficiency or in pursuit of some
other public policy goal, non-neutrality may be appropriate; for example, to correct underinvestment
by businesses in the training of employees. However, it is the Committee’s view that such policy goals
may often be better addressed by other government policies such as regulation or public expenditure,
rather than through the tax system. For example, while the Committee recognizes the importance

of encouraging businesses to hire young workers, it believes that targeted tax credits are far less
efficient in achieving this objective than direct public and private expenditures on training and
co-operative programs. Non-neutral provisions under the tax system should apply only in special
situations, such as to correct underinvestment in research and development due to the inability of
firms to capture the full benefits of such investments.

Another key objective is fairness, in particular horizontal equity or the equal treatment of individuals
in similar circumstances. This is best achieved when the business tax structure is neutral. A business
generates benefits for individuals who derive income from it. For example, it is very difficult to tax

a business in a way that fully recognizes differences in the personal position of its owners. If it is
desirable to tax individuals at different rates, then this is best accomplished through the personal
tax system.

Furthermore, compliance and administrative costs are often significantly reduced when the business
tax is neutral so that fewer distinctions are made among different sources of business income or in
the overall treatment of sectors and industries. Non-neutrality creates complexity, both for businesses
in determining their tax liabilities and for government tax authorities in administering the tax system.

Finally, neutrality also serves the goal of improved co-ordination among federal and provincial
governments, both of which are responsible for levying business taxes. A neutral business tax
structure used by federal and provincial governments assists the disentangling of tax policies in
an economic union by reducing interactions between levels of government and facilitating the free
flow of goods, services, capital and labour.
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The Evolution of Tax Policy Formation

Our study and its underlying perspective represent a continuation of developments in Canadian
tax policy extending back many years — including the Carter Report of 1966 and other reviews

of Canada’s tax system. We have continued to build on themes established in these studies and on
initiatives of federal and provincial tax policies.

As our predecessors noted, the best business tax structure strives toward fairness and efficiency
by means of a broader tax base with the lowest possible rates. We are convinced that the best tax
system emphasizes neutrality. Tax incentives, directed at investments, differential tax treatments
of industries and sectors, and the proliferation of special rules tend to hinder, not advance, our
economic performance.

Economic Issues of the 1990s

The Committee was faced with issues that did not have to be dealt with in the past. These include
rapid technological change in a knowledge-based global economy, the growing importance of
services, the growth of international flows of capital and trade, and the trend away from producing
goods to discovering, disseminating and using knowledge. Canada must take a hard look at where the
new jobs are being created in our economy and ensure that the tax system is not biased against the
growth in those sectors. The Committee recognizes the importance of these issues in our Report.

The International Dimension

The Canadian economy is one of the most open of the larger developed countries. Almost 40 percent
of our Gross Domestic Product (GDP) is derived from exports and about 20 percent of our business
capital has been provided by foreign investors. Moreover, Canada has evolved into a significant

capital exporting nation as well as a capital importer. The growing size of global trade and investment
is a major, but not the only, international influence on our tax system. We live in a world in which inter-
national alliances and networks among businesses, shifting locations of production, the mobility of the
tax base and the spread of technology and innovation are features of the global economy.

As the world economy becomes more integrated, it is also becoming more competitive. The number
of countries acquiring the capital, human skills and technology to produce knowledge-based goods
and services continues to grow. Many governments throughout the world are implementing policies
to attract capital and jobs. The appropriate business tax strategy for Canada must, therefore, be
assessed in relation to the world economy, with particular attention to the United States, with which
we carry on about three quarters of our foreign trade.

Another reality of a globalized economy is that some factors of production, particularly human
capital and investment capital, are becoming increasingly mobile and transferable, and naturally
seek low-cost and low-tax environments. The cost to Canada of imposing high taxes on these mobile
factors is increasing.

Canada cannot afford to be insensitive to these international pressures. Our current relative
prosperity is linked to the creative talents of Canadians who have been able to innovate, adapt and
market products and services globally in a healthy business environment facilitated by governments.
Hard experience has taught us that attempts by governments to support activities in which Canada
has no comparative advantage fail to achieve lasting job creation and economic growth. Canadians
achieve the best results when they specialize in producing those products where there is a compara-
tive advantage. The best government strategy for supporting Canadian initiatives is to assist Canadian
businesses to determine their niche in world markets rather than to support inefficient businesses
that cannot compete in today’s international economy.
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The best business tax structure, therefore, is one that supports the capacity of Canadian
entrepreneurship to identify and produce goods and services that are competitive in world markets.
Neutrality and internationally competitive tax rates are the essential qualities that the Committee
believes should guide us toward efficiency, fairness and ease of compliance in our restructured
business tax system.

Basic Thrusts of the Committee’s Recommendations

The Committee recommends the following measures to make the tax system more neutral:

e lowering corporate income tax rates for business toward international norms and correspondingly
broadening the tax base;

¢ making certain profit-insensitive taxes fall more heavily on those who derive related benefits from
public programs or contribute to costs imposed on Canadians;

¢ reducing compliance costs and improving enforcement within the tax system; and

e facilitating the co-ordination and disentanglement of federal-provincial corporate tax policies
within Canada’s economic union.

These proposed changes to the business tax structure, taken as a whole, should achieve an
appropriate balance among the three objectives laid out for us in the terms of reference: to
improve job creation and economic growth, to improve fairness, and to reduce compliance and
administrative burdens. The recommended changes should result in a rebalancing of taxes paid by
business, without changing the aggregate amount of such taxes.

As part of its review of business taxation, the Committee considered new taxes that could be used to
replace or reduce existing ones; these include taxes on financial transactions, wealth and cash flow.
As discussed in the Annex at the end of this Report, the Committee does not favour the adoption of
any of these taxes.

A More Neutral Business Income Tax System
with Lower Rates and a Broader Base

Overall, we propose a more neutral system whereby the corporate income tax rate for all industries
is lowered toward international norms. At the same time we propose a number of base-broadening
measures to improve efficiency and fairness. Taken together, our measures should not change the
aggregate amount of taxes paid by business.

These lower rates would help to make Canadian business more competitive internationally, and
would reduce the incentives to shift income out of Canada and deductions into this country. Further,
the lower rates and base-broadening measures would themselves reduce the distortions and
inefficiencies in the income tax system.

The Committee believes that the implementation of its recommendations in these areas would
provide significant benefits to Canada, leading to job creation and economic growth.

A Modernized Corporate Income Tax

In Canada, and around the world, new jobs are concentrated in the service sectors, including the
new knowledge-based industries, while employment is declining in many of the traditional sectors.
Furthermore, international trade in services is rapidly expanding, so that large sections of the service
industry are now competing in a global environment. Our proposals would provide benefits to the
service sector where most new jobs — including many jobs in the high-technology sectors — are being
created. These proposals will best achieve their goals with federal-provincial co-operation.
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We would broaden the corporate income tax base to make it more neutral and less distorting. We
propose some reductions in R&D tax incentives, while still leaving them among the most generous in
the world. We recommend replacing the Atlantic Investment Tax Credit with a more cost-effective
and broad-based non-tax program. We also recommend that mining and oil and gas industries should
be treated in a way more comparable to other industries. We propose a general review of capital cost
allowances to ensure that rates are closer to economic depreciation, along with a reduction in the
rates for some accelerated classes.

Our proposals would ultimately result in an average federal-provincial corporate income tax rate of
33 percent on large businesses so that all businesses would benefit from internationally competitive
corporate income tax rates, not just the manufacturing and processing sector and the resource sector.
We recommend a general federal corporate income tax rate of 20 percent. We also suggest that, with
the revenues from base-broadening, the provinces could reduce their corporate income tax rates by
1 percentage point to, on average, 13 percent without loss of revenue. Small Canadian-owned
businesses would continue to benefit from preferential federal-provincial tax rates ranging from

18 percent on average for those small firms with substantial payrolls to 21 percent on average for
firms with no employees. The federal rate would range from 11 percent to 14 percent, and the
suggested provincial rate would be reduced by 1 percentage point to an average of 7 percent.

The federal corporate income tax surtax would be eliminated for both large and small businesses.

These measures would provide a number of important benefits to Canada, including:

e greater ability to compete in international markets due to a more neutral tax system that encour-
ages business exports of those goods and services in which Canada has a comparative advantage;

e federal and provincial corporate income tax rates that are at or below many foreign corporate
income tax rates, including those in the United States, our most important trading partner, so as
to prevent an erosion of our tax base;

e improved incentives for the adoption of R&D in Canadian production through lower tax rates,
while maintaining Canada’s internationally competitive tax treatment of R&D; and

¢ an enhanced but restructured incentive for small businesses to encourage growth related to the
employment of workers.

We also recommend that the federal and provincial governments consider the adoption of a formal
mechanism that would allow businesses to transfer losses within a corporate group. This would
reduce compliance costs and result in a fairer treatment of business loss deductions.

Our recommendations do not address a number of important tax issues related to financial
institutions. While we have been undertaking our review of the tax system, the federal Task Force on
the Future of the Financial Services Sector has been examining the regulatory structure affecting
financial institutions. This Task Force’s Report will follow ours, and a research study on the taxation
of financial institutions jointly sponsored by the two groups will be completed after our Report. We
believe that the strongest financial sector for Canada is one that is competitive and receives a more
neutral treatment under the tax and regulatory systems. We also believe that the net tax burden

on this sector should only be changed when the future regulatory regime is clear. Our general recom-
mendations, however, would provide significant benefits to larger institutions. For this reason, we
recommend a temporary increase in the capital surtax on financial institutions so that their current
tax burden remains the same pending the outcome of this regulatory review.

Modifications to Rules on Taxing

Outbound and Inbound Investment

Our economy is increasingly integrated with the global economy, and the tax system must explicitly
recognize this fact in the way outbound and inbound investments are treated. Canada, which histori-
cally relied on imported capital from other countries, now exports almost as much capital as
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it imports. The growing international trade in goods, services and capital is accompanied by rapid
growth of such trade and investments between members of multinational corporate groups.

For example, about 45 percent of our trade with the United States — exports and imports — is
represented by such intrafirm transactions. Such trade is frequently in goods or services for which
there are no comparable arm’s-length prices, raising difficulties in valuation for the purposes of
measuring income, and in the allocation of tax revenue between government jurisdictions.

There are also important international influences that are leading to the erosion of the Canadian
tax base. After the mid-1980s when several countries, including the United States and the United
Kingdom, reduced their corporate income tax rates significantly below Canada’s general corporate
rate, multinationals tended to shift income out of, and deductions into; Canada for tax reasons.
Moreover, since the late 1980s, new U.S. restrictions on the ability of multinationals to benefit fully
from interest deductions in the United States have encouraged U.S. multinationals to shift their
interest expenses to other countries, including Canada. The increased aggressiveness of other
countries, especially the United States, in ensuring that multinational transfer pricing works to
enhance their own corporate tax base has also provided incentives for corporations to shift the
tax base out of Canada.

The Committee recognizes that the outbound investments made by our multinationals have been
important to the Canadian economy by allowing these companies to grow and prosper in a competi-
tive global environment. Canada has also benefited from inbound investments of foreign multina-
tionals that provide needed capital and managerial talent for Canadian industries.

Tax policies related to inbound and outbound investment are driven by two important objectives:
domestic economic growth and job creation on the one hand, and protection of the Canadian revenue
base on the other. The Committee believes that if our proposals — lower corporate income tax rates
competitive with those of our major competitors, offset by a broader tax base that includes inter-
national tax measures where appropriate — were to be adopted, the result would be increased
domestic investment and job creation, greater fairness and better protection of Canada’s domestic
tax base.

Specifically, the Committee proposes the following:

¢ a modification of our system of taxing income received by Canadian corporations from their
foreign affiliates to require a higher ownership threshold to benefit from the system,;

e that, with respect to income from transactions between foreign affiliates of the same Canadian
taxpayer, the right to repatriate such income free of tax to Canada be limited to those affiliates
fully entitled to tax treaty benefits with Canada;

e that Canadian taxpayers should no longer be able to claim a current deduction for interest expense
traced to investments in foreign affiliates;

e that interest payable to arm’s-length non-residents be exempt from Canadian withholding tax,
regardless of the term of the related indebtedness; and

¢ that the ability of non-residents to shift interest expense to related Canadian business enterprises
be more restricted, by reducing the existing thin capitalization ratio of 3 to 1 to 2 to 1, by broad-
ening the thin capitalization rules so that they apply, not only to investments in Canadian corpora-
tions, but also to Canadian branches of foreign corporations and to partnerships and trusts, and
by repealing the rules related to non-resident owned investment corporations.

We also support the strengthening of our transfer-pricing regime as recommended to the Committee
in a research study released in December 1996, and as contained in legislation tabled in 1997, and
we suggest certain general principles that should guide the formulation of tax policy in this area.
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Measures to Better Integrate Corporate and Personal Taxes

The appropriate structure and level of tax paid by business is, of course, related to that on individ-
uals. The Committee believes it is important to achieve a fairer system of taxing income flows from
businesses to individuals.

We favour the continuation of the present dividend tax credit so as to give recognition to individuals
receiving dividends from Canadian corporations for the tax already paid by the corporation on its
income. But to achieve greater efficiency and fairness, we are recommending that the dividend tax
credit be more closely tied to the actual taxes paid by the corporations through the introduction of a
joint federal-provincial Corporate Distributions Tax.

We also favour the retention of the present exclusion of one-quarter of capital gains from income so
that capital gains and dividends are taxed at roughly the same rate and the double taxation of corpo-
rate income is partially relieved. However, we recommend that the lifetime capital gains exemption
for farm property and shares of Canadian-controlled private corporations be replaced by a new retire-
ment saving measure that recognizes the difficulties that some farmers and owners of small
businesses have in accessing the current system of tax-assisted savings for retirement.

Moving toward the User Pay Principle

Canadians — and Canadian businesses — are liable for several taxes intended to compensate for the
costs of certain public goods or services that provide benefits directly consumed by the individual
or business. These taxes include EI, CPP/QPP and Workers’ Compensation premiums, municipal
property taxes, gasoline taxes and highway tolls, airport charges, provincial royalties for the use of
resources and environment taxes for the use of air, water and land.

In some cases, such as provincial workers’ compensation programs or provincial highway tolls,
there is a direct relationship between the benefits arising from a public good or service and the
charges paid by the user of the good or service. In other cases, such as the federal EI program, there
is only a very general and indirect connection between contributions levied on employers and the
costs associated with layoffs.

When there is a mismatch of benefits and charges — paying more or less than the value of the
benefits received or costs transferred — the efficient use of public and private resources is impaired.
Some businesses pay charges greater than the benefits they receive, making them less competitive
in domestic and international markets, and harming both job creation and economic growth.
Businesses that are net beneficiaries may overuse a public good or service resulting in higher

taxes for all Canadians.

As matters of both efficiency and fairness, we believe that some taxes should be more closely related
to the user pay principle. In appropriate cases, businesses should be charged at levels corresponding
to the economic benefits they receive from public goods or services, or to the costs that they impose
on society. Implementing our recommendations would not result in higher or lower government
revenues — instead, there would be a closer matching of benefits received and charges paid by
individual businesses. The result would be greater efficiency for the economy and fairness

among businesses.

The key measures proposed are as follows.
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Experience-rated Employment Insurance Premiums

for Employers

We recommend that the employer premiums for EI be restructured so that employers who have
fewer layoffs — and hence cause their workers to use the EI system less than others — would pay
lower premiums.

The Committee believes that the federal government should continue to move, over time, to set
EI premiums at a level that covers the long-run cost of the program. Based on current benefit
levels, total employee and employer premiums should decline. On the employer premium side,
we recommend that the federal government concentrate these reductions on those businesses
that have a superior record in retaining rather than laying off workers. Businesses would thereby
be encouraged to reduce employee turnover rates in order to earn a lower contribution rate

for employment insurance. We believe that this proposal would significantly promote stable
employment and efficiency.

Environmental Taxation

We also recommend that the federal government, after consultation with the provinces, consider
restructuring the federal fuel excise tax in order that it more closely corresponds to the user pay
principle. The current federal excise tax on fuels is inefficient and unfair in that it levies tax on
only one category of product — gasoline and other motive fuels — that affects the environment.
Restructuring the federal fuel excise tax in the manner we suggest would raise the same revenue.
The restructured tax would include other sources of pollutants and ensure that polluting activities
by businesses — and by all Canadians — bear a more appropriate charge for the use of air, water
and land.

Compliance and Enforcement

The Committee found that Canadian business faces substantial compliance costs, even though these
are lower than the corresponding costs in the United States. The Committee endorses efforts by
governments to reduce compliance costs through streamlined processes, joint audits and less paper-
work. Lower compliance costs for our businesses would make them more competitive in domestic
and international markets. The Committee recommends several measures that we believe would
result in improved compliance and enforcement:

¢ Federal and provincial governments should harmonize the structure and administration of certain
business taxes — notably capital taxes — to provide significant reductions in compliance costs.

e New procedures for drafting should be adopted to improve the application and understanding of
tax legislation.

e New mechanisms should be introduced to enable Revenue Canada to apply commercial practices
to settle disputes and collect taxes owing.

¢ (Civil penalty provisions in the tax legislation should be expanded to apply to advisors and
promoters who are grossly negligent.

We further suggest that stronger measures be taken to combat tax evasion.
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Improving the Co-ordination
of Federal-Provincial Tax Policies

Canada’s prosperity has been enhanced by policies that have fostered the free trade of goods and
services and mobility of labour and capital within the Canadian economic union. A neutral business
tax structure would also contribute to economic growth and job creation by allowing resources to
flow to the most profitable economic opportunities in each region. Consequently, the Committee
believes that it is vital for federal and provincial governments to do their utmost to ensure that the
business tax structure is applied efficiently and fairly across the country. With a shared tax field, the
federal and provincial governments should have a common interest in working together to achieve a
harmonized and balanced tax system.

Canadians have benefited from the current system of taxing business income whereby the federal
and provincial governments use a common corporate income tax base, even in those provinces that
collect their own corporate income tax. Compliance and administration costs are further reduced in
those provinces that have entered into Tax Collection Agreements. Current substantial co-operation
between federal and provincial authorities ensures that the same income is not subject to tax by more
than one province.

Compared to some federations, Canada has a high degree of federal-provincial co-operation in the
business tax field. With the aim of further encouraging co-operation and disentanglement, the
Committee makes the following recommendations:

e Federal and provincial governments should work toward using neutral, common corporate income
and capital tax bases. If the federal or a provincial government wishes to adopt a policy that
diverges from neutrality, then this should be done in a manner that minimizes the impact on the
revenues of other governments.

e Federal and provincial governments should extend the present federal-provincial tax collection
agreement to capital taxes, and to all provinces. This would help to minimize compliance costs for
taxpayers and administrative costs for governments. The federal government should take active
measures to better ensure the proper application of the interprovincial allocation of the corporate
income and capital tax bases.

e (apital taxes, which are closely related to income taxes, should not be deductible from the
corporate income tax base. This would remove an incentive for one government to expand its
capital taxes, since part of the cost of the tax would no longer fall on other governments.

Overall, our recommendations to the federal government would result in base-broadening that would
provide additional revenues to provinces that have tax collection agreements with the federal govern-
ment, and to the other provinces if they adopted parallel changes. We urge the provinces to consider
an offsetting reduction in corporate income and capital taxes as this base-broadening takes effect.

Without a substantial level of co-operation by the federal and provincial governments concerning our
recommendations, the Report’s objectives will not be achieved. For example, unless the provinces
also take specific action to reduce their tax rates, the impact of base-broadening would substantially
increase taxes on business, and provincial revenues, and thus defeat the thrust of our proposals.

We recognize too that the provinces may wish to develop their own responses to some of the
proposals we have set out. Therefore, the Committee urges the federal government to consult with
the provinces with a view to achieving a common broad approach.
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The Impact of our Recommendations

It is important neither to overestimate nor underestimate the scope of our Report. Under the terms
of our mandate, we did not undertake a broad review of the entire tax system. Rather, our review
was focussed only on business taxation, and there are important tax policy issues that are outside
our terms of reference. The task of translating our recommendations into actual statutory language
with full consideration of all details of the changes was also clearly beyond our scope.

As well, the changes we are recommending will require appropriate transitional measures, providing
adequate notice to taxpayers, and taking account of commitments and investments made under
existing legislation. The pace of implementation will have to recognize the fiscal constraints of the
governments involved.

No Change in Business Tax Revenues

Under our terms of reference, the Committee was asked to take into account fiscal constraints

faced by federal and provincial governments. Accordingly, we have brought forward a balanced
package of recommendations for taxing the business sector which we consider could be implemented
over a period of time in a fiscally neutral manner. As shown in Table 1.1, our proposals would neither
increase nor decrease the level of business taxes at the federal and provincial level in a mature
(post-transition) system. If the provinces also agree to implement business tax reductions financed
from the revenues obtained from these base-broadening measures, then the overall package would be
revenue neutral at both the federal and provincial levels.

Table 1.1
Impact of Recommendations on Federal and Provincial Revenues

Federal Provincial Total

($ millions)

Corporate Income Tax Rate Reduction
Large business -2200 -340 -2540
Small business -285 -160 -445
Subtotal -2485 -500 -2985
Base Broadening and Reduced Tax Credits
International Business Income 400 250 650
Non-deductibility of Capital Taxes 375 200 575
Corporation Distributions Tax 350 175 525
Lifetime Capital Gains Exemption Replacement 275 175 450
Mining, Oil and Gas 215 130 345
Temporary Increase in Financial Institution Surtaxes 300 - 300
Research and Development 200 10 210
Capital Cost Allowance 105 60 165
Atlantic Investment Tax Credit 95 Small 95
Subtotal 2315 1000 3315
Net, before other adjustments -170 500 330
Other Adjustments
Savings to governments as employers on EI Contributions 100 190 290
Reductions in Provincial Capital Taxes or Other Adjustments - -650 -650
Total -70 140 70

Notes: Revenues are estimated using a forecast of 1997 corporate income taxes based on the latest corporate tax data available to
the Department of Finance. Calculations are made according to a “mature system” assumption: recommended measures are fully
implemented after a transition period. Estimates have also been adjusted for changes in behaviour including a reduction in base
erosion arising from lower corporate income tax rates.
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Increased Neutrality in the Modified Tax Regime

We have examined the impact of our recommendations on various business activities. Our recommen-
dations are revenue-neutral overall, but some activities would be taxed more highly, while others less,
compared to the current system. We estimate that the variation in effective tax rates on different
activities would be reduced and the system would therefore be more efficient and fair. However,

our recommendations, with appropriate transition, would not result in a radical shift in taxes paid

by industries, nor would our recommendations result in significant changes to the amount of tax paid
in each of the regions of Canada.

Future Review of Aggregate Business Taxes

The Committee’s terms of reference required us to bring forward a package of recommendations
that would raise approximately the same revenue as the existing system. This precluded us from
evaluating the total level of taxes paid by Canadian business in relation to international competitive-
ness, or the balance between business and other taxes.

The Committee has noted in this Report the fundamental need of Canadian business to be
internationally competitive. We also note the trend in a number of other countries to consider
shifting taxes away from business.

We recognize that under our proposals to rebalance the business tax burden, some businesses
would face higher tax rates on new investment. We are concerned that this might weaken the
internationally competitive position of Canadian businesses with mobile capital and labour, such
as the manufacturing sector.

We believe that the federal government should carefully monitor the international competitiveness of
Canadian business as it implements changes in the tax system. If this review indicates that the total
burden of taxes on business impairs its international competitiveness, we believe that the government
should consider action to reduce that burden. The objective should be to ensure that business
contributes appropriately to economic growth and job creation, even if this results in some reduction
in overall taxes raised from businesses.

Conclusion

We believe that our proposals for the business tax structure constitute a balanced package that
would provide new opportunities for economic growth and job creation for Canadians. Lowering tax
rates toward international norms would provide a greater incentive for business to invest and create
jobs here, while also protecting the revenue base. Broader bases with low rates will also make

the business tax structure more fair and efficient. We believe that this Report together with the
consultations that will follow, will contribute to a better business tax structure that will

benefit Canadians.

Endnotes

1" Tn the balance of this Report, “provinces” refers to both provinces and territories
as the context requires.

2 Canada. Royal Commission on Taxation (1966), vol. 1, p. 7.
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Key Features of Business Taxation in Canada

Taxes paid by businesses are an important component of total taxation in Canada, and
have major effects on business costs and performance. Before considering changes to their
structure, it is important to understand key aspects of the business tax system.

Specifically:

e What taxes do businesses pay?

e Why is it desirable to levy some taxes on business, as opposed to collecting all taxes
from individuals?

e How have the amounts of tax that businesses pay changed over the last four decades
in relation to their profits and the economy?

e How does Canada’s taxation of business compare with that of other countries?

e How do the levels of government — federal, provincial and local — share responsibility
for the various components of business taxation?

This chapter discusses these questions. This descriptive information, together with the
overview analysis of the impact of the tax system on job creation, economic growth,
fairness and compliance in Chapter 3, set out what the Committee regards as the essential
backdrop to an informed discussion of how to structure the business taxation system in
order to maximize overall Canadian prosperity.

What Taxes are Collected from Businesses?

The term “business taxes” initially brings to mind such taxes as corporate income and
capital taxes, but in fact also includes property taxes on land and buildings used and/or
owned by businesses, payroll taxes collected from business employers, and sales and other
taxes on inputs used by businesses. The dividing line between business and “personal” or
“other” taxes is not entirely clear, reflecting the facts that:

¢ As noted in the preceding chapter and discussed further in this chapter, the burden of
taxes collected from businesses ultimately falls on individuals in their roles as owners of
capital, as suppliers of labour and of other inputs to businesses, and as consumers. This
somewhat reduces the significance of the distinction between taxes that are collected
from businesses in the first instance, and taxes that are collected directly from individ-
uals. A further complication is the fact that some businesses are owned by non-
residents, and some goods and services are sold to foreign markets, and therefore a
part of business taxes may ultimately be borne by non-Canadians.

e While business taxes are ultimately borne by individuals in their roles as consumers and
suppliers of labour, capital and other inputs, there is a wide range of views as to the
proportion of business taxes that are borne as higher costs of consumption versus lower
wages or business input costs.

e The profits of a corporation are subject to corporate income tax plus, on distribution,
personal income tax. If the business is not incorporated, the business profits are only
subject to personal income tax.

¢ Even personal taxes, however, may influence the terms on which a business can obtain
funds from investors or employ labour — especially where these terms are strongly influ-
enced by competition from businesses in other countries.

TAXATION
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Nonetheless, some taxes have a closer association with businesses than others, and it is useful to
start with an overview of all taxes that might commonly be regarded as business taxes broadly
defined, and of their contribution to total government tax revenues. Table 2.1 shows all the major tax
revenues of the total government sector in Canada (column 1), the revenues that we have designated
as “business taxes” (column 2), and — for each major tax category — the business share (column 3).
We have included 100 percent of federal and provincial corporate income and capital taxes;

100 percent of federal withholding taxes on payments to non-residents; the business employer share
of payroll taxes; and portions of property, and sales and other taxes and charges that are estimated to
be paid on business inputs and operations, as business taxes. With the exceptions of the corporate
income and corporate capital taxes, these taxes are paid by both incorporated and unincorporated
businesses. Although we have been quite inclusive in what we have considered to be business taxes,
we have not included any fraction of personal income taxes even though part of these taxes fall on
business income. For the purposes of this Table, we have viewed resource royalties as payments to
governments for the use of public resources rather than as taxes; thus, royalties are not included

in the Table.

Table 2.1
Business Taxes as Shares of Total Government Tax Revenues -
All Levels of Government - 1995

Business

Source of Revenue Total Business Share

($Billion) ($Billion) (%)
Personal Income Taxes 104.6 - 0
Corporate Income Taxes? 18.8 18.8 100
Withholding Taxes 1.7 1.7 100
Capital TaxesP 4.3 4.3 100
Insurance Premium Taxes 0.9 0.9 100
Payroll Taxes®d 452 22.5 50
Property Taxesf 28.8 15.1 52
Sales Taxes! 42.6 6.6 15
Fuel Excise Taxest 10.8 44 41
Other Indirect Taxes and Fees® f 234 10.0 43
Totals 281.2 84.3 30

a8 Corporate income tax revenues have been adjusted to exclude revenues from federal capital taxes. Provincial taxes on mining
and logging profits ($239 million) have been included with corporate income taxes.

b Capital tax revenues consist of the federal capital taxes (large corporations tax and taxes on capital of financial institutions)
plus the general capital taxes levied in some provinces and the taxes on paid-up capital of financial institutions other than
insurance companies levied in all provinces.

c In this table, and generally in this report, the term “payroll taxes” is used to cover social insurance contributions, as well as taxes
on payrolls that give rise to no entitlement to specific social insurance benefits. (See inset: “What is a “Payroll Tax”.”)

d Business, public sector and non-profit employers pay 50 percent of Canada and Quebec Pension Plan contributions, 58 percent
of Employment Insurance contributions, and 100 percent of provincial workers’ compensation contributions and of the general
payroll taxes assessed in some provinces. On average, business employers are estimated to pay 75 percent of all employer
payroll taxes.

¢ Other indirect taxes and fees include federal excise taxes on alcohol and tobacco, federal import duties, provincial motor
vehicle licences, provincial liquor commission profits, and other indirect taxes and fees.

f Estimates of the portions of property taxes, provincial sales taxes, fuel excise taxes and other indirect taxes levied on business
inputs are approximate.

g Resource royalties are not considered for the above purposes to be a tax, but rather a payment for the use of public resources.
Such royalties, to provincial governments, amounted to $6.2 billion in 1995 (excluding provincial taxes on mining and
logging profits).

Note: Components may not sum exactly to totals due to rounding.

Source: Statistics Canada, National Income and Expenditure Accounts: Annual Estimates 1984%4-1995, 13-201-XPB, plus estimates

by Committee secretariat.
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Overall, about 30 percent of total tax revenues, or about $85 billion out of $280 billion in total tax
revenues in 1995, is estimated to come from business taxes as defined above. The largest business tax
components are payroll taxes on business employers, corporate income taxes and property taxes.

Information on the federal, provincial, local government and Canada/Quebec Pension Plan
(CPP/QPP) components of these tax categories is presented in the final section of this Chapter
(see Table 2.6). Given our mandate, our primary focus will be on corporate income, capital and
payroll taxes at the federal level. This focus notwithstanding, we provide a brief description of the
range of taxes paid by businesses.

Corporate Income Taxes

The taxation of corporate income depends on the type of business activity, its location (province

or territory) and the form of corporation in which the activity occurs. Both public and private
corporations pay corporate income taxes on income as determined by the Canadian Income Tax Act.
(See inset: “Businesses in Canada: A definition.”) Federal and provincial rates of corporate income
tax are shown in Table 2.2. Manufacturing and processing and small business income are taxed at
lower rates than other types of business income.

Table 2.2
Corporate Income Tax Statutory Rates by Type of Income and Province, 1997¢

Canadian-controlled

Manufacturing Private
and Processing Corporations
General (M&P) (CCPCsb)
(percentage)

Federal 29.12 22.12 13.12
Alberta 15.5 14.5 6.0
British Columbia 16.5 16.5 9.0
Manitoba 17.0 17.0 9.0
New Brunswick 17.0 17.0 7.0
Newfoundland 14.0 5.0 5.0
Nova Scotia 16.0 16.0 5.0
Ontario 15.5 13.5 9.5
Prince Edward Island 16.0¢ 7.5 75
Quebec 9.15 9.15 591
Saskatchewan 17.0 10.0 8.0
Northwest Territories 14.0 14.0 5.0
Yukon 15.0 2.5 6.0d
Average Combined Federal-Provincial Tax Rate® 43 35 21

2 The rates shown are those generally applying to active business income. Certain provinces provide tax holidays for a limited
number of years to newly incorporated businesses and, in the case of Newfoundland, also to business expansions. Higher rates
apply to investment income of CCPCs, and Quebec applies a higher general rate (16.71 percent) to inactive income. Surtaxes
are included in the rates shown.

b The rates shown for CCPCs apply to the first $200,000 of active business income. The amount of income eligible for the lower
rate is reduced for corporations with taxable capital employed in Canada of more than $10 million and is fully phased out at
$15 million. Ontario has a different approach to clawing back the small business deduction.

¢ Rate effective July 1, 1997. A rate of 15 percent applied in respect of the first half of 1997.

d Note that the Yukon’s 2.5 percent rate on M&P income also applies to M&P income of CCPCs.

¢ Based on allocation of taxable income by province in 1994. Data provided by the Department of Finance.

Note: The overall rate applicable to taxable income allocated to a province is the sum of the federal and relevant provincial rate.
Source: Price Waterhouse, Corporate Tax Strategy 1997-1998, Butterworths, Markham, Ont., 1997, pp 206-10.
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Businesses in Canada: A Definition

A business is an economic unit that operates in the expectation of earning profits or net income through
commercial activity, and has a substantial degree of management autonomy from other business units.
Included in this definition are governmentowned businesses (provincial and federal Crown corporations, for
example) engaged in commercial activities; and the commercial activities of charities and non-profit organi-
zations (co-operative financial institutions and the Prairie grain pools are two examples).

Business activity in Canada is carried out under two main organizational forms: unincorporated enterprises
and corporations.

An unincorporated enterprise is either owned by a single person (sole proprietorship) or by a partnership of
two or more individuals who have a claim to the profits and are responsible for the losses of the firm. The
profits (or losses) of the business are divided according to the interest of each partner. In the case of a sole
proprietorship, all the net income is attributable to the sole owner.

With many unincorporated businesses, liability is unlimited in the sense that the owners are personally respon-
sible for damages or to satisfy any amounts owing to creditors who lend money on account of the business
(such as mortgages and trade credit). The most common examples of sole proprietorships and unlimited
liability partnerships include professional businesses (medical, legal, accounting and consulting), retailing,
farming and fishing.@

Corporations are owned by shareholders who hold shares in the company. The shares generally convey voting
rights and a share in the profits, although some classes of shares may be non-voting in that the owner derives
profit but has no right to vote in shareholder meetings. For the purposes of law, corporations are “persons” in
that the corporation owns its own assets and is solely responsible for its liabilities in its own name.
Shareholders have limited liability in the sense that any damages or amounts owing to creditors can only be
claimed against the corporation and not against the owners themselves. Upon wind-up of a corporation, share-
holders have a claim to the residual value of assets affer amounts owing to secured and unsecured creditors
are satisfied.

In turn, there are two types of corporations — public and private companies. For tax purposes, a public corpo-
ration is one whose shares are listed for trading on a Canadian stock exchange or otherwise are widely distrib-
uted, and a private corporation is one which is closely held, in that shares are not fraded in a public market.b

Since the legal innovation over a century ago of limited liability, the corporation has, over time, become the
dominant form of larger business organization. Through the vehicle of limited liability, corporations have been
able to obtain equity financing from a much larger pool of potential owners (shareholders) who are not
normally involved in their management and who need not be concerned with unlimited personal liability. In
1993, it was estimated that there were about 900,000 businesses with at least one employee in Canada. Of
these, slightly less than one half (some 420,000) were corporations, but the corporate sector accounted for
almost 80 percent of business employees.©

2 In recent years, limited partnerships have become popular vehicles to organize firms, whereby some investors who
receive profits may be protected from claims by creditors for any losses incurred by the firm beyond their investment
in the partnership.

b In addition to the above sorts of businesses, trusts can hold property and may earn income for immediate or ultimate
distribution to beneficiaries. A trust is established by a person who appoints a trustee to hold the assets. Often, trusts
are used by individuals to own assets held on behalf of members of the family. In certain circumstances, trusts can
engage in business activity and may be widely owned. As the Committee is not examining issues related to the taxation
of individuals, it does not consider general issues related to the taxation of family or personal trusts.

¢ See Hendricks, Amit, and Whistler (1997), Technical Committee Working Paper 97-11. It may be noted that there are
also substantial numbers of businesses, both unincorporated and incorporated, with one or more self-employed owners
but no employees.

Report of the Technical Committee on BUSINESS TAXATION
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2.5

What is a Tax Rate?

Throughout this Report, we refer to several concepts of tax rates — statutory, effective and marginal tax rates.
What do these terms mean, and why do we use them?

Statutory Tax Rate: The statutory tax rate is the legislated rate of tax that applies to the taxable income
earned by the business. To illustrate, a business may earn $1000 in income as defined for tax purposes and
be taxed at a statutory rate of 50 percent. The tax paid by the business is therefore $500. The statutory tax
rate may be expressed as a federal, provincial or a combined federal-provincial rate, and it is the basis for
determining the amount of tax paid on additional income earned by the firm. For instance, if a firm borrows
more money and incurs inferest expense, the reduction in tax paid will be governed by the statutory tax rate.

Effective (Average) Tax Rate: The effective (average) tax rate is the total amount of tax paid by the
business divided by its financial accounting income or profit, after excluding loss carry-overs and dividends
received. The amount of tax paid by the firm is its statutory tax rate, multiplied by its taxable income as deter-
mined under the Income Tax Act, less any investment or other tax credits or adjustments. As taxable income is
not identical to financial accounting income, the effective tax rate may be greater or less than the statutory tax
rate. For instance, in a given year, if the business is able to depreciate capital expenditures at a faster rate for
tax purposes than that used for determining financial accounting income , taxable income is less than finan-
cial accounting income, and the effective tax rate is less than the statutory tax rate. The effective tax rate is a
useful measure to determine the burden or level of tax paid by the firm on its income.

Effective Tax Rate on Marginal Investments: The effective tax rate on marginal investments is a
measure of the amount of tax paid on income earned by investing in a marginal project (just on the margin
of acceptability). The marginal project earns profits, net of taxes, just sufficient to attract funds from investors
in the form of equity and bond financing. For example, suppose investors are only willing to invest in a
marginal project that earns a rate of return on capital, net of taxes, equal to 5 percent. If the effective tax rate
on marginal investment is 50 percent, then the firm must earn a rate of return on capital invested in the project
equal to 10 percent to cover its tax payments and fo leave a 5 percent rate of return on capital, net of taxes,
for its owners. The effective tax rate on marginal investment is therefore an indicator of how taxes affect the
incentive for businesses fo invest. When the effective tax rate on marginal investment increases (decreases),
the incentive to invest decreases (increases).

The base to which these tax rates apply, i.e. taxable income, differs from corporate profits for
financial accounting purposes. The calculation of taxable income may be viewed as starting with
gross revenues from the sales of goods and services, and financial income. From these revenues,
the corporation may deduct expenditures to earn such income, including salaries and wages,

purchases of goods and services from other businesses, depreciation of capital assets (as determined

by tax rules) and interest. To avoid double taxation of income as it flows through corporations,

dividends received from other corporations may be exempt from tax. Three quarters of capital gains

from the sale of shares and other assets are also taxed in the hands of the corporations. Chapters

4

and 5 provide an extended discussion of corporate income tax rates and issues associated with the

tax base.

As will be discussed in more detail in the section of Chapter 5 on “Small Business,” a number of
special rules apply to the corporate income tax paid by Canadian-Controlled Private Corporations
(CCPCs).1 For example, CCPCs are taxed at the reduced rates shown in Table 2.2 on the first
$200,000 of active business income. As they grow larger in size in terms of assets, the income subj
to the reduced rate may be clawed back. Also, a CCPC that receives certain forms of investment
income must pay taxes on such income according to a special regime to ensure that all types of
investment income are taxed at a rate similar to the personal income tax rate.

ect
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Capital, Payroll, Property and

Other Taxes Collected from Businesses

Businesses pay other sorts of taxes. An incorporated business may pay federal and/or provincial
capital taxes,2 which include the federal large corporations tax and provincial capital taxes on share-
holder equity and certain debt liabilities (British Columbia, Manitoba, New Brunswick, Nova Scotia,
Ontario, Quebec and Saskatchewan). Banking and insurance companies are liable to pay a federal
capital tax as a form of minimum tax and provincial capital taxes (or premium or other taxes in the
case of insurance) in all provinces. Summary information on capital taxes is provided in Table 2.3.

Table 2.3
Capital Tax Rates and Thresholds
by Type of Corporation and Province, 1997

Banks, Trust and

General® Loan Corporations

Rate (%) Threshold ($) Rate (%P
Federal 0.225 10,000,000 1.625
Alberta n/a n/a 2.0
British Columbia 0.3 1,500,000 1.0 or 3.0
Manitoba 0.3 to 0.5¢ 2,000,000 3.0
New Brunswick 0.34 5,000,000 3.0
Newfoundland n/a n/a 4.0
Nova Scotia 0.254 5,000,000 3.0
Ontario 0.3 1,000,000 0.99 or 1.07
Prince Edward Island n/a n/a 3.0
Quebec 0.64 None 1.57
Saskatchewan 0.6 10,000,000 3.25
Northwest Territories n/a n/a n/a
Yukon n/a n/a n/a

a2 A number of provinces impose a capital tax on all non-financial corporations with permanent establishments in their
jurisdiction, subject to an exemption for capital of the amount indicated under “threshold.” The capital tax base varies
among jurisdictions. The federal government imposes the large corporations tax which is reduced by the corporate income
tax surtax.

b Rates shown are the combined rates of general capital tax and a specific tax on deposit-taking institutions. Reductions or
exemptions may apply below certain thresholds.

¢ The 0.5 percent rate in Manitoba applies to capital in excess of a threshold of $10 million.
4 These are the rates applicable to taxation years starting on or after April 1, 1997.
Source: As for Table 2.2, pp 211-17.

Businesses are also liable for federal Employment Insurance (EI), CPP/QPP and provincial workers’
compensation employer contributions, and provincial payroll taxes (as summarized in Table 2.4).

Most businesses are also subject to property taxes imposed by provinces or local governments, fuel
excise taxes, and a range of other taxes and charges. Five provinces — British Columbia, Manitoba,
Ontario, Prince Edward Island and Saskatchewan — levy retail sales taxes that result in significant
amounts of taxes on business inputs (see Table 2.1). Four other provinces — Quebec, New Brunswick,
Newfoundland and Nova Scotia — have substantially harmonized their sales taxes with the federal
Goods and Services Tax (GST) that relieves most business inputs from tax. Alberta has no sales tax.
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2.7

What is a “Payroll Tax”?

The report follows a practice common in national and international tax statistics by including under payroll
taxes two distinct types of revenue: general taxes on payroll with no direct link to benefits, and required
payments by employers and employees to governments where the payment is a condition for entitlement to
specific program benefits provided by governments. The latter payments are often referred to as contributions
or premiums, rather than as taxes. They reflect at least a partial application of the user pay principle, and as
such their economic effects may be quite different from those of general payroll taxes. For example, a payment
to government which directly earns a future pension benefit, such as a Canada/Quebec Pension Plan
contribution, would not be expected to have the same effects on the labour supply and savings decisions of
contributors as the same amount levied in the form of a general payroll tax.

