CHAPTER 9

Increasing Productivity Through
Tax Reform

By Alex Whalen and Jake Fuss

The structure and rates of taxation are important in any discussion of pro-
ductivity in Canada because the various types of taxes, as well as tax rates,
affect economic behavior in different ways. Three prominent types of taxes
in Canada are business taxes, capital taxes, and personal income taxes, and
each of these is related to productivity. It is worthwhile to begin by consid-
ering the efficiency of these different types of taxes.

Taxation efficiency levels are important for productivity because
taxes impose economic costs by altering the behaviour of individuals and
businesses.>? For instance, personal income taxes reduce after-tax wages,
thereby affecting how much people are willing to work (Veldhuis and
Clemens, 2006; Palacios and Harischandra, 2008). Similarly, taxes on busi-
nesses increase the prices of goods, services, and business inputs, which
can distort efficient production decisions. By changing the incentives and
resulting behaviour of individuals and businesses, taxes can have adverse
effects on private sector productivity by reducing savings, investment, the
supply of labour, entrepreneurship, and innovation (Veldhuis and Clem-
ens, 2006).

To be sure, some taxes impose greater economic costs on society
than others. The cost of various types of taxes can be quantified by using
a mechanism known as marginal efficiency cost (MEC). Specifically, the
MEC of taxes calculates the efficiency cost of raising one additional dollar
of revenue from a particular tax. A number of studies on MECs demon-
strate that due to their incentive effects, taxes on corporate income (CIT)

39 Administrative costs associated with imposing and collecting taxes also employ
productive resources. These costs are included in the marginal efficiency cost of taxes,
which is discussed below.
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and personal income (PIT) are much less efficient and impose higher costs
on society than consumption and payroll taxes (Baylor and Beauséjour,
2004). Further, research has shown taxes on capital (i.e., capital gains
taxes) to be among the most economically damaging and least efficient
types of taxation (Veldhuis and Clemens, 2006).

Ferede and Dahlby (2019) use a similar concept called the marginal
cost of public funds (MCF) to illustrate the welfare loss (i.e., loss in eco-
nomic efficiency) when Canadian governments use taxes to raise an addi-
tional dollar of revenue. Their analysis finds that in all provinces the MCF
for taxes on corporate and personal income are higher than the MCF for
consumption taxes. For instance, raising an additional dollar of tax revenue
for CIT and PIT in Quebec is found to cost society $3.46 and $3.06, respect-
ively. Meanwhile, the MCF for sales taxes is only $1.92. Simply put, some
of the most economically damaging taxes in society are those imposed on
incomes and capital of businesses and individuals.*"

These insights suggest that it is beneficial for Canada to rely less than
it currently does on costlier taxes such as capital gains, CIT, and PIT. In
fact, moving away from the most damaging types of taxes is an efficient
way to improve economic and productivity growth.

Business taxes

As business taxes are so economically harmful, it is worth looking more
closely at the relationship between business taxes and productivity. Par-
ticularly important is how business taxes affect investment, which is a
major factor influencing labour productivity in Canada.

Labour productivity is a function of capital investment (Rao, et. al),
which is influenced by corporate tax rates. For instance, a study published
by the National Bureau of Economic Research evaluated the relationship
between corporate taxes and investment across 85 countries. It noted that
“corporate tax rates have a large and significant adverse effect on corporate
investment and entrepreneurship,” and concluded simply that “corporate
taxes matter a lot” (Djankov, et al., 2008).

In recent decades, Canada has experienced poor productivity
growth, which research suggests may be due to “an economic environ-
ment that penalizes, rather than promotes, capital investment” (Veldhuis
and Clemens, 2006). Other empirical evidence supports this statement. In
particular, there is a strong, long-term positive relationship between in-

40 Obviously, government spending also has economic effects that differ given how
tax revenues are spent. For this discussion, we assume that that government spending
programs are independent of how tax revenues are raised.
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vestment in machinery and equipment and productivity growth in Canada
(CBOC, 2020). Further, research from the OECD has demonstrated a link
between weak investment growth and weak productivity growth across
member countries (Ollivaud, et. al., 2016).

Recent research ranks Canada poorly in labour productivity, placing it
12th out of 17 comparable countries (CBOC, 2020). Part of this poor per-
formance is related to Canada’s unfavourable business tax competitiveness,
which discourages capital investment, thereby harming productivity growth.

As recently as 2017, Canada’s corporate tax rates were below the
weighted average of OECD countries. However, as authors Phillip Bazel
and Jack Mintz reveal in their annual tax competitiveness report, Canada’s
business taxes are now higher than the average (Bazel and Mintz, 2020).
Among OECD countries, Canada had the 10t highest corporate income
tax rate in 2019 at 26.2 percent—higher than the United States, Sweden,
Norway, and Denmark (Bazel and Mintz, 2020).