Table 2.4
Payroll Tax Rates and Thresholds - Canada and Provinces, 1997
Employer Maximum
Contribution Insurable Earnings
Rate per Employee
(%) ®
Federal (Employment Insurance) 4.06 39,000
CPP/QPP 2.925 35,800
General Payroll Workers'
Taxes Compensation®
Rate Threshold Average Rate
(%) %) (%)
Alberta n/a n/a 1.82
British Columbia n/a n/a 2.38
Manitoba 0.00 0 to 750,000 2.19
4.50 750,000 to 1,500,000
2.25 over 1,500,000
New Brunswick n/a n/a 1.75
Newfoundland 0.00 0 to 100,000 3.05
2.00 over 100,000
Nova Scotia n/a n/a 2.54
Ontario 0.00 0 to 200,000 3.00
1.101 to 1.829 >200,000 to 400,000
1.95 over 400,000
Prince Edward Island n/a n/a 2.03
Quebec 4.26 0 2.52
Saskatchewan n/a n/a 1.99
North West Territories 1.00 0 2.33
Yukon n/a n/a 1.40

a

The workers’ compensation contribution rates shown here are for 1996. The source document notes that average assessment

rates provided by the individual provincial Workers’ Compensation Boards may not be fully comparable. In addition, differing

earnings ceilings apply.

Source for provincial general payroll tax rates: as for Table 2.2, pp. 218-20.

Source for workers’ compensation rates: Association of Workers’ Compensation Boards, Workers’ Compensation Industry
Classification Industry Classifications, Assessment Rates, and Experience Rating Programs in Canada, 1996, 1996, Table 5.
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Companies in the mining and forestry sectors also pay royalties and stumpage fees to provinces
for the right to exploit non-renewable and renewable resources, while petroleum producers pay
provincial royalties.

Taxes on Capital Income from Corporations

Owners of the capital of corporations who are resident in Canada pay personal income taxes on
income derived from the corporation, including dividends, interest and capital gains, although these
taxes are not considered to be business taxes. Dividends and capital gains on shares are taxed at the
personal level at a reduced rate, since these forms of income already bear tax paid at the corporate
level — a point to be further elaborated upon in Chapter 7.

Owners of corporate capital who are resident outside Canada are subject to federal withholding taxes
on some distributions of corporate income received from Canada. Depending on their country of
residence, these non-residents may also be subject by their country of residence to income taxes on
business income that is derived from Canada, and may also be permitted to credit Canadian
withholding taxes against tax liabilities owing to the country in which they reside.

Why Collect Taxes from Businesses?

The Committee undertook to study how the current business tax structure affects job creation and
economic growth as well as compliance and fairness in the tax system. The results of our assessment
are presented in Chapter 3. However, an even more basic issue arises as soon as the subject is consid-
ered: Why tax businesses at all?

Businesses, after all, are simply organizations that sell goods and services to consumers, pay wages
and salaries to employees, and provide owners with capital income in the form of profits, interest,
rents and capital gains. Taxes imposed on businesses are necessarily passed on to individuals in some
combination of higher prices for goods and services, and lower wages and capital income. So, if
individuals ultimately bear taxes levied on businesses, why not just tax individuals directly and let
the businesses be?

In the view of the Committee, there are three good economic reasons for taxing businesses, all of
which go to furthering the interlinked goals of efficiency and fairness:>

Administrative Necessity — Backstop to the Personal Income Tax: It is a fundamental principle of tax
neutrality that individuals be fully taxed on all sources of income, and it is an inescapable reality that
no tax is perfect. One major component of business taxes, the corporate income tax, works to close
some of the gaps in the personal income tax system. Individuals are generally subject to tax on all
sources of income but not including unrealized capital gains.? In the absence of corporate income

tax, Canadian resident shareholders would have strong incentives to defer the payment of personal
income taxes by leaving income in the corporation rather than taking it out as taxable distributions.
In turn, capital taxes may have a role as a backstop to corporate income taxes, if there are problems
in fully taxing that income.

Taxing Income Accruing to Non-residents: About one fifth of Canadian corporate assets are foreign-
controlled, so a significant portion of Canadian-source income goes to non-residents. Further, a
number of foreign governments permit their taxpayers to credit Canadian corporate income and
withholding taxes against the foreign government’s taxes that are owing on income repatriated from
Canada. In the Committee’s view, corporate income taxes are a fair and practical means of obtaining
some revenue contribution from foreign-owned businesses that have activities in Canada.? If Canada
did not assess corporate income taxes, foreign investors and the treasuries of foreign governments
would be among the main beneficiaries. Capital taxes also have a practical role in collecting taxes
from foreign shareholders (see further discussion in Chapter 4). Other taxes, of course, generally
apply to corporations owned by non-residents.
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Paying Taxes for Publicly-provided Benefits: Businesses benefit from the provision of certain public
goods, services and infrastructure. There are convincing arguments for collecting some form of
payment for those goods and services.® Examples of taxes related to benefits that businesses receive
from the provision of public goods and other government activities range across the economy.

The most important include:

e payroll taxes that fund the CPP/QPP, EI and workers’ compensation are payments for
public programs and services. In the absence of these programs, businesses might incur similar
private insurance costs on behalf of their employees and/or might have to increase employee
wages and salaries;

e property taxes that are, at least in part, payments for municipal services;

¢ fuel taxes that are assessed by provincial governments as a form of user charge for the use
of highways;

¢ royalty and stumpage fees, levied by provincial governments on income of resource companies
(mining, forestry and oil and gas), may be regarded in part as a payment for the privilege of using
property owned by governments; and

¢ environmental taxes may be levied for the right of using land, air and water damaged by
pollution.

This “benefit” rationale for taxing business would suggest forms of taxes that would not depend on
whether or not a business is incorporated, and in general would not be based on profits. All of the
leading examples noted above generally apply to all forms of business, and use a base that has some
link to the size of the publicly provided benefit.

To the extent that some services provided by governments are not charged to businesses, businesses
can earn greater profits as a result of not paying for the costs of these services. Corporate income and
capital taxes may, therefore, be viewed as an imperfect charge to pay for public benefits in this case.

The Committee is well aware that the economic rationale for taxing businesses set out here is signifi-
cantly at variance with broadly held public opinion. An argument sometimes advanced — explicitly or
implicitly — for taxing businesses, and especially for corporate income and capital taxes, is that taxes
on businesses are a separate source of government revenue that do not affect individuals. As discussed
above, there is no basis for this view: ultimately, business taxes fall on individuals. Another argument is
that businesses are owned largely by the wealthy, and therefore should be taxed to ensure that wealthy
members of society pay appropriate amounts of taxes. This rationale, while consistent with the view
that taxation of corporate income is a necessary part of taxing all income fairly, rests on a fundamental
misconception about the way Canada’s economy works — that business taxes are paid only by well-off
members of society. As discussed in Chapter 3, a part of business taxes may fall on lower-income
Canadians, as for example through higher consumer prices or lower wages.

Historical Evolution of Taxes Collected
from Businesses - Getting the Facts Straight

Having noted the current broad mix of taxes on business, and the basic rationales for such taxes,
we now describe how revenues from business taxes have evolved over the last four decades in
Canada. We first look at income and capital taxes, and then turn to the total of all the business taxes
covered in Table 2.1. We put the evolution of revenues from the business taxes in context by
comparing revenues from a given business tax category with the total size of the economy or GDP,
with total government revenues, and, most importantly, with measures of business income that are
appropriately related to the taxes in question.

It has often been observed that federal and provincial corporate income taxes as a percentage of
GDP and total government revenues have declined since 1950, as shown in Chart 2A. However,
it is important to consider why this has happened, and whether — when the broader context is
considered — it suggests any case for major change in the overall level of business taxation.
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Notes:
- Corporate taxes consist of federal and provincial corporate income and capital taxes, federal petroleum and gas revenue tax, federal
withholding tax on payments to non-residents, provincial taxes on mining and logging profits, and provincial insurance premium taxes.

- Corporate profits are profits as recorded in the National Accounts adjusted to remove corporate interest payments to
non-residents (which are included in corporate profits for national accounts purposes), in order to bring the measure of profits
closer to the standard financial accounting profits concept and to the tax base for corporate income taxes. Corporate profits
have been further adjusted by adding back provincial capital taxes, in order to express them on a “pre-capital tax” basis.

- Total government revenue is consolidated revenue on the National Accounts basis.

- GDP is gross domestic product measured at market prices in current dollars.

Source: Statistics Canada, National Income and Expenditure Accounts and calculations by Committee secretariat.
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Corporate Income and Capital Tax
as a Percentage of Corporate Profits

One approach to assessing changes in corporate income and capital taxes is to consider trends in the
ratio of such taxes to total corporate profits. Chart 2A (upper panel) shows these corporate income
and capital taxes (plus withholding taxes on payments to non-residents made largely by corporations)
as a percentage of corporate profits over the last 45 years. It shows a pattern quite different from the
commonly used ratio of these taxes to GDP (lower panel).

After a gradual downward trend from about 40 percent in the mid-1950s to about 35 percent in

the late 1970s, the ratio of these taxes to corporate profits spiked to record-high levels in the deep
recessions of the early 1980s and early 1990s, when many firms were experiencing losses — thereby
depressing aggregate corporate profits without reducing taxes paid in a fully corresponding manner.”
In 1994 and 1995, with the partial economic recovery, these corporate taxes again averaged about

40 percent of profits. Overall then, the share of corporate profits paid in these forms of taxes to
governments fell slightly through the 1970s but, following sharp temporary increases in this ratio in
1981-82 and 1990-93, has returned to a level similar to the average for the 1950s and 1960s, and
somewhat above the average for the 1970s.

The decline in corporate taxes as a percentage of profits in the 1970s and the subsequent rise to the
non-recession years of the late 1980s reflect a number of factors. Among these were policy actions
taken during these periods. In the 1970s, a number of tax preferences were introduced, which
resulted in an erosion of tax revenues. This erosion was arrested in the mid-1980s, when tax reform
resulted in lower rates and broader bases.

Corporate income and capital taxes have declined as a percentage of GDP from 6 percent in 1950 to
less than 4 percent in 1995, but this reflects the fact that corporate profits as a percentage of GDP
have declined from over 13 percent of GDP to less than 8 percent in 1995 (see Chart 2A, lower panel).
Corporate profits were simply smaller in relationship to the overall economy. For further discussion,
see inset: “The Decline in Corporate Profits Relative to GDP.”

As shown in the upper panel of Chart 2A, over the past several decades, this measure of corporate
taxes has declined even more as a share of government revenues than as a share of GDP.
Arithmetically, this reflects the growth in government revenues (more or less corresponding to the
growth in government expenditures) relative to GDP. As these corporate taxes already represented a
substantial share of corporate profits at the beginning of the period, governments apparently judged
that the additional revenues required to finance the increased share of government in the economy
should come primarily from other types of taxes for which the effective rates in the 1950s and 1960s
were much lower than the effective rates for these corporate taxes. Thus, personal income taxes, as a
share of personal income, have increased from an average of 6 percent in the 1950s and 9 percent in
the 1960s to more than 15 percent in the first half of the 1990s — an increase of 2 % times from the
1950s to the 1990s.

The Committee shares the view that it would have been unwise to attempt to increase corporate
taxes, given their already substantial average rates of the 1950s, in order to finance any significant
part of the growth in the government share in the economy. For example, if there had been an
attempt to increase the ratio of corporate taxes to corporate profits by the same proportion as the
increase in personal income taxes to personal income, the ratio of corporate income and capital taxes
to profits would have had to approach 100 percent. Any very large increase in corporate tax rates,
even to levels well below 100 percent, would have had major adverse effects on economic growth
and job creation, and could be expected to have been self-defeating from both the economic and
revenue-raising points of view. There is a point where tax rates on a potentially mobile base can
become so high that total revenues will begin to decline.
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The Decline in Corporate Profits Relative to GDP

It is clear that an important factor explaining the decline in corporate income taxes relative to GDP and to total
government revenues is the decrease in corporate pre-tax profits relative to GDP. Why has this shift occurred?
Several factors have clearly influenced the course of profits relative to GDP over the last four decades.

* High interest rates in the late 1970s and early 1980s resulted in substantial increases in inferest expense
(see Chart 2B). As inferest rates have declined since 1982, interest expense as a share of total value-added
has tracked downward.

® Businesses on the whole increased debt financing throughout the 1970s and early 1980s,° resulting, every-
thing else being equal, in lower corporate profits relative to the total capital stock.

* The recessionary periods at the beginning of the 1970s, in the early 1980s, and in the early 1990s,
resulted in sharply lower corporate profits as a percentage of GDP (Chart 2A). The lowest share of our
adjusted measure of corporate profits to GDP was reached in 1991 (under 5 percent of GDP) and tax loss
carry-forwards from this recession can be expected to reduce corporate taxes for many years thereafter.

* Nominal corporate profits were higher in the 1970s and 1980s due to inflation, since both depreciation
and inventory expenses were understated. Inferest expenses were overstated as inferest, unadjusted for
inflation, compensates lenders for the loss in the purchasing power of their capital due to inflation. On
balance, the overall impact of inflation was to overstate corporate profits in the 1970s and 1980s relative
to the 1960s and 1990s.°

® Since the mid-1980s, many countries, including Canada, have reduced corporate income tax rates and
broadened tax bases. However, as discussed in Chapter 3, Canada has not reduced its statutory rafe on
corporations as fast as other countries and now has a higher corporate income tax rate, especially for large
non-manufacturing corporations, than the United States, the United Kingdom and several other OECD
countries. When Canada has a higher corporate income tax rate than those other countries, there is an
incentive to shift costs into Canada and income to other countries, resulting in a decline in recorded corpo-
rate profitability in Canada.

2 Debt/equity ratios of Canadian public corporations increased from 1960 to 1982 but have declined somewhat during the
later 1980s and early 1990s. For a recent analysis of debt/equity ratios see Suret and I'Her (1997).

b St.-Cerny (1993).

A Broader Measure of Business Taxes as a Percentage
of Business Net Value-added

As noted at the beginning of this chapter, businesses pay many taxes in addition to corporate income
and capital taxes. In the following discussion, we use the same broad measure of business taxes as

in Table 2.1 — that is payroll and property taxes paid by business, plus sales taxes, excise taxes and
tariffs on business inputs, in addition to corporate taxes. The sum of all these taxes is compared with
business net value-added — the sum of labour compensation, corporate profits, interest and rents, and
income of farm and non-farm unincorporated business (net of capital depreciation) — in other words,
total incomes, rather than just incomes in the form of corporate profits, generated by

business activity.8

We consider this broad measure of the size of business activity to provide a better basis than would
corporate profits for comparison with the broad measure of business taxes.? To provide some
background information on this rather unfamiliar concept, Chart 2B shows historical developments
in the components of business net value-added. Wages as a percentage of business net value-added
have increased from 57 percent in 1950 to 66 percent in 1995. Corporate profits have declined relative
to business net value-added from 19 percent in 1950 to 11 percent in 1995. Estimated business net
interest costs increased substantially from the 1950s to the early 1980s in part reflecting higher
interest rates and increased debt, but subsequently showed some decline through 1995 as interest
rates declined substantially.
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Chart 2B
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- Corporate profits: as defined in Chart 2A.

- Farm income: accrued net-farm income.

- Non-farm unincorporated income: net income of non-farm unincorporated business excluding residential rent.

- The components shown on the chart sum to less than 100%, as a number of minor components are not shown.

Source: Committee secretariat estimates derived from Statistics Canada, National Income and Expenditure Accounts.

Chart 2C shows this broader measure of business taxes expressed as ratios to business net value-
added, GDP and total government revenues. This measure of business taxes has increased, as a
proportion of business net value-added, from about 13 percent in the 1950s to about 18 percent in the
1990s. This increase primarily reflects growth in payroll taxes relative to business wages and salaries,
and relative to total business net value-added. Rates for all the major components of payroll taxes
have shown a strong upward trend over the periods that these taxes have been in existence.

One component of business taxes included in the above calculations that has decreased in recent
years is sales taxes paid by business on their inputs. As discussed above, the replacement of the
manufacturers’ sales tax by the Goods and Services Tax in 1991 virtually eliminated federal sales taxes
on inputs. However, there still remain provincial retail sales taxes on business capital inputs. There is
no retail sales tax in Alberta. Quebec converted to a tax similar to the GST in 1992, and three Atlantic
provinces (Nova Scotia, New Brunswick and Newfoundland) harmonized their provincial sales tax
with the federal sales tax in 1997. The harmonization will remove provincial sales tax on business
inputs in these provinces, and will reduce economic distortions arising from the cascading of taxes

on business inputs when goods and services are sold from one business to the other before reaching
the consumer.
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Chart 2C
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There has been no decline in this broader measure of businesses taxes to GDP — the ratio has varied
between 9 percent and 11 percent. It may be noted (see bottom panel) that the ratio of business net
value-added to GDP has decreased moderately, unlike corporate profits whose ratio to GDP has fallen
quite sharply. On the other hand, the ratio of business taxes to total government revenues fell from
about 40 percent in 1950 to about 25 percent in 1995.

The overall conclusion we draw is that a careful examination of historical trends in business tax
revenues provides substantial explanation for the decline in importance, relative to the economy and
relative to total government revenues, of corporate income and capital taxes taken together. These
corporate income and capital taxes have not declined on average, over the past four decades, relative
to corporate profits. Our examination further indicates that there has not been a long-term decline in
business taxes broadly defined, but on the contrary, total business taxes have increased relative to a
broad measure of business activity.

Significant Shifts in the Kinds
of Taxes that Businesses Pay

Although total taxes on businesses relative to business net value-added have shown a gradual upward
trend over the past 40 years, there has been a significant shift in the mix of taxes paid. As illustrated
in Chart 2D, there has been movement over the years from profit-sensitive taxes (corporate income
taxes and profit-based resource taxes) to capital, property and payroll taxes, and sales and fuel excise
taxes on business inputs. In 1950, just under 60 percent of such business taxes were profit-related but
by 1995, this ratio fell to about 25 percent. In part, this shift is due to the decline in corporate profits
relative to business net value-added, but it also reflects the increase in rates and the corresponding
growth in revenues from these profit-insensitive taxes.

This increase in the relative importance of profit-insensitive taxes, including capital, payroll, and
fuel excise taxes, is one reason why the Committee has given considerable attention to these areas.
We consider policy issues concerning capital taxes in chapters 4 and 11, and issues concerning

the main federal payroll tax — employer contributions to EI — in Chapter 8, and the federal fuel
excise tax in Chapter 9.

Chart 2D
Profit-sensitive Business® Taxes as a Percentage of Total Business Taxes
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a Corporate income tax plus withholding taxes on payments to non-residents.

Source: Committee secretariat estimates based on Statistics Canada, National Income and Expenditure Accounts data.
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Canada’s Taxes on Business
in Comparison to Other Countries

Given the openness of Canada’s economy, it is desirable to examine how Canada’s tax system
compares with those of other countries with whom we trade and compete for investment.
Comparison with the United States is especially important, given the closeness of the economic
relationship between the two countries. Much discussion of business taxation has centred on
comparing rates for major taxes in Canada with those in other countries.

It is useful to compare statutory corporate income tax rates across countries. Although other
provisions of the tax system also affect investment, including write-offs for depreciation and
inventory costs, the statutory tax rates are especially relevant in determining the incentive for
businesses to shift income out of Canada to countries with lower tax rates and shift income from
countries with a high tax rate into Canada. As shown in Table 2.5, Canada’s general corporate
income tax rate of 43 percent is below rates in Germany, Italy and Japan but well above rates in
the United States (as low as 35 percent), United Kingdom (31 percent), Mexico (34 percent) and
Chile (15 percent).

Table 2.5
Maximum Corporate Income Tax Rates
for G-7 Countries, Mexico and Chile

1983 1990 1997
(percentage)
Canada? 449 -52.9 35.3 - 45.8 38.1 -46.1
United States? 48.7-514 34.0 -41.9 35.0 —-42.5
Chile 15.0
France 50.0 37.0P 41.6¢
Germany 56.0P 50.0P 57.4b
Italy 38.8 46.4 53.2
Japan 53.0 52.0 51.6
Mexico 34.0
United Kingdom4 52.0 35.0 31.0
Canadian Manufacturing Rate 38.8 — 46.8 32.8 -43.3 24.6 - 39.1

2 Rates vary by province or state.

b Tax rates on retained earnings. Rates on profits distributed to stockholders are lower in all cases except France, in 1990, when

the rate on dividends was higher, at 42 percent, compared to a 37 percent tax rate on undistributed profits.

¢ This will be the new rate, as announced in July 1997. The current rate is 36.6 percent.

d The U.K. Chancellor has proposed a 30 percent corporate tax rate for 1998.

Sources:

1983 data from Corporate Taxes, A Worldwide Summary, Price Waterhouse, 1983.
1990 data from Corporate Taxes, A Worldwide Summary, Price Waterhouse, 1990.
1997 data from KPMG Corporate Tax Rate Survey, http://www.kpmg.com
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A more broad brush approach, frequently employed in public discussion, is to compare corporate
income tax as a percentage of GDP across countries, as in the left-hand side of Chart 2E. Canada’s
ratio is in the middle of the range, and significantly less than many other countries including Japan.
However, as discussed in the context of the historical evolution of corporate taxes in Canada, the
ratio of corporate income taxes to GDP is of limited value as an indicator of the relative role of
such taxes, and of course provides no recognition of other business taxes that are of major
importance in Canada and elsewhere.

A more analytically interesting approach would be to compare corporate income tax revenues as a
percentage of aggregate profits. However, there are significant differences among countries in the
ways in which profits are measured, and fully comparable data on this ratio are not obtainable.

Unfortunately, it is also difficult to obtain reasonably comparable data on broader measures of
business taxes and of business net value-added. The ratio of total taxes (business and all other) to
GDP, shown in the right-hand side of Chart 2E, provides a rough indicator of whether a country tends
in general to be “high tax” or “low tax.” It will be seen that the Canadian ratio is again in the middle of
the range, but is substantially higher than the ratio for Canada’s most important trading and invest-
ment partner, the United States.

A comparison focussing on effective tax rates on marginal investment in Canada relative to other
countries is provided in Chapter 3.
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Chart 2E

Corporate Income Taxes and Total Taxes, as Percentages of GDP, 1995
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The Federal-provincial-local Mix
of Business Taxes

All three levels of government in Canada levy taxes on businesses and these taxes interact. Table 2.6
presents an overview of federal, provincial, local and CPP/QPP shares of the major taxes levied on
businesses. This Table is based on the same comprehensive coverage of business taxation as is used
in Table 2.1.

The federal government is responsible for about two thirds of corporate income taxes. Other levels
of government have larger shares than the federal government in the other major business tax fields.
The provinces collect over two thirds of capital and premium taxes. In the case of payroll taxes,” the
federal government, the provinces, and the CPP and QPP all have major shares. Property tax, which
accounts for almost one fifth of all taxes paid by business, is levied primarily at the local level but
also has a small provincial component. Provinces and local governments collect the dominant shares
of the portions of sales taxes, fuel excise taxes, and other taxes and charges that are estimated to be
paid on business inputs and operations.

The federal government collects about one third of all business taxes, the provinces 40 percent, local
governments 21 percent, and the CPP/QPP 6 percent. Thus, provinces and local governments play
vital roles in determining the amount of taxes paid by businesses. In a number of instances, federal
and provincial governments have taken steps to co-ordinate these policies, especially with respect to
income taxes.

Table 2.6
Federal, Provincial, Local and CPP/QPP Taxes on Business -
1995 ($ Billion)

Federal Provincial Local CPP/QPP Total %
Corporate Income Taxes 12.5 6.3 18.8 22
Capital and Premium Taxes 14 3.8 5.2 6
Withholding Taxes 1.7 1.7 2
Payroll Taxes 8.2 9.1 5.2 22.5 27
Property Taxes 1.6 135 15.1 18
General Sales Taxes 6.6 6.6 8
Fuel Excise Taxes 1.8 2.6 44 5
Other Indirect Taxes and Fees 1.8 3.9 4.3 10 12
Total 274 33.9 17.8 5.2 84.3 100
% 33% 40% 21% 6% 100%

Note: See notes to Table 2.1.

Source: Statistics Canada, National Income and Expenditure Accounts, and estimates by the Committee secretariat.

As in other areas of taxation policy, the Committee looked to other countries to determine if there
were lessons (positive or otherwise) to be learned about taxing in a federal state. However, practice
with respect to allocation of tax fields in federal states varies widely.

Corporate income tax is an example (Table 2.7). In Australia, only the central government levies
corporate income tax, whereas German and Swiss central government shares of this tax are smaller
than in Canada. The U.S. central government collects a larger share of corporate income taxes than
does the Canadian government.
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Table 2.7
Distribution of Corporate Income Tax by Level of Government
in OECD Federal Countries, 1995

Province/State

Central (% Share) Local
Australia 100 0 0
Belgium 80 9 11
Canada 64 36 0
Germany? 33 32 35
Switzerland 46 33 21
United States 83 15 1

2 German corporate income taxes are collected by the federal government and shared with states through a revenue-sharing
formula. However, local governments in Germany collect their own corporate taxes.

Notes:
— Components may not sum exactly to totals due to rounding.

— Definition of corporate income tax may differ somewhat from definition in Table 2.6.
Source: OECD Revenue Statistics 1965-1996, Paris, 1997.

Furthermore, the share of revenue received is only one dimension of the central government versus
provincial/states government role in a tax field. In some cases (e.g. Germany), a single authority

may collect all of a given type of tax, at common rates throughout the country, and then distribute a
portion to provincial/state governments on a formula basis. Such an arrangement implies substantial
centralization of the tax regime even in cases where the tax share of the central government is
relatively small. While the Canadian federal government collects a smaller share of corporate income
taxes than does its U.S. counterpart, there is greater harmonization of corporate income taxes
between the federal and sub-national governments in Canada than in the United States.

Key Points in Chapter

e Taxes on businesses are warranted as an essential administrative means of reinforcing the personal income
tax system, as a means of taxing business income accruing to non-residents on Canadian operations, and
to ensure that businesses pay for their share of benefits received from public programs and services.

* Income taxes on corporations are now less than one quarter of fotal taxes on business activity.

® The corporate income tax to GDP ratio is flawed as an indicator of how corporate taxes have evolved over
time as GDP is not a good measure of business activity and as businesses pay substantial taxes in addition
to corporate income fax.

e Although corporate income and capital taxes as a percentage of profits fell from the 1950s to the 1970s,
corporate income and capital taxes have since shown some upward trend while also being subject to very
wide cyclical fluctuations.

* Profitinsensitive taxes on business have grown far more quickly than corporate income taxes. This partly
results from low growth in corporate profits.

e Total business taxes as a percentage of business value-added have increased over the past four decades.

* Unlike certain federations where corporate income taxation is left to the central government, both federal
and provincial governments play an important role in this tax area. Only 33 percent of total business taxes
are levied by the federal government. The provinces and local governments receive the largest share of
business taxes.
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Endnotes

1

2

3
4

10

A Canadian-controlled private corporation is a private corporation that is not controlled by non-
residents or public corporations.

For further details, see the “Capital Tax” section of Chapter IV and the paper entitled Capital Tax Issues
by McQuillan and Cochrane (1996), Technical Committee Working Paper 96-8.

See Bird (1996), Technical Committee Working Paper 96-2 for an exploration of these themes.

Under an income tax, individuals are, in principle, subject to taxation on all forms of accrued income —
the chosen measure of their ability to pay taxes. However, some forms of income, especially capital
gains or losses, are difficult to tax at the time they accrue to the individual. Taxation of capital gains net
of losses on an accrual basis would require the periodic valuation of assets to measure the difference
between the value of an asset at the beginning and end of the taxpayer’s fiscal year — the tax would be
assessed on gains regardless of whether the asset were sold or not, and a refund would be provided for
losses whether the asset were sold or not. The taxation of net capital gains on an accrual basis might
force individuals to sell assets to meet tax liabilities or result in unfairness when some types of property
are difficult to value. One proposal that attempts to overcome these difficulties would impose a tax at
the time of sale of an asset at a higher rate, which would reflect the value of deferring taxation. This
approach would be difficult to implement, given that, in principle, the value of deferring taxation
depends on the time pattern of capital gains accrual and the personal income tax rate bracket the
taxpayer faced in each year. See Helliwell (1969), p. 315, Meade (1978), pp. 132-35, 148-49, and
Auerbach (1991), pp. 167-78.

Alternative methods of collecting the appropriate taxes all have significant weaknesses. One can

levy withholding taxes on income distributed to non-residents. However, only dividends and other
remitted payments are subject to withholding tax and these taxes can be deferred by not distributing
income to owners. Also, withholding taxes are subject to treaty negotiations and are not easily adjusted.
Countries such as the United States, Japan, and the United Kingdom allow Canadian corporate income
taxes and non-resident withholding taxes to be credited against tax liabilities on foreign income that are
owed by their residents to their governments.

It is also efficient to tax businesses on the income that is earned by having access to public goods and
services for which they would not otherwise pay.

Corporate income and capital taxes as a percentage of corporate profits are highly cyclical — the ratio of
taxes to profits increases during recessions and falls during booms. The reasons are twofold. First,
capital taxes are not sensitive to income, so during recessions the ratio of this component of corporate
taxes increases relative to aggregate corporate profits. Second, under the corporate income tax, govern-
ments tax profits when corporations earn income but do not apply fully parallel negative taxes
(refunds) when corporations are unprofitable. Unused corporate losses for tax purposes can be carried
back up to three years to reduce income of those years (allowing corporations to claim a refund of past
taxes paid), but they may also be carried forward without interest up to seven years to reduce taxes
paid on income earned in the future. Thus, taxes paid by corporations that have taxable income, as a
percentage of total profits (net of losses) of all corporations, increase during years when many corpora-
tions are unprofitable; the unused pools of losses are carried forward by these loss corporations to
reduce tax payments in the future when the corporations become profitable and this has an impact on
the ratio of “tax” to profits in these recovery years.

Our measure of business net value-added is gross of indirect taxes. It excludes estimated capital income
on residential housing.

Many studies have measured capital and labour taxes as a percentage of profits gross of both taxes.
This measure is problematic since, all else being equal, tax rates are higher when businesses are labour-
intensive (in the extreme case, a firm without capital income and paying any amount of payroll tax
would show a rate of 100 percent). For a more detailed discussion of this point, see McKenzie,
Mansour and Briilé (1997), Technical Committee Working Paper 97-15.

The Table shows EI premiums paid by business employers to the federal government, business
employer contributions to the CPP and QPP and workers’ compensation employer premiums and other
business employer payroll taxes paid to provincial governments.
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The Business Tax Structure:
An Evaluation

The public sector plays important roles in a modern economy and society, including
the protection of individuals and property, and the provision of education, health care,
a transportation infrastructure and a social safety net. These activities make the private
sector more productive and ensure a more equitable distribution of income. To perform
these essential functions, the public sector has to finance its expenditures, and while it
can do this in a number of ways — through borrowing, expanding the money supply and
charging for government services — the primary means is taxation.

Although public expenditures may improve the performance of the economy, taxes
themselves withdraw resources from the private sector and may impair its efficient

functioning. As the Committee noted at the outset, the fundamental challenge for tax policy

is to impose those taxes in a fair manner, while at the same time minimizing the loss of
output produced by the private sector. Central then to making sensible proposals for
change is understanding how well the existing system meets this challenge and identifying
aspects of the system where there appears to be room for improvement.

Challenges for the business tax structure are even more critical in today’s economic
environment of rapid technological change and growing global economic integration.
The adoption of new technologies provides opportunities for businesses to improve their
productivity and compete in international markets. Moreover, the internationalization of
business production requires Canada to maintain competitive advantages, so that invest-
ment and job creation take place here.

The Committee was asked, in its terms of reference, to assess how, in an open economy,
corporate income, capital, payroll and other business taxes affect Canada’s economic
performance — economic growth, job creation, fairness and compliance. This Chapter
provides a broad overview of these questions, and of the related issue of the impact

of corporate income tax rates on the tax base and revenues. It sets the stage for the
consideration of policy design issues in specific tax areas that will occupy the remainder
of the Report.

Taxation and Economic Growth
in an Open Economy

A growing economy increases employment opportunities as well as growth in income per
worker. A fundamental concern of the Committee, therefore, was to understand how the
business tax structure can affect economic growth.!

Canada’s business tax regime can affect economic growth in four important ways:

e Fconomic efficiency: Economic growth is encouraged if tax policies result in better
economic efficiency. In a market economy, prices and profits operate as a signal to
businesses for determining the use of resources. A tax system that does not interfere
with the relative prices and returns on investment will generally contribute to a more
productive use of existing labour and capital,? thereby improving prospects for
economic growth.

TAXATION
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o Jnvestment in capital goods and services: Economic growth depends on investment by Canadian
businesses in machinery, structures, and other capital goods and services that increase the capacity
of businesses to hire workers and produce goods now and into the future. The tax system reduces
economic growth to the extent that the tax system discourages businesses from investing
resources in capital to produce goods and services.

e Growth in the labour force: Economic growth depends on the willingness of firms to hire more
workers and on the growth in the labour force, which in turn depends on population growth and
the willingness of individuals to supply labour.

e Productivity: The use by businesses and individuals of new ideas and technologies, so that more
can be produced with available resources, is a major determinant of economic growth. Investments
in technology, research and development, education and training improve the capacity of Canadian
businesses to compete in international markets.>

Economic growth is further affected by the ability of Canadian businesses to compete in a global
economy. A tax system that is neutral encourages businesses to pursue economic opportunities
according to their comparative advantage in Canada, rather than to minimize amounts of tax that
they pay. Taxes that distort costs of production in Canada relative to those in countries with which
our industries compete, particularly the United States, can lower our potential for economic growth.

We present our assessment of the overall impact of business taxes on Canadian businesses in terms
of four broad areas: business investment; efficiency in the use of resources; productivity growth in a
knowledge-based economy with special reference to labour and human capital; and overall cost
competitiveness.

Taxation and Investment

When a business invests in machinery, structures, land or inventories, it expects to earn income after
paying for financing, depreciation and other costs. The owners of a business must expect to earn
income on capital investments at a rate that is at least as good as that on other available investment
opportunities, if they are to undertake new investment activities. Taxes can reduce income earned on
investments or increase the cost of acquiring and holding capital.# The effect of corporate income and
other related taxes on investment has been the subject of considerable research.”

Prior to the 1980s, studies based on aggregate investment data suggested that income and other taxes
on capital did not affect investment decisions in a substantial way. Other factors, such as growth in
the demand for goods and services, were seen to play a more important role in explaining investment
behaviour. However, more recent studies based on disaggregated industry or firm-level data suggest a
different conclusion.® While other factors are certainly important in influencing investment behaviour,
based on the total body of research in this area (including research conducted specifically for the
Committee), we are of the view that taxes do have a significant impact on investment decisions made
by Canadian businesses.

In analysing the impact of taxes on investment, it is important to take account of more than just the
statutory rate of corporate income tax. Allowance should also be made for tax provisions related to
capital cost allowances, inventory costs and financing costs; for investment tax credits; and for other
taxes on investment — capital taxes and sales taxes on business inputs. A useful summary measure of
the impact of the overall tax structure on the incentive to invest is the “effective tax rate on marginal
investment,” which expresses the taxes payable as a proportion of income earned on capital invested
in “marginal projects” (see Chapter 2 inset “What is a Tax Rate?” for further explanation). Table 3.1
shows estimates of these effective tax rates by industry category and by asset type, for large and
small firms in Canada.
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Table 3.1
Effective Tax Rates on Marginal Investments, 1997
Large Businesses Small Businesses
(percentage)

Industries
Agriculture, Fishing and Trapping - 7.9
Forestry 28.8 12.6
Mining 8.7 -
Oil and Gas 5.5 -
Manufacturing 17.9 7.6
Construction 37.0 175
Transportation 27.9 15.7
Communications 23.9 20.2
Public Utilities 30.3 14.7
Wholesale Trade 32.1 15.5
Retail Trade 33.8 16.4
Other Services 27.6 10.1
Assets
Structures 24.2 8.3
Machinery 19.6 17.9
Land 25.3 9.2
Inventory 37.6 16.5

Subtotal — Tangible Capital 27.0 13.3
Exploration and Development 0.2 -
Research and Development -28.0 -39.8

Total — Non-financial Industries and Assets 22.8 12.1
Notes:

— See Table 3.10 for detailed estimates by asset and industry.

— In this Table, effective tax rates on marginal investments are calculated relative to gross-of-tax returns. See further discussions
of the effective tax rate on marginal investments, in the inset entitled “What is a Tax Rate?” in Chapter 2.

— Small businesses are Canadian-controlled private corporations subject to the low rate of corporate income tax. Large businesses
are corporations subject to the high general rate, or the manufacturing and processing rate. (The rates for each industry are
based on the proportion of manufacturing and processing versus other income in the industry.)

— No estimates are shown for large businesses in Agriculture, Fishing and Trapping, or for small businesses in Mining and Oil and
Gas, due to the small number of businesses in these categories and the consequent unreliability of underlying data.

Source: Calculations by Committee secretariat with technical assistance from the Department of Finance and K. McKenzie.
See McKenzie, Mansour and Briilé (1997). Technical Committee Working Paper 97-15.

The Committee was struck by the apparent unevenness of the playing field for different investment
activities as suggested by the substantial differences in effective tax rates on investment shown in
Table 3.1. We concluded that the current structure of business taxes impedes investment for certain
industries and causes economic distortions that reduce the potential for economic growth. The
impact is in four areas:

e Distortions and biases between industrial sectors: In the current system, effective tax rates on
capital vary across industries, a factor that tends to reallocate capital to those industries with the
most preferred tax treatment rather than to those that may have the best prospects for economic
growth. The result is to discourage investments — especially for large corporations in forestry,
construction, transport, communications, utilities, trade and services.

e Distortions among kinds of assets: Assets are taxed at different rates, so that businesses are
given an incentive to choose among different kinds of assets based on minimizing taxes rather
than pursuing the best economic opportunity. For example, inventory investment in agriculture
receives relatively generous tax treatment, because businesses in the sector may use cash basis
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accounting. For other industries, investments in inventories are discouraged, because cost deduc-
tions for tax purposes are based on historical prices, so that the nominal income earned from
holding inventories is taxed. The effective tax rate is lowest on intangible capital investments —
exploration and development (E&D) in the resource sector, and R&D, which is especially impor-
tant in high technology sectors. A less extreme but more widespread distortion stems from
machinery being less highly taxed than structures for large businesses because of more generous
capital cost allowances; whereas for small businesses the effective tax rate on machinery is higher
than that on structures.

e Distortions that favour one sort or organizational structure over another: At the present time,
the capital investments of smaller corporations — businesses that qualify for the small business
deduction and an exemption from federal and provincial capital taxes — are taxed less highly than
large corporations. This differential encourages the growth of small corporations at the expense of
large businesses for reasons other than the economic advantages that small enterprises may bring
to the economy. In addition, though not shown in Table 3.1, other potential distortions of organiza-
tional structure can occur. For example, the tax system may allow structures to be developed that
convert what in substance are returns on corporate equity to income streams that are not subject
to corporate income tax (see “Bypassing the Corporate Income Tax” section of Chapter 7).

e Distortions that favour debt financing: Although not shown in Table 3.1, since interest expense
is deductible from a corporation’s income for tax purposes, businesses that use debt financing
(bonds and loans) as opposed to equity financing (shares) may be able to reduce overall taxes
paid on income.

Taxation and the Efficient Use of Resources

Efficiency refers to a business’s (or country’s) ability to produce the most valued total of goods and
services with a given amount of resources. Payments to government in the form of taxes, necessary
though they may be, raise overall costs to businesses. In addition, various features of the tax system
may result in economic distortion by favouring production of some types of goods and services over
others, and by favouring some ways of producing a given good or service over others.

As a starting point for considering the impact of taxes on the use of resources, the Committee has
prepared estimates of effective tax rates on costs, by industry, that incorporate the effect of business
taxes on capital costs’ and on labour costs, and calculate their combined effect relative to a measure
of total costs. (See Table 3.2 and, for further discussion, the inset “Effective Tax Rates on Costs for
Canadian Businesses.”)

Of particular note in Table 3.2 are the following general patterns:

¢ Estimated effective tax rates paid by employers on labour costs are quite low: 2.8 percent on
average for large firms. This reflects both relatively low statutory rates of employer payroll taxes,
and the fact that the estimated tax rates are net of associated costs of the workers’ compensation,
Canada and Quebec Pension Plan (CPP and QPP), and Employment Insurance (EI) programs.

¢ Taxes paid by businesses are heavier on capital than on labour for all industries, thus tending to
discourage the use of capital relative to labour. For large firms, the effective tax rate on capital is
33.3 percent, while on labour it is 2.8 percent.®

¢ The variation in effective tax rates of employer taxes on labour results primarily from the
EI program under which the rate structure of employer contributions is common to all industries,
but the associated costs vary substantially depending on industry layoff patterns. See discussion
in Chapter 8 and Table 8.1. Because employment insurance benefits paid to laid-off workers are
greater than the premiums paid by employers and employees in the agriculture, fishing, trapping,
forestry and construction sectors, businesses in these areas pay significantly lower employer
taxes net of associated costs of related government programs than businesses in other sectors.
In contrast, firms in the transportation, communications, public utilities and wholesale trade
sectors pay the highest employer payroll taxes net of associated costs of related government
programs.
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Table 3.2
Effective Tax Rates on Input Costs, 1997¢
Large Businesses Small CCPCs
Capital Labour Capital Labour
Costs Costs Totalb Costs Costs Total
(percentage)

Agriculture, Fishing and Trapping - - - 8.9 -54 1.6
Forestry 454 -5.2 0.9 14.5 54 -2.9
Mining 13.3 2.7 5.7 - - -
Oil and Gas 8.0 14 4.5 - - -
Manufacturing 27.0 3.2 8.8 9.8 3.0 4.6
Construction 59.9 -0.6 5.5 215 -0.9 1.7
Transportation 39.5 3.2 8.3 19.0 2.9 5.3
Communications 35.2 4.4 154 27.3 4.0 10.8
Public Utilities 444 4.5 26.9 174 4.2 12.0
Wholesale Trade 51.7 3.6 104 194 3.3 5.7
Retail Trade 53.0 3.0 75 20.3 2.6 4.3
Other Services 39.5 2.7 9.7 12.2 2.3 4.3
Total — Non-financial Industries 33.3 2.8 9.4 14.6 2.4 5.1

2 The methodology is described in McKenzie, Mansour and Briilé (1997). Taxes on capital include federal and provincial corporate
income taxes, capital taxes and sales taxes on capital goods. Taxes on labour include federal and provincial employer-paid
payroll taxes net of estimated benefits of funded programs. The CPP/QPP and EI contribution rates used are the rates expected
to apply shortly after the year 2000 when currently envisaged adjustments to rates are completed.

b The tax on costs is an average of capital and labour taxes based on the shares of business value-added attributed to
each component.

Notes:

— Small businesses are Canadian-controlled private corporations subject to the low rate of corporate income tax. Large businesses
are corporations subject to the high general rate, or the manufacturing and processing rate. (The rates for each industry are
based on the proportion of manufacturing and processing versus other income in the industry.)

— In this Table, effective tax rates are expressed relative to costs excluding taxes.

Source: Calculations by Committee secretariat with technical assistance from the Department of Finance.

¢ Considering the combined effective tax rates on capital and labour costs used by business,
the most highly taxed businesses overall are the large firms in communications, public utilities,
wholesale trade and other services (above average rates). These industries, which are among the
knowledge-based sectors of the economy reliant on technological innovations and skilled labour,”
face the highest corporate income tax rates and benefit the least from the EI system. Among the
least taxed industries are mining and oil and gas, primarily because of accelerated deductions for
intangible exploration and development expenditures, and the forestry and construction sectors as
a result of the excess of benefits over taxes paid for EI. Also estimated to have a low tax rate on
total costs is the agriculture, fishing and trapping sector, as a result both of relatively low taxes
on capital costs and an excess of benefits over taxes paid under EI. Overall, the tax system encour-
ages production from the resource, manufacturing and construction sectors relative to most
service sectors of the economy.10

e Small firms, which face a lower corporate income tax and generally have relatively larger expenses
for labour, tend to be less highly taxed than large firms.

As discussed above, business taxes affect economic efficiency by distorting decisions made by
businesses in terms of putting resources to their best economic uses. A more neutral business tax
structure would encourage a more efficient use of resources in the economy and would improve
prospects for economic growth and job creation.
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A number of studies have been undertaken to measure the impact of Canadian corporate taxes on
economic efficiency.!1

Studies that have compared the impact of corporate capital and payroll taxes have generally ignored
interindustry and interasset distortions by treating the business sector as producing a single product
over time using capital and labour as inputs in production. These studies have, therefore, incorpo-
rated the impact of taxes on the allocation of resources over time and factor use. Several recent
studies have suggested that a payroll tax is less distortive than the corporate income tax, since taxes
have less distortive impact on labour compared to investment.!2

Studies indicate that the corporate income tax reform of 1986 and 1987, which resulted in a

broader base and lower rates, improved economic efficiency.1® However, an analysis of the post-1987
corporate income tax system suggests that it still creates an efficiency loss equal to 15 percent of
annual corporate income taxes, due to interindustry and interasset distortions, compared to a non-
distortionary tax.l4

These impacts on efficiency of the corporate tax system suggest that there are important economic
gains to be made by lowering rates and broadening the tax base. A more neutral corporate tax system
would also improve opportunities for economic growth and facilitate job creation.

Effective Tax Rate on Input Costs for Canadian Businesses

To provide an overall measure that combines taxes on capital and labour, the Committee used a measure that
aggregates these taxes by weighting them on the basis of capital and labour inputs as a percentage of costs,
excluding taxes paid. This “effective tax rate on costs” is the amount that tax adds to the incremental cost of
production. For example, suppose a bicycle costs $200 to produce using $100 of labour and $100 of capital
costs without any taxes. If the payroll tax on labour is $10, and the corporate income and capital tax together
total $40,° the cost of producing the bicycle rises from $200 to $250, and the effective tax rate on costs is
25 percent. The higher the effective tax rafe on costs, the greater the disincentive effect that taxes have on
the business’s ability fo produce goods and services, all else being equal.

Table 3.2 provides estimates of effective tax rates on costs for large and small businesses, incorporating federal
and provincial corporate income taxes, capital taxes, payroll taxes and sales taxes on capital inputs. Payroll
taxes are adjusted fo reflect anticipated increases in CPP/QPP premiums and are calculated on a basis net of
related benefits for those payroll taxes that fund specific programs. Property and fuel taxes are excluded, as
well as sales taxes on the final sale of products and services. Resource royalties are treated for this purpose
as payment for the use of resource property owned by governments, not as a tax.

2 In this example, corporate income taxes are treated as a cost rather than as a reduction in income.
To calculate the effective tax rate on capital costs, taxes are expressed here as percentage of net-of-taxes
rates of return on capital, rather than as a percentage of gross rates of return on capital as in Table 3.1.

b Taxes on inputs may be shifted back as lower prices paid to inputs rather than result in higher costs for
businesses. This is particularly important with respect to the taxation of labour since, as argued earlier,
payroll taxes can be shifted back as lower wages paid to workers rather than as higher costs faced by
businesses . In the calculations below, it is assumed that all taxes paid by businesses increase costs of
production. See the paper by McKenzie, Mansour and Briilé (1997), Technical Committee Working
Paper 97-15, that shows sensitivity of results to different assumptions.
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Productivity in the Knowledge-based Economy:
Taxation and the Provision of Training by Firms

The tax system affects productivity through investment in technology and the training of workers.
Business investment in R&D, and in other scientific and technological activities related to innovation,
is examined in Chapter 5. In this section, the influence of the tax system on investment in “human
capital” by businesses is discussed.

The public sector provides substantial support for education by covering the cost of university,
college and school programs. However, while education spending in Canada is high by international
standards, some studies have indicated that the private sector in Canada does less training than other
countries do.1® The evidence, however, is not unequivocal. Another recent study'% found that the
percentage of Canadian workers who were reported to be in employer-sponsored training programs
is the same as that reported in other OECD countries.”

A central issue for the Committee was to determine whether employer payroll and corporate income
taxes, in general, discourage businesses from training workers. In addressing this question, it is
helpful to distinguish between two types of training:

¢ general training, which provides skills that can be applied in other businesses or industries; and

¢ firm-specific training, which provides skills that are only used in the business in which training
takes place.

A business will regard spending on these types of training differently. Spending on general training
will tend to be relatively unattractive to businesses, because employees receiving such training can
always leave to work for another business or can command a higher wage that reflects the market
value of their increased productivity. Thus, there will be under-provision of general training by the
private sector.18 Under such a scenario, tax incentives for such training may appear justified.

However, there are other and, in the view of the Committee, better ways to encourage general
training than through the tax system. A training loan scheme (similar to a student loan program)
would be a more direct method of dealing with problems related to the financing of training.
Moreover, since the provinces are largely responsible for education and labour regulations

(for example, minimum wages), it would be preferable if the provinces were primarily responsible
for such a scheme.

With respect to employer payroll taxes, some have argued that they create a disincentive for general
training, since if a business trains a worker, its payroll tax liability goes up due to the higher wage
rate that has to be paid to a trained worker, but its training costs are not deductible from the payroll
tax liability. This argument is, however, not conclusive, since if the costs of training are fully shifted
to workers through lower earnings during their training, then the costs of training are implicitly
deductible from the employer payroll tax.

There are two further reasons, however, why such taxes might affect training. First, if the employer
payroll tax is shifted to workers through lower wage rates, then the net wage rate differential
between skilled and unskilled workers will decline, and this may cause a reduction in the number
of workers who are willing to undertake training. Second, training specific to an individual employee
is similar to an investment in physical capital, but with one difference — the capital is embodied in
the employee. A trained worker who leaves an employer takes part of the firm’s capital stock with
him or her. This gives employers an incentive to reduce employee turnover, by paying a wage above
the market wage in order to retain their trained workers and avoid additional training costs. Thus,
part of the gains from employer-specific training will accrue to workers in the form of higher wages
and part will accrue to employers in the form of higher profits. To the extent that the employer
payroll tax is not shifted to workers, the payroll tax will increase the relative cost of skilled workers
and will reduce the number of workers who receive employer-specific training.
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As for the corporate income tax, training costs are expensed immediately, even though training
may increase the business’s profits for a number of years. Thus, the corporate income tax directly
encourages employer-specific training compared to investments in physical capital.

On balance, there is no clear evidence that taxes either encourage or discourage businesses from
training their workers. However, there has been very little research on the effects of business taxes
on the provision of training.!¥ In the Committee’s opinion, future research in this area could usefully
address the issue of whether employer payroll taxes — other than those that finance specific program
benefits — should provide an allowance for education or training costs, so that they do not discourage
investments in training by businesses. We recognize, however, that a problem facing both research
and policy design is the difficulty of defining training and measuring associated costs.

Influence of Tax Rates on
Overall Cost Competitiveness

Canada’s economic growth depends partly on the cost competitiveness of Canadian businesses in
international markets. As well, given the openness of the Canadian economy (see insets “International
Trade and the Openness of Canadian Industries,” and “Foreign Direct Investment and Canadian
Direct Investment Abroad”), a “taxation environment” that does not inhibit continued strong export
performance is important for maintaining jobs within Canada’s borders. A business that finds that

its costs, of which taxes are one, are higher than in other locations in the world, might shift

production elsewhere or lose market share.

It is important to note, however, that these location-specific costs depend on a multitude of factors:
the cost of labour, the cost of capital, the availability and efficiency of skilled and unskilled labour,
natural resources and infrastructure, and, finally, taxes. This means that, while Canada must continu-
ally be mindful of taxation levels in other countries, waging an international competition for the
lowest tax rates, especially on an industry-by-industry basis but also in overall terms, would not

be sound public policy. Maximum economic performance is achieved by a tax system that treats
businesses neutrally. Canada achieves the greatest economic gains when it exports products in which
it has a comparative advantage. This means accepting the consequences that some industries have
higher production costs than their foreign competitors, rather than attempting to offset these costs
through tax concessions or direct government subsidies.
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International Trade and the Openness
of Canadian Industries

Historically, Canada has been a trading nation, especially relying on the export of resource and manufactured
products to the rest of the world. Today, Canada continues this tradition of relying on exports as a means of
encouraging growth and employment. However, in today’s world, the openness of the Canadian economy
plays an important role not only for the resource and manufacturing industries but also for other sectors in the
economy such as business services.

Table 3.3 shows two measures of the openness of industries based on export trade. The first measure shows
direct export sales of goods and services (based on 1992 export data) as a percentage of total sales of the
industry. The second shows value-added contained in products exported directly, or indirectly through other
industries, as a share of total value added of the industry (based on 1990 data, the latest year available). As
seen from the second column, the most open sectors in terms of direct and indirect exported value-added as
a share of total value-added are forestry (64 percent), fishing (77 percent), mining and mineral fuels
(63 percent), followed by manufacturing (41 percent) and transportation (37 percent). Some of the other indus-
tries, historically viewed as producers of “non-radable” goods and services, are also important contributors
to export activities: utilities (20 percent), wholesale frade (23 percent) and other services (13 percent).

Table 3.3
Openness of Canadian Industries

Value-added in Direct and

Direct Exports as a Indirect Exports as
Percentage of a Percentage of
Industry Sales (1992) Industry Value-added (1990)
Agriculture 23.6 32.9
Forestry 2.1 63.9
Fishing and Trapping 27.0 77.0
Mining and Mineral Fuels 45.1 62.8
Manufacturing 39.4 40.9
Construction - 2.8
Transportation 10.0 36.6
Communications 2.3 13.3
Utilities 2.6 20.0
Wholesale Trade 12.4 23.3
Retail Trade - 4.6
Finance 14 9.8
Other Services 6.4 13.4
For All Industries 16.6 22.3

Source: Committee secretariat calculation based on Statistics Canada input-output data.

3.9
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Foreign Direct Investment and
Canadian Direct Investment Abroad

Canada has always relied on foreign direct investment, especially from the United States, as a source of
capital and managerial talent for Canadian industry. Moreover, in the past several decades, Canadian
businesses have increased their involvement in the global economy by investing in other countries. The stock
of Canadian direct investment abroad relative to GDP has doubled since 1980, rising from a level equal to
9 percent of GDP in 1980 to 18 percent in 1995. Over the same period, the ratio of the stock of Canadian
direct investment abroad to the stock of foreign direct investment in Canada has risen from 42 percent to
85 percent.

The stock of foreign direct investment in Canada as a percentage of assets held by all businesses operating
in Canada (see Table 3.4) provides a measure of the degree to which Canadian businesses rely on foreign
capital. For all industries, about 20 percent of capital is held by foreigners. The industries most heavily reliant
on foreign capital are chemicals, chemical products and textiles (68 percent), electrical and electronic products
(61 percent), followed by machinery and equipment (42 percent), transportation equipment (40 percent) and
food, beverage and tobacco (34 percent). Service industries, finance, utilities and communications tend to be
Canadian-owned.

Canadian direct investment abroad as a percentage of assets held by all businesses in Canada is now
17.5 percent. Certain industries, such as electrical and electronic products (54 percent), chemicals, chemical
products and fextiles (44 percent), metallic minerals and metal (44 percent), followed by transportation
services and communications (28 percent), finance and insurance (22 percent), food, beverage and tobacco
(25 percent), have major investments abroad.

Given the size of foreign direct investment in Canada and Canadian direct investment abroad relative to assets
held by Canadian businesses, it is evident that cross-border capital flows are significant to many Canadian
industries. Similar to the case of trade of goods and services, the relative importance of cross-border flows of
capital indicates the important role of Canada’s tax system in encouraging the location of business activities

in Canada.

Table 3.4

Foreign Direct Investment in Canada and Canadian Direct Investment Abroad
1994 Foreign Direct 1994 Canadian Direct

Investment in Canada Investment Abroad as a
as a Percentage of Percentage of Industry
Industry Assets in Canada Assets in Canada

Food, Beverage and Tobacco 34 25

Wood and Paper 21 10

Energy 17 10

Chemicals, Chemical Products and Textiles 68 44

Metallic Minerals and Metal 21 44

Machinery and Equipment 42 7

Transport Equipment 40 8

Electrical and Electronic Products 61 54

Construction 5 4

Transportation Services, Communications 8 28

Finance and Insurance 19 22

Consumer Goods and Services 19 8

Other Services 11 8

For All Industries 20.4 175

Source: Statistics Canada, Canada’s International Investment Position, 67-202-XPB, plus calculations by the
Committee secretariat.
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Effective Tax Rates for Large Businesses:
Canada Versus the United States

Canada’s most important competitor is the United States. It is thus useful to compare the effective tax rates on
costs for large Canadian and U.S. businesses, since these businesses are most sensitive to differences in costs
of production across countries.? As shown in Table 3.5, the effective tax rate on costs is higher in Canada
than the United States for most industries especially in the fastest growing industries such as communications,
transportation, public utilities, trade and services. Canadian effective tax rates on capital and labour tend to
be higher than those in the United States. (However, the total of employee and employer payroll taxes is
higher in the United States than in Canada.) The tax advantages for R&D and E&D are greater in Canada
compared to the United States.

The Committee also notes that the U.S. tax system provides a favourable tax regime for mining and oil and gas
relative fo other industries, although the differences in effective tax rates on costs between resource companies
and other industries, particularly utilities and communications, are larger in Canada than in the United States.

a  Taxes included in the comparison are federal and provincial/state corporate income taxes, capital taxes, payroll taxes
and sales taxes on capital inputs.

Table 3.5
Canada-U.S. Effective Tax Rates on Costs for Large Business
Canada United States
Labour Capital Total Labour Capital Total
(percentage)

Forestry -5.2 45.4 0.9 0.1 25.4 3.5
Mining 2.7 13.3 5.7 -0.3 1.9 0.4
Oil and Gas 14 8.0 4.5 -0.3 3.9 1.9
Manufacturing 3.2 27.0 8.8 -0.5 22.5 5.2
Construction 0.6 59.9 5.5 -0.6 30.1 2.8
Transportation 3.2 39.5 8.3 0.4 14.3 2.5
Communications 44 35.2 154 0.4 8.3 3.4
Public Utilities 45 44.4 26.9 0.4 17.8 10.5
Wholesale Trade 3.6 51.7 10.4 0.3 28.6 4.5
Retail Trade 3.0 53.0 7.5 0.5 27.6 3.1
Other Services 2.7 39.5 9.7 0.4 26.1 5.5
Total — Non-financial

Industries 2.8 33.3 9.4 0.2 22.7 5.2

Note: In this Table, effective tax rates are expressed relative to costs excluding taxes.

Source: Calculations by Committee secretariat with technical assistance from the Department of Finance and K. McKenzie.
See McKenzie, Mansour and Brilé (1997).
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As shown further in Chart 3A, in 1995 Canada’s effective corporate tax rates on marginal investment
were below those of Germany and Japan for both manufacturing and service industries, and also
below that of Italy for services. However, Canada’s effective tax rate on capital was above that in the
United States, the United Kingdom and Mexico, especially in services. A more detailed comparison by
industry with the United States, which includes taxes on labour, is provided in the inset “Effective
Tax Rates for Larger Businesses: Canada Versus the United States.”

Chart 3A

Effective Tax Rates on Marginal Investments
G-7 Countries plus Mexico (1995)
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Notes:

- Effective tax rates reflect income and capital taxes on investment in tangible capital for large firms.
- In this Chart, effective tax rates are calculated relative to gross-of-tax rates of return on capital.

Sources: Calculations by the Committee Secretariat with the technical assistance of the Department of Finance
and K. McKenzie. See McKenzie, Mansour and Brdlé (1997).
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Taxation, Employment and Unemployment:
a Complex Interaction

While we view the potential impact of most business taxes on employment as less direct than

their impact on productivity and growth, we are very conscious that the first objective set for the
Committee in its review of the tax system was to promote job creation. There is little doubt that the
emphasis on this objective stems directly from the experience of the last two decades: unemployment
rates in Canada in the 1980s averaged 9 percent and thus far in the 1990s have averaged 10 percent,
compared with 4 percent in the 1950s, 5 percent in the 1960s, and 7 percent in the 1970s. Why, on
average over the past two decades, have employment opportunities not expanded rapidly enough

to provide jobs for all Canadians who want to work?

A number of factors have been suggested, including the shifting of production to countries with lower
costs, and the replacement of low-skill jobs with high-skill jobs due to technological Change.20 It has
also been suggested that policies pursued by government, including tax policies, have resulted in less
employment. Yet on their own, these factors cannot be the root of the problem; a well-functioning
economy makes its own adjustments to these and other pressures.

An underlying factor keeping unemployment high is insufficient flexibility in Canada’s labour
markets. This may take several forms: first, high and inflexible costs of labour that can cause
businesses to substitute machinery for labour, or leave the Canadian labour market altogether; and
second, lack of job mobility and mismatches in numbers of available workers in a particular region
with the skill sets demanded by the available employment. The well-known situation of Canadian
high-tech firms being forced to go beyond Canada’s borders to find sufficient numbers of employees
with suitable engineering and computer skills — while Canadians lacking such skills go without jobs —
is a classic illustration of labour market mismatching.

Revising the business tax system cannot by itself mend the flaws in labour markets that are rooted
deeply in social and economic history. The Committee is nonetheless concerned that Canada’s
business tax system should maximize opportunities for firms to create good jobs and for workers to
gain the skills necessary to fill them. Below, we consider in detail the most important influences that
the business tax system has on employment.

How Taxes on Employers
Affect the Cost of Labour

The burden of personal income taxes and payroll taxes levied on employees is generally considered
to be borne by the employee; most economists agree that these taxes are reflected in lower after-tax
earnings for workers, not in higher costs of labour. Individual workers, by and large, do not have the
power to set their own wage rates.2! More importantly, since hours of work provided by employees
are relatively unresponsive to changes in net after-tax wage rates, personal tax increases generally
do not create labour shortages that would lead to higher wage rates.

Many are concerned that employer-paid payroll taxes have raised the cost of labour and contributed
to the adverse labour market conditions that we have experienced over the last decade. If the tax
system drives up labour costs, it weakens the competitive position of Canadian industry, and reduces
employment opportunities. In addition, higher labour costs may cause businesses to substitute
machinery and equipment for labour in production processes.
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If the costs of employer taxes are completely shifted to workers through lower earnings, then
employer taxes will have no impact on the cost of, and thus the demand for, labour. The Committee
agrees with the view that, in the longer run, such tax shifting occurs to a substantial degree. Most,
but by no means all, of the theoretical and econometric studies support the notion that a significant
amount of the employer payroll tax is shifted back on to workers in the form of lower earnings
after several years of adjustment.22

Profile of Employment in the Canadian Business Sector

The demand for labour by businesses is an important determinant of jobs in Canada. Many factors influence
employment decisions by businesses, including the domestic and international demand for their products,
productivity, the cost of labour, the cost of capital, labour market regulations and taxes.

Table 3.6 shows selected employment characteristics of the main industrial sectors in Canada. From this Table,
we note the following:

® During the period 1985-95, tertiary industries (from construction through finance, insurance and real estate
in the Table)® had positive annual rates of employment growth, while resource and manufacturing indus-
tries experienced declines in employment. Direct employment, however, is only one part of the demand that
businesses create for labour. Businesses can also indirectly employ labour by contracting out non-core activ-
ities to others, thereby maintaining the same level of overall employment demand. Thus, trends in employ-
ment by industry may partly reflect outsourcing by businesses. For example, a manufacturer might reduce
office employees in favour of contracting out services from commercial businesses in the service sector. The
benefits that can accrue to a business contracting out are improved flexibility and reduced costs through
better efficiency. However, businesses will prefer employment rather than contracting out if a long-term
relationship with the employee is preferable for maintaining employer-specific human capital (experience
and skills) acquired by the employee and for reducing staff turnover costs.

* At times, many individuals find that they have to accept parttime employment even though they would
prefer fulltime employment. As shown in Table 3.6 (column 2), the ratio of involuntary parttime employ-
ment fo total employment was highest in the retail frade and other services (excluding government) sectors.

* Some sectors tend to rely more on workers who are paid relatively low wage rates (less than $7.70 per
hour) - close to provincial minimum wages. As shown in column 3, agriculture, fishing and forestry, retail
trade, and other services, tend to hire a greater percentage of their work force at low-wage rate levels.

e Some industries also tend to rely on workers with a shorter duration of employment with the business. As
shown in column 4, employees in construction, wholesale trade and retail frade tend to have relative short
periods of tenure with the employer.

e Characteristically, industries that have involuntary parttime employment, employees paid at low wages
and, fo some extent, shorter tenure are also industries that tend to have a greater portion of employment in
small employers. As shown in column 5, agriculture, fishing, and forestry, construction, wholesale trade,
retail trade and other service industries tend to have a relatively large percentage of employment by
employers that have less than 20 employees.

2 Other services include household and business services and exclude government administration.
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Table 3.6
Profile of Canadian Business Sector Employment
1995 1993
Involuntary 1989 % of Percentage of
198595 Parttime Employment 1995 Employment by
Annual Growth  Employment  with Wages Average Job  Business Size
Industry in Employment  as % of Total Less than $7.70  Tenure (Months) <20 >500
Agriculture
Fishing and Forestry -0.34 2.7 52.1 156 70.7 3.8
Mining -1.08 n/a 5.2 115 13.0 53.7
Mineral/Fuels -0.77 n/a 6.7 93 4.8 70.9
Manufacturing -0.20 1.2 14.2 107 10.9 45.4
Construction 1.17 4.3 11.8 82 56.3 5.0
Transportation and
Storage 0.80 3.4 12.1 111 20.5 45.7
Communications 1.43 4.8 7.9 123 4.1 86.3
Utilities 1.50 1.3 45 141 3.2 84.9
Wholesale Trade 0.34 2.1 175 84 30.6 20.3
Retail Trade 0.76 10.0 43.8 70 32.8 36.8
Other Services
(excluding gov't) 3.75 8.0 28.7 161 21.7 41.2
Finance, Insurance
and Real Estate 1.78 3.9 14.4 98 18.4 59.1
Total — All Industries 1.23 5.8 22.7 92 24.3 41.4
Source: Special tabulations by Statistics Canada for the Committee.

Some caveats about the shifting of employers payroll taxes need to be stressed:

¢ Lags: It may take several years before labour markets fully adjust to changes in the employer
payroll tax rate, in part because wages are set by multi-year labour contracts. Therefore, in the
short run, an increase in an employer payroll tax can raise the cost of employing workers and can
lead to layoffs or reduced employment growth.

¢ Not all workers are affected equally: Most of the evidence for the shifting of the employer payroll
tax is based on highly aggregate data and is not specific to sectors of the economy or types of
employment. It is highly unlikely that the employer payroll tax is shifted back in lower wages for
all workers. For example, workers who are represented by a strong union may be able to negotiate
wage contracts that prevent employers from shifting the employer payroll taxes to them.2?

o Significant impact on employment of low-wage workers: The adverse effects of higher employer
payroll taxes might be particularly important where minimum wages or social assistance benefits
create a legal or de facto floor for wages. The employer payroll tax may not be shifted to minimum
wage workers, because their employers are unable to offset increases in such taxes by paying
lower wage rates. Thus, increases in employer payroll taxes would be expected to raise the cost of
hiring minimum wage workers, and as a result, to reduce their employment, even in the longer run.
This is particularly important in industries with significant numbers of employees with low wages:
agriculture, fishing and forestry; wholesale and retail trades; and other services.24

e Taxes that finance specific benefits should be viewed differently: Some payroll taxes such as
EI, CPP/QPP and workers compensation premiums, pay for an insurance program provided by
government. In the absence of these public programs, the employers may provide similar programs
or pay higher wage rates, and therefore, the net effect on employment is reduced.??
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Tax Cost Shifting, Employers to Employees

Some of the evidence for the shifting of employer payroll taxes to workers is illustrated in Chart 3B. Panels A
and B show employees’ shares of GDP plotted against employers’ social security contribution rates in
14 OECD countries in 1986 and 1994. These figures indicate that the share of wages in total output is lower
in countries with higher employer social security contribution rates. This negative relationship is consistent with
the notion that employer payroll taxes are largely shifted to workers over time through some combination of
higher prices for the goods and services purchased by workers or declines in their nominal wage rates.

Chart 3B
The Wage Share and the Employer Social Security
Contribution Rate in OECD Countries’
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a . . . . .
The wage share is the ratio of wages and salaries to GDP divided by the ratio of dependent (employee) employment to total employment.
The employer social security contribution rate is the ratio of total employer compulsory social security contributions and voluntary pension
contributions to total wages and salaries.

Source: OECD, Employment Outlook, (July 1990), Chart 6.3, p. 158. Updated by the Committee secretariat.
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To summarize, the Committee concludes that, in general, payroll taxes on employers are largely
shifted to employees in the longer run, such that the impact over the long term on the cost of hiring
is mitigated. However, an increase in employer taxes can have short-run effects because of economic
lags. As well, these taxes may exacerbate the impact of already existing rigidities in the labour
market, and they may have a disproportionate impact on low-wage employment.

Other Links from Taxes to Unemployment

The direct evidence of a link between overall levels of taxation and unemployment rates is equivocal.
A number of recent studies in Canada have employed a variety of methodologies, and there is
considerable variation in their conclusions about the magnitude of these effects. There is some
consensus that the increases in payroll taxes in the 1990-93 period, mainly in the form of unemploy-
ment insurance premiums, had a significant negative impact on employment.26 However,
international comparisons indicate that there is little direct linkage between taxation levels

and unemployment rates.2’

One Canadian study of interest to the Committee linked unemployment not to taxes, but rather to
three other factors: higher real interest rates, the increase in the female labour force participation rate
and the overall rise in the generosity of the unemployment insurance system.28 Of these, the last has a
link to the business tax system, and was thus considered further by the Committee.

Employer contributions to Employment Insurance:
Would linking contribution rates to lay-offs help reduce unemployment?

Canadian studies of the labour market impacts of EI, including the study noted above, have tended
to concentrate on the impact of the benefit structure on the behaviour of those seeking work. But
the taxes used to finance EI also affect labour market rigidities and distortions.

As will be discussed more fully in Chapter 8, the current EI system — which levies an employer
contribution at a common rate for all employers and an employee contribution at a common rate
for all employees — results in large, persistent net payments (benefits in excess of employer and
employee contributions) to employees associated with some businesses, and the reverse situation
for others.

An EI system with this financing structure will influence both the cost situation of employers and
their behaviour, which will result in higher employment by businesses with unstable employment
patterns, since these businesses can hire workers for wages that are lower than they would be in a
neutral system.

Further, since employers do not face anything approaching the full cost to the EI system of instability
in their employment patterns, they have insufficient incentive to reduce such instability through
rescheduling production in order to smooth out seasonal peaks or make greater use of short-time
work patterns during periods of low demand.

The link between employer contributions and lay-off practices is considered in Chapter 8.
Establishing a linkage would create incentives for more stable employment patterns, and would
make the EI system somewhat more neutral across unstable and stable businesses.
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The Impact of Taxes on the Kinds
of Employees that Businesses Hire

When engaging workers, employers confront a set of choices as to the nature of the engagement and
the skill level of the individual hired. Specifically, businesses choose between (a) part-time or full-
time workers; (b) skilled or unskilled workers; and (c) independent contractors or employees.

Part-time Versus Full-time Workers: In general, the deduction of wages from the corporate income
tax results in corporate income taxes having little impact on the type of worker hired by a business.
However, payroll taxes that include a ceiling on an individual employee’s earnings that are subject to
the employer tax can introduce undesirable distortions in the choices of part-time versus full-time
labour by making part-time workers relatively costlier for business. This would especially be the case
if such ceilings applied to general payroll taxes. When the payroll tax is linked to a benefit that is also
subject to the ceiling, the distortion may be less significant.2?

The Committee has found few studies that have assessed the impact of payroll taxes with
earning limits on the choice between full-time and part-time work, so the extent of the impact
remains unknown.

Skilled Versus Unskilled Workers: Skilled workers are paid more than unskilled workers at least in
part because skilled workers must incur the cost of training. The tax system’s treatment of such costs
was discussed earlier in this Chapter. However, the employment of skilled and unskilled workers will
be affected by the tax system in other ways besides the tax treatment of training costs.

As many Canadian employers have witnessed, retention of skilled workers in Canada — and especially
relocation of such workers to Canada — is discouraged by higher personal income, payroll and sales
taxes, although these effects are partially offset by the benefits of the public programs financed by
the higher taxes. While a number of Canadian studies suggest that migration flows are affected by
differences in net fiscal burdens (taxes less benefits) across provincial boundaries,? few have been
undertaken to see if impacts can be observed across the Canada-U.S. border.

Canada puts a generally higher tax burden on skilled labour than does the United States, because
Canada relies more on personal income taxes and has a more progressive system. Some have
suggested that commercial projects that depend on skilled labour have been located in the
United States because of this disincentive.

The payroll tax system also affects businesses’ choice of unskilled versus skilled labour. As discussed
earlier, employer payroll taxes are less likely to be shifted back in the form of lower wages when
wage rates are close to the minimum wage. Given that many unskilled workers are paid wages close
to the minimum rate, employer payroll taxes may discourage employment of these workers.

Independent Contractors Versus Employees: Self-employed workers who operate on a contractual
rather than on an employee basis with businesses comprise a growing proportion of the economy.
(See inset “Forms of Employment: Evolution since the Second World War.”) Although there are many
reasons for the shift from employees to independent contractors that have nothing to do with the tax
system, the Committee believes that taxes do play a role.

Payroll taxes that only apply to employee wages may cause firms to substitute independent contrac-
tors for employees. Counteracting this pressure, however, is the potential for workers who lose the
benefits of public programs funded by payroll taxes to require higher remuneration, thus eliminating
businesses’ cost savings. At the federal level, the EI payroll contributions are currently greater than
the related costs — the total contributed is greater than the amount paid out (although in certain
sectors, notably agriculture, fishing, forestry and construction, the reverse is true). Considered in the
aggregate, therefore, the current level of EI payroll taxes may, on average, encourage independent
contracting, though the magnitude of the impact may not be significant, especially if, as expected,
contributions return to approximate balance with benefits over the next few years.
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Viewed from the perspective of the worker who is subject to the personal income tax system,
independent contractors are, in general, able to deduct costs more readily than employees, which
provides an incentive to independent contracting.3! On the other hand, many employees have a
number of benefits provided by employers, including company pension, disability and health plans.
Employer contributions on behalf of an employee are deductible against corporate income, and
certain benefits, such as health and disability insurance, are exempt from personal income tax in the
hands of the employee. Independent contractors cannot fully deduct the cost of health plan contribu-
tions (only medical expenses in excess of a minimum receive a tax credit) although the independent
contractor can use the incentives for retirement savings though RRSPs.

The decision to engage as an independent contractor rather than as an employee may be influenced
by the corporate income tax as well. An independent contractor may establish a CCPC, which has
special tax advantages under the corporate and personal income tax system, including the small
business deduction and higher tax credits for R&D investments.

Given the tax advantages provided to the self-employed and to CCPCs, firms may face lower costs
when engaging the services of a private corporation operated by independent contractors rather than
hiring employees.

Forms of Employment:
Evolution Since the Second World War

The relative importance of self-employment in the total labour force has gone through two very distinct phases
since the Second World War. For the first three decades after the War, self-employment declined sharply as
a percentage of all those with jobs, from 24 percent in 1946 to about 9 percent in 1975. While the most
dramatic change was the decline in the percentage of self-employed agricultural workers, from 15 percent to
less than 3 percent of those with jobs in the total economy, the proportion of self-employed in the non-agricul-
ture sector also fell (from 13 percent to 7 percent of those with jobs in the non-agriculture sector, or from
9 percent to 7 percent of total employment).

Starting in the mid-1970s, the trend reversed and self-employment began to increase relative to total employ-
ment. As well, starting in 1976, Statistics Canada revised the categories used for labour force statistics, and
began to provide estimates of the number of owner-managers of incorporated companies. People in this
category may be considered more comparable to the selfemployed than to employees with whom they are
often included in labour force statistics. (We refer to this group as the “incorporated self-employed” in what
follows.)

Chart 3C provides data on the composition of private sector employment from 1976 to 1996. The share of
all selfemployed (that is selfemployed who work in unincorporated businesses plus owner-managers of incor-
porated businesses) has increased from less than 14 percent in 1976 (the first year for which data on this
basis are available) to just over 19 percent in 1996. The growth in the incorporated selfemployed has been
substantially faster than the growth in other selfemployed, though from a much smaller base. As the mirror
image of the increasing share of the selfemployed, the share of paid workers in private sector employment
has declined from just under 85 percent in 1976 to just over 80 percent in 1996.

Neither the reasons for the increase in self-employment, nor the potential changes in the characteristics of the
self-employed, are fully understood. Especially during the recession of the early 1990s, there was a suspicion
that some of the increase in selfemployment represented disguised underemployment, a possibility given
credence by data suggesting that low-income selfemployment had grown strongly, while the number of self-
employed individuals with gross incomes over $30,000 had remained flat.? But growth in selfemployment
has continued to be strong during the subsequent economic recovery, when more job opportunities for
employees have been available.

2  Salley and Heath (1996).
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Source: Canada, Statistics Canada. Historical Labour Force Statistics (Various)
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The Question of Fairness
in the Business Tax Structure

A frequently expressed view, in Canada and elsewhere, is that taxing businesses is fair since

owners of businesses can afford to pay. As noted in Chapter 1, assessing the relationship of business
taxes to fairness is not straightforward. Ultimately any tax imposed on a business must be paid by
individuals in society either through higher prices for products, lower wages for workers, lower
returns to lenders or lower profits for owners of the business. This raises the issue of “incidence” of
a tax — namely, who bears the tax. Ascertaining the incidence of business taxes, to the extent this is
possible, can help us to understand how taxes paid by businesses ultimately affect the real incomes
of Canadians.

Corporate Income and Capital Taxes

Economic studies on the incidence of the corporate income and capital taxes are not very conclusive.
Studies suggest that the corporate income tax is partly shifted forward through higher prices to
consumers of businesses’ products and partly shifted back either to workers as lower wages or to
capital in general, including owners of equity in corporations, as lower returns to owners and
investors.32 If corporate income and capital taxes are shifted primarily to consumers, the taxes would
tend to fall more heavily on lower-income individuals, since consumption is a larger portion of their
income. However, if the corporate income and capital taxes fall primarily on owners of capital, the
taxes would, on average, be progressive, as they would tend to fall more heavily on higher income
individuals who receive a greater proportion of their income from capital.

A number of economists have argued recently that the global integration of financial markets implies
that corporate income and capital taxes will fall more heavily on earnings of workers. In an open
economy like Canada’s, after-tax rates of return on capital are often viewed as primarily determined
by international markets independently of Canadian ownership of equity,> and product prices are
heavily influenced by international markets. One might thus expect the corporate income and capital
taxes on large corporations to be substantially shifted to immobile factors — labour and, to a lesser
extent, land. Given this argument, the corporate income and capital taxes would likely fall proportion-
ately more on lower-income individuals.?4

However, there are a number of factors that affect these lines of argument:3?

¢ Studies have shown that there is some segmentation in equity capital markets internationally>6 —
prices of equity securities of Canadian businesses are somewhat sensitive to developments in both
foreign and Canadian markets. The implication of these studies is that the rate of return on capital
is affected to some degree by the supply of Canadian savings so that the corporate income tax can
be shifted back in part to owners of capital.

¢ Corporate income tax paid by foreign-owned corporations operating in Canada may in part be
credited against foreign taxes owing to foreign governments. As discussed in Chapter 2, certain
countries, including the United States, the United Kingdom and Japan, allow corporations to credit
tax paid in Canada by their subsidiaries against the home country taxes on income remitted from
Canada. If Canada were to eliminate the corporate income tax altogether, the parent corporation
would have fewer foreign tax credits and therefore might pay more tax to the government of its
country of residence. Thus, the incidence of the corporate tax paid by foreign multinationals in
Canada may be partly on foreign governments rather than on Canadians.

e Small businesses have less access to international markets compared to large businesses. Part of
the corporate income tax paid by small businesses may therefore fall on the owners of capital.
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¢ Individuals often use holding corporations as conduits for investment income. Thus, the corporate
income tax on investment income may largely fall on the owner.

e Shares in corporations are owned by pension plans and stock savings plans held by workers
and managers. Therefore, a portion of the corporate income tax paid by corporations lowers
the after-tax return on pension savings of employees.

An examination of the income of the corporate sector, by type of corporation, can help in assessing
the importance of these factors. Table 3.7 provides a decomposition of corporate taxable income
for 1994 according to four sources: income of Canadian-controlled public corporations, foreign-
controlled corporations and CCPCs (large and small). Income is further decomposed into active
business and investment income for private corporations.

Table 3.7
Components of Corporate Taxable Income (1994)
($ Billion) (%)
Canadian-controlled (Large Public) 18.7 33.0
Foreign-controlled 12.2 22.0
Canadian-controlled (Large Private) 5.8 10.5
(Active) (4.5) 8.D
(Investment) (1.3) 2.3)
Canadian-controlled (Small Private) 19.2 34.6
(Active) (16.1) (29.0)
(Investment) (GRY) 5.6)
Total 55.5 100

Notes:

— Investment income: includes capital gains.

— Components may not sum exactly to totals due to rounding.

— In this Table, small private corporations are CCPCs with assets less than $15 million.

Source: Department of Finance.

In 1994, the largest share of corporate taxable income was earned by small CCPCs — 34.6 percent.
Large Canadian-controlled public corporations accounted for 33 percent, foreign-controlled corpora-
tions 22 percent, and large CCPCs 10.5 percent of corporate taxable income. Investment income
earned by large and small CCPCs was 2.3 percent and 5.6 percent of total corporate taxable

income respectively.

The Committee noted the significant amount of corporate income earned by small private corpora-
tions and that the tax on such income may be significantly shifted back to the owners. The lack of
information about the crediting of taxes in foreign countries and our limited understanding of the
competitive relationship of small to large businesses, create further difficulties in attempting to
ascertain the incidence of Canadian corporate income and capital taxes.

Because there is a great deal of uncertainty regarding the incidence of the corporate income tax, and
because individuals at the same income levels can have different patterns of consumption, savings
and capital ownership, the Committee concludes that business taxes should not be used as a means
of pursuing one important aspect of fairness — vertical equity — that is, that individuals in different
circumstances should bear appropriately different levels of tax. Rather, in the Committee’s view, the
prime tax instrument for achieving vertical equity should be the personal tax system.
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Fairness and the Appearance of Fairness -
Why Do Some Corporations Not Pay
Corporate Income Taxes?

In any one year, a number of corporations may pay little or no corporate income tax, even though
they may be earning profits for financial accounting purposes. In 1994, 28 percent of all profitable
corporations, accounting for 21 percent of profits (excluding intercorporate dividends), did not
pay federal corporate income tax.3” Although these corporations may still be paying other taxes
such as federal or provincial capital, property and payroll taxes, many Canadians are often puzzled
that profitable corporations may pay little or no corporate income tax>8 in a particular year.

To understand why profitable corporations may pay little or no corporate income tax in any year,
the following differences between financial accounting profit and taxable income should be noted:

e Dividends from other corporations: For financial accounting purposes, dividends received
from other corporations are included in profits. However, for tax purposes, dividends from other
corporations are exempt to avoid double taxation of income flowing between corporations. Thus,
taxable income is reported at a lower amount than financial accounting income for this reason.

® Prior years’ losses: Unlike income that is taxed in the year that it is earned, a corporation that
incurs an operating loss for tax purposes in a year is not provided an immediate refund of the tax
value of the loss. Instead, it may carry the loss back three years or forward seven years to reduce
income subject to tax in those years. Although a corporation can obtain an immediate refund for
losses when carried back to past profits, the corporation must wait to obtain a refund in respect of
losses when carrying them forward to future years. Thus, a profitable corporation in a particular
year may pay little or no corporate tax after the application of unused prior years’ losses.

* Differences in the deduction of costs for financial accounting and tax purposes: For financial
accounting purposes, cost deductions for assets, including depreciation of fixed assets and
depletion of non-renewable assets, are based on estimated lives. For tax purposes, assets may
be written off at rates faster or slower than those used for financial accounting purposes. Also,
the base on which assets are recorded may differ for financial accounting and tax purposes.
For example, when one corporation acquires another, the assets of the acquired corporation are
often revalued from historical cost to fair market value for financial accounting purposes, but
not generally for tax purposes.

e Other components of financial accounting profits not included in taxable income: For financial
accounting purposes, corporate profits include net capital gains from the sale of assets. For tax
purposes, corporate income includes only three quarters of net capital gains.

There are further important differences between the reported income of corporations and their
taxable income arising from the use of particular accounting conventions such as consolidated and
equity accounting. All of these make it difficult to fully reconcile reported financial accounting
income with taxable income for the business sector as a whole.

Table 3.8 provides a comparison of income for tax purposes and financial accounting profits, reduced
by dividends received from other corporations, for corporations in the period 1982-94. Taxable
income as a percentage of adjusted financial accounting profits is sensitive to the use of prior years’
losses. For example, in the recession years of 1990-92, total adjusted book profits of both profitable
and all corporations were very low. Taxable income as a percentage of adjusted financial accounting
income for profitable corporations was about 72 percent in these years and taxable income was
almost four times adjusted financial accounting income for both profitable and non-profitable corpo-
rations. In years when corporate profits rose, as in 1993 and 1994, taxable income as a percentage of
adjusted financial accounting income declined as corporations were able to use prior years’ losses.
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Table 3.8
Calculation of Ratio of Taxable Income to
Adjusted Financial Accounting Income, 1982-94 - ($ millions)

Taxable Income
as a Percentage

of Adjusted
Taxable Income Financial Income

Adjusted Financial of Profitable of Profitable

Accounting Income Corporations Corporations

All Companies Profitable Only (percentage)
1982 20,236 40,360 25,969 64.3
1983 29,649 48,493 31,795 65.6
1984 38,5694 55,021 38,321 69.6
1985 36,492 59,355 40,901 68.9
1986 36,876 59,138 38,549 65.2
1987 51,121 73,081 43,946 60.1
1988 63,325 82,708 50,336 60.9
1989 61,482 85,456 57,638 67.4
1990 31,119 67,931 49,220 72.5
1991 7,292 58,364 45,302 77.6
1992 - 2,467 60,576 39,658 65.5
1993 27,619 72,5636 45,793 63.1
1994 43,101 79,936 54,618 68.3

Note: Adjusted Financial Accounting Income is net income for financial accounting purposes adjusted to add back current and
deferred income taxes, to exclude dividends received, and to add back charitable donations. Taxable income is as initially reported,
i.e. it is net of loss carry-forwards but has not been retrospectively adjusted for loss carry-backs subsequently claimed.

Source: Revenue Canada, Statistical Files, 1982-94.

Profitable corporations may not pay taxes in a particular year primarily as a result of three factors:
the partial or full exemption of certain sources of income for tax purposes (especially inter-corporate
dividends); the application of prior years’ losses; and the cost measurement differences between book
profits and taxable income.

In Chapters 4 and 5, we consider a number of base-broadening measures that would have the effect
of lessening the difference between income for tax and financial accounting purposes, and would
reduce the number of profitable corporations that pay no tax. However, it will always be the case
that, in a given year, a substantial number of profitable corporations will properly pay no income tax.

Incidence of Other Taxes

Businesses pay substantial other taxes, including employer payroll taxes, property taxes and resource
taxes. The incidence of these taxes is briefly reviewed.

Employer payroll taxes, and their incidence, were discussed in detail earlier in this Chapter. We
concluded that in the long run, a majority of employer payroll taxes, net of any related benefits of
programs funded by payroll taxes, are borne by workers in terms of lower wages. In the short run,
and on a longer-term basis in certain situations, employer payroll taxes may increase business costs,
but this tends to result in less employment.

The incidence of property taxes, while probably not as complex as that of the corporate income tax,
is also subject to considerable uncertainty. Some property taxes imposed by provinces or local
governments are payments for public services. The incidence of the property tax, net of the benefits,
would then be expected to fall on the owners of property or be passed forward as higher rents to
the tenants. Property taxes on land are expected to reduce net of tax rental payments to the
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landowners, and hence to reduce property values. Property taxes on structures may be borne by
the owner through lower property values or as higher costs to owners, who may eventually pass
these on to tenants.

The incidence of resource royalties is expected to primarily fall on the owners of the resource
property that is relatively fixed in supply. Given that provincial governments are largely the owners of
resource properties, the royalties serve in good part as a payment by businesses for the exploitation
of the resource.

Costs to Business of Complying
with the Tax System

The process of reporting and paying taxes inevitably creates costs for businesses and individuals in
addition to the amount of taxes remitted. The costs to taxpayers include researching the tax laws,
keeping records, completing and filing tax returns, and participating in audits, appeals and litigation.

The sums involved are not trivial. In a report prepared for the Committee, the compliance cost to

the 500 largest non-financial Canadian businesses of complying with federal and provincial corporate
income and capital tax laws was estimated to be $250 million in 1995, an amount that represents
roughly 5 percent of the taxes they paid.3? However, the compliance burden was not evenly
distributed among these corporations. Compliance costs tended to increase with the number of
foreign affiliates and, after adjusting for business size and other characteristics, were found to be

85 percent higher within the mining, oil, and gas sectors. Asked to identify the most significant
sources of high federal compliance costs, the causes receiving the most frequent mention were the
complexity of legislation, the frequency of legislative changes, participation in audits and appeals,
and coping with foreign reporting rules.40

Although estimates of the corporate tax compliance burden for smaller Canadian businesses are not
available, it has generally been found in other countries that the compliance cost per dollar of
revenue collected tends to be greater among such businesses. Moreover, newer businesses tend to
experience higher costs in complying with the tax laws than more established businesses. Small
business in particular tends to rely heavily on outside assistance to deal with corporate income tax
issues and compliance.?!

Minimizing compliance costs is important, because they represent resources that might otherwise

be employed by the private sector in the production of socially beneficial goods and services.
Eliminating as many unnecessary complexities as possible should be an ongoing concern of the
taxing authorities. However, such simplification is not in itself a simple task. The Committee sought
to find the right balance among sometimes contradictory objectives of creating a tax system that is at
one and the same time, simple, fair and efficient.

In a tax system that applies to millions of diverse businesses and individuals, substantial numbers of
which operate in a highly complex business environment, some degree of complexity is inevitable to
ensure that each taxpayer pays a fair share and that economic activity is not unduly distorted.
Frequent amendments to the tax laws also are required if the tax system is to keep up with the
continually changing business and financial environment that pervades modern society, but such
changes add to compliance costs.

Of course, efficiency, fairness and simplicity do not always represent conflicting objectives in the
design of a tax system. For example, it is argued in Chapter 4 and elsewhere in this Report that, when
high tax rates are applied to narrow tax bases, both efficiency and fairness tend to be compromised.
Such a policy is also antithetical to simplicity, as it tends to foster excessive tax-planning activities.
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It is also important to recognize that some of the compliance burden experienced by taxpayers is
discretionary. For example, businesses of all sizes commonly engage in tax-planning activities to
reduce their overall tax liabilities. Many of these activities not only result in a tax savings for the
business, they also serve to promote economic activities, such as R&D, which the government wants
to encourage. Nonetheless, since real resources are used up in complying with the rules associated
with tax incentives, it is important to structure them so that compliance costs will be as low as
possible while still achieving the desired objectives. We consider specific measures that might
facilitate compliance and reduce compliance costs in Chapter 10.

The Interaction of Corporate Tax
Revenues and Rates

At the outset of this Report, we identified “rate lowering” and “base broadening” as among the main
policy thrusts meant to guide our specific recommendations. A basic impetus for this theme stems
from a conclusion that the Committee reached early in its deliberations: one of the significant
problems in the current business tax system is the relatively high corporate income tax rate.

When corporate statutory income tax rates are above international norms, multinational businesses
with Canadian operations are less willing to allocate income to Canada and are more willing to
deduct costs (such as interest expense) in Canada. The resulting loss in corporate income tax
revenue requires governments to seek other sources of revenue (such as capital taxes and payroll
taxes) to maintain public expenditures, thereby impairing the efficiency and competitiveness of the
Canadian business tax structure, and further eroding the overall tax base. Over time, there is simply
less business activity to generate tax revenues.

In considering the policy options that arise from this observation, the Committee examined the
impact of reducing corporate income tax rates on revenues received by governments. A study for
the Committee?? examined the expected impact of a reduction in corporation income tax rates

on the economy. It found that, due to the economic expansion induced by the tax reduction, the
net impact was 83 percent of the direct revenue loss that would be expected in the absence of any
behavioural impact.

The same study found that, in addition, the corporate tax base is sensitive to the difference between
the U.S. and Canadian corporate income tax rates: the higher the rate in Canada relative to the
United States, the less income that is reported in Canada. The Committee undertook further
investigation of this area through a study that examined the amount of debt used to finance Canadian
assets by Canadian and foreign multinationals operating in Canada. Summary results are shown

in Table 3.9.43

As the federal general corporate income tax rate dropped by eight points following 1986-87 tax
reform in Canada, one might normally have expected businesses to reduce debt financing since the
tax savings from deductibility of interest had become smaller. Canadian-controlled corporations
without multinational operations did reduce their debt-financing ratios. Corporate income tax rates
in Canada, however, fell less than in other countries. For example, the United States dropped the
federal corporate income tax rates from 46 percent to 34 percent in 1986 and subsequently raised
the rate to the current level of 35 percent. As of 1995, for non-manufacturing corporations, combined
federal-provincial corporate income tax rates in Canada varied from 38 percent to 46 percent by
province (average of 43 percent). U.S. combined federal and state rates varied from 35 percent to
43 percent by state (on average 39 percent). As seen from Table 3.9, Canadian multinationals
increased debt ratios after 1987, even through corporate income tax rates dropped.
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Furthermore, the United States in 1986 introduced revised interest allocation rules that resulted in
substantial amounts of interest expense being allocated between foreign and domestic operations for
the purpose of computing foreign source income. These rules effectively encouraged U.S. corpora-
tions to reduce debt at home in favour of increased debt financing by U.S. subsidiaries abroad.*4

Table 3.9
Debt-asset Ratios of Canadian and Foreign Companies
Operating in Canada - Various Years

Canadian-controlled Canadian-controlled
with no Foreign Affiliates with Foreign Affiliates Foreign-controlled
(percentage)

1986 33.7 35.5 20.1
1987 33.0 37.2 20.8
1988 33.6 34.7 17.8
1989 34.2 36.8 25.9
1990 35.9 39.3 25.8
1991 30.4 48.2 26.7
1992 30.4 47.7 25.1
1993 35.6 42.2 26.7
1994 30.3 39.4 24.7
Average:

1986-88 33.4 35.8 19.6
1992-94 32.1 43.1 255

Source: Based on Revenue Canada longitudinal data analyzed by the Department of Finance. Excludes financial companies.
Debt includes short-term and long-term debt except accounts payable. Assets include financial assets net of accounts payable.

As aresult of revised U.S. interest allocation rules and of having a higher corporate income rate in
Canada relative to the United States, foreign multinationals in Canada (most of which are U.S.-owned
companies) have tended to increase debt financing of Canadian subsidiaries after 1987. Thus, Canada
has become an attractive location for interest deductions, given its current relatively high corporate
income tax rate.

It is clear that corporate rate reductions offer no “free lunch” — reductions in rates of tax are not
fully compensated for by increases in income earned except in extreme circumstances that do
not seem to apply here. However, our analysis does suggest that rate reductions will lead to some
increase in the tax base, thus partially offsetting the revenue loss from the rate reduction and
lessening the extent of other tax measures required to achieve overall revenue neutrality in the
face of the rate reduction.

Our analysis in this Chapter suggests that the business tax structure could be improved by lowering
the top corporate income tax rate to improve efficiency and reduce base erosion. Moreover, a number
of base-broadening changes would reduce the dispersion in effective tax rates. These changes —
which are set out in detail in the remainder of this Report — would alter the taxation structure to
achieve greater neutrality and improved overall efficiency in the economy.
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Key Points in Chapter

® Business faxes on capital in Canada (the corporate income and capital taxes, plus sales taxes on capital
goods) are substantially uneven across industries and types of assets. The existing tax structure provides
favourable treatment for investment in non-renewable resources and manufacturing relative to investment in
construction, transportation, communications, tilities, trade and other services. As well, the existing tax
structure supports investment in R&D, exploration and development, and some forms of machinery, and
provides less favourable treatment for investment in structures, inventory and land. Finally, on average, the
system favours investment by small businesses over investment by large businesses. Distortion in investment
patterns can be expected o impede economic growth and job creation.

® Including business taxes on labour costs net of the benefits of government programs associated with some
of these labour taxes, we find that combined taxes on capital and labour are also substantially uneven.
Resource industries and construction are taxed relatively lightly, while communications, utilities, wholesale
trade and other services are taxed relatively heavily. The more heavily taxed sectors tend to be those that
have shown the greatest potential for employment growth and that contain many important knowledge-
based industries.

® Business taxes do not appear fo discourage investment in human capital by businesses.

® Relative fo other countries, and in particular to the United States, the Canadian business tax system has
similar or somewhat higher effective rates in the manufacturing sector, but tends to have substantially higher
rates in several of the service sectors.

e Taxes can affect unemployment through their impact on the cost of labour. While payroll taxes on employers
are largely shifted to employees in the longer run, substantially mitigating the impact on labour costs,
increases in such taxes can still have adverse effects on employment in the shorter run and may have a
disproportionate impact on low-wage employment.

e Currently, an individual employer’s contributions for employment insurance are not linked to its layoffs. The
infroduction of such a linkage, in accordance with the user pay principle, offers the prospect of improving
the stability of employment and reducing unemployment.

® Business tax systems should be evaluated on the criterion of fairness, as well as in terms of their impact on
employment creation and economic growth. In applying this criterion, it is important to recognize that,
ultimately, business taxes are borne by individuals through some combination of lower returns to owners of
the business and other suppliers of capital, higher prices for consumers of what the business produces, and
lower wages for employees and payments to suppliers of other inputs. It is difficult to draw general conclu-
sions about the ultimate incidence of the various business taxes, but there is no reason to expect corporate
income and capital taxes to be borne mainly by the wealthy.

¢ Tax system compliance costs for large businesses in Canada are significant but not as high as those found
for similar businesses in the United States. Features of the tax system that increase compliance and admin-
istrative costs should be scrutinized and improvements made where possible. However, a trade-off is often
encountered among the tax system obijectives of simplicity and low compliance costs, versus fairness and
economic growth and job creation.

® As corporate tax rates are pushed above infernational norms, multinational businesses will have an
increasing incentive to structure operations, so that income is assigned to other countries and costs are
assigned to Canada. This would appear to be particularly frue with respect fo inferest costs. High rates thus
have the potential to erode the tax base, and there is evidence that the Canadian corporate income tax
base has experienced such erosion in the last decade.
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Table 3.10
Effective Tax Rates in Marginal Investments

Tangible Capital

Structure  Machinery Land Inventory Total E&D R&D Total
(percentage)

Large Firms
Agriculture, Fishing

and Trapping - - - - - - -
Forestry 30.3 13.1 24.7 38.7 31.7 -31.8 28.8
Mining 0.1 15.5 20.7 35.0 17.8 0.1 -29.7 8.7
Oil and Gas 10.9 20.3 23.9 38.6 24.7 0.3 -35.3 5.5
Manufacturing 23.2 8.6 22.4 35.3 22.3 274 17.9
Construction 36.4 31.0 25.9 40.4 37.4 -24.9 37.0
Transportation 25.8 26.9 26.2 40.7 28.2 -33.8 27.9
Communication 26.3 35.3 26.2 40.6 28.5 -27.7 23.9
Public Utilities 27.9 29.7 26.2 40.7 30.4 -31.1 30.3
Wholesale Trade 23.5 26.5 25.3 39.5 34.8 -29.9 32.1
Retail Trade 13.2 34.7 26.0 40.4 33.5 -30.0 33.3
Other Service Industries  25.0 35.7 25.9 40.2 28.2 -30.1 27.6
Total 24.2 19.6 25.3 37.6 27.0 0.2 -28.0 22.8
Small Firms
Agriculture, Fishing

and Trapping 5.8 7.6 9.2 9.3 8.5 -42.7 7.9
Forestry 11.8 12.7 9.2 16.9 12.8 -49.7 12.6
Mining - - - - - - -
Oil and Gas - - - - - - -
Manufacturing 7.1 5.2 9.2 16.9 10.4 -39.0 7.6
Construction 14.3 23.8 9.2 16.9 17.6 -41.8 17.5
Transportation 7.9 179 9.2 16.9 159 41.3 15.7
Communication 7.7 25.1 9.2 16.9 21.8 -44.4 20.2
Public Utilities 8.9 15.5 9.2 16.9 15.0 -26.0 14.7
Wholesale Trade 5.6 23.0 9.2 16.9 16.7 -40.5 15.5
Retail Trade 3.9 26.0 9.2 16.9 16.4 -42.3 16.4
Other Service Industries 8.6 22.7 9.2 16.9 114 -39.8 10.1
Total 8.3 17.9 9.2 16.5 13.3 -39.8 12.1

Large and Small Firms
Agriculture, Fishing

and Trapping 5.8 7.6 9.2 9.3 8.5 -42.7 79
Forestry 22.6 12.7 11.0 30.6 17.2 -35.0 16.3
Mining 0.1 15.5 20.7 35.0 17.8 0.1 -29.7 8.8
Oil and Gas 10.9 20.3 23.9 38.6 24.7 0.3 -35.3 5.5
Manufacturing 21.3 8.1 19.2 32.5 20.5 -29.1 16.5
Construction 27.6 24.7 16.0 26.0 25.5 -38.6 25.3
Transportation 21.0 24.2 16.7 37.9 24.6 -35.8 24.4
Communication 26.3 34.9 25.7 39.4 28.5 277 23.6
Public Utilities 27.8 26.5 24.4 40.4 29.5 -30.3 29.4
Wholesale Trade 16.8 24.8 18.6 28.4 26.2 -33.1 24.3
Retail Trade 8.1 30.5 14.7 24.9 23.3 -39.0 23.2
Other Service Industries 16.6 28.3 15.9 29.9 19.3 -36.9 18.2
Total 18.9 19.0 15.6 29.0 21.8 0.2 -30.9 19.0
Notes:

— This Table is included in order to provide greater detail, by asset type and industry, than is provided in Table 3.1.

— Taxes on capital include federal and provincial corporate income and capital taxes, and sales taxes on capital goods.

— No estimates are shown for large businesses in Agriculture, Fishing and Trapping, or for small businesses in Mining and Oil and
Gas, due to the small number of businesses in these categories and the consequent unreliability of underlying data.

— See also notes to Table 3.1.

Source: Calculations by Committee secretariat with technical assistance from Department of Finance and K. McKenzie.

See McKenzie, Mansour and Brilé (1997).
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Endnotes

1

10

11

See Engen and Skinner (1996) for a comprehensive survey on taxes and growth. They conclude that
higher taxes result in a somewhat lower growth rate for the economy, although the effect depends on
the structure of taxes and the public services provided by governments.

As discussed in the Introduction, the Committee is of the view that departure from neutrality is
warranted only in certain situations where market prices do not provide appropriate signals for
resource allocation.

Recent literature on economic growth suggests that countries that encourage investments in human
capital and technology will best improve prospects for economic growth. See De Long and Summers
(1991), Romer (1990) and Perroni (1997).

Those taxes that directly reduce income earned on capital include federal and provincial corporate
income taxes, while federal and provincial capital taxes, provincial sales taxes on capital goods, and
provincial and municipal property taxes increase the cost of using capital. Provincial mining and oil and
gas royalties, and forestry stumpage fees also affect capital investments, although these “taxes” can be
regarded as payments for the benefit derived from exploiting non-renewable and renewable resources
owned by the government.

See recent surveys by Chirinko (1994), Mintz (1995) and Shah (1995).

See, for example, Bernstein and Shah (1994), Chirinko (1995), Cummins and Hassett (1994), Cummins,
Hassett, and Hubbard (1996), Ng and Schaller (1996). One study based on industry-wide data prepared
for the Committee, McKenzie and Thompson (1997), Technical Committee Working Paper 97-3, finds
that tax differences between Canada and the United States influence investment in machinery and
equipment; the effects are statistically significant but not large. Two firm-level studies on U.S. and
Canadian multinational investment, by Altshuler and Cummins (1997), Technical Committee Working
Paper 97-4, and Cummins (1996), Technical Committee Working Paper 96-4, show that taxes have
substantial negative impacts on investment.

The effect of taxes on capital costs shown in Table 3.2 is an aggregate measure of taxes on structures,
machinery, inventories, land and intangible capital as provided in Table 3.1. Note, however, that taxes in
Table 3.2 are expressed as a percentage of costs excluding taxes rather than as a percentage of gross of
tax rates of return on capital as in Table 3.1; hence, this measure shows higher estimates of effective
tax rates.

These tax rates do not reflect personal taxes paid by residents and non-residents deriving income from
Canadian businesses.

A recent Industry Canada study identified the first three of these sectors as high or medium
knowledge-based. The other services sector also includes high and medium knowledge-based
subsectors. See Gera (1997).

In the calculations, resource royalties are treated as costs. If they are treated as taxes, which the
Committee views as less generally appropriate, the effective tax rate on costs for large firms in mining
is 17.7 percent and for large firms in oil and gas is 18.2 percent.

These studies measure the impact that the corporate tax system has on factor use, and interasset,
interindustry and intertemporal distortions as discussed above. Some studies have accounted for the
impact of corporate taxes on the international location of investment and output, and others allow for
the crediting of Canadian corporate income taxes against foreign taxes by multinationals operating
here. Few studies have considered other distortions related to the corporate income tax, such as
financing arrangements and the choice of organizational form for businesses. Nor have many incorpo-
rated the effects that the corporate income tax system would have on growth arising from the use of
technology in the business sector. There have also been studies that have examined the impact of EI
on economic efficiency. These are discussed later in this chapter and in Chapter 8. See Whalley (1997b),
Technical Committee Working Paper 97-8, for a review of studies on the impact of corporate income
taxes on economic efficiency.
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See, for example, Dahlby(1994) and Organization for Economic Co-operation and Development (1997a).
The latter reference reports estimates that the costs of corporate income taxes are much higher

than the costs of personal income, payroll or sales taxes, when impacts on economic growth are

taken into account.

See Hamilton and Whalley (1989).
See Hamilton, Mintz and Whalley (1991).

For example, one study “found that Canadian expenditures [on employer-based training] as a
percentage of GDP are only 40 percent of those in the United States, 18 percent of those in Japan and
13 percent of those in West Germany. A recent OECD study found that only 31 percent of Canadian
enterprises reported some training activity compared with 55.8 percent in France, 73.8 percent in Japan
and 80 percent in Great Britain.” See Hum and Simpson (1996).

See Kapsalis (1993).

The lower level of training activity in Canada that has been reported in other studies may be due to
difference in the definition of employer-based training across countries.

Minimum wage laws may also discourage firms from providing general training if the minimum wage
prevents the cost of training from being shifted from the business to the worker.

See Driffill and Rosen (1983), Davies and Whalley (1991), Trostel (1993) and Dupor et al. (1996).

See Nickel and Bell (1996) for a discussion of the relative importance of these factors in the growth of
unemployment in OECD countries. See also Fortin, Keil and Symons (1995) for discussion of a wider
range of potential factors than considered in this section.

Changes in personal taxes may have some impact on wage determination in collective bargaining
situations.

For recent surveys of the economic effects of payroll taxes, see Dahlby (1992), Hammermesh and
Biddle (1993), Marchildon, Sargent and Ruggeri (1996), Baran (1996), Organization for Economic Co-
operation and Development (1996¢) and Kesselman (1997). Recent studies of the effects of Canadian
payroll taxes on aggregate employment include Prescott and Wilton (1996) and Abbott and Beach
(1997). Prescott and Wilton find, for union contracts in the period 1979 to 1992, that income tax and
employee payroll tax increases did not lead to higher wage rates, that about one-half of a sales tax
increase was reflected in higher wage rates, and that higher employer payroll taxes were associated
with higher wage settlements. Abbott and Beach estimated the effects of employer payroll taxes on
employment and wage rates in the 10 provinces over the period 1970-93. Their study indicates that
employer payroll taxes have strong negative effects on employment and wages. However, some caution
must be expressed about these results, since data on earnings and effective payroll taxes are not easily
estimated, as Abbott and Beach point out.

There is some indication that Canada itself might be a special case. Most of the research on the
incidence of the payroll tax has been conducted using international cross-section data or time series
data for other countries. Canadian labour market conditions and institutions might produce quite
different responses to changes in employer payroll taxes.

The degree of wage rigidity caused by minimum wages has diminished since the mid-1970s, because

minimum wages have declined as a percentage of average manufacturing wages from 49 percent in the
mid-1970s to 35 percent in the 1990s. See Fortin, Keil and Symons (1995).

See Gruber (1995), who shows that the switch from an employer-funded pay-as-you-go pension program
to a mandatory contribution program by employees had no discernible employment effects in Chile.
Estimates of the job losses range from 100,000 (Crosier and Mang (1994)) to 316,000 (Archambault

and Hostland (1996)).

See Zee (1997).

See Fortin, Keil and Symons (1995). They also found that a five percentage point increase in the tax rate
on labour income would raise the aggregate unemployment rate by about 0.4 percentage points in the
short run but did not affect the unemployment rate in the long run.
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Many employer payroll taxes, such as CPP/QPP contributions, EI premiums and provincial worker’s
compensation, are based on maximum earning limits, similar to earning limits for determining benefits.
When the payroll taxes capture the true insurance cost of the benefits paid to workers, then one would
not expect payroll taxes with earning limits to affect the choice between full-time and part-time
workers. However, in certain circumstances, the programs are not fully based on insurance principles
so the contributions operate as a tax on employment. In these circumstances, part-time hiring will be
discouraged. As noted in Canada, Advisory Group on Working Time and the Distribution of Work (1994),
payroll taxes with maximum earning limits can discourage the use of part-time workers, since fewer
payroll taxes are paid when overtime and full-time workers are hired instead. On the other hand, a
minimum threshold that exempts earnings from payroll tax can encourage part-time employment.
Recent changes to the EI program, which require contributions and benefits to be based on annual
rather than weekly earnings, help to reduce the impact that payroll taxes have on the choice between
full-time, overtime and part-time work. However, payroll taxes based on earning limits per employee
remain a tax on part-time employment hired on an annual basis.

See Day and Winer (1994), for a comprehensive survey.

Under the personal income tax, individuals with self-employed earnings are allowed to deduct, as
business costs, expenses incurred for the purposes of earning income including qualifying automobile
expenses, meals and entertainment costs (50 percent of costs are eligible for deduction) and home office
expenses (which are not deductible if they create an operating loss). Employees are able to deduct
limited costs incurred to earn a living, including sales persons’ expenses, certain expenses incurred by
employees in forestry, transportation and the arts, and qualifying travelling expenses, automobile
expenses and meals, incurred in the conduct of business, that are not covered by the employer.

The original study of Musgrave and Krzyzaniak (1963) suggests that the U.S. corporate income tax is
fully shifted forward to consumers through higher prices, while Harberger (1962) suggests that the
corporate income tax is largely borne by capital owners through lower rates of return on capital. See
Whalley (1997a), Technical Committee Working Paper 97-7 for a review of tax incidence studies, as well
as recent papers by Vermaeten, Gillespie and Vermaeten (1994) and Block and Shillington (1994), who
assume that part of the corporation tax is shifted forward to consumers and part back to owners of

the corporations.

This view is taken by Boadway and Bruce (1992) who argued that the Canadian economy is a small
open economy and that foreign markets largely influence the rate of return on capital earned by corpo-
rations in Canada. Devereux and Freeman (1995) provide a different view in that the corporate taxes
can reduce income received by domestic shareholders to the extent that the domestic owners hold
corporate assets. Burgess (1988) suggests that the corporate income tax is shifted back on to share-
holders to some extent, since Canada is not a small open economy in export markets.

A Department of Finance model uses the small open economy assumption for capital markets to deter-
mine how corporate income and capital taxes affects the real income of groups. It finds that a

5 percentage point increase in corporate income tax rates reduces the real income of lowest-income
Canadians (up to $20,000 in income) by about 1 percent. The real income of the highest-income
individuals, with income over $150,000, is reduced by 0.7 percent. See Beauséjour (1997).

Further discussion is provided in Whalley (1997a).
See McKenzie and Thompson (1996), Technical Committee Working Paper 96-7, and Mitoo (1997).
This refers to Part I tax, for which income is the base.

Further discussion of this issue can be found in papers appearing in Clarkson Gordon Foundation
(1993) and Ontario, Fair Tax Commission (1992b).

Erard (1997a), Technical Committee Working Paper 97-2.

Very few studies of the tax compliance burden for large corporations have been performed in other
countries. However, results from a recent U.S. study indicate that the U.S. federal-state corporate
income tax structure tends to create significantly higher compliance costs for large businesses than the
Canadian tax structure. Much of the difference may be attributed to relatively less complex tax rules in
this country as well as the smaller number of jurisdictions to which large corporations must report and
pay taxes. See Erard (1997a) and Slemrod and Blumenthal (1996).
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41 In a study of small and medium sized businesses (Erard (1997c), Technical Committee Working Paper
97-12), businesses were asked to identify the most significant sources of high corporate tax compliance
costs. The sources receiving the most frequent mention were record-keeping requirements, the cost of
professional services, and the complexity of the information required. Preparation fees tend to be about
50 percent higher for small businesses located in Alberta, Ontario or Quebec, reflecting the additional
work required to comply with the provincial corporate taxes administered by theses jurisdictions.

See also Plamondon & Associates (1996), Technical Committee Working Paper 96-9.

42 See the paper prepared by Dungan, Murphy and Wilson (1997), Technical Committee Working Paper
97-1. The sensitivity of corporate tax revenues to rate changes depends also on how governments
accommodate fiscal policy changes with monetary policy.

43 Based on the study prepared for the Committee by Jog and Tang (1997), Technical Committee Working
Paper 97-14.

44 See Froot and Hines (1995) and Altshuler and Mintz (1995).
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Modernizing the Corporate Income Tax —
Provisions of General Application

Introduction

Canadian businesses currently pay about $25 billion in corporate income and capital taxes
to federal and provincial governments. But this is only about one quarter of total taxes paid
by businesses to government, and approximately 8 percent of all government tax revenues.
The corporate income tax is nevertheless a key component of Canada’s broader tax
system, as it is arguably the single most influential tax on business income and activity.

As discussed in Chapter 2, the corporate income tax serves three important functions. It is
a backstop to the personal income tax helping to ensure that income is subject to current
taxation. It ensures that foreign investors pay a Canadian tax on corporate income earned
in Canada. It may serve as an imperfect mechanism to ensure that corporations pay for
the benefits derived by them from services provided by governments.

In this Chapter, we consider options for the reform of the corporate income tax with
respect to the rates of tax and the general measurement of taxable income. Building on the
notion of neutrality as set out in Chapter 1, we begin with a discussion of a uniform federal
corporate income tax. We then consider issues related to general provisions of the corpo-
rate income tax:

¢ the general rates of corporate income tax;
e capital cost allowances;
¢ the recognition of losses for tax purposes; and

e capital taxes.

Chapters that follow take up more specialized tax corporate income issues: Chapter 5
reviews a number of specific provisions of the present system that offer special treatment
to certain sectors and regions of the economy — small business, R&D costs, the resource
industries, the Atlantic Investment Tax Credit and financial institutions. The application of
corporate income tax to outbound and inbound international investment is dealt with in
Chapter 6, and the integration of the corporate and personal income tax system is
discussed in Chapter 7.

Starting Point: A More Neutral
Corporate Income Tax

As the Committee noted in its evaluation of the Canadian tax system in Chapter 3 — and as
is further illustrated below — the present tax system shows a remarkable divergence of
effective corporate tax rates on investments of industry sectors, activities and businesses.
We believe, however, that lower and more uniform rates of tax, and a broader and more
neutral tax base, would serve to reduce the differences in tax burdens between various
business activities and sectors, thereby encouraging business to maximize economic
opportunities rather than minimize taxes. With a more neutral tax system and rates that are
internationally competitive, Canadians would benefit significantly from the greater fairness
and efficiency that resulted.
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In the existing tax system, it is Canada’s service industries — ranging from communications to
personal and business services — which bear relatively high rates of tax. And yet it is these same
industries that are important components of the new knowledge-based economy, and have demon-
strated the greatest capacity for growth and new job creation. As global competition spreads from
goods-producing industries to services, the present sharp differences in effective tax rates become
more and more difficult to justify. Moreover, because our present corporate income tax rates on
non-manufacturing income are higher than those of many of our trading partners — especially the
United States — our corporate income tax base is being eroded and Canadian service firms are being
placed at a competitive disadvantage. Governments are losing revenue, firms are foregoing profits,
and Canadians are missing out on jobs.

The Unacceptably Large Variation in Effective Tax Rates

As shown in Table 4.1, effective federal corporate income and capital taxes relative to pre-tax
financial accounting profits differ quite widely by industry and size of firm, varying from 6 percent of
income in mining to 26 percent for large deposit-taking institutions and public utilities.! There are
other taxes paid by firms, including corresponding provincial corporate income and capital taxes,
property and payroll taxes, but the large differences in federal corporate income taxes paid as a
percentage of profits across industries are quite striking,.

Table 4.1
Average Federal Effective Corporate Tax Rates and Amounts of Tax,
by Industry and Size of Corporation for the Years 1993 and 1994

Average Tax Rate (%)°

(Federal Income and Capital Tax only) Amounts of Tax ($ million)

Large Smallb Large Smallb
Industries Overall Corporations  Corporations Overall Corporations Corporations
Agriculture, Forestry and Fishing 8 12 7 133 42 91
Mining 6 6 n/a 112 112 n/a
Oil and Gas 16 16 n/a 724 724 n/a
Manufacturing 16 17 13 2,599 2,270 329
Construction 14 20 12 385 146 239
Transportation and Storage 14 15 10 294 225 69
Communications 17 17 n/a 455 455 n/a
Public Utilities 26 26 n/a 359 359 n/a
Wholesale Trade 20 24 14 1,036 704 332
Retail Trade 16 20 14 451 181 270
Deposit-taking Institutions 26 26 n/a 1,161 1,161 n/a
Other Finance 15 14 19 2,118 1,276 841
Other Services 16 21 14 1,054 458 596
Total - All Industries 16 17 14 10,881 8,112 2,768

a  Average effective tax rates are calculated as ratios (%) of federal income and capital taxes to adjusted financial accounting
income of profitable companies.

- Federal income and capital tax (corporate tax) includes Part I tax, the LCT, and Part VI tax on the capital of financial
institutions, gross of any foreign tax credits.

- Adjusted financial accounting income is adjusted to remove intercorporate dividends and to reflect loss carry-overs.

- Tax rates are averages for the two years, 1993 and 1994, as are amounts of tax. No amounts of tax are shown, and no average
rates are calculated, for sectors with very small amounts of tax and income.

b Small businesses are those eligible for the small business deduction. Additional taxes levied to achieve corporate-personal
tax integration on investment income received by CCPCs are included in calculations.

Note: Components may not sum exactly to totals due to rounding.

Source: Data and technical assistance made available by the Department of Finance.
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While recognizing the need to consider special circumstances — such as the special position of small
business — the Committee regards the current variation in effective federal tax rates shown above is
unacceptably large. The federal corporate income tax has significant impact on the overall efficiency
of the tax system, and we believe the range of rates shown above is causing a misallocation of
resources in the business sector and a less than optimum economic performance — including in

the important goal of job creation.

Moving Toward a Neutral Corporate Tax

Given the virtues of lower rates and broader tax bases, the Committee undertook, strictly as an
exercise, to consider the implications of a uniform federal corporate income tax, which would
raise the same revenue as the current federal corporate income tax (with no changes in capital
taxes). This hypothetical uniform federal corporate income tax would have the following features:

¢ a uniform tax rate on all corporations at a federal rate of 18 percent and a combined federal-
provincial rate of roughly 30 percent on average;

e capital cost allowances reduced to values closer to economic depreciation rates for most assets;

¢ the current deduction of unsuccessful exploration costs and the amortization of successful
exploration costs over the lifetime of the project;

¢ the deduction of resource royalties from profits and the elimination of the resource allowance; and

¢ the repeal of the Research and Development (R&D) and Atlantic Investment Tax credits.

A uniform corporate income tax would have certain advantages:

¢ The tax system would be more neutral in that differences in effective tax rates on capital across
industries and assets would be reduced. There would be substantial efficiency gains resulting
from more neutrality.2

¢ The combined federal and provincial general corporate tax rate of 30 percent on average would
be well below those of the United States and many other OECD countries. The result would be that
Canada would be more attractive as a place to earn income, and there would be less erosion of
the Canadian base as a result of transfer pricing and debt placement by international firms.

¢ The elimination of many special deductions and allowances would simplify the tax system thereby
reducing compliance costs and providing administrative savings for taxpayers and governments.

It is clear that a move to neutrality of the kind described here would result in substantially higher tax
rates for certain business activities as existing preferences are eliminated. However, given the impor-
tant advantages of a more uniform corporate income tax, the Committee believes that there are
significant gains to be had for the Canadian economy from some base broadening and lower, more
uniform, rates.

Neutrality Still the Goal with Recognition
for Special Situations

While this theoretical uniform federal rate of 18 percent has many advantages, it has the significant
drawback of not recognizing a limited number of situations where non-neutralities in our tax system
are justified. The external benefits resulting from scientific research and exploration for resources,
and the special position of small businesses are two examples. However, our analysis shows that
one could achieve most of the economic advantages of the lower uniform rate — while retaining an
appropriate treatment for a limited number of special circumstances — by using a modified approach.
Such a system would result in a combined general federal and provincial rate of 33 percent, in
contrast to the 30 percent rate under the uniform system. The modified approach would also

involve the retention of the capital taxes, although it is hoped that these will decline over time.
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As a general principle, the Committee believes that the corporate tax (indeed, most business taxes)
should tend toward neutrality and simplicity, rather than contain special preferences for particular
activities. The Committee is of the view, however, that situations in which non-neutrality is justified
include those where individual decisions in markets are not sufficient to ensure that resources are
being put to their best economic use. Compelling evidence exists to show that these conditions for
special treatment are met in two main areas: small businesses require assistance in financing capital
since they currently have less access to equity capital markets, and research and exploration incen-
tives are needed because they involve activities that benefit many businesses in an industry and
society generally, not just the entrepreneur who develops a new idea.

To address such special cases, governments have two instruments at hand — grants and tax
incentives. Of the two, for several reasons we regard grants as the preferable option in most
instances. Costs are more easily controlled with grants as compared to tax incentives, which are
usually open-ended. Providing incentives through government expenditures facilitates periodic review
by Parliament and makes governments more accountable for their actions. And finally, grants are
available to all businesses, while tax incentives can be used only by those with tax liabilities

(unless the tax incentive is made refundable for businesses with insufficient current tax liabilities).

The Committee does recognize that grants have their limitations in certain circumstances. By the
nature of their open-endedness, tax incentives are readily available to all qualifying businesses, and
with less front-end bureaucratic review. Tax incentives also are more likely to be available on a
uniform and defined basis, providing more certainty to businesses regarding the rules of the game.

Conclusion

As set out more fully in the following sections and chapters, the Committee favours a substantial
broadening of the tax base and a reduction, with appropriate transition, in a number of existing tax
preferences. Equally, the Committee recognizes the need to keep some limited and revised special
treatment and tax incentives to achieve fairness and efficiency. We are convinced that this approach
will yield major benefits for Canadians.

The General Corporate Income Tax Rate

The amount of tax that a corporation pays is determined by two main variables: the income base
upon which the tax is levied, and the rate at which it is applied. Even before turning its attention to
issues regarding the tax base, the Committee noted that current statutory rates vary across a broad
range. The current general rate for the federal corporate income tax is 38 percent, reduced by

10 percentage points to 28 percent for income earned in a province. Manufacturing and processing
firms are provided an additional reduction in the rate to 21 percent at the federal level. A federal
corporate income surtax increases rates for all corporations by 1.12 percentage points, bringing the
overall rates to 29.12 percent and 22.12 percent respectively. With average provincial taxes, the
combined federal and provincial corporate rates for larger corporations are in the range of 43 percent
for non-manufacturing and 35 percent for manufacturing. (Provincial income tax rates vary by
province and type of activity — see Table 2.2 in Chapter 2).

Small Canadian-controlled private corporations are afforded preferential rates by the federal
government and by the provinces. The effective federal corporate rate on the first $200,000

of active business income is reduced to 13.12 percent (including surtax) for both manufacturing and
non-manufacturing businesses. Provincial corporate income tax rates are an additional 8 percent on
average, thereby resulting in a combined federal and provincial rate of about 21 percent on average.
As a broad generalization, federal and provincial statutory corporate income tax rates for large
manufacturing corporations are within the range imposed by other industrialized countries.3
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The Committee believes that these variations in rates reflect a corporate income tax system that is
less neutral than desirable, adding to a relatively complicated tax regime with considerable scope for
complex tax planning. Furthermore, Canada’s combined federal and provincial corporate income tax
rates, for non-manufacturing in particular, are high by international standards, especially when
compared to U.S. rates.

The Committee proposes that the general federal and provincial corporate
income tax rates be lowered, after a transitional period, to 33 percent on
average. We recommend a general federal rate of 20 percent, and we suggest
that provincial rates could be reduced on average by one point to 13 percent
from the revenues generated from base-broadening. The Committee also
recommends that the federal corporate income surtax for both large and small
businesses be repealed.4

As discussed in Chapter 1, the loss in revenue arising from rate reductions set out here would be
balanced by our base-broadening and other measures, so that the same amount of tax in total would
be collected from the corporate sector. However, the rate reduction and base-broadening measures
together would result in a more neutral corporate income tax system at internationally competitive
rates.® The general base-broadening measures in our Report would result in substantial revenue
increases to the provinces, which tend to parallel the federal definition of taxable income. The
Committee believes that, with this revenue, the provinces can and should provide a one percentage
point reduction in their corporate income tax rates as well as some lessening of provincial capital
taxes, without affecting their total revenues from the corporate sector. As an integral part of this
recommendation, the manufacturing and processing tax reduction would be phased out as the
general lower rates become effective.

The aggregate impact of this recommendation would be to set the statutory corporate income tax rate
to which all corporations, including manufacturing and processing, would be subject at a competitive
rate below that of the United States and many of our trading partners. The current statutory federal
corporate income tax rate is 22.12 percent on manufacturing and processing income, although the
actual average rate on large manufacturing corporations is 23.3 percent as some income earned by
manufacturers is taxed at the general rate. As noted, the combined average federal-provincial
statutory tax rate on manufacturing and processing income is 35 percent. Under the Committee’s
proposals, an average federal and provincial rate of 33 percent would apply to the manufacturing
sector after a transitional period.

The overall impact of our proposals would be to moderately increase the effective tax rate on
marginal investments of the manufacturing sector; these rates are already somewhat above
comparable U.S. rates. Similar situations may apply in a limited number of other sectors with
internationally mobile businesses.

It is impossible to evaluate the final position of each sector at this time. We have suggested that the
provinces use approximately $550 million of the annual revenues that they are expected to derive
from base broadening to reduce capital and other taxes on business. If the provinces use the revenue
in this way, the increases in effective tax rate on marginal investment will be moderated.

Including the impact of repealing the federal corporate income surtax, federal and provincial tax
rates on small business income are recommended to be reduced on average by 1.5 percentage points.
Federal rates would vary from 11 percent to 14 percent with the maximum reduction in rates
benefiting small businesses that create and maintain employment (see Chapter 5). We suggest that
provincial small business tax rates be reduced on average from 8 percent to 7 percent.
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The Committee recognizes that our package of recommendations would take several years to
implement. Base broadening and other reform measures can only be implemented after appropriate
transition, and corporate income tax rates would be reduced in steps as the base broadening
becomes effective. We propose that the net statutory rates of tax on manufacturing and processing
be maintained during this transition period so that manufacturing and processing statutory tax rate
not be increased at any time.

Capital Cost Allowances

Background

Businesses are required to write off the cost of depreciable capital assets — such as buildings,
machinery and equipment — over a number of years in determining their income for tax purposes.
Canada has a relatively simple and stable system of capital cost recovery for businesses, largely based
on allowing taxpayers to claim deductions annually that are not in excess of a maximum rate applied
to a declining balance of unrecovered capital costs. The system also contains mechanisms to correct
over- or under-deductions of previous years when assets are sold or scrapped.

In concept, capital cost allowances should allow a taxpayer to write off the cost of capital property
for income tax purposes in some reasonable manner over its useful life. There are economic and
financial accounting approaches to setting appropriate depreciation rates, and both involve judge-
ment and estimation. However, if the rates at which taxpayers are allowed to depreciate assets differ
significantly from their economic lives, taxpayers may be penalized or receive undue benefits. If the
allowance in one year is less than the portion of the capital cost that might be regarded as consumed
in that year, income is being overstated, and the taxpayer is being forced, in effect, to prepay future
taxes. Equally, if the annual allowance is more than the portion of the asset consumed in that year,
then the taxpayer secures an advantage in writing off the cost of assets more quickly than the asset
is being consumed.

From the viewpoint of economic analysis, the portion of an asset’s cost that is consumed in a year is
usually taken as the decrease in the inflation-adjusted value of the asset in the year — an amount
that is frequently difficult to determine because of a lack of an active market for used assets. For
accounting purposes, the depreciation of a capital asset in any one year is the result of applying
reasonable and consistent depreciation methods designed to spread the net cost of the asset —
acquisition cost less residual value — in a rational way over its useful life to the enterprise.

How Fast Should Assets be Written Off?

For most depreciable property, an asset acquired for a certain capital cost will be used in the business
to produce income over a period of years, and its value will be reduced — in many cases — to an
almost nominal amount at the end of its useful life.” The difficulty is in determining what portion of
the economic cost might reasonably be allocated to a particular taxation year.

The determination of such an appropriate annual consumption of capital costs is dependent on a
number of factors:

¢ the actual period of time during which the assets can be profitably used in a business — a period
that obviously varies according to circumstances such as the character of the asset, and the
amount of use made of it.

¢ the relative contribution that the asset will make to the income of the business in each of the years
that it is employed: for some assets, the contribution that the asset makes to the enterprise may
remain relatively constant over a period of years, and hence, a reasonable annual depreciation may
be a constant percentage of its original cost — as provided under the straight-line depreciation
approach. For other assets — and perhaps an increasing portion of total assets owned by businesses
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generally — the asset may be most useful (and contribute most to the profitability of the business)
when it is relatively new. This annual contribution to profitability may decline in subsequent years,
even though the asset may still be used, because it is no longer the most current or productive
model, and higher repair and maintenance costs may be necessary to keep it functioning.

¢ the residual value, if any, of the asset at the end of its useful life to the enterprise.

With regard to the length of time that an asset contributes to a business, there is evidence that the
useful lives of plant, machinery and equipment are shortening because of the influence of rapidly
advancing technology. For example, the useful life assumptions used by Statistics Canada for
purposes of calculating industry capital stocks have been reduced from 1946 to 1994, such that the
corresponding economic depreciation rates on a declining balance basis have increased on average
for structures from 4 to 6 percent, and for machinery from 10 to 21 percent.® Increasingly, capital
assets are becoming economically obsolete — in the sense that they cannot make a net contribution to
the enterprise — long before they physically wear out. The appropriate portion of an asset’s cost to be
assigned to any one year is therefore not simply a technical function — based on how long the asset
will last — but rather a complex question involving the economic as well as the technical life of the
equipment, and the contribution to profitability that the asset makes year by year over the period
that it is employed.

Straight-line Versus Declining Balance Methods

For accounting purposes, many companies record depreciation expense on a straight-line basis —
a method that assigns equal amounts of cost in each of the years during which an asset may be
used. The amount of capital cost allowance determined under a declining balance basis® will
naturally be greater, for most businesses, during the initial years of an asset’s life, and lesser in the
latter years of that life, than the corresponding annual accounting depreciation as determined on a
straight-line basis. In a growing economy, businesses will add an increasing amount of new assets
year by year, and thus the annual amounts available to Canadian businesses for capital cost
allowances for tax purposes can be larger than the amount of depreciation expense recorded for
financial accounting purposes.

Why Accounting - Tax Conformity is Undesirable

The actual useful lives of assets and the depreciation rates employed by Canadian businesses to
record them for accounting purposes vary significantly from business to business, depending on their
individual circumstances and individual firms’ perceptions of the usage of the capital over time. For
income tax purposes, however, it is necessary to specify a uniformm method of calculating capital
allowances on a simple, stable and understandable basis, which can be uniformly applied to all
taxpayers and which reduces detailed record-keeping and complexities to the minimum for both

the tax administration and for taxpayers.

Some have argued that the amount of depreciation recorded in accounting records by businesses
should be identical to the depreciation expense claimed for income tax purposes. In the view of the
Committee, the adoption of such a provision — a system once used in Canada — would be a retrograde
step because it would serve mainly to advantage certain kinds of businesses over others. Capital cost
allowances permitted for income tax purposes should be based on a uniform and simple system,
applicable to all taxpayers, and not dependent on varying accounting approaches to depreciation
used by individual businesses. Privately held corporations and most Canadian subsidiaries of foreign
corporations would in this case benefit, since publicly held and traded firms rely on audited and
publicly reported earnings statements for shareholder evaluation. Introducing such a requirement
could lead enterprises that are not so restricted and that wished to claim more capital cost
allowances for tax purposes to simply record additional depreciation in their own internal and
unaudited accounts.
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Current Canadian Capital Cost Allowance System

For income tax purposes, the cost of most depreciable capital assets is allocated, depending on the nature of
the asset, to one of 33 classes of capital cost (11 additional classes remain for assets purchased in earlier
years for which classes have been discontinued). Each year, the undepreciated balance of each class is
increased by the cost of additions, and decreased by the proceeds of disposals (but not any proceeds in excess
of the asset's original cost). A taxpayer may claim any amounts as an allowance for the year up to a maximum,
generally determined as a defined percentage of the net undepreciated balance of the class.® The amount of
capital cost allowance claimed reduces this undepreciated balance. If the net balance in the class becomes
negative, this amount — representing excess allowances — is recaptured and added to income, and conversely,
if the class still has a positive balance after the last asset has been disposed of, then the taxpayer can claim
this amount as a ferminal loss. The result is that, over a period of years, the taxpayer will be able to claim the
net cost (unadjusted for inflation) of the assets in the class (the original cost less applicable proceeds
of disposal).

The classes of capital cost allowance include not only classes that are based on the nature of the asset, (such
as buildings — Class 1), but also those that are based on the purpose of the asset (Classes 24 and 27, pollu-
tion control equipment) or the nature of its use (various classes for certain resource and manufacturing assets).

There are a few types of assets (for example, leasehold improvements in Class 13) for which allowances are
provided at a uniform rate of the original capital cost (straight-line method) instead of under the usual declining
balance basis. There are also special and more complex rules relating to certain resource and other capital
expenditures.

In recent years, total capital cost allowance earned by corporations for tax purposes has been moving closer
to financial accounting depreciation. In 1993, the total of capital cost allowances earned by Canadian corpo-
rations was about $56 billion (“earned” being the maximum amount that could be claimed, the actual amount
claimed being less since the allowance is a discretionary deduction), and was still somewhat larger than
amounts of depreciation recorded for financial accounting purposes.P These numbers have been affected by
the slow down in investment during the early 1990s when older assets with straight-line accounting deprecia-
tion rates were proportionally more important, and the fact that these older assets had already been written
off more quickly prior to the 1990s under the capital cost allowance system based on the declining balance
method. They also reflect — perhaps more importantly — the 1987 tax reform measures that resulted in many
capital cost allowance rates being revised downward to match better estimated economic depreciation rafes.

2 In general, only half the normal allowance can be claimed in the year that the asset is acquired and first used.

b Capital cost allowance claimed was less than financial depreciation from 1989 to 1994. For example, in 1993 capital
cost allowance claimed was about $41 billion compared with about $46 billion in depreciation for financial accounting
purposed (and about $56 billion in capital cost allowance earned). See further our discussion in the following section on
losses in this chapter.

Why Capital Cost Allowances are Sometimes
Higher than Accounting Depreciation Expenses?

In the past, governments have permitted taxpayers to write off assets at accelerated rates under the
tax system for a variety of reasons. In some cases, a government has simply wanted to encourage
businesses to invest in particular assets such as water and air pollution control equipment or
manufacturing equipment by providing capital cost allowances well in excess of economic deprecia-
tion costs. The acceleration of deductions for tax purposes reduces income for tax purposes in

early years and results in smaller deductions, and greater income, in future years relative to the true
economic cost of depreciation for the asset. In this way, accelerated capital cost allowances provide
a financial advantage to businesses that invest in depreciable assets, since they have more cash flow,
net of taxes, to finance their investments during early years.
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Thus, the fact that capital cost allowance claims by businesses under our present tax system are
sometimes in excess of the depreciation expense recorded in the books of those same businesses
needs to be considered carefully in relation to the following:

¢ There is evidence that, in an era of increasing technological change, the contribution that capital
assets can make to the productive process is higher in their initial years of use than it is in later
years when the asset is no longer the newest or most efficient model. This argues for a method that
grants larger allowances in these initial years to account for greater economic depreciation and the
risk of obsolescence.

¢ The simplicity of our present capital cost allowance system is based on applying up to a maximum
percentage write-off rate to the balance of undepreciated costs in a class of assets. Calculating the
maximum annual allowance on a pool of assets on a declining balance basis inevitably “front ends”
the depreciation claims for tax purposes, in the sense that the annual allowance — as determined by
applying a rate to a balance of unrecovered capital costs — will be higher for any one asset in its
initial years of use. The front ending of deductions can be justified as a by-product of the simplicity
and ease of application of the Canadian system, which avoids both the requirement to keep
detailed records for each individual asset. It may also be more consistent with the facts of modern
technological circumstances than straight-line methods.

e (Capital cost allowances are based on the historical cost of the asset, without allowance for infla-
tion. To the extent that there is inflation present in the system — and inflation is clearly still an
appreciable factor over a period that represents the useful life of many long-lived assets — then
deducting allowances based on this historic cost over a long period of time in the current dollars
of each year will not recover to the business the true inflation-adjusted cost of the asset. In the
presence of inflation, capital cost allowance rates that are set close to book depreciation rates are
often inadequate to fully cover the true cost of replacing assets. The effects of inflation on the
cost of replacing assets, however, can be partly offset by the deductibility of interest expense,
unadjusted for inflation, from income.

Other Timing Differences that may be
Disadvantageous to Business

When assessing the appropriateness of certain accelerated deductions, it should be remembered that
there are a number of other significant deductions, which, while recognized for financial accounting
purposes, can only be deducted later — perhaps many years later — for tax purposes. These rules may
more than offset the advantages accruing to businesses that are able to claim capital cost deductions
more rapidly than they depreciate them in their own records.10

There are tax policy reasons why certain costs should not be deductible for tax purposes until
the amounts involved are determined. It is nevertheless clear that timing differences between the
calculation of income for tax purpose and income for accounting purposes do not all go one way.

Comparisons with Other Countries

While the Committee did not undertake a detailed comparison of the Canadian capital cost allowance
system with those of other countries, we note that, on average, Canadian write-off rates are not out
of line with those of many other developed countries (see Table 4.2 for estimated average declining
balance or straight-line depreciation rates for manufacturing and services for 1995). We noted
especially that, while the Canadian capital cost allowance system is roughly comparable in terms

of the speed of write-offs to that of the United States, it is vastly simpler in design and involves
substantially less effort by taxpayers and tax administrators alike. There are some significant
differences in the treatment of certain kinds of assets — for example, Canadian structures are
depreciated at rates somewhat less than in France and Mexico, while machinery can be written

off somewhat more quickly than in Mexico and Japan.
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Table 4.2

Average Capital Cost Allowance Rates on a Declining Balance (DB)
and Straight-line (SL) Basis® for Structures and Machinery -

Maijor Trading Partners, 1995

Manufacturing Services
Structures Machinery Structures Machinery
(percentage)
Canada 5DB 39 DB 5DB 29 DB
France 5 SL 15 SL 5 SL 15 SL
Germany 4 SL 15 SL 4 SL 15 SL
Italy 3 SL 13 SL 3 SL 13 SL
Japan 4 SL 10 SL 4 SL 10 SL
Mexico 5 SL 10 SL 5 SL 10 SL
United Kingdom 4 SL 25 DB 4 SL 25 DB
United States 6 DB 32 DB 7DB 34 DB

a8  (Calculations based on estimated average depreciation rates for structures and machinery assets. U.S. rates are converted to

equivalent declining balance rates.

Source: McKenzie, Mansour and Briilé (1997), Technical Committee Working Paper 97-15.

Conclusion

The Committee concludes that the present capital cost allowance system works relatively well.
We believe that in both concept and application, it is superior to more elaborate and substantially
more complex tax depreciation methods used by some other countries.

Encouraging a Neutral Capital Cost Allowance System

It is the Committee’s view that the guiding principle for the capital cost allowance regime should be
“neutrality”— capital cost allowance rates should correspond roughly to the economic depreciation.
This is consistent with our overall view that lower corporate tax rates are more efficient as an
incentive than highly accelerated depreciation rates. Furthermore, to more accurately reflect actual
experience, the calculation of the economic costs of replacing assets that depreciate should include
the factors that have an impact on the economic contribution of the asset to earning income for its
owner. These factors would include a recognition of estimated useful life of an asset and anticipated
changes in capital values that arise from the effects of technological change.

The Committee also believes that, as a matter of general principle, the capital cost allowance system
should not be used to deliver special incentives for business to invest in particular assets. Such
incentives tend to work against achieving an income tax system with a broad and neutral base, and
low compliance and administration costs. To the limited extent that incentives to acquire particular
assets are regarded as necessary and are required to be provided by the tax system, for the following
reasons, we suggest that they should be delivered through the investment tax credits rather than
accelerated capital cost allowances:

¢ Investment tax credits — reductions in tax in the year that the asset was acquired — are generally
a more efficient incentive than accelerated allowances, because the benefit is provided up front
where it can assist in financing the cost of the asset, rather than over some period of years.

¢ The use of investment tax credits makes the incentive more visible and therefore imposes
accountability as well as avoiding distorting the income tax base.

¢ The use of federal investment tax credits instead of accelerated allowances minimizes the
entanglement of federal and provincial tax systems. The cost of a federal initiative is thus borne by
the federal government and not shifted in part to the provinces (through alterations in the common
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tax base), thus preserving the integrity of the taxable income base for both levels of government.
(The issue of disentangling federal-provincial tax policies is discussed in detail in Chapter 11 of
this Report.)

We recommend that special incentive rates of capital cost allowances - rates that
appear to be substantially in excess of economic depreciation - be phased out or
reduced over a transitional period. Specifically, we suggest that the neutrality and
allocative efficiency of the system would be enhanced by the following measures:

* The capital cost allowance write-off rates applied to class 38 and 43 (including
earth-moving equipment and manufacturing and processing assets) be
reduced from 30 percent to 25 percent.'!

¢ The items included in class 12 (including tools, library books, and computer
software) be reviewed, and those items with a significant cost and a useful life
of four years or more should be moved into a new class with a 50 percent
annual rate instead of the present 100 percent rate applied to class 12.

* The generous write-off rates on Canadian-built and other vessels should be
reviewed.

In Chapter 5, we make recommendations for a reduction in the capital cost allowance rates on
certain resource assets and for a modification of the immediate write off of equipment and structures
used in research.

The Committee’s recommendations for some restriction on capital cost allowance rates should be
viewed in context with our proposals for a significant reduction in corporate income tax rates. Taken
together, we believe that our recommendations would result in a fairer, and more neutral and efficient
system with positive economic results.

A Detailed Review of Asset Classification
and Rates of Allowance

The Committee notes that the present rates of capital cost allowances for most classes have remained
substantially unchanged for some years, as has the system for segregating assets into separate
classes. A detailed review of the classification and write-off rates of individual assets for tax

purposes is beyond the scope of the Committee’s mandate.

We recommend that the government review the classification and rates of
allowance for capital assets for income tax purposes to ensure that they take

info account economic lives.

This review should take into consideration the following factors:

¢ The evidence that the useful lives of many capital assets are shortening should be considered, in
relation both to the assigned maximum allowance rates and the present classification of assets.12

¢ There is some evidence to suggest that capital cost allowance rates on certain assets, particularly
those subject to high technological obsolescence, are not adequate. As just one example, the possi-
bility that rates of allowance on coaxial cable for utilities might be too low is suggested both by
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knowledge about the anticipated useful life of such assets, and by the fact that the Canadian rate is
less than half of the average write-off rate allowed in eight other industrialized countries. Research
indicates that the write-off rates on various other classes of assets — including rail cars and some
computer systems — may also be less than adequate.

Losses for Tax Purposes

Background

Although a business expects to earn profits, the fact that it may incur losses is recognized and
addressed within the income tax system. Losses for tax purposes generally arise for two reasons.
First, a business may suffer economic losses whereby its revenues from the sale of goods and
services and financial income are insufficient to cover wages and salary costs, materials, interest on
borrowed money and appropriate depreciation of capital. Second, losses for tax purposes may arise
when some forms of income are not subject to taxation, or when costs are written off more gener-
ously for tax purposes compared to economic costs. For example, certain costs measured for tax
purposes may be greater than those recorded for financial accounting purposes, such as in the case
when governments permit firms to write off capital expenses on an accelerated basis rather than at a
depreciation rate that reflects their true economic cost.

When losses are incurred by businesses, government must determine how such losses should be
treated in the tax system. This is an important issue: in each year from 1965 to 1985 at least

45 percent of corporations reported zero taxable income or a loss. Moreover, as shown in Table 4.3,
the cumulative amount of unused tax losses of corporations in Canada has grown from $68.5 billion
in 1985 to $115 billion in 1993, while total unused investment tax credits have increased from

$3.4 billion in 1985 to $4.4 billion in 1993. It can take a significant amount of time for losses to be
used. For example, only $13 billion of losses were applied to reduce taxable income of corporations
in 1994, which is about 10 percent of the 1993 total carry-forward of unused deductions. Not all loss
carry-forwards are able to be claimed by businesses in the carry-over period.

Table 4.3
Stock of Unused Allowances, Deductions and Credits

1985 to 1993 Taxation Years

Deductions Credits
Stock of Unused Stock of
Stock of Unused Unused Resource- Total Unused

Unused Non- Capital Cost Earned related of Unused Investment

Year capital Losses Allowance® Depletion Expenses Deductions  Tax Credits

($ millions)

1985 35,580.4 18,599.5 8,219.7 6,106.6 68,506.2 3,350.7
1986 35,798.0 18,537.7 6,339.2 4,438.6 65,113.5 2,771.9
1987 32,282.5 16,377.6 6,398.1 6,008.9 61,067.1 2,158.5
1988 42,010.8 15,638.3 7,371.4 6,476.2 71,496.7 2,750.4
1989 44,9247 16,937.3 6,082.7 5,9475 73,892.2 3,043.3
1990 60,858.0 17,033.7 6,316.0 6,565.2 90,772.9 3,656.7
1991 75,052.6 17,758.3 4,872.5 7,207.8 104,891.2 3,677.8
1992 87,576.9 16,996.8 4,801.2 6,995.8 116,370.7 4,052.4
1993 87,5622.4 15,5625.0 4,356.6 7,895.0 115,299.0 4,375.7

2 Unused capital cost allowance refers to the difference between what could have been claimed (earned amounts)
and the actual amount claimed in a year.

Note: Components may not sum exactly to totals due to rounding.

Source: Data and technical assistance provided by the Department of Finance.
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Further, as shown in Table 4.4, the accumulated federal tax value of unused losses, deductions and
credits was $31.3 billion in 199313 — about three times larger than federal corporate income taxes
collected in 1993. The size of the federal tax value of accumulated unused losses, deductions and
credits is related in part to the recession of the early 1990s, and in part to past and continuing tax
preferences for certain business activities. Some tax preferences, such as earned depletion, were
discontinued by the late 1980s, yet as indicated by the figure for 1993, significant amounts of earned
depletion still remain to be used.

Table 4.4
1993 Summary of Federal Tax Values
of Unused Losses, Deductions and Credits

Federal
Federal Federal Tax Value
Federal Federal Tax Value Tax Value of Stock 1993
Tax Value of Tax Value of of Stock of Unused of Unused Federal
Stock of Unused of Unused Resource- Investment 1993 Corporate
Unused Non- Capital Cost Earned related Tax Total Federal Income
capital Losses Allowance Depletion Expenses Credits® Tax Value Taxes Paid
($ millions)
Agriculture,
Forestry
and Fishing 117.3 31.5 0.0 0.0 98.3 247.1 102.7
Mining 602.0 362.7 792.1 858.6 170.1 2,785.5 57.5
Oil and Gas 737.8 168.2 423.6 1,258.2 281.5 2,869.2 643.6
Manufacturing 4,020.2 1,562.2 73.0 1.2 1,983.4 7,640.0 2,251.5
Construction 1,085.8 68.1 53.7 4.0 37.6 1,249.3 402.5
Transportation
and Storage 826.8 288.8 4.0 3.6 2214 1,344.6 237.9
Communications 652.5 164.9 0.0 0.0 35.6 853.1 422.1
Public Utilities 77.3 151.4 1.1 2.1 4.0 235.9 347.2
Wholesale Trade 1,099.4 151.9 1.1 2.6 124.0 1,378.9 848.7
Retail Trade 843.2 424 1.3 0.0 4.5 891.4 411.6
Deposit-taking
Institutions 2,064.3 77.0 0.0 0.6 71.6 2,203.6 890.5
Other Finance 7,235.4 279.2 48.6 139.3 85.2 7,787.7 2,151.4
Other Services 1,280.0 162.6 2.1 4.1 274.0 1,722.8 1,034.8
Other 61.9 30.9 2.8 2.7 5.6 103.9 39.1
Total 20,693.9 3,541.8 1,403.4 2,276.9 3,396.9 31,312.9 9,841.0

2 The ‘federal tax value of unused ITCs’ reflects the amount of unused ITCs (shown in Table 4.3) adjusted for the impact of the
reduction in capital cost or the income inclusion in the year following the use of the credit.

Note: Components may not sum exactly to totals due to rounding.

Source: Data and technical assistance provided by the Department of Finance.

The treatment of losses in the tax system is a long-standing issue that has been subject to
considerable study in the past.14 As noted earlier in the Report, corporate income tax reforms of
the mid- to late 1980s were in part a response to the accumulation of losses for tax purposes by
corporations throughout the 1970s and early 1980s. In particular, the base-broadening measures of
1986 and 1987 were intended, among other objectives, to reduce the accumulation of losses for tax
purposes. Moreover, since 1987, the federal government has placed additional restrictions on the
use of tax losses by imposing further limitations on the transfer of tax losses from one taxpayer to
another, along with special rules on after-tax financing, leasing and tax shelters.

A significant issue for governments is to determine the extent and manner in which accumulated
losses for tax purposes can be effectively claimed to reduce tax liabilities or refunded.
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What is Meant by the Refundability of Losses?

Full refundability of losses under the tax system implies that, when a loss is incurred, that is

when income is negative, the government will provide a refund or offset equivalent to the tax value
of the loss, thus treating annual losses and profits symmetrically. The strongest argument in favour
of refundability of losses is that it treats businesses more fairly and improves neutrality in the tax
system. Full refundability of tax losses would ensure that the tax system does not discriminate
against businesses facing risk in markets and against sectors that inherently have more volatility in
earnings. It also allows growing firms that experience economic losses incurred in early years to
compete on the same basis as established firms with a steady or increasing level of income over time.

Refundability also may improve competitiveness and market efficiency by allowing firms to enter
more easily into, as well as exit from, industries.1® It permits businesses to organize themselves in
corporate groups of separate companies for regulatory and business-related reasons without being
penalized for tax reasons. Moreover, with refundability, firms that incur losses for tax purposes can
immediately use tax incentives such as accelerated depreciation and investment tax credits, just as
profitable firms can do under the present provisions.

Alternative mechanisms for allowing full or partial refunds or offsets include:
¢ a cash refund paid to the firm equal to the tax value of the loss (full refundability);

¢ permitting firms to flow out deductions to the owners to reduce personal taxes owing on their
personal income. (The value of the loss deduction to the owner is equivalent to that taken by the
business only if the corporate income tax rate is equal to the tax rate faced by the shareholder);

¢ allowing operating income and losses from different sources within a business to be offset for tax
purposes (almost universally followed);

¢ the carry-back of losses against previous years’ income allowing for a refund up to the amount
of past taxes paid by the business;

e the carry-forward of losses to reduce future years’ income, and therefore the amount of tax
payable on such income. (If the losses carried forward were to be increased by a rate of interest,
the present value of future tax savings would be equivalent to an immediate refund);

¢ allowing firms in a corporate group under common control to consolidate profits and losses of
the members for tax purposes, thereby allowing the losses of one corporation to be offset against
the income of another; and

¢ permitting losses incurred by a business that is liquidated, merged or acquired to be transferred
to the purchaser or successor to reduce its income.

The last five methods above are the most widely used approaches in most countries — and have

been employed in the Canadian system at one time or another — but these alternative approaches
raise an issue fundamental to the notion of refundability: Who should be regarded as the “owner” of
undeducted losses for these purposes? Does the loss “belong” to the business that incurred the loss,
to the corporation that owns the business, or to the shareholders who own the corporation? And as a
separate point, should the owner have the right to obtain the value of the loss by selling it to others?

e If aloss is considered to “belong”, in some sense, to the business, then the loss should follow
the business if it is transferred from one owner to another.

e Ifit “belongs” to the corporation, then the loss should not be transferable to other corporations
or to individuals.

e If it “belongs” to the shareholders or to the corporate group of which the company is a part,
then there should be some provision for the loss to be transferred from the loss corporation to
another taxpayer within the group or to its shareholders.



Modernizing the Corporate Income Tax — Provisions of General Application 4.15

The present Canadian tax system has elements of all three of the above approaches for corporations.
It is also noteworthy that for individuals, losses effectively belong to the individual — they cannot be
transferred to another individual even upon death.

The Effect of Refundability on Businesses

Despite the theoretical arguments in favour of refundability, tax systems around the world have
uniformly rejected the full refundability of losses for tax purposes, generally permitting only limited
means for using losses. Several reasons are advanced for restricting the use of losses in this manner:

¢ to reduce the availability of tax incentives to inefficient businesses that are more likely to earn
a low economic rate of return on their investments compared to efficient businesses;

¢ to reduce the scope for tax evasion that arises when businesses report claims for refunds without
actually suffering the losses for which claims are made;

¢ to preserve the business tax base and to prevent a substantial revenue loss to governments.
Given the importance of multinational business, full refundability in Canada would attract losses
into the country, without necessarily improving the climate for investment. For example,
businesses would be further encouraged to finance international operations with debt issued in
Canada. The Committee is especially concerned that refundability in a world with increased inter-
national economic integration would result in a substantial loss in revenues that would need to be
offset by higher tax rates in Canada; and

¢ to reduce the volatility of corporate income tax revenues and resulting spill-over effects into
other parts of the tax system. The full and immediate refundability of losses would substantially
reduce or virtually eliminate corporate income tax revenues for several years. With reduced taxes
on businesses, governments would need to increase business taxes by other means such as
increasing the capital tax. Other arguments aside, this final point must be a major practical
consideration in forming government policy on loss refundability and transfers.

The Committee is thus of the view that the only appropriate approach is one that, as under the
present system, allows for the refund or transfer of losses on a strictly controlled basis. Provisions
that allow refunds in respect of the tax value of losses in some circumstances are necessary to treat
risky and growing firms in a more equitable manner, and to improve fairness. We believe, however,
that unrestrained refundability would result in an unacceptable loss of revenue to government.

A balance must be struck between the desire to provide the full neutrality benefits of refundability,
and the need to maintain government revenues.

Current Canadian Tax Treatment of Business Losses

The existing Canadian income tax system effectively provides partial refundability in respect
of losses, but subject to complex limitations designed to restrict the ability to transfer losses
among taxpayers.

Non-capital losses — that is, losses that result from business operations — incurred in a taxation year
may be carried back by a taxpayer to reduce taxable income of the immediately preceding three
years, and may be carried forward to reduce income in the following seven years. Losses are not
adjusted by an interest factor relating to the time difference between when the loss was incurred and
when it was used.

Capital losses incurred in a taxation year may be carried back to reduce net capital gains of the
preceding three years, and may be carried forward to reduce net capital gains in any subsequent year.

To prevent the effective transfer of losses to other taxpayers, the Income Tax Act contains a number
of restrictions of the carry-forward of losses by a corporation. For example, if control of the corpora-
tion changes, non-capital losses otherwise available to the corporation may not be carried forward to
a subsequent period, unless the corporation continues to carry on the business in which the loss was
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sustained and the loss may only be used to reduce income from that or a similar business. Also, on a
change of control of a corporation its unused capital losses are eliminated. These limitations restrict
the ability of the owners of a corporation, with accumulated business losses, to realize some return
for those losses by transferring control of the corporation to new owners who could use the losses.

The Income Tax Act also provides flexibility to taxpayers who earn, but who are unable to immedi-
ately use, certain tax credits. Investment tax credits (ITCs) earned but not utilized by a corporation to
reduce tax payable in a taxation year may be carried back to reduce tax payable of the immediately
preceding three years, and may be carried forward to reduce tax payable in the immediately following
10 years.

The Canadian tax system also provides limited opportunities for cash refunds to firms with unused
tax credits and losses. For example, refunds equal to 40 percent of unused R&D tax credits are
payable to most firms, with 100 percent being available in some cases (see further discussion in
Chapter 5 on R&D).

An issue that has raised difficulties for many years is the appropriate treatment of losses (and other
potential tax benefits) in individual corporations within a corporate group under common ownership
or control. Many taxpayers are obliged to carry on business in a number of separate corporations for
business reasons, and are of the view that when losses are incurred by one corporation in the group,
those losses should be allowed to be transferred to a corporation in the group.

Unlike a number of other countries, Canada has no specific rules that permit such transfers. The
United States permits a corporate group with 80 percent ownership to file consolidated tax returns,
with a full offset of deductions, losses and credits within the group, while in the United Kingdom,
corporations with 75 percent common ownership are allowed to transfer losses to each other by use
of subvention payments.

The Canadian tax rules deal with a number of particular situations. Losses may be transferred

within corporate groups, subject to important limitations, for example, on the liquidation of a
subsidiary into a parent corporation, or on an amalgamation of corporations. As well, losses incurred
by corporations within a group with over 50 percent common control sometimes may, by rather
complex means, be transferred to other corporations within the group.

It can be argued that, as in the United Kingdom and the United States, loss transferability to another
corporation should be largely restricted to those situations where there is a high degree of continuing
common ownership of the transferor and transferee, perhaps 75 percent or 80 percent. This would
deny the economic benefit of the transfer of losses to the owners of some businesses. If a formal
system of restricted loss transferability were introduced, it would be necessary to consider whether
loss transfers that can now be accomplished within a corporate group by other means would also
require this higher degree of continuing common ownership.

If a high threshold for continuing ownership was introduced as part of a formal mechanism for loss
transfer, the question would arise as to whether provisions relating to loss carry forwards (which
affect the ability to transfer losses within a corporate group) should also be modified. This would
require a major restructuring of long-established rules in a number of areas, with potentially broad
effects on corporate taxpayers.

For these reasons, there is substantial difficulty in determining the degree of common ownership or
control that might be required in a rationalized loss-transfer system, including all related provisions.

The Committee nonetheless suggests that the government undertake a review of loss transferability and
the restrictions on loss carry-overs, to see if the rules could be changed to reduce administration and
compliance costs. In particular, the Committee is of the view that the tax system should provide a more
straightforward means of transferring losses within a group of companies with common ownership.
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Flexibility in Loss Recognition

The Income Tax Act also provides flexibility to taxpayers who may wish to limit the amount of
their reported losses for income tax purposes. Corporations and other taxpayers can claim less than
the maximum permissible amount of certain discretionary deductions in a particular year, thereby
preserving deductions for subsequent years. These unclaimed discretionary deductions are similar
to losses, in that they are carried forward and deducted in subsequent years to reduce income that
would otherwise be subject to tax but, unlike these losses, never expire.

Among such discretionary deductions are capital cost allowance. If less than the maximum
permissible capital cost allowance claim is made, the balance available for deductions in future years
is increased. Other discretionary deductions that can be the equivalent of losses include certain

R&D expenses and various resource exploration and development (E&D) costs. Taxpayers are
allowed to accumulate such expenses in pools from which they are permitted to deduct a portion

of the balance (varying from 10 percent to 100 percent) each year against income. Some of these
deductions cannot be used to create or increase losses, but they are generally available for an
indefinite carry-forward subject to certain restrictions.

The effect of all these measures is to provide taxpayers with substantial flexibility to extend the
carry-over of losses beyond the generally applicable statutory period. These effects vary depending on
the circumstances. In some situations — assets related to resource projects, for example — such flexi-
bility is warranted, since the taxpayer may need to wait many years until sufficient income is earned
on capital investment to absorb losses. In other cases, however, the flexibility simply provides an
advantage to some taxpayers, with particular types of investments (for example, those with acceler-
ated capital cost allowances) or with certain kinds of reserves, over other taxpayers who, owing to
the nature of their business activity, do not have similar opportunities to extend the period in which
losses may be used.

In limited cases, the current system also allows certain losses or deductions of corporations to flow
out to shareholders. Oil and gas and mining corporations are permitted to renounce various non-
renewable resource-based E&D expenses — which, because of accumulated losses, cannot be
claimed immediately by the corporation — and, in effect, transfer them to investors using special
“flow-through” shares. Similar provisions that allow companies to flow out certain intangible
development costs to investors have been made available to encourage investment in renewable
energy and energy conservation projects. The Committee suggests that the amount of such
deductions flowed out to investors be adjusted to recognize the difference between effective
corporate income tax and personal tax rates, so that benefits are limited to investors in those non-
taxpaying corporations who cannot themselves use these expenses immediately for tax purposes.

Since partnerships are not treated as separate legal entities for tax purposes, losses incurred by
general or limited partnerships may be used by the individual partner-owners to reduce taxable
income. The provisions for partnership losses have, however, allowed for the development of tax
shelters, whereby certain losses or tax credits are flowed out to investors to reduce personal income
taxes. In recent years, the federal government has limited the use of losses claimed by limited
partners by such means as the “at risk” rules and other provisions related specifically to tax

shelter investments.
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The Committee believes that, in general, the existing system of loss carry-overs, transfers and
refundability represents a reasonable compromise between competing policy objectives. However,
we make the following recommendations:

The federal government should consider, in consultation with the provinces, a
formal system for transferring losses between members of the same corporate
group, starting with a review of the 1985 federal discussion paper.

A formal loss-transfer system would permit the transfer of losses within a corporate group that has a
defined common ownership. While such transfers are now available to many taxpayers able to under-
take complex transactions, a formal loss-transfer system would permit such transfers to occur at
lower cost, and would make the procedure available to taxpayers now prevented by non-tax reasons
from undertaking such transactions.

The federal government should review the right of taxpayers to claim various
deductions on a discretionary basis, with a view to moving toward a better
measure of annual income for tax purposes and eliminating inappropriate

advantages provided to some taxpayers.

This review should consider making some deductions mandatory, in whole or in part, such that the
effective carry-over of deductions or allowances is more limited. At the same time, consideration
should be given to an extension of the general corporate loss carry-forward period.

Given the Committee’s proposed reductions in corporate income tax rates,
adjustments should be made to flow-through share rules to reflect the new

relationship between corporate and personal income tax rates.

Corporate Capital Tax

Background

The federal government levied $1.4 billion in capital taxes, and the provinces levied a further

$2.9 billion in annual taxes on the capital of corporations in 1995. In Alberta, Newfoundland and
Prince Edward Island, capital taxes are limited to large financial institutions, while other provinces
levy capital taxes on both non-financial and financial businesses. In the case of the federal govern-
ment, capital taxes are levied on both financial institutions and large corporations.

Taxes on the capital of corporations are levied in a number of countries, and often at relatively low
rates. In some cases, the tax functions almost as a nominal licence fee for the privilege of incorpora-
tion. In Canada, corporate capital taxes tend to be more substantial, levied not just on corporate
equity (which might be taken as the aggregate shown for shareholders equity on a balance sheet)
but on a base that includes a large part of the company’s debt.
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Why Tax Corporate Capital?

Justifications for the taxation of a corporation’s capital fall into a number of categories, most of
which, in the Committee’s view, are not persuasive. It has been argued that capital taxes are:

¢ The equivalent of an annual wealth tax at the corporate level. In Canada, such a justification for the
tax makes little sense, since Canada has no general wealth tax on individuals (although there is a
tax on property), and in any event, the wealth of a corporation is not necessarily connected to the
wealth of its individual shareholders. A large corporation can be owned by many small share-
holders, while a more modest-sized corporation can be owned entirely by a single, wealthy
individual.

¢ A presumptive income tax regarded as possessing two virtues. It is relatively easy to assess,
because corporate capital is easily identified, and corporate capital is related, if very imperfectly,
to corporate income. Canada already has a comprehensive system for taxing corporate income,
So it seems inappropriate to employ a less perfect measure of that income — corporate capital — in
favour of the more accurate corporate income tax base. In situations where income has been
understated the capital tax has served as a presumptive tax for this purpose.

¢ A form of minimum tax on corporations. It has been argued that a minimum corporate tax is
justified because it requires corporations, regardless of their profitability, to pay at least some tax.
It is the Committee’s view, however, that by making the current corporate income tax more fair
and neutral (as set out in proposed measures elsewhere in this Report) the need to introduce a
separate general corporate minimum tax for all corporations — with all its attendant complexities
and distortions — can be avoided. The Committee does recognize that there are special circum-
stances that require a minimum tax to correct for past imperfections in the tax system, such as
the development of after-tax financing in the 1970s and 1980s to transfer losses from non-financial
to financial corporations.

¢ A charge or levy by the public sector for the privilege of incorporation. This rationale is not
persuasive because capital taxes are based neither on the cost nor the value of incorporation,
and are levied by jurisdictions other than that which granted the incorporation.

¢ A levy related to the benefits of public services received by corporations — essentially a user
charge for public services. In this regard, the Committee notes that some property taxes, such as
development fees, are already intended to operate as a user charge for municipal infrastructure
and services. A justification for capital taxes as a charge for benefits is a weak rationale, because
the tax is not linked to the use of specific public resources.

¢ A way to improve the efficiency of the corporate tax system generally. By having a capital tax,
corporate income tax rates are kept lower than they would otherwise be, while the level of total
tax revenues collected from the corporate sector is maintained. As discussed earlier, a lower
corporate income tax rate in itself offers important advantages, since:

— it increases the return to successful entrepreneurs and more efficient business;

— it can improve neutrality in the tax system by reducing differences in effective tax rates
across business organizations; and

— it preserves the Canadian corporate tax base by lessening incentives to move revenues out
of Canada and deductions into Canada through transfer pricing and debt placement.

Ultimately, the Committee is most convinced by this last, very practical argument. Canada already
has important corporate capital taxes in its tax system, and we are concerned that simply abolishing
the federal and provincial capital taxes would require corporate income tax rates to be raised
substantially — perhaps by almost 9 percentage points (3 points federal and 6 points provincial) —

if taxes on corporations were increased to make up for the lost revenue. Such an increase in corpo-
rate income tax rates would be detrimental to the overall efficiency of the tax system and could
result in significant erosion of the tax base because of global rate competition. The Committee
therefore accepts the necessity of federal and provincial corporate capital taxes in Canada’s system,
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although in a supplementary role and hopefully at lower rates in the future. Under our recommenda-
tions, the provinces will obtain substantial new revenues from base-broadening that would exceed
the amount needed to reduce provincial corporate income tax rates by one percentage point. We
suggest that the provinces use this excess to significantly reduce their capital taxes. In the future,

if governments have the ability to cut business taxes while maintaining corporate income tax rates
below international rates, it is the Committee’s view that the capital tax should be further reduced.

Corporate Capital Tax Bases

For non-financial corporations, corporate capital taxes in Canada are usually levied on a base that
includes equity and most debt, while for financial institutions the tax is applied primarily on equity
and long-term debt, with an exclusion for deposits. Thus the tax is on the financial capital (roughly
measured) used by a corporation rather than on the corporation’s equity. The corporate capital tax
base is reduced by an investment allowance to recognize situations where one corporation owns
shares in another, thus avoiding double taxation of the same base.

Difference in Concept Between Federal
and Provincial Corporate Tax Levies

The general federal capital tax is the large corporations tax paid by corporations at a rate of

0.225 percent on the amount by which the value of shareholders’ equity plus most liabilities used
in Canada, determined for financial accounting purposes, (less an investment allowance to avoid
double counting of corporate capital) exceeds $10 million. The corporate income surtax (generally
1.12 percent of taxable income) can be credited against the large corporations tax.

An additional, specific federal capital tax is levied on the capital of financial institutions (net of
the investment allowance) at a rate of 1 percent of capital between $200 and $300 million and
1.25 percent of capital in excess of $300 million. Capital for this purpose includes shareholders’
equity and long-term debt. Corporate income tax paid by financial institutions can be credited
against capital tax payments. Temporary surtaxes are also levied on capital of deposit-taking
institutions and insurance companies but the surtax cannot be reduced by corporate income
tax liabilities in the case of deposit-taking institutions.!6

The provincial capital tax rates vary by province,l? but all provinces (not just those with general
capital taxes) tax the capital of financial institutions, and at rates substantially higher than the
average rates on other companies (see the description of rates and thresholds in Chapter 2).
Some provinces have levied capital taxes on not only large but also smaller businesses with less
than $10 million in assets (Quebec, Ontario, British Columbia and Manitoba). General rates are
highest in Quebec (0.64 percent) and Saskatchewan (0.60 percent).

The bases for provincial capital taxes differ from the federal base, and the provincial bases differ
from one another. Provincial capital taxes are levied on capital measured according to a combination
of tax rules and financial accounting. Further, investment allowances for provincial purposes are
either generally less generous than under the federal rules or are not provided at all.

There is another important difference between federal and provincial capital taxes: provincial capital
taxes are generally deductible in computing taxable income for both federal and provincial income
tax purposes, while federal capital taxes are not.8 The fairly rapid increase in provincial capital taxes
in recent years has, therefore, resulted in an erosion of the corporate income tax base (see further
discussion in Chapter 11).

As noted above, the present federal capital taxes on financial institutions may be reduced by a

corporation’s “mainstream” income taxes (except for the capital surtax on large deposit-taking
institutions), and the large corporations tax may be reduced by corporate income surtaxes.
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In this way, therefore, federal capital taxes are effectively minimum taxes — though not minimum
income taxes. They are only payable to the extent that the corporation does not have sufficient
income tax or surtax within a carry-over period to offset the corporate capital tax.

The provinces’ capital taxes, on the other hand, are additional or supplementary taxes, payable over
and above any corporate income tax. The fact that the provincial capital taxes are deductible from
income for federal and provincial corporate income tax purposes is discussed further in Chapter 11.

Features of Corporate Capital Taxes

Because the levels of corporate capital vary little over the economic cycle as compared to the levels
of corporate profits, revenue from corporate capital taxes tends to be more stable than that from
corporate income taxes. It should be noted, however, that the stability of the corporate capital tax
revenues simply represents the fact that risk has been shifted from the government to the corporate
sector. Corporate capital taxes are relatively fixed, in that they do not vary substantially from year
to year, and any sort of tax that is fixed in amount, as a replacement for income tax, does have the
positive feature of allowing efficient firms to generate additional profits without paying additional
taxes, and thereby adds an incentive effect.

It is also important to remember that such profit-insensitive taxes add to the losses incurred by
business during downturns in the business cycle, and impose greater burdens on firms with inade-
quate profits or with economic losses.1? In this way, capital taxes, and other profit-insensitive taxes,
exacerbate the effects of cyclical downturns in the economy — an important consideration given
Canada’s relatively large export and resource sectors, and consequent exposure to unstable world
prices. A heavy reliance on profit-insensitive taxes worsens the economic cycle by imposing a heavy
burden at precisely the point where corporations can least afford it.

An additional factor to weigh when assessing capital taxes is international tax harmonization.
Corporate income tax systems in some countries provide relief in respect of corporate income

and withholding taxes on income remitted to the parent, up to the amount of their own corporate
income tax. There is no foreign tax credit available, however, for capital taxes. To the extent that
corporate income taxes are credited against foreign taxes, a switch from corporate income taxes
to capital taxes can result in less corporate tax being credited against foreign taxes and can reduce
the efficiency of the corporate tax in Canada.20

As already noted, however, there are international competitive pressures on corporate income tax
rates, and it can be argued that any country could be better served by keeping its corporate income
tax rates low and supplementing its revenues by a corporate capital tax. However, as corporate
capital taxes increase beyond modest levels, their impact will be taken into account in determining
the cost of capital employed, and hence will have their own influence on businesses’ evaluations of
the competitiveness of the tax system.

One of the few advantages of a capital tax, in the Committee’s view, is to allow lower corporate
income tax rates. Corporate capital taxes must in the end be regarded as an imperfect surrogate for
corporate income taxes. Their continuation as a component of Canada’s tax system would appear to
be more of a matter of fiscal necessity rather than a permanent feature of a well-designed and
integrated tax system with less need for revenue.

Variations and Inconsistencies Among Tax Bases

As discussed above, the imposition of capital taxes in Canada by both the federal and provincial
governments involves a number of different jurisdictions imposing capital taxes, with different
thresholds and rates, using different methods of calculation, and on different industry sectors.

The federal government alone imposes several capital taxes with somewhat differing bases, and the
bases for provincial capital taxes differ from the federal and from each other. The result is that the
calculation of corporate capital taxes impose unnecessary compliance costs.
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In a federal state such as Canada, it is important to keep some distinction between the federal and
provincial jurisdictions in the responsibility and accountability for the imposition of taxes. Corporate
capital taxes have no separate justification other than as a rather partial substitute for corporate
income taxes, and as a means of keeping the corporate income tax rate as low as possible. Federal
and provincial governments need to treat the capital taxes that they impose as part of the overall
corporate tax system. Viewed from this perspective, however, the lack of harmonization of the

bases makes the tax costly to collect and comply with, and at the provincial level especially,
encourages tax planning.

We recommend that federal and provincial governments harmonize their

capital tax bases to reduce compliance and administration costs.

Governments would retain the right to select and vary the rate of capital taxes, and thus would
continue to have control and responsibility for their own revenues. Businesses would benefit from
simplified calculations and more clarity in application of taxes arising from a harmonized base.
Federal and provincial governments would also significantly benefit from a tax that would be easier
to administer and more certain in application. A uniform base would make it feasible to have a joint
collection mechanism for all provincial and federal capital taxes, and, as we suggest in Chapter 11 on
federal-provincial issues, would offer a significant reduction in compliance and collection costs.

As set out elsewhere in our recommendations, we propose that the present corporate income surtax
be integrated with the general corporate income tax rate and not levied separately. This implies that
there would no longer be a partial offset of corporate income taxes against the large corporations tax,
meaning that this latter tax would raise more revenue. However, since the corporation always pays
the greater of either capital tax liabilities or the corporate income surtax, Canadian corporations
would pay as a whole less corporate income and capital tax with the removal of the surtax. The effec-
tive increase in the burden of the large corporations tax through the removal of the offset could mean
that the foreign parent companies of Canadian corporations would find a reduction in their ability to
claim foreign tax credits. Some minimal adverse impact on their investment in Canada could result.

The proposal to eliminate the corporate income surtax is primarily a practical one. As the Committee
stated earlier, we believe that there are significant benefits to Canada in reducing the general corpo-
rate income tax rate as much as possible in the interest of improving the efficiency of its tax system
and minimizing base erosion. The role of the large corporations tax is solely to supplement federal
corporate revenues — its role should be limited by fiscal necessity, and it and the other federal capital
taxes should be reduced as fiscal conditions permit. When a capital tax is offset by corporate income
taxes, the capital tax operates as a minimum tax. We see no need, however, for a general minimum
tax on corporations as a permanent part of our system.
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Endnotes

1

10

11

12

As provincial income taxes are largely imposed on the same base, total variation in federal and
provincial rates would show an even wider range than indicated above.

See Whalley (1997b), Technical Committee Working Paper 97-8, for a discussion of various estimates of
the efficiency gains from a more neutral corporate income tax system.

The international comparison of the real effective burdens of total taxation on corporations is a
complex task. As just one point, while income tax rates on manufacturing companies in Canada may
be roughly in line with those imposed on our major trading partners, the overall impact of taxes on
manufacturing investments depends on detailed corporate tax rules relating to depreciation and other
deductions, and the level of other taxes, including capital, property and sales taxes on capital inputs.
As indicated in Chapter 3, effective tax rates on marginal investments in manufacturing are somewhat
higher than those in the United States.

The surtax is discussed further in the section below on capital taxes.

The Canadian combined federal and provincial general rate of 33 percent would be lower than the
minimum U.S. rate of 35 percent that is available in several states (the average U.S. rate is about

39 percent). With the 5 percent withholding tax on dividends paid to non-residents, the Canadian
effective corporate income and withholding tax rate on income remitted to U.S. taxpayers would be
about 36.5 percent. Although the Canadian corporate income tax rate would be well below a number
of OECD countries, including Japan, Germany, France and Italy, it would still be higher than, for
example, the United Kingdom (31 percent but proposed to be reduced to 30 percent), and Sweden
(28 percent).

The manufacturing and processing reduction was provided beginning in 1973 in reaction to the
introduction of the Domestic International Sales Corporation provision in the United States that
allowed U.S. companies to be taxed at low rates on income earned from exports.

Buildings, structures and some other assets may have substantial value at the end of their assumed
useful lives to a particular enterprise.

Source: Canada, Statistics Canada (1984) and (1994), and calculations by the Committee secretariat.

Declining and straight line methods can be equivalent in value for the firm. Equivalency is established
when the present value of depreciation costs under the declining balance method is equal to that under
the straight-line method. Equivalency can be approximated for a declining balance rate by multiplying
the straight-line depreciation by a factor of two.

These rules include:

— provisions for the best estimate of legal claims. For accounting purposes, a company must accrue
its best estimate of outstanding claims, but in general, these can only be deducted for income tax
purposes when actually determined or paid.

— provisions for obsolescence and for the decline in value in certain capital assets. While these may
be required for accounting purposes, in a number of circumstances they will not be recognized for
tax purposes either until actually incurred or until the disposal of the last asset in a class of
similar assets.

— provision for a post-retirement benefit for retired employees. Under current accounting proposals,
these costs must be accrued, for accounting purposes, over the working lives of the individuals, so
as to match these costs with the contribution that the employees make to the generation of revenue.
For tax purposes, however, the costs can only be deducted as incurred.

As discussed, there may be some concern regarding the international competitiveness of new invest-
ment in manufacturing under our proposal. Any incentive should be provided by way of an investment
tax credit.

One limited solution to the possible uncertainties with respect to obsolescence and therefore useful
lives in the rates of some capital cost allowance classes would be to allow taxpayers to elect to create
more subclasses in respect of individual assets, so as to be eligible to claim terminal losses on the
disposal of specific items. This would, however, complicate the overall system.
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13 These data are the latest available. They do not include certain unused deductions related to financial
and other reserves.

14 For a recent discussion, see the papers appearing in the Clarkson Gordon Foundation (1993) and
Canada, Department of Finance (1985).

15 See Poitevin (1997), Technical Committee Working Paper 97-13.

16 The capital surtax on deposit-taking institutions is 0.15 percent of capital in excess of $400 million.
The capital surtax on life insurance varies from 0.5 percent to 1.0 percent of taxable capital employed
in Canada between $10 million and $300 million and 0.25 percent over $300 million.

17 For a comprehensive list of variations in the base for capital taxes on non-financial corporations,
see McQuillan and Cochrane (1996), Technical Committee Working Paper 96-8.

18 As noted above, some federal capital taxes can be offset by federal corporate income taxes.

19 Capital taxes that operate as a minimum tax, such as the tax on financial institutions, allow for past
corporate income taxes in excess of capital tax payments, to be carried forward to reduce future
payments of capital taxes — this reduces the impact of capital taxes when firms are in a recession.
Also, Quebec allows companies to exchange the corporate income tax value of losses to reduce
capital tax payments.

20 However, when Canadian corporate income taxes are high relative to foreign taxes, not all
Canadian corporate income taxes will be credited against foreign taxes. In this situation, a modest
switch from corporate income taxes to capital taxes will have a limited impact on the ability of
foreign corporations to credit Canadian corporate taxes against foreign taxes.
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Introduction

The existing tax regime contains special rules for certain industries and activities, as well
as some significant incentives for particular businesses and sectors. While the Committee
is committed to a more neutral system that would have the effect of reducing the number
of incentives and special treatments, we recognize that some of these provisions are vital
to important sectors of the economy. They deserve specific discussion and review in the
context of the Committee’s overall goal of ensuring that our tax system is structured to
maximize the performance of the Canadian economy.

In the following pages, we consider five areas in which the corporate income tax contains
special provisions and incentives:

¢ small business;

e research and development;

e resource industries;

¢ the Atlantic Investment Tax Credit; and

e financial institutions.

In each case, we assess the existing tax rules in relation to the Committee’s core principle
of neutrality, especially in relation to economic efficiency and fairness. We recommend the
retention of important incentives for small business, research, exploration and some other
areas, and propose modifications to the current provisions that would, we believe, bring
these incentives into line with the central thrusts of the Committee’s Report.

Small Business

Small and medium-sized enterprises play a vital role in the Canadian economy, providing
valuable goods and services to consumers and other businesses, and making important
contributions to employment, innovation and wealth generation. Small business! also
benefits from a variety of preferential tax measures, which represent a notable departure
from a neutral tax system, and give Canadian-owned smaller corporations one of the most
favoured income tax regimes in the world relative to the general tax system.

The traditional rationale for the preferential treatment has been that small businesses face
special difficulties not encountered by larger enterprises, and that they make a singular
contribution to the economy and our social fabric. For example, it is suggested that small
businesses are particularly adept at creating employment; that they experience special
difficulties in obtaining financing and complying with regulations and taxes; and that they
are obliged to bear significant taxes unrelated to profitability.
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Small Business, Jobs, and Job Creation

Over 40 percent of all Canadians in the private sector are either self-employed or work in businesses
with less than 50 employees. Self-employment alone accounts for 19 percent of private sector
employment in 1996, up from 15 percent in 1981 (see further discussion in Chapter 3).

In terms of employees, as shown in Table 5.1,2 22 percent of 1993 private sector employment

was in unincorporated business, 51 percent in Canadian-controlled private corporations (CCPCs!)
regardless of size, and 26 percent in public corporations (primarily large public and foreign-owned
corporations).

In discussing the role of small business in promoting employment growth, it is important to note
that not all small businesses create jobs equally. In the decade to 1989, for example, some 4 percent
of small businesses accounted for 70 percent of total employment grow‘ch.3 The small business
population is extremely heterogeneous, and is subject to considerable churning as enterprises start
up or are shut down.

As shown in Table 5.1, new business entrants, mostly unincorporated businesses and CCPCs, hired an
average of 365,000 employees per year in the period 1984-93. However, once established as a
business, only ‘other corporations’ increased employment levels in these years — by a modest 16,000
employees per year — while unincorporated businesses lost an average of 194,000 employees per year
and CCPCs dropped 68,000 employees per year.

Table 5.2 provides information that further illuminates these employment trends by examining how
the status of CCPCs established in the year 1984 (the ‘1984 cohort’) had evolved by 1992. Of the

46.9 percent of corporations in this cohort operating in 1985 that had no taxable income, 54 percent
had exited by 1992, while 26 percent remained with no income and 18 percent grew in income but
remained as a private corporation, and less than one percent became a public or a foreign controlled
business. Turning to CCPCs in the cohort with taxable income of more than $200,000 in 1985 (less
than 0.8 percent of such businesses in 1985), 29 percent had exited by 1992, 45 percent declined in
income and 21 percent remained with taxable income over $200,000.

Table 5.2 also shows that 76 percent of CCPCs established in 1984 had fewer than five employees in
1985, and that by 1992, most of these businesses had either declined in size (47 percent) or remained
stable (40 percent) in terms of employment. About 12 percent grew by 1992 to 5 to 19.9 employees
and only 1 percent grew to more than 20 employees.

The essential conclusion to draw from these figures is that most of the net employment gains
attributable to small business consistently come from either a few businesses, or the entry of new
businesses. Relatively little employment growth arose from small businesses established for two or
more years. In total, many more small businesses have declined in employment after establishment
than have increased employment.

We also note the significant changes in the nature of employment itself. In light of recent corporate
labour shedding and the dramatic increase in contracting out, the clear rise in self-employment
numbers requires further scrutiny. While difficult to quantify, some preliminary research suggests
that around half the decrease in employment in the business services sector may be accounted

for by the increase in businesses contracting out work* to self-employed individuals or other

small businesses.
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5.3

Table 5.1

Employment Dynamics - The Contribution of Business Entry

and Net Growth of Existing Businesses, by Business Type, 1984-93

Total Change Change
1984 1993 in Employment in Share
Employment Shares, Share Share
by type of Business® (,000 ALU) (%) (,000 ALU) (%) (,000 ALU) (% points)
Unincorporated
businesses? 2,276 30 1,942 22 -334 -7.6
CCPCs 3,635 47 4,440 51 905 4.6
Other Corporations® 1,745 23 2,253 26 508 3.0
Total 7,557 100.0 8,635 100.0 1,078 0.0
Annual Average Change (,000 ALU) and Component Growth Rates (%)
Contributions to 1984-88 1988-93 1984-93
Employment Growth®  (,000 ALU) % (,000 ALU) % (,000 ALU) %
New Entrantsd
Unincorporated
Businesses 177 141 157
CCPCs 179 159 168
Other Corporations 54 29 40
Total 410 329 365
Businesses over
Two Years Old
Unincorporated
Businesses -231 -164 -194
CCPCs 141 -234 -68
Other Corporations 123 -69 16
Total 33 -468 -245
All Businesses
Unincorporated
Businesses -51 -2.3 -24 -1.2 -36 -1.7
CCPCs 319 8.0 -75 -1.6 101 2.6
Other Corporations 177 8.9 -40 -1.7 56 2.9
Total 443 5.4 -139 -1.5 120 1.5

a2 Employment figures are based on Average Labour Units (ALUs), representing standardized full-time employees, and are
calculated by dividing the annual payroll of each enterprise by the average annual income for workers in the relevant province,
industry (by 3-digit SIC code), and enterprise size class. This generally does not include self-employed individuals and primary
owners of incorporated small business.

Excluding the public sector.

¢ Includes public corporations, foreign-controlled corporations and taxable Crown corporations.

d  The employment impact of new enterprises is measured as the standardized employment in their birth year (the first year a

payroll deduction account is registered with Revenue Canada) and the next calendar year.

Notes:

— The estimates shown above for total employment for different types of business are not official and may be subject to certain
biases. They are included to provide an indication of overall characteristics of this special data base.

— Components may not sum exactly to totals due to rounding.
Source: Calculated from Hendricks, Amit and Whistler, Technical Committee Working Paper 97-11,Tables 2.2B, 2.3 and 2.4.
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Table 5.2
Change in Size and Status of Employer CCPC Businesses, 1984 Cohort

Taxable Income

Status in 1985 Change in Income, 1985-92 Status in 1992
CCPC CCPC
Share Same witn no with
Taxable  of all Income Taxable  Taxable
Income  Firms Declined Class Growndb Exit Income Income Public Foreign Other
€) (%) (%) (%)
0 46.9 n/a 26 18 54 26 18 0.3 0.2 14
1-200,000 52.3 24 38 1 34 24 39 0.1 0.1 1.9
> 200,000 0.8 45 21 n/a 29 18 48 0.0 2.3 3.2
Total 100.0 13 32 9 44 25 29 0.2 0.2 1.7
Status in Change in Employment Employment Level Other
1985 1985-92 in 1992 Status
Number  Share Same
of of all Employment Dramatic
Employees Firms Declined Class ~ Grown® growthP 0 0.1-49 519.9 20499 >50  Other
(%) (%) (%) (%)
<b 76.3 47 40 12 1 47 40 12 1 0.1 0.3
5-19.9 18.9 51 37 10 2 33 18 37 10 2 0.5
20-49.9 3.6 54 32 11 3 33 5 16 32 14 0.9
50-99.9 0.8 56 30 12 n/a 30 3 6 16 42 2.0
> 100 04 43 54 n/a n/a 24 0 0 7 67 2.6
Total 100.0 48 39 11 1 43 34 17 4 2 04

2 Interpreted as moving up one size category.

b Interpreted as moving up more than one size category.

Note: The 1984 cohort is defined as those CCPCs registering a payroll deduction account in that year.

Source: Calculated from Hendricks, Amit and Whistler (1997), Technical Committee Working Paper 97-11, Tables 4.6A and 4.6B.

Small Business:
Special Circumstances and Constraints

This mixed pattern of small business growth might be explained, at least in part, by a number of
obstacles reported by small business. The impediments to small business growth most often
highlighted are restricted access to adequate financing, the compliance burden imposed by govern-
ment taxes and regulations, and the financial difficulties that may arise from taxes that are not related
to profitability such as payroll and property taxes.
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Access to Financing: Access to financing can be a critical issue for small businesses, particularly for
businesses in their early years without an established credit history, or in some knowledge-based
sectors, where investments are concentrated in intangible assets. Initial risk capital for a new enter-
prise frequently comes from the owner, or from family and friends. Once these sources are exhausted,
the difficulty of accessing external financing can cause many entrepreneurs to rely primarily on
earnings accumulated in the business to finance future growth.

Smaller businesses are subject to more volatile performance and higher failure rates than larger
businesses. In part, this arises because larger businesses typically have a broader range of products
and locations, and greater internal capital resources (in relation to sales) than smaller enterprises.
The resulting higher volatility and failure rate for small business translates into a higher cost of
capital,® in the form of higher interest rates on loans and a lower share price for new capital issues.

Information problems peculiar to small businesses can also affect decisions on financing. Better
information is usually available for and about larger businesses — particularly public companies — so
that lenders and investors are more able to accurately assess the risk associated with lending to a
particular venture. Lacking information of similar quality, suppliers of funds have a reduced ability
to analyse the average small business in order to determine the risk associated with a particular
business or project. To put it another way, the cost of obtaining reliable credit information is
relatively higher in respect of a smaller enterprise than for larger businesses intending to carry

out the same activity.

The relative contribution of these information problems to the overall risk premium for small business
is not clear, however. Nor is it clear that these information asymmetries result in a generalized small-
ness premium. What seems more likely is that relatively low-risk small businesses cross-subsidize
higher-risk small businesses. The Committee notes that many financial institutions have improved their
expertise in assessing and financing small business activity in recent years, suggesting that information
biases — and the resulting costs to small businesses — may be less significant in the future.

Compliance Costs: The cost of complying with the large number of different regulations, taxes and
other levies imposed by government often creates an onerous burden for small businesses. Unlike
most large businesses, small businesses generally do not have the internal expertise to deal with tax
issues, audit requirements, labour law and other regulations. As a result, they often must rely on
outside assistance, which is relatively expensive per dollar of sales or assets.® In any event, natural
economies of scale dictate that the costs of such compliance for small enterprises are often larger, as
a percentage of sales or assets, than for large businesses.

Profit-insensitive Taxes: As noted in Chapter 2, the largest part of the total taxes borne by business
are not income taxes, but rather various levies not related to profits. For small businesses, the most
important profit-insensitive taxes include property taxes, payroll levies, and sales and excise taxes on
business inputs. These profit-insensitive taxes have been increasing faster than taxes on income,’ and
can have a disproportionate impact on smaller businesses. Small businesses are inherently riskier
than larger enterprises that generally have more adequate capital resources. For small businesses
incurring losses, profit-insensitive taxes can exacerbate financial difficulties.

Also worth special note is the potential burden of payroll taxes on small business. They make up a
significant proportion of all taxes paid by corporations and, like other profit-insensitive taxes, have
risen in recent years. As pointed out in Chapter 3, there is evidence that a significant portion of
payroll taxes is in the long run passed on to employees through lower wages, rather than being fully
borne by the employer. It is also clear, however, that some small business employers may be less able
to pass on these costs than larger firms, since their employees earn, on average, lower wages and are
more apt to be working at or near the minimum wage. 8
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Current Policy Responses
to the Needs of Small Business

There are a range of different types of policy responses that may be employed to assist small
businesses in overcoming the difficulties outlined above. They include targeted government services
(such as information and business support), small business financing, grant programs and specific tax
incentives. All levels of government in Canada have, over the years, adopted policies to assist small
and medium business, including a special system for the taxation of CCPCs. The incentives include:

¢ the small business deduction (SBD), which reduces the federal corporate income tax rate for
CCPCs by 16 percentage points to 13.12 percent (with surtax) on the first $200,000 of active
business income. Provinces also have lower rates for CCPCs. Total federal and provincial rates
vary from 18.12 percent in Newfoundland, Nova Scotia and the Northwest Territories to
22.62 percent in Ontario (see Chapter 2 for rates by province). These lower rates of tax on such
income contrasts with the general federal corporate rate of 29.12 percent, and combined federal
and provincial rates of 38.27 percent (in Quebec) to 46.12 percent (in Manitoba, Saskatchewan and
New Brunswick). The deduction is reduced when companies become larger than $10 million in
taxable capital, and the $200,000 limit must be shared among member corporations if there is an
associated group;

¢ the ability for shareholder-managers of CCPCs to maximize the use of the small business limit
and to reduce unintegrated tax. This can be achieved by the payment of bonuses to principal
shareholder-managers to maintain taxable income at the $200,000 threshold; the funds so paid are
subject to personal tax only, and can be loaned back to the company if required in the business;

¢ a deferral of tax on stock options issued by small businesses to their employees when exercised,

¢ an enhanced scientific research and experimental development tax credit (see the following
section in this Chapter);

e a $500,000 lifetime capital gains exemption on gains on investments in the shares of large and
small CCPCs and farm property (see Chapter 7);

¢ an enhanced treatment for investors in labour-sponsored venture capital corporations so that
150 percent of amounts invested in small business count towards the 60 percent business
investment requirement for these venture capital funds;

e more generous treatment of capital losses incurred on the disposition of investments in
smaller businesses;

¢ measures that reduce the tax compliance burden on small corporations, such as not requiring
corporate income tax instalments unless federal taxes owing for the current and previous years
exceed $1,000, allowing CCPCs an extra month to remit any income tax owing, quarterly instal-
ments for payroll tax remittances and deferring the payment of taxes in dispute until settled; and

¢ an exemption for the first $10 million of assets under the large corporations tax that effectively
eliminates federal capital taxes for small businesses. Most of the provinces also exempt or
assess lower rates of capital tax on assets below a certain threshold, thereby providing relief
to small businesses.

Small Business, Canadian-controlled Private Corporations and Tax Integration: An important
effect of the lower rate for small business is that owners benefit from having their corporate and
individual income taxes more fully integrated than do shareholders in larger businesses. For CCPCs,
the combination of the lower rate of federal and provincial income tax of 21 percent, on average, on
the first $200,000 of active business income and the special regime of taxing income from property,
along with the general dividend tax credit, means that the corporate and personal taxes on such
profits are roughly integrated. A shareholder is expected to pay about the same total income tax
(corporate and personal) on distributed profits as though he or she had earned the income directly.
This favourable regime contrasts with the treatment of other income in the corporate sector, where
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there is a substantial amount of unintegrated corporate income tax, and the total taxes on distributed
corporate income is normally well above that payable if the income had been earned directly by
individuals (see Chapter 7 for further discussion of this issue).

The benefits of this integration of corporate and personal income taxes are limited to Canadian-
controlled, rather than foreign-controlled, private corporations. The intent of such integration is to
ensure that Canadian residents receive the same after-tax return on business income (up to a limit)
or investment income, whether received directly or through such a corporation. Non-residents
operate under much different rules. Similar benefits of a low corporate income tax rate provided to
foreign-controlled private corporations in Canada would be clawed back by taxes on foreign-source
income earned by investors resident in countries that provide a foreign tax credit and would result
in a significant erosion of the Canadian tax base.

A Favourable Tax Environment

for Small Business Corporations

Added together, these provisions result in Canada’s income tax treatment of small business being
among the most generous in the world. Measured both in terms of providing assistance to small

businesses, and in terms of the total of foregone revenues to government, the small business deduc-
tion is the most important single item of assistance to small business (as shown in Chart 5A)

Chart 5A
Small Business Tax Support, 1997
($ million)

LCGE for shares in CCPCs
($685)%

SR&ED Tax Credit

b
Small Business ($455)
Deductions
($2620) ABIL

($117)
. LCGE: Lifetime capital gains tax exemption
LSVCC Tax Credit SR&ED: Scientific research and experimental

($105) development
ABIL:  Allowable business investment loss

LSVCC: Labour-sponsored venture capital
corporation
ESO: Employee stock options

@The LCGE exempts up to $500,000 in lifetime capital gains per person on shares in one or more CCPCs, regardless of size.

Estimates represent amounts used by small business to reduce income taxes otherwise payable, plus credits refunded during the year.
c . . . .

This measure benefits both CCPCs and public companies.

Source: Canada, Department of Finance (1997) and Department of Finance estimates.

Most of the measures described here are intended to provide broad support for employment and
wealth creation by small businesses, although some (such as the enhanced tax credit for R&D) repre-
sent the small business component of a broader set of policy measures. The Committee believes it is
important to assess the effectiveness of existing measures in achieving their intended aims.

Access to Financing and the Small Business Deduction: To assist smaller Canadian-owned
corporations that are having difficulty gaining access to external financing, the current tax system
provides a preferential corporate income tax rate on the first $200,000 of active business income,
thereby increasing the proportion of business profits that can be retained for expansion and
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investment. The overall impact of the measure is to reduce the aggregate federal tax burden of close
to 300,000 corporations by over $2.5 billion per annum, and to allow each profitable CCPC to benefit
from this tax measure by up to $32,000 each year. As discussed above, several provinces also
provide lower corporate income tax rates to these same businesses providing additional benefits
(see Chapter 2 for rates).

As noted earlier, Canada extends a high degree of tax support to small businesses. Approximately
one third of OECD member countries have a reduced corporate income tax rate for small corpora-
tions, but in nearly all cases, the reduction in the general rate is less than that provided for in Canada.
For example, the U.S. progressive corporate tax rate structure levies a reduced federal rate of

15 percent on the first US$50,000, and 25 percent on the next US$25,000, with provisions that recover
the benefit of this reduced small business tax rate as income rises.

In addition, the U.S. government, for income tax purposes, has created a form of business entity
known as the Sub-chapter S-corporation, which has the advantage of operating as a corporation
with limited liability and ease of ownership transfer, but is treated as a partnership for income tax
purposes. Sub-chapter S-corporations are generally not subject to corporate income tax, and income
generated by their activities is allocated to shareholders and subject to personal income tax.”

Some Issues Related to the Small Business Deduction: While the Committee recognizes the role that
the small business deduction plays in providing small business with greater cash flow to finance
growing investment and employment, the small business deduction raises some issues.

While the federal small business deduction and lower provincial corporate income tax rates allow
CCPCs to retain more of their taxable income, there is no requirement that the additional funds be
invested in active business operations. As a result, the additional funds derived from the concessional
tax rate may be used to acquire passive investments rather than being invested in active job-creating
operations. When a CCPC retains business profits in the form of passive investment, this has the
effect of deferring the additional personal tax on amounts invested that would otherwise have been
paid upon distribution of the earnings. This confers a benefit on the individual shareholder who
defers personal tax — not necessarily the intended goal of the tax preference.

It has been suggested that the income limit for the small business tax rate and higher R&D tax credit
be increased.1? Advocates for raising the $200,000 income ceiling maintain that, since income over
the limit is effectively taxed at a higher rate, the current limit acts as an incentive to businesses to
keep taxable income below $200,000. The Committee notes, however, that the vast majority of CCPCs
have business income well below the present limit; raising the limit would thus be of benefit only to
a relatively few businesses. Moreover, in the view of the Committee, the fairness of such a change
would be questionable. Many small corporations with $200,000 or more of annual business profits
are owned by wealthy individuals; an increase in the limit would provide this particular set of owners
with significant new benefits without providing assistance to owners of smaller businesses. Finally,
increasing the small business limit would introduce additional non-neutralities and distortions into
the system. The Committee suggests that a higher-income threshold would not be consistent with the
focus on assisting truly small businesses, which, as noted, do face high financing, compliance and
other costs.

Instead, it may be more appropriate to reduce the general corporate tax rate (and thus the differential
between the effective general and small business rates) rather than increasing the amount of income
to which reduced federal and provincial rates apply. This change would provide a more favourable
treatment to small businesses whose earnings exceed $200,000, as well as to all other corporations.

It would both reduce existing distortions and incentives for tax planning associated with the small
business deduction and improve incentives to invest in business generally.

It is sometimes argued that the small business deduction, and the enhanced R&D tax credit, may
deter some small businesses from “going public,” since many of the tax preferences intended for
small businesses are provided only to CCPCs.!! This is particularly relevant to small fast-growing
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businesses, which may benefit from the additional equity funds that an initial public offering would
provide. Against this, it seems likely that for many businesses considering public distribution of
shares, the loss of this tax support will not be a significant factor, because the amounts of tax

relief are modest in relation to the advantages. It should also be noted that a reduction in the top
corporate tax rate to a level much closer to the small business tax rate would reduce any tax barriers
to going public.

The Committee reviewed alternative means of providing tax support to small business corporations.
For example, a targeted investment tax credit for capital purchases, or for investments in small
business corporation share capital could be considered. Such incentives would, however, involve
new complexities — such as means of limiting them to long-term commitments — and could introduce
new distortions.

Table 5.3 sets out the distribution of the $2.11 billion federal tax value of the small business deduction
among eligible small businesses cross-classified by level of taxable business income and the amount
of wages paid. For those businesses reporting salaries and wages, 30 percent of the small business
deduction was claimed by businesses paying out less than $100,000 in wages and salaries. A further
29 percent of the small business deduction was claimed by eligible businesses with wage costs
between $100,000 and $300,000. Small businesses with payroll expenditures of over $300,000 account
for over 40 percent of the small business deduction. It is useful to note that over 80 percent of small
businesses earn less than $100,000 in income.

Table 5.3
Distribution of Small Business Deduction (SBD), 1993 ($ millions)
by Business Income and Salary and Wage Costs

Business Income ($000)

Below 50 to 100 to Over

Woages 50 100 200 200 Total Percent
($000)
Less than
50 145 89 78 3 315 16.2
50 to 100 113 62 87 6 268 13.8
100 to 300 92 141 301 22 556 28.6
300 to 500 21 46 167 30 264 13.6
Over 500 21 43 344 133 541 27.8

392 381 977 194 1944 100.0
No salaries reported 59 41 65 18 183
Total SBD claimed 451 422 1042 212 2127
% of SBD claimed 21.2 19.8 49.0 10.0 100.0
Share of eligible firms 67.7 14.1 15.5 2.7 100.0

Note: Components may not sum exactly to totals due to rounding.

Source: Data and technical assistance provided by the Department of Finance.
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Conclusions and Recommendation

The information provided in Tables 5.1, 5.2 and 5.3 indicate that the current small business deduction
provides assistance to many employment-providing companies, some of which have had significant
growth. However, it is equally clear that many recipients of the small business deduction provide little
or no employment, or have not grown despite the availability of the small business deduction. The
Committee is of the view, therefore, that while it is appropriate to use the small business deduction
to encourage businesses to accumulate earnings for business investment purposes — where the aim

is to create opportunities for economic growth and employment — there is less reason to give these
same advantages to investors for the purpose of financing passive investments and deferrals of
personal income tax.

The Committee supports maintaining and even improving the lower rates of tax applicable to small
business corporations. We believe, however, that the existing support should be modestly restruc-
tured to direct a greater share of this relief to small businesses with larger levels of employment and
less to businesses that represent incorporated self-employment or otherwise have low levels of
employment relative to business income.

The Committee recommends that, as the general rate of corporate income tax
is reduced, the federal corporate income tax on income eligible for the small
business deduction should also be reduced. This reduction should be concen-
trated on those small businesses that create and maintain jobs. Specifically, the
Committee recommends that the federal income tax rate applied to small
businesses should range from 11 percent to 14 percent (with an expected
average of about 12.5 percent instead of the current rate of 13.12 percent
including surtax), and that the rate should vary with each corporation’s level of
employment. We also suggest that the provinces should reduce their small
business tax rates by one percentage point, on average. This revenue loss
would be offset by the additional revenues received from base broadening.

The Committee proposes that the net federal tax rate be set at 14 percent for eligible business
income, and that a CCPC be allowed to credit 20 percent of its employment insurance employer
payroll tax against its corporate income tax liability, so as to achieve a reduction in the rate down
to a minimum of 11 percentage points.12 With an average provincial rate of 7 percent, our proposal
would result in a combined average federal-provincial rate down to 18 percent, compared to the
existing average of 21 percent.

Our proposal would reduce corporate income tax rates for most small businesses. Moreover, restruc-
turing the existing regime in the manner suggested, would provide a greater incentive for companies
to increase employment, and would give additional assistance to businesses that wish to use retained
earnings to expand business activities and employment levels. Small businesses would be rewarded
more directly for their contribution to employment creation.
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Tax Incentives to Promote Investment
in Research and Development

The goal of research is to produce technological innovation, provide new insights and build
intellectual capital: a body of knowledge that can be used to enhance productivity and create wealth.
It is well established that the capacity to create and use new ideas and technologies is a key determi-
nant of the long-term growth of a modern economy. However, it is the actual use of these new ideas
and techniques in production, rather than their initial discovery, that ultimately provides benefit to a
knowledge-based society.

Governments give assistance to R&D activities in the belief that the benefits of such activities spill
over beyond the individual performers to other businesses and sectors of the economy, and so the
total value of these benefits — the social value - is not fully captured by the businesses engaged in the
R&D activity. Because of “spillover benefits” — benefits to persons or businesses other than those
paying for the research —businesses are likely to perform less R&D than is desirable from the
economy’s perspective in the absence of government support.

Considered in a global context, R&D raises additional issues. Acting on the knowledge that
economies showing the greatest ability to discover and then use new innovations are the economies
that tend to show the greatest growth and opportunities for their people, governments support
R&D with the aim of attracting research capital and efforts, and thus promoting high quality,
knowledge-based jobs and overall economic growth. However, two points must be kept in mind in
a world in which technology and innovation are spreading more broadly and more rapidly than

ever before:

e While the spillover benefits of research are global, it is only the benefits that accrue within a
country’s borders and to its own people that directly justify the provision of tax incentives or
other subsidies for domestic R&D.

¢ [t is the widespread adoption of innovations within a domestic economy, and not their initial
discovery, that provides the greatest benefits to that economy. Examples include the
widespread adoption of new drilling techniques in the petroleum industry and the rapid
spread of new processes and equipment in computers — each leapfrogging on previous advances.

Empirical Evidence of Spillovers Benefits

Many empirical studies, focussing mainly on the manufacturing and high-tech industries, have been
undertaken to determine the magnitude of R&D spillovers to the economy, and to calculate private
and social rates of return from R&D investments (the difference between private and social rates
of return indicates the magnitude of the spillover). Generally, the evidence indicates that spillover
benefits exist between projects, businesses, sectors and countries. Some of the results of this
empirical literature can be summarized as follows:13

¢ Social rates of return from R&D investment are at least twice private rates of return.

¢ Social rates of return on R&D spending range from 20 percent to 150 percent and vary significantly
among industries and activities; while not all R&D provides major benefits to the economy, it is
very difficult to determine in advance which projects or activities will deliver the largest benefits.

¢ Social rates of return on basic R&D — research on development of fundamental or primary
knowledge — are higher than those on applied R&D.

¢ Private rates of return for R&D investments are generally higher than private rates of return for
other capital investments; on the other hand, government-provided R&D yields lower rates of
return than private R&D.

e R&D spillovers improve productivity, increase the demand for skilled labour and result in an
expansion of output.
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The Committee’s view is that special recognition and encouragement of R&D in Canada by
governments is justified and supportable, but that such encouragement is more appropriate if the
innovations that result are adopted in the wider domestic economy. The reduction in corporate
income taxes that we propose in this Report would encourage many businesses to adopt
innovations in Canada.

R&D Tax Credits in Context:
Federal Support for Innovative Activity

The R&D tax credit is one of several incentives intended to support innovative activity. Total federal
support for R&D equalled about $5.0 billion in 1996-97. Of this amount, $1.6 billion (forecast for 1996)
was in the form of investment income tax credits for SR&ED while the remaining $3.4 billion
consisted of various forms of non-tax assistance — primarily in the form of subsidies to particular
research projects. Total federal support for the broader category of all scientific and technological
activity!4 was over $7 billion in 1996-97. Non-tax funding was $5.7 billion, of which $2.3 billion was
for scientific activities related to R&D and $3.4 billion was for R&D per se. It is evident then, that the
R&D tax credit and other federal assistance support only one element — albeit an important one —

of innovative activity. Innovative activity includes not only R&D activity, but also other activities
related to the transformation of an idea into a new or improved product.

Federal Research and Development Tax Incentives

The Current System

The federal government has provided income tax incentives in various forms for R&D since 1944. Delivery
mechanisms have included accelerated and incremental bonus deductions and investment tax credits, and
special incentives for small business and investment in particular regions. The basic structure of the current
federal income tax regime for research — referred to as SR&ED (Scientific Research and Experimental
Development) — was put in place between 1983 and 1985, and has continued to evolve.

The definition of SR&ED for tax purposes is generally consistent with the internationally accepted definition of
R&D used by the OECD.® Spending eligible for Canadian SR&ED tax incentives falls into three broad
categories: basic research, applied research and experimental development.b

Current and capital R&D expenditures in Canada, performed by, or on behalf of, a taxpayer, are generally
eligible for the SR&ED tax incentives. However, capital expenditures for the acquisition of land or buildings
(other than certain special purpose buildings), and current expenditures for related rental or leasehold
payments are not allowable SR&ED expenditures. Both eligible current and capital SR&ED expenditures may
be claimed as an expense for tax purposes as incurred. SR&ED expenditures that are not deducted in a year
can be carried forward indefinitely.

There are currently two rates of investment tax credit for SR&ED in Canada: a general rate of 20 percent of
eligible spending, and an enhanced rate of 35 percent for certain CCPCs.¢ These credits are claimable as a
reduction of current federal income tax, but reduce the allowable deduction for eligible SR&ED spending in
the following year. Thus, part of the credit is recaptured for tax purposes by reducing deductible costs.

Investment tax credits may be deducted from federal taxes otherwise payable. Unused tax credits (not
claimable in the year they were earned because of insufficient tax) can be carried back three or carried
forward 10 years to a tax period where there is sufficient tax to absorb the credit. Generally, up to 40 percent
of SR&ED credits for both capital and current spending can be claimed as a direct payment from the govern-
ment by those taxpayers who are unable, because of inadequate income, to use them to reduce tax. However
SR&ED tax credits on current spending that are accrued at the 35 percent rate (the higher rate of credit applic-
able to small business) are fully refundable. Unincorporated business can also obtain a refund at a rate of
40 percent of unused credits earned in a year. (Refundability is discussed in Chapter 4.)

(Cont'd on next pagel
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Federal Research and Development Tax Incentives (Cont’d)

Basic SR&ED Statistics

In 1992, the value of actual claims for SR&ED tax credits amounted to $1.25 billion, calculated with respect
to total eligible spending of $6.9 billion. Small businesses (CCPCs eligible for the enhanced rate of tax credit)
accounted for about 30 percent of this total and represented over three quarters of claimants. The manufac-
turing and processing sector accounted for 48 percent of the value of all claims for SR&ED tax credits.
Information technology SR&ED - the use and development of communications technology and computer
software and hardware to collect, process, store or disseminate information — comprised about 35 percent of
the value of all claims.

Eligible SR&ED may be conducted in-house or by a third party on behalf of a taxpayer. About 75 percent of
allowable expenditures claimed is for in house research carried out directly by the taxpayer, with the balance
being claims in respect of subcontracted spending. Over 40 percent of claimants subcontracted some portion
of their R&D.

A 1996 study of a sample of 51 SR&ED claimants conducted for Industry Canada revealed that the average
compliance cost associated with the SR&ED tax credits was quite low: 0.7 percent of the value of credits
claimed. Based on this finding, the study concluded that the perceived low level of R&D activity in Canada
cannot be a result of high compliance costs. However, almost 20 percent of the total number of claims in 1992
were in respect of allowable expenditures of less than $20,000; and these claims in total accounted for only
0.4 percent of the value of SR&ED tax credits claimed in that year. Smaller claims involve relatively high
compliance costs for claimants and administration expenses for government.d

2 See Organization for Economic Co-operation and Development (1993).

b Eligible activities consist of work in respect of engineering, design, operations research, mathematical analysis,
computer programming, data collection, testing and psychological research. Certain types of work that are not eligible
for the credit include market research and sales promotion; quality control or routine testing; research in the social
sciences or humanities; commercial production of new or improved products or processes; and prospecting, exploring
and drilling for oil, gas and minerals.

¢ Generally, CCPCs with prior-year taxable income under $400,000 and prior-year capital employed in Canada under
$15 million. The amount of R&D expenses eligible for the higher rate of credit is generally limited to $2 million for
CCPCs with prior-year taxable income of $200,000 or less. This is reduced under a formula where prior-year taxable
income is between $200,000 and $400,000 or taxable capital employed is between $10 and $15 million.

4 The cost of compliance per dollar of small claims may be as high as 15 percent. See Gunz, MacNaughton and
Wensley (1996).

Provincial Income Tax Incentives

Provincial governments generally follow federal rules in respect of the deductibility of current and
capital expenditures on SR&ED in the province.!® Under those rules, the deduction from corporate
taxable income for SR&ED spending is generally based on qualifying expenditures less government
or non-government assistance receivable in a taxation year and federal SR&ED tax credits claimed in
the preceding taxation year. The provinces of Manitoba, New Brunswick, Newfoundland, Nova Scotia,
Ontario and Quebec also offer various types of special income tax incentives for R&D conducted
within their borders. These special provincial incentives, primarily investment tax credits and bonus
deductions are summarized in Table 5.4. Eligible expenditures are also generally reduced by the
amount of any government or non-government assistance.!6 Provincial tax credits are considered to
be government assistance, and they reduce the amount of expenditures available for the deduction
(and federal tax credits) in the year in which the provincial credits are earned. The Committee
suggests that federal and provincial credits should receive similar treatment, and should be applied
against spending in the following year.
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Table 5.4

Summary of Provincial R&D Tax Incentives

Province

Additional Tax
Tax Deduction®

Deduction

Tax Credit

Manitoba

100%; SR&ED current and
capital expenditures

Not applicable

Research and Development

Tax Credit rate: 15%
Non-refundable, seven-year
carry-forward/three-year carry-back

New Brunswick

100%; SR&ED current and
capital expenditures

Not applicable

Research and Development

Tax Credit rate: 10%
Non-refundable, seven-year carry-
forward/three-year carry-back

Newfoundland

100%; SR&ED current and
capital expenditures

Not applicable

Scientific Research and
FExperimental Development
Tax Credit rate: 15%

Fully refundable

Nova Scotia

100%; SR&ED current and
capital expenditures

Not applicable

Research and Development
Tax Credit rate: 15%
Fully refundable

Ontario

100%; SR&ED current and
capital expenditures

R&D Super Allowance
rates: non-CCPCs — 25% up
to base amount and 37.5%
on incremental R&D
spending; CCPCs — 35%
up to base amount

and 52.5% on incremental
R&D spending

Base amount:

average spending

of previous three years
Mandatory deduction

Ontario Innovation Tax Credit
available to CCPCs with prior-year
taxable income under $400,000
and prior-year taxable capital
employed in Canada under

$15 million

Annual expenditure limit:
SR&ED expenditures up

to $2

Rate: 10%

Refundable: 100% of eligible
expenditures; no carry-over of
unused/unrefunded credits

Quebec

100%; SR&ED current and
capital expenditures

Not applicable

Base: R&D salaries and eligible
expenditures under various types
of research contracts

Rates for corporations:

40% for small businesses

(assets under $25 million)

on R&D salaries up to $2 million;
40% to 20% for medium businesses
(assets between $25 and

$50 million) on R&D salaries up to
$2 million; 20% for large businesses
(assets over $50 million) and R&D
salaries over $2 million

Rates for contract R&D: 20%-40%
for eligible expenditures
Refundable: 100% of eligible
expenditures

Two-year exemption for foreign
researchers

Other Provinces

100%; SR&ED current and
capital expenditures

Not applicable

Not applicable

a2 Essentially following federal rules. See Table 5.5 for the federal description.
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Government Incentives for R&D:
International Comparisons

Many countries provide both tax and non-tax incentives to encourage R&D activities within their
borders, with specific incentives within these general categories taking many different forms.
Table 5.5 highlights the differences in the income tax treatment of R&D in the G-7 countries, plus
Australia and Sweden. The Committee notes that the Canadian system of income tax incentives
for SR&ED provides one of the most favourable investment climates for R&D in the world.!?

Countries are ranked in Chart 5B by comparing the effective tax-subsidy rates inherent in a country’s
income tax treatment of large manufacturing businesses. Specifically, the tax-subsidy rate measures
the extent to which the cost of R&D is reduced by the value of incentives including tax credits, invest-
ment allowances, financing deductions and accelerated write-offs relative to the economic cost of the
investment.18 For example, if an R&D project costs $100 in economic terms and the tax-subsidy rate
is 10 percent, then the cost of the R&D project for the investor is $90. The greater the tax-subsidy
rate, the more that R&D is encouraged.

The Chart shows that, after taking account of both federal and provincial incentives, Canada has the
most favourable income tax treatment for R&D investments of the countries compared. Australia,
which provides a bonus income tax deduction (but which recently reduced this incentive from

150 percent to 125 percent of eligible current and capital spending on R&D), is second. Germany
and Italy, which along with Sweden do not offer special incentives for R&D, are lowest; R&D
activity bears some tax since capital expenditures for R&D are depreciated rather than expensed.
Each of the other countries provides some form of income tax assistance for R&D.

Chart 5B

R&D Tax-subsidy in the G-7 Countries, Australia and Sweden,
for Manufacturing

Canada®

Australia

United States

France

United Kingdom
Japan

Sweden

Italy

Germany

-0.1 -0.05 0 0.05 0.1 0.15 0.2 0.25
Tax-subsidy Rates (%)

% For an R&D investment averaged across provinces. Tax-subsidy rates are calculated as the difference between economic cost
of the investment and the net cost, including the present value of taxes, expressed as a percentage of the economic cost of investment.

Source: Warda (1997) and, for Canada, data from Revenue Canada and Department of Finance Canada.
Data and technical assistance provided by the Department of Finance.



3.16

Report of the Technical Committee on BUSINESS TAXATION

Table 5.5

R&D Tax Treatment in the G-7 Countries, Australia and Sweden

Country Income Tax Deduction Income Tax Credit
Canada Current expenditures: 100% Base: all expenditures
Capital expenditures other than Rates: 20% generally; 35% for
land and buildings: 100% certain CCPCs; additional
credits in provinces (Table 5.4)
Refundable for CCPCs (100% or 40%)
Three-year carry back; 10-year carry-forward
Taxable: reduces base for deduction
(plus some provincial incentives)
Australia Minimum threshold: A$20,000 Not applicable
Current expenditures: 125%
Capital expenditures: 125%
over three years on a straight-line basis
France Current expenditures: 100% Base: incremental R&D spending
Capital expenditures: straight-line compared to previous two years;
or declining balance; some positive or negative
acceleration for R&D Rates: 50%
Refundable for new businesses;
three-year carry-forward/refundability
for other firms
Annual limits on tax credit use
Germany Current expenditures: 100% Not applicable
Capital expenditures: straight-
line or declining balance
Italy Current expenditures: 100% Not applicable
(or over five years on a
straight-line basis)
Capital expenditures:
straight-line generally;
some acceleration for R&D
Japan Current expenditures: 100% Three tax credits; one for incremental
(or over five years) R&D spending
Capital expenditures: ordinary Base for incremental credit: R&D
(straight-line, declining balance or spending in a year in excess of
any other approved method), initial largest annual R&D spending
or accelerated depreciation; some since 1966
acceleration for R&D Rates: 20% general credit
6% credit for small or medium-
sized enterprises (SMEs)
Annual limit on tax credit use
No carry over of unused credits
Sweden Current expenditures: 100% Not applicable
Capital expenditures: declining balance
United Kingdom Current expenditures: 100% Not applicable
Capital expenditures: 100%
United States Current expenditures: 100% Temporary

(or over five years on a
straight-line basis)

Capital expenditures: modified
accelerated cost-recovery
system; some acceleration

for R&D

Base: R&D spending in excess

of the product of the ratio of

R&D spending to gross receipts

for the period 1984-88 and the
average of the taxpayer’s gross
receipts for the four preceding years
Rate: 20%

Annual limits on tax credit earned
Three-year carry back; 15-year
carry-forward

Taxable: reduces base for current deduction
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Private-sector Spending on R&D:
International Comparisons

While the results of international comparisons indicate that among the countries reviewed Canada
provides the most favourable income tax treatment for R&D investments, Canada’s private sector
still lags behind many other developed countries in terms of its relative spending on R&D (as shown
on Chart 5C) — a fact that indicates that factors other than tax incentives are at work in determining
a nation’s level of R&D spending. Besides taxation, aggregate R&D activity in a given jurisdiction is
also influenced by a number of other factors, including:

¢ the availability, costs and quality of human capital (scientists and other skilled workers) and
knowledge infrastructure (such as universities and research organizations);

¢ the cost of financing and other expenditures incurred through R&D processes;

¢ the availability, cost and quality of physical infrastructure (such as telecommunications
and airports);

¢ proximity and access to markets, industrial structure, and level of demand for product and
process innovations;

¢ the state of competition in markets; and

¢ government policies including patent regulation, procurement policies, and grant programs.

Chart 5C
R&D to GDP Ratios in the G-7 Countries, Australia and Sweden®

Italy

Australia
Canada

United Kingdom
France
Germany
United States
Japan

Sweden

0 05 1 15 2 25
R&D as % of GDP

#The data generally relates to 1994; for Sweden, they are based on 1993 estimates.

Source: Organization for Economic Co-operation and Development (1996b)
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A recent survey found that a skilled work force, the quality of life and the reputation of a local
university were the dominant factors in influencing development of “clusters” of knowledge-based
industries, while tax incentives played a less critical role.1? While the differences in R&D spending
levels between countries can be attributed to factors other than specific tax incentives, they can also
be traced to more general tax policies that lie within governments’ purview. As noted elsewhere in
our Report, Canada imposes corporate taxes on service industries that are high compared to those of
our global competitors, thus discouraging the broader adoption of the results of R&D in Canada and
the development of knowledge-based industry clusters. Moreover, high personal tax rates relative to
other countries make it more costly to attract and retain the skilled labour that is needed for
knowledge-based industries in Canada.

The Committee is therefore of the view that the R&D tax regime provides valuable support for
research in Canada, but that support is high by international standards and focussed on only the
scientific research portion of the innovation process. The Committee believes that it would be appro-
priate to rebalance incentives, to put more weight on lower corporate income tax rates as a means to
encourage the Canadian adoption of innovations that result from the research process.

Current and Capital Expenditures: Normally, expenditures on fixed assets are capitalized for
income tax purposes and written off over their useful life. However, under Canadian tax rules,
qualifying capital expenditures on SR&ED machinery and equipment can be claimed immediately, a
benefit in addition to an already generous system for R&D capital spending. The provision creates
distortions in that it favours research projects that are capital-intensive against those that are not.

The Committee recommends that the immediate deductibility of SR&ED capital
assets be phased out. As a result, SR&ED capital assets that are not specially
designed or adapted for research purposes, such as furniture, transportation
equipment, or non-specialized computers, would be included in the capital cost
allowance class in which they would normally fall. Specialized research equip-
ment and other assets, including special purpose structures, should be placed

in a new class with a 35 percent declining balance rate.

This proposed treatment of R&D capital assets would bring Canada more in line with the general
treatment of R&D assets in G-7 countries, as well as with our present tax treatment of non-special
purpose buildings used in research. The suggested write-off rate for special purpose R&D assets is
sufficiently generous to take account of the short useful lives of many of such assets.

Incentives Based on Incremental rather than Total Spending: The effectiveness of the SR&ED tax
credit in encouraging Canadian research measured against the cost to government revenues suggests
to the Committee that the current system requires some review. An alternative design used in many
countries is to provide an incentive determined by the amount of R&D spending in excess of some
specified base. The advantage is that an incentive for R&D based on incremental rather than total
spending could lower the cost of the program, while still providing significant incentive to businesses
to increase research spending.
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The conceptual attractiveness of such targeted measures is offset, however, by considerable practical
difficulties. Determining incremental R&D necessitates arriving at some measure of a business’s

base amount of required R&D expenditures. The base amount could range from the amount of
expenditures incurred in a previous taxation year, to a moving average of a business’s spending
levels over a number of years, to a percentage of sales or profits.

None of the instruments available to determine this amount are particularly attractive. Incremental
incentives based on prior years’ spending levels offer no support for businesses to consistently
maintain a high level of R&D spending. Further, a one-time large increase in R&D spending may also
make a business ineligible for further incentives for a number of years, despite an overall upward
trend in its R&D spending. Incentives based on R&D spending in excess of a set percentage of sales
or profits are essentially arbitrary, would provide less support for successful innovators compared to
less successful ones, and would not take account of normal differences in R&D costs in different
industries. In addition, the efficiency of incremental incentives can be undermined by a variety of
tax-planning techniques, and the rules governing incremental incentives are therefore necessarily
complex. This latter difficulty was perhaps the most common criticism of the 50 percent bonus
deduction for increased R&D spending provided by the federal government between 1978 and 1983.

On balance, therefore, the Committee favours continuing to base the Canadian R&D tax incentive on
total R&D spending.

Differences in the Rate of Tax Credit: The enhanced rate of 35 percent for the SR&ED tax credit
currently available to qualifying CCPCs — in contrast to the general rate of 20 percent — is particularly
generous. A comparison of tax-subsidy rates for CCPCs and non-CCPCs performing SR&ED in
different provinces is provided in Table 5.6. The comparison includes each of the six provinces that
provide special incentives for R&D. Also included is a weighted-average calculation for Canada based
on the share of SR&ED spending in all ten provinces.

Table 5.6 shows that the tax-subsidy for CCPCs eligible for the enhanced rate of SR&ED tax credit is
substantially higher than that for large manufacturing companies across all provinces and for Canada
as a whole. Furthermore, those CCPCs with low corporate income tax rates would remain advan-
taged relative to large manufacturing companies, even if the rate of SR&ED tax credit were reduced
to the general rate of 20 percent (as shown by comparing the third column of Table 5.6 with the first),
although the advantage is only substantial in Ontario and Quebec.

Table 5.6
A Comparison of Tax-subsidy Rates by Province for R&D

Large Manufacturing

Companies® CCPCs @ 35%P CCPCs @ 20%°
(percentage)
Canada (average) 23 42 29
Man. 28 42 29
N.B. 24 39 26
Nfld. 29 42 30
N.S. 28 42 30
Ont.4 21 41 29
Que. 27 48 37

a  Eligible for the manufacturing and processing tax credit.

b CCPCs eligible for 35% SR&ED investment tax credit.

¢ CCPCs eligible for 20% SR&ED investment tax credit.

4 The calculations for Ontario assume non-incremental expenditures only and exclude the Business Research Institute Tax Credit.

Source: Data and technical assistance provided by the Department of Finance.
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As discussed above, there are two rates of SR&ED tax credit: a general rate of 20 percent and an
enhanced rate of 35 percent for qualifying CCPCs. The Committee is concerned that the differential in
tax credit rates may encourage situations in which taxpayers decide to enter certain kinds of contrac-
tual arrangements with other corporations based on maximizing the value of the SR&ED tax credit
claim rather than finding the most efficient and effective manner of having the R&D work carried out.

For example, a taxpayer that is not eligible for the higher rate of tax credit granted to CCPCs of

35 percent could contract with a qualifying CCPC to have it perform the research that the taxpayer
would have conducted in any event. The company could even spin off existing SR&ED personnel into
an unrelated CCPC. Both parties could potentially gain: the qualifying CCPC by doing the work and
being able to access the higher rate of tax credit, and the original taxpayer by paying a reduced price
for the work through a sharing of the additional tax credit earned by the qualifying CCPC. While no
additional SR&ED would have been performed, the cost to the revenue authorities of the SR&ED tax
incentives would have been increased.

The contracting out of SR&ED work is growing. Currently, almost 25 percent of total SR&ED
spending is in respect of SR&ED carried out by others on behalf of the claiming corporation, while in
1988, the figure was 18 percent. However, it is difficult in practice to distinguish between the type of
situation in which SR&ED is diverted to a CCPC for tax reasons and one in which SR&ED is
performed for others by a CCPC that possesses some relative economic advantage, for example in
know-how relating to the work. Even in situations where a company spins off a separate entity and,
at first, remains its primary customer for research, this entity may grow and develop into a successful
company in its own right.

In examining this issue, the Committee considered the option of providing a single SR&ED credit tax
rate of 20 percent to both large and small Canadian companies. Although this option would have
some clear advantages — the elimination of tax-planning opportunities, reduced compliance costs
and lower distortions — the existing enhanced SR&ED tax credit for small business does serve as a
significant source of financing for enterprises that have limited access to equity markets. Moreover,
it is argued that R&D spending involves more risk to small enterprises than larger ones because of
reduced opportunities to spread the risk over several projects.

We conclude, therefore, that an enhanced rate of tax credit should continue to be available
for CCPCs.

The Overall Level of Tax Support for R&D: The Committee is committed to maintaining a generous
treatment of R&D in Canada. However, we question whether compensating for the spillover effects
requires a level of tax support as high as at present. Specifically, the spillover benefits to Canada from
R&D are not realized primarily from carrying out the research itself but from the adoption of innova-
tions in improving Canadian productivity. Moreover, the R&D tax credit is directed at only one part of
the innovation process — particular forms of scientific research — and does not provide assistance for
many other activities that also contribute to knowledge.
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The continued development of Canada’s knowledge-based economy rests on its overall level of
economic performance, which in turn can be impaired by effective tax rates on knowledge-based
industries that are high, relative to international norms. Consistent with the Committee’s recommen-
dations in other areas of Canada’s business tax system, we believe that lower overall corporate tax
rates can be important in encouraging economic activity and increased employment, including that
flowing from the adoption of innovations. Lower corporate tax rates, combined with a slightly
reduced level of SR&ED tax credits, would redirect some of the current incentive away from
Sfinding innovations toward using them. The result, we believe, would be a more efficient business
tax environment.

We are, therefore, proposing a moderate reduction in the rate of SR&ED credits. This proposal should
not be viewed in isolation, but instead as part of a balanced package that uses the lower revenue cost
of the revised SR&ED system to contribute to lowering general corporate income tax rates with the
consequent incentive effects that the change would create. This change would still leave Canada with
a more competitive regime (including provincial incentives) than virtually all other major countries,
including the United States. Canadian research activities would thus not suffer any competitive
disadvantage that would lead to a significant decline in R&D efforts.

The Committee recommends that the general SR&ED tax credit be reduced for
large companies, after a transition, to 15 percent from 20 percent, and that the
enhanced rate for small business be reduced by a similar proportion, to
27 percent from 35 percent. The reduction in the credit should be phased in over

a period of years concurrent with the reduction in corporate income tax rates.

Under this option, eligible CCPCs would continue to have access to a higher rate of tax credit in
addition to the refundability features of the current regime. Since a large credit rate differential would
continue to exist, our proposal would not fully address concerns that some SR&ED is being
performed under contract with eligible CCPCs solely to maximize the value of the tax credit claim.
However, the narrowing of the difference in tax credit rates between CCPCs and others would reduce
somewhat the distortions present in the current tax regime.

Refundability: The Committee proposes no fundamental changes in the refundability rules for
unused SR&ED credits. Under these provisions, corporations unable to make use of SR&ED credits
to offset federal income tax because of insufficient income or losses, can obtain a refund of up to
40 percent of the credit. For certain small enterprises, the refund can be 100 percent of the credit
associated with current SR&ED spending for the first $2,000,000 in current expenditures.

We recommend that qualifying smaller enterprises be able to obtain a full
refund of the SR&ED credit not only for current spending but also for capital
spending, within the same overall limit, to assist the financing of such assets.
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Minimum Expenditure Threshold: The Committee is concerned that the cost of administering

very small claims is disproportionately high. Almost 20 percent of SR&ED claimants spend less than
$20,000 each year and account for just 0.4 percent of the total value of SR&ED tax credit claims. The
Committee considered whether a new eligibility requirement should be introduced in the form of a
minimum expenditure threshold for expenditures to qualify for the SR&ED tax incentives.

The Committee concluded, however, that it would be inappropriate to reject SR&ED credit claims
simply because they were small, except for those below a de minimis level of, say, $500. A number
of small claims result from situations where a trade association or other body carries out research
activities and then allocates the cost to its members to enable them to make individual claims. With
the aim of reducing administrative and compliance costs for small claims, the Committee suggests
that the government explore an alternative program of providing incentive grants directly to certain
associations carrying out such research.

Information Technology: The Committee notes that about 35 percent of current R&D expenditures
relate to information technology and a large part of this is the cost of writing new computer
programs. There is no reason why spending on information technology should not qualify as scientific
research in appropriate circumstances; however, business now operates in a technological environ-
ment where virtually all major corporations are obliged to spend major amounts each year to revise
their computerized information systems. Recurring costs of this sort, when appropriately analysed, do
not, we believe, represent scientific research of general benefit to Canada. Specifically, the spillover
benefit from the development of proprietary software exclusively for the internal use of a taxpayer
may be relatively modest, particularly where the programming is not widely available for sale to
others or does not result in substantial and innovative enhancements to productivity in the economy.

The Committee, therefore, does not support tax assistance for routine in-house, software develop-
ment, a principle consistent with government policy. Revenue Canada, after consultation with
affected taxpayers, has recently issued a comprehensive new information circular on the SR&ED
credit, including a discussion on qualifying software.2? We suggest that the government should
continue to monitor SR&ED credit claims, especially with respect to software, and if on further
consideration it undertakes additional delineation of qualifying activities, it should ensure that only
software development that supports innovations with significant spillovers is provided assistance.
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Resource Industries

Introduction

Canada’s resource industries, including mining, oil and gas, forestry, agriculture, fishing and trapping,
have long made a significant contribution to Canada’s economic development and trade. The
continued success of these industries is important to Canada’s overall economic activity and employ-
ment. These industries provide broad support through their purchases of goods and services for other
sectors of the Canadian economy, and are particularly important to a number of remote regions. They
have also been a source of technological innovation. We do not recommend any specific changes to
the taxation of agriculture, fishing, trapping or forestry, although our proposed reduction in general
corporate income tax rates provides benefits to these industries.

Non-renewable Resources -
Mining, Oil and Gas Production

The non-renewable resource sector — mining, and oil and gas — conducts its activities in an environ-
ment that has given rise to special or differential tax treatment:

¢ This sector frequently engages in activities that involve large elements of risk: some
projects require that very large amounts of capital spending be committed to exploration,
development and equipment, but may earn only an uncertain stream of future revenues
dependent on volatile world prices.

¢ The significant economic risks that the industry faces give rise — in some circumstances — to
situations where the income from profitable projects will be taxed, but losses from unsuccessful
ventures by other corporations will not be effectively deducted because these other companies
lack sufficient income to absorb them.

¢ Mining operations are subject to a variety of provincial mining taxes and royalties, and oil and gas
production also bears substantial provincial royalties and levies.2! These provincial charges, which
are in addition to the federal and provincial income taxes that all corporations bear, are in part,
compensation for the use of provincial resources but may also represent an additional tax on the
industry, to the extent that the charges are more than the value of the benefits received.
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Current Income Tax Treatment of Non-renewable
Resources Sector Activities

For tax purposes, income from non-renewable resource production includes that arising from exiracting, concen-
trating, smelting and refining of minerals to the prime metal stage, and from the production and initial processing
of natural gas and crude petroleum. Income derived from transportation and marketing, and from the further
processing of natural gas, is, in general, not regarded as resource revenue and not subject to provincial resource
levies. Refining crude petroleum and fabricating metal are regarded as manufacturing and processing activities,
and thus are separately eligible for the manufacturing and processing tax credit.

For tax purposes, treatment that is specific to the non-renewable resource sector includes:

* The deduction of a special resource allowance, in computing taxable income, calculated at 25 percent of
net resource profits.9 This allowance is provided in lieu of the deductibility of provincial oil and gas royal-
ties and mining faxes.

* Accelerated write-off rates for certain types of Canadian capital expenditures, as, for example:

— Canadian exploration expenses (defined as any expense to determine the existence, location, extent
or quality of a non-renewable resource) can be fully deducted against available income. Any unused
exploration expenditures may be carried forward indefinitely and fully deducted at any time.

— Pre-production development expenses for new mines are treated as “grass-roots” exploration expenses
and can be fully deducted against available income or carried forward indefinitely and deducted at
any fime.

— Canadian development expenditures are deductible at a rate of 30 percent per year (declining
balance), but can also be carried forward indefinitely.

- Expenditures on structures and equipment with respect fo a new or major mine expansion may be written
off to the full extent of income from that mine.

® Resource property purchases are deductible at a rate of 10 percent per year for oil and gas properties,
and at a rate of 30 percent per year for mining properties as purchases of the latter are treated as
Canadian development expenditures.

® Flow-through shares which enable investors to claim deductions for exploration and development expenses
incurred and renounced by the companies in which they have acquired shares. (This subject is discussed
in Chapter 4 on losses.)

Comparing Tax Treatment of Mining Versus Oil and Gas

The tax treatment of income varies between the mining and petfroleum sectors, and in addition, oil sands
projects receive a different tax freatment than conventional petroleum production. The key differences between
mining and oil and gas are the following:

e All pre-production development costs for new mines have been entitled to a 100 percent deduction as
exploration expenses, while similar types of expenditures for the intangible costs of production and injec-
tion wells in the oil and gas sector have been treated as development expenses, and are written off at a
maximum rate of 30 percent.

* An accelerated capital cost allowance in respect of the cost of new mines and mine expansions is provided.
Capital expenditures for structures and equipment in respect of a new mine (incurred prior to the commence-
ment of production in commercial quantities) or a major mine expansion,® may be claimed to the full extent
of resource income from that project.c

e Eligible property costs related to the acquisition of mining property are claimable at a rate of 30 percent
per year. In contrast, property costs in the oil and gas industry are written off at a maximum rate of
10 percent per year.

All in situ oil sands projects are now treated as mines. (Previously, in situ oil-extraction projects were treated

as oil wells, whereas projects using mining methods were treated in the same manner as conventional hard

rock mines.)

a2 Before deducting interest, E&D costs.

b A major mine expansion includes expansion of capacity by 25 percent. It also includes, as recently announced,
those capital costs incurred in a year in excess of 5 percent of mine gross revenue.

¢ This provision in combination with 100 percent deduction of all exploration and pre-production development costs
has the result that no corporate income tax is payable by new mines until all capital costs have been deducted.
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International Comparisons of
Non-renewable Resource Taxation

As pointed out in Chapter 3, non-renewable resource industries in Canada receive favourable tax
treatment relative to other sectors in the economy, taking into account provisions of corporate
income, capital and sales taxes on capital inputs, and payroll taxes. In the United States and in
many other countries, a similar preferential tax treatment is provided to non-renewable industries
in relation to other sectors.

A recent study of mining shows that Canada’s corporate income and mining taxes for investments,
with a 10 percent pre-tax inflation-adjusted internal rate of return on capital, are below those of
many countries as shown in Chart 5D.22

The main features of specific mining, oil and gas provisions in Canada and the United States are
summarized in Table 5.7.

Chart 5D

Average Effective Tax Rates for Base-metal Operations
(10% Internal Rate of Return), Latest Available Data
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This analysis is based on work done at Natural Resources Canada (NRCan). NRCan uses a model that calculates tax payments
that would be incurred by a typical mine during its entire life. This model includes federal and provincial corporate income

taxes, the large corporations tax, as well as mining taxes and royalties. An average effective tax rate is defined as a net present
value of all taxes divided by the net present value of accounting income, expressed as a percentage. Financial accounting income is
defined as operating revenue, less pre-production capital cost, amortized on a straight-line basis over the production life of the mine.
A discount rate of 7.5 percent is used to reflect the average cost of capital.

Source: 1997 data provided by Natural Resources Canada. Brewer, Bergevin and Arseneau (1997). Brewer, Bergevin and Kitts (1993).
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Table 5.7

Summary of Specific Mining and Oil and

Gas Tax Provisions in Canada and the United States

Canadian Mining

Canadian Oil and Gas

U.S. Mining, and Oil and Gas

Property Claimable at 30% Claimable at 10% Unsuccessful land costs may be expensed

Costs in the year incurred whereas successful
land costs must be depleted on a
production rate basis or through
percentage depletion.

Exploration Fully claimable Same as mining Mining companies may claim domestic

Expenses in the year exploration expenses in the year incurred,

provided these amounts are included in
income once the mine goes into production.
Oil and gas companies may elect to deduct
exploration expenses in the current year, or
charge them to capital.

Development Claimable at 30% Claimable at 30%, For mining companies only, expenses can

Expenses includes all be deducted currently, unless the taxpayer

development and elects to treat them as deferred expenses
drilling intangibles and deduct them, as the ore or mineral is
sold. For oil, see 2" and 3™ notes below.

Depletion No longer Same as mining Deductions for depletion available on a cost
applicable or percentage basis.

Royalties Not deductible Similar to mining Deductible

paid to (resource allowances

Governments provided in lieu)

Resource 25% of net income Same as mining Not available

Allowances (before interest,
and write-off of
exploration and
development costs)

Depreciation Most mining assets Most oil and gas Mining, and oil lease and well equipment,
eligible for upstream assets are can be depreciated over seven years
deduction at eligible for deduction (approximately equivalent to 30% declining
rate of 256% at rate of 25% balance rate)

Accelerated Eligible capital Available only for oil Not available

Depreciation expenditures on new sands mines and in-situ
mines or mine oil sands projects
expansions on capital
costs in excess of 5%
of gross project income
may be deducted to
the extent of income
from the mine

Pass-through Flow-through shares Similar treatment Generally not available

of Investment available for E&D to corporations

Other Taxpayers expenses

Notes:

— Unlike Canada, the U.S. fiscal system distinguishes among companies depending on whether they are vertically integrated
operations (i.e. whether a company is both a producer and a refiner, or only a producer) and on the amount of production
(i.e., more generous tax allowances are provided for small companies). Also in the United States, the alternative minimum
tax (AMT) was introduced at the corporate level, to ensure that the corporations that are profitable but that can use allowable
tax preferences to reduce their tax liability, still pay tax. The AMT rate is 20 percent.

— In the United States, all unsuccessful drilling costs are fully deductible when incurred. Independent companies can fully
deduct successful drilling costs as well. In contrast, integrated companies may expense only 70 percent of their successful
drilling costs and must capitalize the remaining 30 percent over five years on a straight line basis.

— The U.S. system allows only unsuccessful geological and geophysical (G&G) costs to be fully expensed. Successful G&G
costs must be recovered over the life of the project.
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Reviewing the Special Treatment Provisions

Resource Allowance: The resource allowance, introduced in 1976, provides a deduction from taxable
income of 25 percent of net resource production profits in lieu of the deductibility of mining, and oil
and gas royalties.23 However, these net resource production profits are determined before the write-
off of E&D expenses and interest charges, so that in practice, the allowance is larger than 25 percent
of the actual net resource income (before considering the non-deductibility of provincial charges).

Effectively, the resource allowance means that income from mining, and oil and gas production
faces federal and provincial corporate income tax rates that are 25 percent below those applicable
to other corporations (for example, a combined federal and provincial rate of 44 percent is reduced
to 33 percent), again before considering the non-deductibility of provincial charges and the fact that
interest and resource write-offs are not deducted in calculating the resource allowance.?4 Thus,
industry’s exploration, development and interest expenses are effectively deductible at the general
corporate income tax rate, providing a more advantageous treatment for these expenditures than
for direct production costs.25 Resource income is, however, subject to another level of “tax” in the
form of provincial Crown royalties and mining taxes.26

The requirement to measure resource income and to draw the distinction between income derived
from production — and so eligible for the resource allowance — and that derived from refining,
distribution and other activities (and therefore not eligible for the allowance), results in complexities
and uncertainties. For example, a 1992 court decision involving the interpretation of the calculation
of production profits resulted in a substantial one-time loss of federal and provincial tax revenues.

In an effort to address the technical uncertainties and tax-planning opportunities inherent in the
treatment of non-renewable resources, the federal government has put forward a number of tax
amendments over the last two decades, some of which are related to the transfer of deductions

to other businesses.27

In addition, the structure of the resource allowance was discussed extensively with provincial govern-
ments and industry in 1995 and 1996. Several different alternative structures were analysed in detail,
including allowances based on gross royalties, a manufacturing and processing regime, a return to
royalty deductibility, as well as modifications to the resource allowance. Both provinces and industry
recognized the benefits of having a resource allowance structure that disentangles the federal and
provincial governments’ tax and royalty regimes, permitting provincial governments to adjust

their royalty regimes for particular activities and types of companies without having an impact on
federal revenues or revenues of other provinces. (See further discussion in Chapter 11.)

For its part, the industry was concerned that changes to the resource allowance implemented in
isolation would simply raise revenues from the sector, and indicated that any changes being
considered should occur as part of a broader review. While making some technical changes to the
resource allowance structure, (the symmetric treatment of resource profits and losses, for example)
the federal government asked the Committee to undertake a review of the resource allowance as
part of its overall assessment of the business tax structure.

In examining the special treatment of non-renewable resource income, as in all the other areas we
reviewed, the Committee believed that the principles of neutrality and fairness ought generally to
prevail. The non-renewable resource sector is subject to substantial non-deductible provincial
resource levies not imposed on other industries, and it is necessary to take into account the nature
and amount of those levies in assessing the level of income tax paid by the non-renewable resource
industries compared to those in other sectors.
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Provincial resource levies constitute a charge for the use by the industry of non-renewable resources
owned by or under the jurisdiction of, the province. While this has been the historical justification for
such levies, most of the provincial petroleum and mining charges apply to production from privately
owned as well as publicly owned resources, and the level of such charges has been changed by the
provinces as resource prices, and therefore, profits have fluctuated.

Constitutionally, these resources are the responsibility of the provinces. The history, structure and
level of the provincial charges make it apparent that they are being used by provinces, at least in part,
to extract a larger share of the income flowing from the use of these resources, and to help

ensure that they are gaining what they regard as an appropriate portion of the non-renewable

sector’s economic rent — the higher than normal profits accruing to enterprises from the use of
provincial resources.

For a number of reasons, the Committee believes that the provincial charges represent an imperfect
means of obtaining such rent. If the provincial levies represent a charge for the use of resources
determined as a share of their economic rent, then the levies should be considered as a cost that
would be deductible from income. On the other hand, to the extent that provincial resource royalties
and charges may be regarded as the equivalent of, or a substitute for, income taxes — and therefore
represent a diversion of a higher share of the total income tax revenue from the industry to the
provinces — then it is arguable that they constitute more a form of income tax than a production
expense, and should not therefore be an allowable deduction in the calculation of taxable income.
The issue is further complicated by the contention that, if the latter interpretation is the correct
one, then the federal tax should be reduced by a credit to recognize the enhanced provincial

share of tax.

In practice, however, it is not possible to draw a distinction between provincial resource levies that
might be regarded as deductible costs, and those that should be treated as the equivalent of an
income tax.

In accordance with current rules, in the case of oil and gas production, provincial oil and gas royalties
have not been deductible for federal income tax purposes since 1974. The granting of a resource
allowance — a deduction of 25 percent of resource profits — is an offset for the non-deductibility of
royalties that, in part, may represent a legitimate cost of production. Not all provinces — in particular,
Alberta, British Columbia and Saskatchewan — fully follow the federal resource allowance. Instead,
they provide rebates or extra charges that effectively simulate royalty deductibility in the calculation
of provincial corporate income taxes.

Chart 5E shows the relationship between the resource allowance and royalties in recent years for the
oil and gas, and mining sectors. For the oil and gas industry as a whole, the benefits obtained from
the resource allowance deduction have been a rough offset for the tax costs arising from the disal-
lowance of provincial royalty deductions. However, the relationship between royalties and resource
allowance differs greatly from one corporation to another. Some corporations deduct substantially
more under the resource allowance compared to the disallowed provincial royalties, while for others,
the resource allowance is inadequate compensation for this non-deductibility. Aggregate oil and gas
royalties could decline over time as production from existing conventional fields declines. Royalties
from new offshore production and from higher cost areas tend to be lower than those applied to
older conventional reserves.
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The position with respect to mining is somewhat different. Provincial mining royalties are also
non-deductible for income tax purposes. The mining industry receives a resource allowance deduc-
tion similar to the oil and gas sector, but in the mining sector the aggregate of the tax value of the
resource allowance to the industry is greater than the value of the disallowance of provincial mining
royalties (see Chart 5E). This difference has been argued to provide, at least in part, treatment
somewhat similar to that provided by the manufacturing and processing deduction for processing
activities to the prime metal stage.

It is the Committee’s view that it would be inappropriate for the federal government to remove the
resource allowance, and to allow the deduction of provincial royalties and other charges without
limit. The deductibility of provincial levies would provide an incentive to the provincial governments
to expand their revenue base at the expense of the federal treasury, precisely the issue that led to the
initial introduction of the non-deductibility of provincial charges in 1974 (a further discussion of this
point is provided in Chapter 11 on federal-provincial issues). The provinces support the flexibility
provided by the resource allowance regime, since any adjustments to their royalty structures have
no impact on corporate income taxes paid by the sector. The question, therefore, is whether some
restructuring of the resource allowance could provide better economic effects while still treating

the industry in a fair manner.

Chart 5E
Resource Allowance Versus Royalties
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Rebalancing the Non-renewable
Resources Tax Regime

It is the Committee’s view that there are substantial arguments in favour of a rebalancing of the tax
provisions affecting the non-renewable resource sector in order to levy income taxes on a more
neutral and less distorting basis. The Committee believes that the industry’s tax regime should be
adjusted, so that, while continuing to recognize the sector’s special characteristics, the tax rules are
brought more in line with those of other industries with respect to the timing of deductions and the
structure of determining taxable income and tax.

A Revised Resource Allowance: As discussed above, we believe it is appropriate to continue

to disallow the deduction of provincial resource levies, and provide a resource allowance in lieu of
this deductibility. However, the current structure of the resource allowance could be improved, and,
to this end, the Committee considered two broad proposals: a resource allowance based on gross
revenues from production, and a second option based on resource income after the deduction of
all related expenses and allowances.

A resource allowance based on gross revenues has one major benefit: it avoids the difficulties
inherent in attempting to allocate costs between resource and non-resource activities. However, the
allowance based on gross revenues takes no account of different cost levels and thus, the profitability
of different producers. Such an allowance, in our view, would be unfair and distorting.

The second alternative reviewed would restructure the present resource allowance, so that it was
computed as a percentage of resource profits after the deduction of all associated costs, including
related exploration, development and interest expenses. Effectively, the restructured allowance
would be calculated at the current rate of 25 percent but on a narrower base. The change would be
significant — along with the lower general federal-provincial corporate income tax rate of 33 percent
on average that we propose elsewhere in our Report, the corporate income tax rate on resource
profits, net of the allowance applied at both levels of government, would be 24.75 percent (15 percent
federal and an average provincial rate of 9.75 percent), one of the lowest corporate income tax rates
for resource income among major producing countries. We estimate that our package of proposals
will not increase the aggregate of federal taxes to be paid by the oil and gas sector.

The advantage of this proposal is that a resource allowance based on actual net profits would

reduce economic distortions inherent in the current system by treating all resource income and costs
uniformly. The Committee recognizes that income from resource activities would be taxed at a lower
rate than other income, a result that appears to be inconsistent with our view of encouraging a single
rate of corporate income tax. However, the disparity in rates for resource and non-resource income
has a valid basis in the need — discussed earlier — to limit deductibility of provincial levies. Fairness
and efficiency would be improved across the range of producers.

The Committee also recognizes that, under this alternative system, interest and E&D expenses
incurred by resource companies would be deducted against income effectively taxed at lower rates.28
Accordingly, there would be an incentive to transfer such costs, so that they would be deducted
against non-resource profits taxed at higher rates, if claimable by non-resource corporations against
other fully taxable income.

A restructuring of the tax regime along the lines set out above would inevitably create winners and

losers among existing enterprises and for prospective new activities. Nevertheless, the changes that
we propose in the resource allowance, and other recommended modifications to the tax regime for
the sector, should be considered in the light of the major corporate income tax rate reductions that

are also recommended. All are put forward by the Committee as part of the overall effort to achieve
a less distorting and more neutral tax system.
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The Committee recommends that the federal government consider, after consul-
tation with the provinces, the restructuring of the resource allowance to base
it on income from resource activities, net of all deductions, at the current rate
of 25 percent.

As the issues involved were subject to recent discussions that led to some changes announced in the
1996 Budget, full consultation among the federal and provincial governments and the industry on the
resource allowance is appropriate before action is taken.

We recommend that any changes along the foregoing lines should occur only

after an appropriate transition of at least five years.

This would provide time for the industry to adjust and minimize the present value of benefits and
disadvantages to individual corporations flowing from the shift in tax burdens. This would also reduce
the disruption that would result from a major change in the structure of the resource allowance and
the accompanying shifting of tax burdens.

We also recommend that the gradual lowering of the general corporate tax
rate recommended in this Report should not apply to resource income until such
consultations have been carried out, and the interrelation between the base
broadening and general rate reduction proposals as applied to this industry
and the restructuring of the resource allowance have been fully reviewed.2?

Deductibility of Capital and Intangible Expenditures: The rate at which capital expenditures in the
non-renewable resource sector can be written off for tax purposes also provides benefits to

the industry, including opportunities to defer taxes on current accounting income. Generally,
exploration costs can be immediately deducted against income, while development expenditures can
be generally claimed at rates of 30 percent per annum on a declining balance basis.?? Further, certain
capital expenditures on a new mine or a major expansion of an existing mine can be claimed to the
extent of income from the mine, meaning that the production will not bear income taxes until these
costs have been fully written off. Allowances for the write-off of equipment and other capital assets
(generally at 25 percent) have also been provided on a relatively generous basis, although arguably
somewhat less accelerated than on many assets used in manufacturing activities (30 percent).

Given the variability of resource prices and the uncertainties in determining the extent of reserves in
place, parts of the industry face risks about the future profitability of their initial investments; this
creates a case for the continued expensing (100 percent write-off) of certain exploration costs. In
many instances, the success of exploration efforts cannot be guaranteed, and hence, the deferral of
such costs would be inappropriate. Alternatively, it could be argued that unsuccessful exploration
costs should clearly be expensed, and costs on successful efforts should be capitalized and written-
off over the lifetime of the discovered resource.

However, in reviewing the issue, the Committee noted that research costs and certain exploration
expenditures have similar attributes; both relate to obtaining new and valuable knowledge, the
discovery of which is uncertain, and thus, both are deserving of special consideration. For other
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non-exploration types of capital expenditures, including development and resource production assets,
the present accelerated write-offs may create economic distortions, and unfairness among producers
and industries.

The Committee’s view is that exploration expenses should continue to be fully deductible by
taxpayers as incurred, to recognize the essentially uncertain results of exploration efforts, and also
because of the externalities — benefits that may go beyond the business making the expenditure —
generated by new discoveries.

The costs of the development of oil, gas and mining projects are of a different character. Such costs,
which are incurred after the existence of the resources have been established, are primarily related to
placing the property in a position so that production can commence, and hence, may be regarded as
capital, and are included in development costs for tax purposes. The line between exploration and
pre-production development is not easy to define in some cases.

The Committee notes that there appears to be a significant difference in the treatment of pre-
production development costs in the oil and gas industry — which are generally treated as
development costs subject to a maximum 30 percent annual write-off rate — and somewhat similar
pre-production costs for new mines, which are generally treated as exploration costs, subject to

a write-off rate of up to one to 100 percent. We suggest that the government review the tax treatment
of the pre-production costs of new mines, and consider whether the components of such costs that
are not analogous to exploration or operating costs should be treated as development costs.

We recommend that the maximum rate of write-off on development costs in
both mining and oil and gas should be reduced from 30 percent to 25 percent
of the declining balance for expenses incurred after a three-year period of
advance notice.

We recommend that capital costs®! incurred in connection with new mines or
major expansions of existing mines should not be immediately claimable in full
against the income from the project. Rather, such costs should be placed in a
new class and only be deductible up to a maximum of 25 percent of the
declining balance. The recommendation would only apply after a five-year
period of advance notice.

With respect to the second recommendation above, operators would continue to have the current
option of including each project in a separate class, so as to be able to claim a terminal loss on
abandonment. We suggest an unusually lengthy transition to provide fairness to mining and oil sands
projects that have been planned or started under the present income tax rules. If the federal govern-
ment wishes to provide further assistance for investments in new mines through the tax system, such
assistance should be provided as an investment tax credit.

We recommend that the cost of acquiring new mining properties should, as in
the case of oil and gas, be treated as a capital cost, deductible at a 10 percent

annual rate after transition.
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Atlantic Canada Investment Tax Credit (AITC)

The Atlantic Canada Investment Tax Credit (AITC) was introduced in March 1977. The objective
of the measure was to promote economic development in the Atlantic provinces and the Gaspé
region. Investments eligible for the AITC are qualifying buildings, machinery and equipment used
or leased by the taxpayer for the purpose of farming, fishing, logging, mining, oil and gas, or
manufacturing and processing.32

The credit was initially set at a rate of 10 percent while the general investment tax credit was avail-
able for other regions at a rate of 7 percent. The AITC rate was subsequently increased to 20 percent
in 1978. In 1989, the rate was lowered to 15 percent in conjunction with lower tax rates that resulted
from tax reform. The general investment tax credit of 7 percent for other regions was eliminated in
1986 as part of the first phase of corporate tax reform. The AITC was further reduced to 10 percent in
the February 1994 Budget, effective as of 1995.

The AITC is the only regional investment tax credit that remains in the federal tax system and
provides about $125 million in annual support, of which about 50 percent went to manufacturing, and
25 percent to mining, oil and gas projects during the period 1989-94. In 1994, however, oil and gas,
primarily related to offshore developments, accounted for about 45 percent of the AITC.

In examining the various specific provisions of Canada’s corporate tax regime, the Committee noted
that evaluations of regional investment tax credits have concluded that they do not generally achieve
the intended effects. Relative to their cost, such measures have had only limited effectiveness in
attracting incremental investments to designated regions, reducing economic disparity or creating
additional jobs.?? Investment tax credits are associated with additional problems, in that they are
subject to abuse and in the words of one report, “run the risk of encouraging clients to acquire higher
levels of capital assets than needed and to undertake more long-term financial obligations than their
enterprise can easily maintain.”?*

While the latter concerns apply with much greater strength to very high rate investment tax credits,
such as the former Cape Breton Investment Tax Credit (tax credit rate of 60 percent), the AITC does
suffer from a key defect: sectors of the economy with substantial growth potential in the region —
service industries generally including tourism, call centres, trade, communications, utilities and
support functions — are ineligible for the credit. As the Committee has stated a number of times
throughout this Report, a tax credit directed at only certain selected types of investment creates
distortions and results in a poorer allocation of resources.

The Committee recognizes that the AITC is only one of several federal programs used to assist
economic development and small businesses in the Atlantic region. Others include loans, loan
guarantees, grants and conditionally repayable contributions administered by the Atlantic Canada
Opportunities Agency. It is the Committee’s view that an array of support of this kind often provides
a more flexible means of assisting job creation without complicating the tax system. The replacement
of the Atlantic Investment Tax Credit by a non-tax-related program would be consistent with the
reduction or elimination of selective tax preferences. The Committee favours moving the tax system
in this direction, in conjunction with reduction in corporate income tax rates — a measure that we
believe would be of significant benefit to the Atlantic region.

The Committee recommends that the Atlantic Canada Investment Tax Credit be
phased out and replaced by a broad-based, cost-effective program of develop-
ment assistance for the Atlantic region that would not involve the tax system.
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Financial Institutions

The financial sector — including chartered banks, trust companies, credit unions and caisses
populaires, investment companies and mutual funds, investment dealers and brokers, general and
casualty insurance companies and life insurance companies — is a large and growing part of our
economy. Its expansion in recent years has been accompanied by an overall growth of employment
within the sector, and the payment of substantial taxes by financial institutions to federal, provincial
and municipal governments.3®

In considering the impact of the current tax system on the financial sectors, the Committee notes that
federal and provincial taxes tend to be higher for this sector than for any other, and that substantive
distortions on financial transactions are a result. These taxes create non-neutralities among financial
service providers, and between the finance sector and other sectors of the economy.

The Rapidly Evolving Financial Sector

After years of relatively modest change, the industry as a whole has, for the last few years, been
undergoing a period of rapid growth, adaptation and consolidation. The larger part of the industry
used to be referred to as the “four pillars” — chartered banks, trust companies, investment dealers
and insurance companies — each with separate functions and powers, and each with a distinct and
defined role to play in the economy.

Important segments of the financial sector are still defined for regulatory, tax and other purposes
according to the statutes governing incorporation. A chartered bank, for example, faces special tax
rules because it is incorporated under the Bank Act, and not because it carries on certain activities.
However, in recent years, the combined impact of heightened competition (domestic and global),
partial deregulation, and large changes in technology and management techniques, have led to a
substantial blurring of the separate responsibilities of different portions of the industry. Competition
has led all players in the sector to respond to the new imperatives of improved efficiency in
operations and closer adaptation to markets.

In recent years, the financial services sector has experienced the following developments:

e ageneral trend toward “disintermediation” has affected lending institutions — increasing numbers
of businesses access financial markets directly rather than through intermediate financial institu-
tions, as occurs, for example, in the case of securitization of assets;

¢ increased consolidation, not only within industry lines but across the traditional four pillars.
For example, the chartered banks now own the bulk of the investment dealer sector, as well as
a number of trust companies — and the banks are now branching out into general insurance;

¢ the growth of new financial companies which, while not formally part of the industry (in the sense
of being incorporated as specialized institutions), perform certain functions carried on by financial
institutions and compete with them;

¢ reorganization and restructuring, aided by technology and induced by competition, with various
parts of the industry branching out into products and services that they have not previously
handled; and

e growth in the proportion of business carried on abroad in some segments (for example, banks
and life insurance), accompanied by a corresponding increase in the activities of some foreign
institutions in Canada; the Canadian industry is now more exposed to international markets.
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However, despite the growth of competitive forces in the sector as a whole, and the major changes
in structure that have occurred, important parts of the industry are still subject to restrictions and
regulations that are not faced by other enterprises. Some of these, such as the regulation of banking
institutions by the Office of the Superintendent of Financial Institutions, naturally reflect public
interest in the stability and solvency of deposit-taking institutions. However, there are other signifi-
cant restrictions that have an impact on competition in the financial sector generally, including
important rules restricting the transfer of ownership of the major chartered banks and federal and
provincial regulation of other aspects of individual lines of business.

Taxation of Financial Institutions

The financial services industry is taxed at general corporate income rates, but is also subject to a
significant number of special provisions, which reflect what were considered at the time of implemen-
tation to be special circumstances. The special rules include but are not limited to the following:

¢ (Credit unions and caisses populaires have the bulk of their income taxed at the lower rate of
corporate income tax (normally reserved for the first $200,000 of small business income) as a
special concession to the sector.

¢ The life insurance industry is subject to several special provisions. First, the taxation of income
from life insurance policies is subject to detailed rules relating to the calculation of allowable
reserves; these have been changed significantly over the years as the government has sought to
have the industry contribute appropriately and currently on its profits. Second, investment income
earned by life insurance companies attributable to policy-holder accounts is taxed at a flat rate of
15 percent on a current basis, with the mortality gains from such reserves generally paid out to
policy holders tax free. Third, in recognition of the fact that the Canadian life insurance companies
may have to operate abroad through branches — rather than through foreign subsidiaries — with
these foreign branches being taxed and regulated under different rules by foreign taxation and
regulatory authorities, the foreign branch income of life insurance companies is not subject to
tax in Canada.

¢ Large financial institutions, like other large enterprises, are subject to the federal large corpora-
tions tax. In addition, however, large deposit-taking institutions and life insurance companies pay a
further special capital tax (Part VI Tax). Regular (Part I) income taxes are creditable against the
tax, so that, in some cases, it can be regarded as a minimum tax. Further, these companies are
subject to another temporary tax (Part VI Surtax), which, in the case of deposit-taking institutions,
cannot be offset by income tax payments. Federal capital taxes raised about $100 million from
banks and life insurance companies in 1995.

¢ Financial service businesses generally cannot obtain a refund of or an offset for the GST paid on
inputs; as well, many of the charges for their services are not subject to GST.

¢ Life and casualty insurers are subject to substantial provincial insurance premium taxes
($636 million in 1994).

¢ Financial institutions may be subject to provincial capital taxes at rates several times higher
than other companies. The total amount of provincial capital taxes on financial institutions was
$429 million in 1994.

¢ There are special income tax rules applicable to certain financial institutions relating, for example,
to the claiming of bad debt provisions by chartered banks and the “mark to market” rule for
trading securities. The latter rule results in a significant acceleration in the recognition of
unrealized income and losses in many cases.

¢ Deposit-taking institutions have to pay deposit insurance premiums to the Canada Deposit
Insurance Corporation or other entities. When the premiums are greater or lesser than a reason-
able current charge for the deposit guarantee provided, these amounts constitute, at least in part, a
tax or subsidy for the institution.
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Some of the measures described above represented efforts to correct past anomalies and attempts to
ensure that financial institutions paid their fair share of taxes. However, it is the view of the
Committee that these measures have gone beyond whatever original purpose they may have had, and
that, considered together, have resulted in the imposition of a level of taxation on large parts of the
financial sector that is substantially heavier than that faced by other sectors of the economy. (See
Chapter 4, Table 4.1) Moreover taxes on banks have grown faster than taxes on other industries: from
1987 to 1994, federal and provincial corporate and capital taxes paid by the six largest banks
increased from less than $500 million to almost $2.4 billion, while corporate income and capital taxes
paid by all sectors only grew from $18.4 to $20.0 billion. All financial institutions paid about

15 percent of total federal corporate income and capital taxes revenue in 1995.

Financial Services: A Long-term View

A core theme of this Report is that in the absence of a compelling rationale, all business sectors of
the Canadian economy should be subject to similar levels of tax. The Committee favours a neutral tax
system, one that allows Canadians to make their own best choices with respect to the employment of
their resources. Consistent with this view, we believe that, in the long run, a competitive and largely
deregulated financial services sector should pay rates of corporate income tax and capital tax similar
to other sectors of the economy, and bear an equivalent burden of other federal and provincial taxes.
It is the view of the Committee that no single sector of the economy — in this case, a growing sector
operating in an increasingly competitive and international environment — should permanently face
substantially higher taxes. As businesses within the sector adapt to broader and more intense compe-
tition, such that the public interest in its efficiency is well-served, we believe that there will be little to
justify special levies that have the effect of raising the financial sector’s tax level well above those of
other sectors.

The Minister of Finance has appointed a Task Force on the Future of the Canadian Financial
Services Sector, with broad responsibilities to review and report on regulatory, competitive and
other public interest issues relating to this important industry. This group’s report is expected to
be submitted to the government in 1998, and we anticipate that it, along with the actions that
the government may take in response, will have important implications for the regulation and
competitiveness of the entire sector.

The Financial Services Sector Task Force and this Committee have a common interest in the overall
financial and competitive position of financial institutions. Accordingly, the Task Force and this
Committee have jointly commissioned a study on the taxation of the financial services sector.36

The research and the final study will not be completed until after the completion of our Report.

We anticipate that the Task Force, and then the government, will find this study useful in their
respective consideration of the taxation of financial institutions.

Conclusions Concerning Taxation
of the Financial Services Sector

The mandate of this Committee is to put forward recommendations for the improvement of our
present system of business tax, within the overall restriction that the system, with our modifications,
should generate revenue in an amount roughly similar to that produced by the present tax regime.
The Committee also supports a regulatory and taxation environment that results in a more neutral
and fair treatment of all components of the financial services sector. In light of these two underlying
themes, it is the Committee’s view that, as long as the financial services sector is under broad review
by the Task Force and by the government, we should make no recommendations nor suggest any
policies that would significantly alter the level of tax revenues currently derived from the financial
sector under the existing tax regime.
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This does not mean our other, broader recommendations would have no impact on the financial
sector. It, along with other sectors of the economy, would benefit from the lower general corporate
tax rates recommended in this Report. The sector would also be subject to the general base-broad-
ening measures that we propose, including the disallowance of capital taxes as a deductible tax as
discussed in Chapter 11.

The Committee recommends that, to the extent that our proposals in total result
in a decrease in the amount of tax paid by the industry, the government should
impose a temporary increase in the federal capital surtax on deposit-taking
institutions and insurance companies to make up the difference. This surtax
should be removed at the time that the government, following the review of our
Report and that of the Task Force, implements a long-term and integrated

package of changes in the regulation and taxation of the industry.

As noted, the Committee believes that coincident with the government developing its response to the
Task Force on the Future of the Financial Services Sector, it should also review the tax position of
the industry. Subject to the report of the Task Force, and within the overall restraints imposed by
budgetary needs, and also with due regard to changes in regulation and organization of the industry,
the government should move toward equalizing the tax burden of companies in this industry with the
general corporate sector. More specifically, we suggest that capital and income taxes on financial
institutions be adjusted over time to be comparable with those imposed on other large corporations
in other industries.

In the view of the Committee, the Canadian financial services sector — assuming it is operating within
competitive markets — should, over the longer run, face a level playing field in regard to taxation, in
order to enable it to effectively compete at home and abroad, and to continue to provide major
benefits to the Canadian economy.

Endnotes

1 As used in this section, small business refers to all smaller enterprises, incorporated or unincorporated.
However, many special tax measures for small business apply to Canadian-controlled private corpora-
tions (CCPCs), which may be large or small, while some special preferences, such as the small business
deduction, are available to Canadian-controlled private corporations of less than a certain asset size or
with less than a certain level of business income. (As noted in Chapter 2, a CCPC is a private corpora-
tion not controlled by non-residents or public corporations.)

Data in the table do not include self employment, and are derived from Hendricks, Amit and Whistler
(1997), Technical Committee Working Paper 97-11.

Canada. Industry Canada (1994).
Salley and Heath (1996).
The risk associated with venture-capital businesses is documented in Amit, Brander and Zott (1997).

Plamondon & Associates Inc. (1996), Technical Committee Working Paper 96-9. In Erard (1997¢c),
Technical Committee Working Paper 97-12, the cost of small business compliance was related most
strongly to the number of filings done and the paper burden. See also Canada, Industry Canada,
Small Business Working Committee (1994).
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Although, as discussed in Chapter 2, some of these levies are related to benefits provided to
businesses, they are a source of revenue when the levies are more than the benefits of public
programs provided to businesses.

Three of four provinces imposing payroll taxes also offer some relief to small businesses.

The U.S. provision creates a fully integrated tax regime for Sub-chapter S corporations similar to
the Canadian treatment of distributed income at the corporate and personal level for small business,
but is not as favourable as the Canadian system since it does not provide any deferral of tax on earnings
retained in the small business.

In Canada, Industry Canada, Small Business Working Committee (1994), for example, the Small
Business Working Committee recommended an increase in the small business limit up to $400,000
with a progressive federal corporate income tax rate structure.

For a discussion of recent initial public offerings of smaller businesses, see Jog (1997).

In the case of associated groups of CCPCs, the employment tax credit could be allocated as desired
among companies in the group.

See McFetridge (1995), Bernstein (1994) and Mohnen (1992).

Scientific and technological activity includes R&D, scientific and technical education, and scientific
and technological services.

However, in Quebec, expenditures eligible for the 100 percent deduction are not reduced by the
amount of federal or provincial tax credits. Furthermore, the amount of federal SR&ED tax credits
claimed are included in a taxpayer’s income for Quebec purposes in the year after they are claimed.
Except for provincial tax credit purposes in Newfoundland and Nova Scotia.

See Warda (1997).

Note that if economic costs of the R&D project are fully deducted in determining income, then the tax
subsidy rate would be zero.

See Zieminski and Warda (1997).
Canada, Revenue Canada (1997b).
Federal levies are also assessed for production from federal lands.

See Brewer, Bergevin and Arseneau (1997). The above estimates for average effective tax rates are
based on a representative project. The calculations do not correspond to the effective tax rates on
marginal investment provided in Chapter 3.

The resource allowance replaced a 10-point (oil and gas) and a 15-point (mining) corporate income tax
abatement that served the same purpose.

Most provinces parallel the federal rules, but British Columbia, Alberta and Saskatchewan offer
more generous treatment in some instances.

The June 1975 budget stated that “exploration and development expenditures and the depletion they
earn will be deductible against a net federal tax rate of 36 percent rather than the present lower rate
of 25 percent. This will augment appreciably the incentive already contained in the present system
such as earned depletion and the immediate write-off of exploration expenses.” Canada. Minister of
Finance (1975).

The resource allowance is not generally available to the processing of imported ores in Canada.
Starting in 1990, these activities have been entitled to the manufacturing and processing deduction on
a phased-in basis that will be completed in 1999.

One example is the special rules for “carved out” property. Another is successor rules that limit deduc-
tions to income from properties owned at the time of change in control or acquisition.

See also the discussion on flow-through shares in the losses section in Chapter 4.

If the lower general tax rates suggested in this Report were made available to the industry along with
the continuation of the present resource allowance, the industry would gain a significant net benefit.
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Some development costs can be deducted at 100 percent. For example, development costs in some
circumstances can be “flowed through” to shareholders and are deductible at 100 percent for
purchasers of new equity.

The additional incentive allowance provided under the Income Tax Regulation 1100(1)(w) in regard
to Class 41(a) assets.

Eligible activities for the AITC are broader than was the case with the Special Investment Tax Credit
(SITC) that was also used by the federal government to promote regional economic development until
it was eliminated in the 1994 budget. The eligibility criteria for the SITC was designed only to provide an
incentive for “foot-loose” industries, i.e. industries like manufacturing that would be relatively free

to locate anywhere in Canada. The primary processing of natural resources was specifically excluded
from qualifying for the SITC.

See, for example, May and Rowlands (1993) and Canada, Department of Finance (1990).
See Canada, Atlantic Canada Opportunities Agency (1991).

In 1996, financial institutions (deposit-taking institutions, insurance companies and ancillary financial
services subsidiaries) paid $8.3 billion in federal, provincial and municipal taxes on corporate income,
capital, insurance premiums, property and payroll, plus sales taxes on business inputs. See Birkbeck
and Vanasse (1997). Other data in this section are provided by the Department of Finance.

The study is being undertaken by Kevin Dancey of Coopers & Lybrand and Kenneth J. McKenzie of the
University of Calgary.
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International Taxation

Introduction

International taxation is, by its very nature, one of the most complex and difficult areas in
any business tax regime — for policy makers, tax administrators and taxpayers alike. A
business carrying on activity in multiple jurisdictions is subject to a myriad of taxes and
other levies on its various sources of income, and tax rules related to international income
— both in design and application — are extraordinarily complex in many jurisdictions. This
is a particular concern when, increasingly, small and medium-sized businesses, often
lacking internal tax expertise, are expanding into foreign markets and must comply with
the rules. The challenge for policy makers is that Canadian tax rules must take account of
disparate rules across many jurisdictions, having regard to the significant potential impact
that Canadian rules can have on domestic economic growth, job creation and protection of
the tax base.

The issue is not a new one; historically, Canada has been a large capital importer and has
placed a relatively heavy reliance on foreign investment. However, as noted in Chapter 3,
Canada is now a significant capital exporter as well. The stock of foreign direct investment
into Canada is substantial, and amounted to approximately $170 billion in 1995 or

20 percent of assets held by Canadian businesses.! However, the stock of outbound foreign
direct investment by Canadians is also significant (approximately $140 billion in 1995 or

18 percent of total assets held by Canadian businesses), and is rising faster than inbound
investment.

Today’s global economy is characterized by the ongoing liberalization of trade policies
and increasing transborder flows of goods, services, capital and technology. As the world
economy becomes ever more integrated, and as business becomes increasingly mobile,
the requirement that Canadian tax rules keep pace with international trends increases

in importance.

In this Chapter, we provide an outline of some fundamental concepts of international
taxation, and an examination of the major policy issues in this area, with a prime focus
on foreign direct investment.

Competing Objectives for International Tax Policy

Tax policies related to inbound and outbound investment are driven by two important
objectives: domestic economic growth and job creation on the one hand, and protection

of the Canadian revenue base on the other. The Committee recognizes that there are often
tensions between these two objectives, and there are many situations where there are no
obvious “right” or “wrong” answers. A major constraint is the need to balance domestic
considerations against international realities over which Canada has little control.

For example, Canadian tax policies that are more onerous than those of other countries
can have the effect of discouraging Canadian business activity and, as a result, can dampen
domestic economic growth and job creation. Another constraint when examining Canada’s
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international tax policy is a pragmatic one: experience under the tax systems of other countries
indicates that relatively little domestic tax revenue is raised from outbound foreign direct investment,
irrespective of the nature and scope of the particular tax regime that is in place.

Against this background, this Chapter sets out concepts of international taxation that are fundamental
to understanding the issues, examines the major policy issues related to inbound and outbound
investment, and finally, details its conclusions. Throughout the discussion, a major theme prevails:

it is the Committee’s view that as a matter of general principle, Canadian tax rules should strike a
balance between facilitating international trade and investment, and protecting the Canadian
domestic tax base.

Canada derives considerable benefit from the presence of Canadian-based multinationals, and we
believe that Canada’s tax policy should accommodate the expansion of such companies, and their
foreign investments, but on terms that are fair to Canada. It is also important that Canada continues
to attract foreign investment, with foreign and domestic investors being placed on a similar footing.
The Committee believes that if our proposals — to lower corporate income tax rates to make them
competitive with those of our major competitors, offset by a broader tax base, which includes
international tax measures where appropriate — were to be adopted, the result would be increased
domestic investment and job creation, greater fairness and better protection of Canada’s domestic
tax base.

Fundamental Concepts for the Taxation
of International Income

Multinational businesses are important to the Canadian economy. Many Canadian businesses operate
throughout the world by investing in foreign operations; similarly, foreign enterprises operate here.
Also, investment outbound from Canada can contribute to economic growth and job creation at
home.2 For example, Canadian-owned multinationals often rely on domestic sources of supply, and
Canadian managerial talent and operational efficiency, to develop export markets for Canadian
products and services.

Investment outside Canada by Canadian multinational businesses can therefore have significant
spinoff effects, which contribute directly and indirectly to increased economic activities here.
Further, as international trade in goods, services, capital and technology grows, and as both foreign
and domestic markets open up to international competition, many Canadian businesses have found
that they must expand abroad in order to achieve the necessary size to be efficient in production.

In a number of industries, only large multinational enterprises have the ability to be truly competitive
in global markets.

As for inbound investment, foreign multinationals operating in Canada provide capital, management
and expertise for the development of key sectors of the economy, thereby also contributing to
Canada’s economic well-being. Inbound investment can also provide important spin-offs for
Canadian-owned businesses that supply products and services to foreign multinationals operating
here. Foreign companies also have access to financial markets in their home countries, often
providing pools of cheaper capital for Canada.

The tax system of the host country where the business is carried on can have an important impact on
both domestically owned and foreign-owned multinational operations. Although taxes are not the
only factor that influence business decisions, the evidence is clear that they affect decisions of multi-
nationals to invest at home and abroad.? In examining Canada’s tax system, the Committee concluded
that taxation of investment in Canada has had a significant impact in discouraging investments from
being made in Canada by both Canadian-owned and U.S. companies.*
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Canadian tax rules also influence the way in which investments are structured and whether the
Canadian domestic tax revenue base is adequately protected. For example, as pointed out in
Chapter 3, there has been a tendency for multinational businesses to shift debt financing and
associated interest expense into Canada, thereby eroding the tax base.? The contrast between
multinational and domestic-only businesses in this regard is striking: Canadian multinational
businesses have increased their debt as a proportion of assets from 36 percent in the period 1986 to
1988, to 43 percent in the period 1992 to 1994, and foreign-controlled businesses have increased their
debt as a proportion of assets from 20 percent to 26 percent in these same periods. In comparison,
Canadian-controlled businesses without foreign affiliates slightly reduced their debt financing as a
proportion of assets from 33 percent to 32 percent for these periods.

The growth and size of inbound and outbound investments thus raise two important tax policy
issues for Canada: the need to strive for a tax system that is neutral for all businesses, foreign or
domestically owned; and the requirement that governments protect their tax revenue base in order
to support public-sector activities.

Neutrality in Tax Treatment
for Businesses in Canada

Neutrality — the equal treatment of businesses in similar circumstances — results in both economic
efficiency and fairness. It fosters international commerce and the flow of capital, by not interfering
with the decisions of multinational businesses, and it contributes to economic growth and job
creation by permitting businesses to seek economic opportunities for investments without being
unduly influenced by taxation. As a principle, neutrality, in its fullest sense, implies that:

e Canadian businesses bear similar amounts of taxes on domestic and foreign investments;

¢ Canadian businesses operating in foreign jurisdictions bear similar amounts of taxes on their
foreign investments as competitors operating in those jurisdictions; and

¢ foreign-owned businesses operating in Canada bear similar amounts of tax as Canadian-owned
businesses operating in Canada.

As a practical matter, however, neutrality is a difficult principle to apply at the international level,
since different jurisdictions choose taxes with varying rates and bases. The result is that all three
conditions described above cannot be achieved simultaneously. For example, if foreign tax burdens
are less than Canada’s, payment by Canadian multinationals of taxes at the Canadian rate on their
foreign investments may ensure tax neutrality between domestic and foreign investments, but at the
same time, cause Canadian businesses to be more highly taxed than companies operating in foreign
jurisdictions. Neutrality in the international context, therefore, can never be absolute. The best
possible policy objective for Canada is to minimize economic distortions as much as possible.
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Neutrality at the International Level

Varying concepts of neutrality are employed when assessing issues of international taxation. Several of the
most important include the following:

Global Versus National Neutrality

Global neutrality implies that businesses should pay similar rates of Canadian and foreign tax on income
derived from investments in Canada or abroad and regardless of the nationality of the owner operating in
Canada. Under global neutrality, foreign taxes paid by businesses would be credited against Canadian taxes
owing, so that the total rate of foreign and Canadian tax on income paid on foreign investments is no greater
or less than on domestic investments. Similarly, foreign governments would allow their resident multinationals
to credit Canadian taxes against the foreign governments’ taxes owing on income derived from Canada.

The concept of global neutrality can be contrasted with national neutrality. National neutrality implies that
domestic taxes should apply at the statutory rates of the investor country, irrespective of the geographic source
of the income, and that foreign income taxes should only be deductible, in the investor country, as an expense
of doing business in another country, rather than being treated as a credit against taxes. With deductibility,
however, there is an element of double taxation that results in higher taxes on foreign compared to domestic
operations. This can impede the efficiency of Canadian multinational businesses.

Most countries have accepted the concept of global neutrality, in that they allow foreign income taxes to be
credited against domestic taxes on income earned abroad, or by exempting foreign income from further
taxation in the home country when profits are repatriated in the form of dividends. Given Canada'’s desire to
foster trade in international markets, the Committee believes that global neutrality for Canadian businesses is
a more appropriate principle to follow.

Capital Export Neutrality

Capital export neutrality is achieved when foreign-source income is subject to the same effective rate as
Canadian domestic income. This leaves Canadian multinationals indifferent, from a tax perspective, as to
whether they invest in the Canadian domestic market or in foreign markets. In theory, capital export neutrality
implies that Canadian tax would be paid on income taxed at lower rates abroad or, alternatively, result in the
provision of refundable Canadian credits to bring down foreign taxes to the level of Canadian tax.

Capital Import Neutrality

Under capital import neutrality, a foreign investor is subject fo tax at the same level as domestic companies in
the country in which the business is carried on, contributing fo international competitiveness by ensuring that
foreign-source income is taxed in a particular country at the same rate as income earned by businesses owned
by residents of that jurisdiction. From a Canadian perspective, capital import neutrality also implies that
Canadian taxes on inbound investment should be similar to those on domestic-owned businesses — there should
be no discrimination between foreign and domestic businesses.

Conflicting Demands of Neutrality

These various “neutralities” can conflict with each other. In particular, international competitiveness for
Canadian businesses operating abroad can conflict with capital export neutrality, since it implies that domestic
and foreign investments of Canadian multinationals may be taxed at different rates. The Committee recognizes
that there are conflicts between capital export and capital import neutrality when foreign taxes are less than
Canadian tax on income earned from abroad. An appropriate balance must be achieved. Canada derives
benefits from the operation of multinationals here. The full application of capital export neutrality could impair
their competitiveness abroad or, even worse, discourage companies from operating here. On the other hand,
if Canadian businesses earn income that bears little or no tax in foreign jurisdictions, multinationals may be
encouraged to locate production in foreign jurisdictions.
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Fairness and Revenue Protection

The unavoidable outcome of taxing multinational businesses is that Canada is obliged to share the
tax revenue raised from their activities with other national governments. Taxes paid by multinationals
to Canadian governments contribute to meeting the cost of public activities that benefit all of us,
including Canadian and foreign-owned businesses operating here. It is in Canada’s interest, therefore,
to protect its share of the tax base of income earned by Canadian and foreign multinationals from
operations in Canada.

The sharing of tax revenues among national governments raises the issue of fairness — jurisdictions,
either of source (where the production or delivery of goods and services takes place) or of fiscal
domicile (where the business enterprise is resident or incorporated), are both entitled to tax the
income earned by the enterprise. The country of source taxes the income earned in its jurisdiction to
ensure that foreign businesses operating there share in the cost of public goods and services. The
country of domicile may also choose to tax the foreign-source income of its residents to ensure that
they pay a similar level of tax on all sources of income, domestic or foreign, in the interests of
efficiency and fairness. In this event, and consistent with neutrality, a credit for foreign income taxes
is often provided to recognize that such income has borne tax elsewhere and should not be subject to
double taxation.

Challenges in Implementing the Principles
of Neutrality and Revenue Protection

While the Committee regards both neutrality for Canadian businesses and revenue protection as
crucial to economic growth and job creation, we are also aware of the difficulties inherent in imple-
menting policies that will achieve these goals. National governments have varying revenue require-
ments and different views on what constitutes an appropriate sharing of business taxes. Every
government chooses its own tax levels and tax mix, as well as the rules for defining what income is
subject to tax. In the absence of worldwide uniform corporate taxation, full neutrality for all
businesses operating in all countries is impossible to achieve. What Canada can do, however, is be
fully aware of the impact its system has on international business, and take measures to ensure that
Canada and Canadians benefit to the greatest extent possible from these economic activities.

For example, high levels of tax (relative to other jurisdictions) on foreign and domestic investments
can affect the competitiveness of Canadian multinationals, and can reduce the economic benefits
that Canadians derive from the Canadian multinational’s activities. Similarly, high levels of Canadian
tax on foreign businesses operating in Canada can discourage investments here. Also, international
tax structures that result in the erosion of the Canadian tax base — for example, a tendency to
borrow in Canada for foreign direct investment, rather than in the foreign country in which the
investment is being made — can result in the need to increase taxes on other taxpayers or reduce
public expenditures.

As noted, Canada has historically been reliant on significant levels of foreign direct investment from
other countries. While high levels of Canadian tax can impair the flow of capital to Canada, low levels
of Canadian tax on Canadian income may be offset by higher taxes paid by foreign parent corpora-
tions to their foreign governments where the foreign country applies the credit system, as do the
United States, the United Kingdom and Japan. The interaction of the Canadian tax system with those
of other countries is thus an important factor to keep in mind when developing Canadian policies for
the taxation of inbound investment.

Despite recognition that neutrality is, in theory, a desirable objective, most, if not all, countries have
elements within their tax systems that create economic distortions. As well, every government seeks
to protect what it regards as its rightful share of the revenue base. In this regard, Canada is faced with
the same constraints as its neighbours and trading partners: the Canadian tax regime must balance
the goals of neutrality and revenue protection while being neither overly generous nor restrictive
vis-a-vis the tax systems of other countries.
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What Income is Liable to Canadian
Federal Income Taxation?

Canadian federal income tax is generally levied on the worldwide income of persons resident in Canada
(subject to credit or deduction for foreign taxes in respect of foreign-source income), and on certain Canadian-
source income of non-resident persons. However, a Canadian corporate shareholder is generally not taxable
on dividend income received as a result of foreign direct investment in countries with which Canada has
entered into a tax treaty.

As discussed in Chapter 2, business and investment income may be earned by corporations, individuals, trusts
or partnerships. A corporation is generally considered to be resident in Canada if it is incorporated in
Canada, or if its central management and control is located here. The residence of an individual is a question
of fact, but includes an individual who is living in Canada on a permanent basis. The residence of a trust is
generally defermined by the residence status of its trustees. Finally, a partnership is an entity that flows through
its income to its partners, rather than a taxpayer itself.

A non-resident of Canada is subject to tax on certain Canadian-source income, under one of two regimes.
First, a non-resident who is employed in Canada, carries on business in Canada or disposes of certain types
of Canadian property, is subject to tax on net income from these sources, based on the general Canadian tax
rates. Second, non-residents may be subject to withholding tax at a flat rate with respect to certain types of
income, generally of a passive nature, such as interest, dividends, rents and royalties that are paid or credited
by persons resident in Canada. The rate of tax on such income is 25 percent, generally on the gross amount
paid or credited. As discussed further below, this rate is often reduced under tax treaties, and such treaties
may also reduce the tax liabilities of non-residents carrying on business in Canada or deriving other taxable
income from this country.

These Canadian rules establishing liability for tax are generally consistent with those followed by other major
countries, although the detailed rules do, of course, vary considerably across countries.

The Role of International Tax Treaties

The bilateral income tax conventions (usually referred to as tax treaties) that Canada has entered into
with other countries play an important part in facilitating cross-border trade, income and capital
flows, and generally result in a more globally neutral tax regime for investment and business transac-
tions between Canada and its treaty partners. Canada has one of the most extensive tax treaty
networks in the world, with about 60 treaties in force, and a number of others under negotiation.

Tax treaties modify the taxation of cross-border income in a number of significant ways, primarily to
reduce double taxation. For example, a resident of a treaty country is generally not taxable on
income from a business carried on in the other country, unless the business is carried on through a
fixed place of business. To minimize the potential for double taxation, countries may agree to either
provide a credit for foreign income taxes, or an exemption for dividends received from foreign direct
investment in the other country.® Also, under most treaties, capital gains realized by residents of one
country from assets in the other are generally exempt from tax in that other country, except for real
property interests and certain other assets. Most treaties provide for significant bilateral reductions in
the rate of withholding tax applicable to income such as interest, dividends, rents and royalties that
are paid to residents of the other country. Tax treaties also provide for an exchange of information
between the revenue authorities of the two countries to assist in administration and enforcement,

as well as dispute-resolution procedures to resolve issues of double taxation, including cross-border
transfer pricing issues.
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While Canada has tax treaties with almost all of our important trading and investment partners, we
have generally not negotiated treaties with tax havens (generally those countries without significant
domestic income taxes). However, a number of countries with which we have treaties have domestic
systems that do not tax some sources of income, or do permit some types of income or entities to be
taxed more favourably than the domestic norm.

Taxation of Foreign Income
of Canadian Investors

In this section, we review and examine the alternatives for taxation of foreign-source income earned
by Canadian-based multinational businesses from foreign direct investment. Such income is generally
subject to tax in the foreign country; however, the home country of the investor will often also assert
a right to tax the same income. The difficult policy issues to be addressed include the extent to
which double taxation is to be avoided, as well as whether, and to what extent, restrictions should be
placed on deductions incurred in the investor’s home country that relate to business activities carried
on abroad. After an analysis of these issues, we then turn to the taxation of passive income from
foreign investment.

Accrual, Deferral and Exemption Methods

There are various alternatives for the recognition of income earned in an investor’s home country
from foreign direct investment. For example, active business income earned by a foreign subsidiary
of a parent company could be taxed on a current basis in the home country (the accrual method).

As a second alternative, income could be recognized as it is distributed as dividends to the parent
company and subject to tax in the home country at that time. This approach, referred to as the
deferral method, results in the recognition of taxable income in the home country being deferred

as long as profits are retained or reinvested abroad. A third alternative is to exempt income earned
abroad from home taxation, meaning that income will only bear foreign tax. The tax systems of many
countries incorporate elements of all three methods, adopting the approach considered most
appropriate to the particular nature of different sources of income.

To avoid double taxation of income, countries have generally followed either the deferral method
with a credit, or the exemption method. Under the deferral method with credit, which is consistent
with capital export neutrality, countries such as the United States, the United Kingdom and Japan tax
business income from foreign direct investment, and then provide credit for qualifying foreign taxes
up to the amount of their domestic tax liabilities. Under this method, such income is, in theory,
ultimately subject to tax at the greater of the statutory rates of the foreign jurisdiction(s) and that of
the home country of the investor. Under the exemption method, income derived from foreign direct
investment is exempt from taxation in the home country and thus only subject to tax in the country
where the investment takes place. The exemption method can be viewed as proxy for the deferral
method with credit, on the assumption that the income in question has been subject to foreign tax at
a rate comparable to that which would have applied in the home country. Alternatively, the exemption
method can be viewed as encouraging international competitiveness, by ensuring that home country
investors operating in foreign jurisdictions bear similar tax to businesses owned by residents of that
jurisdiction, consistent with capital import neutrality.

An Overview of the Present Canadian System’

The Canadian system, consistent with most countries, contains elements of all of the three methods
described above. Foreign branch income is taxed on an accrual basis, as is “foreign accrual property
income” (FAPI), both with relief for foreign taxes. In the case of the earnings of foreign branches of
Canadian companies, accrual taxation is consistent with the basic principle that the world income
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of Canadian residents should be taxed in Canada. In the case of FAPI — which, as described below,
includes passive investment income of foreign affiliates — accrual taxation serves to protect the
Canadian tax base, by preventing Canadians from shifting mobile passive income to low tax jurisdic-
tions. On the other hand, dividends received by a Canadian corporate shareholder out of active
business income of a foreign affiliate are only subject to recognition in Canada as received, and
Canada uses both the exemption and deferral methods in this regard.

A foreign affiliate is generally defined to be a foreign corporation in which the Canadian taxpayer
owns, directly or indirectly, at least 10 percent of any class of shares (or more specifically, at least

1 percent of any class of shares, provided the taxpayer, together with related persons, owns, directly
or indirectly, at least 10 percent of any class). Active business income earned by a foreign affiliate in a
treaty country is included in what is called exempt surplus, and dividends out of exempt surplus paid
to a Canadian corporate shareholder are deductible in computing its taxable income, irrespective of
the foreign tax burden that has been incurred. Active business income earned by a foreign affiliate in
a non-treaty country is included in taxable surplus and, where a dividend is received by a Canadian
corporation out of taxable surplus, deductions (adjusted so as to be equivalent to a credit) are avail-
able with respect to both the underlying foreign tax applicable to the earnings being distributed, as
well as any foreign withholding tax applicable to the dividend.

Canada’s approach is consistent with those of other major investor countries. Japan, the United
States and the United Kingdom have opted for the deferral method with a credit in respect of income
remitted from foreign subsidiaries. However, many other countries, particularly in Europe, use the
exemption method. Certain countries, such as Australia and Germany, operate both systems, as does
Canada. Canada provides exemption in the case of dividends received by foreign affiliates in treaty
countries, and uses the deferral method with the equivalent of a credit in the case of dividends from
foreign affiliates in non-treaty countries.

Alternatives for Consideration

In common with other countries, Canada generally recognizes the active business income of foreign
affiliates when it is received as dividends. An alternative would be for Canada to adopt the accrual
system, whereby income from all foreign direct investment (whether earned by foreign affiliates or by
foreign branches) would be taxable in Canada on a current basis, with credit given for any applicable
foreign tax. While this would ensure that domestic and foreign-source income was taxed currently at
comparable rates, it would put Canadian business enterprises at a major competitive disadvantage
vis-a-vis all of Canada’s major trading competitors, none of which has adopted this approach. For this
and other reasons, it is the view of the Committee that accrual taxation of all sources of income is not
a viable option.

Other methods that might be considered as alternatives to the existing Canadian regime are
described below.

The Full Exemption Method: Canada could implement a full exemption system, under which all
dividends received by a Canadian corporate shareholder out of the active business income of a
foreign affiliate would qualify for exemption, irrespective of whether the business operations were
carried on in a treaty or non-treaty country. Such a change might be based, in part, on the fact that
Canada has a very extensive tax treaty network, which includes virtually all of our major trading and
investment partners. With the exception of industries that operate primarily in developing countries,
a very significant portion of active business income of foreign affiliates already constitutes exempt
surplus. Also, dividends are rarely paid to Canadian corporate shareholders out of taxable surplus,
if this would result in additional Canadian tax. Implementing a full exemption system should
accordingly result in little loss of Canadian tax revenue, while significantly reducing administrative
and compliance costs, by eliminating the requirement to maintain detailed computations of exempt
and taxable surplus balances.
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One significant problem, however, is related to capital gains. If Canada were to adopt a complete
exemption system, under which both dividends from foreign affiliates, and capital gains from the
disposition of shares of foreign affiliates, were exempt from tax in Canada, there would be an incen-
tive to seek opportunities for investments in foreign markets with potential for capital appreciation,
to the detriment of similar investment opportunities in the Canadian domestic market. If, on the other
hand, capital gains from the disposition of shares of foreign affiliates did not qualify for exemption,
there would be a continuing requirement to maintain detailed computations of surplus balances of
foreign affiliates (or to enact complex anti-surplus stripping provisions to prevent capital gains from
being turned into exempt dividends), which would eliminate much of the simplification that would
otherwise be achieved by full exemption. Finally, it might be argued that a complete exemption
system, even for dividends, is overly generous, when compared with the regimes of many of Canada’s
major trading and treaty partners.

The Deferral Method with Crediting: As an alternative to the exemption approach, Canada could
follow a full deferral method with crediting, under which all active business income earned by foreign
affiliates would be included in taxable surplus. All dividends would be taxable when received by
Canadian corporate shareholders, with relief in respect of applicable underlying foreign taxes and
withholding taxes. Under the deferral method, relief for foreign taxes might be computed on a global
basis; alternatively, more detailed rules could be put in place requiring separate calculations for
specific sources of income.

It can be argued that converting to a full deferral system would not add significant additional
complexity to the Canadian tax system. Canadian corporate taxpayers have been required, since 1972,
to maintain computations of surplus account balances. Accordingly, and after a transitional period, all
active business earnings might flow solely into the taxable surplus account. However, experience in
other countries that operate under the deferral with credit method has proven that the rules do,
invariably, become extraordinarily complex, resulting in a significant increase in administrative and
compliance costs.8 While it is true that Canadian rules for the computation of taxable surplus have
been in place for many years, taxable surplus dividends are rarely paid to Canada and, if Canada
implemented a full deferral with credit method, the rules would have to be considerably more intri-
cate and sophisticated than they are at present, including dealing with important differences in the
timing of the recognition of income in foreign countries and Canada.

It is unlikely that the implementation of a deferral with credit method would, by itself, result in any
significant revenue gain to the Canadian treasury. Experience under the tax systems of other
countries, notably the United States, indicates that relatively little domestic tax is raised with respect
to active business income from foreign direct investment under the deferral systems.? Corporations
simply tend not to repatriate foreign earnings if the action involves significant domestic tax, or
implement planning measures to maximize the availability of foreign tax credits. Finally, entitlement
to benefits under the exempt surplus system is embedded in Canada’s tax treaty network, and
abandoning the system in favour of the deferra