In recent years, the United States has pursued aggressive reductions
in corporate income taxes and has implemented other tax reforms. For
example, reforms enacted in January 2018 led to a dramatic reduction in
the US federal general corporate tax rate—from 35 percent to 21 percent.
Perhaps as a response to US changes, other OECD countries, including
France, India, Norway, and Sweden, have also pursued recent corporate
tax reductions (Bazel and Mintz, 2020). Canada has not responded in a
similar fashion, and as such finds itself far less competitive on business
taxation than it was three years ago.

Canada is a small open economy, and Canadian corporations will
decide where to invest based in part on domestic versus foreign tax rates.
Relatively high business taxes in Canada can therefore be expected to
discourage domestic investment as companies choose instead to invest
outside of Canada, other things constant. Given the important relation-
ship between taxes and investment on the one hand and investment and
productivity on the other, Canada’s waning competitiveness on business
taxes is raising deep concern about its productivity prospects. One study
by Harvard economist Robert Barro estimated that corporate tax reduc-
tions in the United States between 1968 and 2013 increased total factor
productivity (i.e. overall productivity growth as opposed to simply labour
or capital) by about 4 percent cumulatively over that time (Barro, 2019).
Should that historical trend continue with the recent US tax reductions,
Canada will find its productivity performance lagging even further behind
that of the US. Consequently, lowering business taxes is an important first
step to enhancing Canada’s productivity performance.
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Capital taxes

Capital gains taxes also affect investment and productivity. Canada pres-
ently ranks in the middle of the pack among OECD countries in the taxa-
tion of its capital gains (Bedard, 2017). Some countries, including Switz-
erland and New Zealand, have eliminated capital gains taxes entirely, and
research has shown that reducing capital gains taxes could have positive
effects on productivity (Bedard, 2017; Clemens and Globerman, 2018).

Specifically, capital gains taxes create perverse incentives that are
damaging to economic growth. For example, they provide an incentive for
people to retain existing investments to avoid paying taxes when alterna-
tive and more productive investments may be available (Clemens et al.,
2017). Productivity would improve if, rather than holding on to existing
investments in order to avoid paying capital gains taxes, investors and
entrepreneurs sold them and reinvested the proceeds in more productive
investments.

Moreover, capital gains taxes have an adverse effect on entre-
preneurship and innovation, both of which are critical to productivity
(Clemens et al., 2017; Clemens and Globerman, 2018). Entrepreneurs take
on risk by investing their own time and capital to create new products,
services, and technologies with hopes of profiting from their investment.
Capital gains taxes diminish the reward that entrepreneurs and investors
expect to receive from the sale of businesses whose values have increased
over time. By discouraging innovative entrepreneurship, capital gains taxes
contribute to slower productivity growth.

The Liberal government of former Prime Minister Jean Chrétien and
Finance Minister Paul Martin clearly understood the costs associated with
capital gains taxes. In his 2000 budget speech, Finance Minister Martin
emphasized that “A key factor contributing to the difficulty of raising
capital by new start-ups is the fact that individuals who sell existing invest-
ments and reinvest in others must pay tax on any realized capital gains”
(DOF, 2000). The Chrétien Liberals recognized that Canada’s tax system
needed to ensure businesses had access to capital. A key aspect of achiev-
ing this objective was to reduce taxes on capital gains.

Overall, research suggests that reducing capital gains tax rates is a
strong policy option for improving Canada’s poor productivity record.

Personal income taxes

Canada also has uncompetitive personal income tax rates which is hav-
ing a negative effect on productivity growth. Since 2009, tax hikes at the
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Figure 1: Top Combined Statutory Marginal Income Tax Rates in OECD

Countries, 2018
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1) The graph shows the highest combined statutory personal income tax rate that is applied on earned

income, taking into account that some personal income taxes may be deductible from the base of other per-
sonal income taxes, but before any other tax deductions. The top statutory tax rates are the combined rates
of the national and subnational governments.

2) For countries with subnational and/or local personal income tax rates, the OECD calculates the com-
bined rate by either taking an average of the subnational/local rates or selecting a jurisdiction that OECD
considers representative. In Canada's case, the “representative” jurisdiction is Ontario; in the case of the

United States, it is Detroit, Michigan.
Source: Hill et al., 2020.
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federal and provincial levels have increased personal income tax rates in
every province. In particular, the Trudeau government raised the income
tax rate on entrepreneurs, professionals, and business owners from 29
percent to 33 percent in 2015.

As a result, out of 61 jurisdictions in Canada and the United States,
nine Canadian provinces are among the top 10 least competitive tax
jurisdictions in the top combined (i.e., federal plus the provincial/state)
PIT rate (Hill et al., 2020). Put differently, 48 of the 51 US jurisdictions
have lower top personal income tax rates than every Canadian province.
Further, Canada had the seventh-highest top combined tax rate among 36
OECD countries in 2018 (Hill et al., 2020).

Further, Canada’s tax rates are uncompetitive across a wide range
of income levels. In 2019, all 10 provinces were among the top 10 least
competitive tax jurisdictions at $300,000, $150,000 and $50,000 in income
(Hill et al., 2020). Similarly, eight provinces were among the top 10 least
competitive tax jurisdictions at the $75,000 income level.

These high marginal income tax rates put Canada at a competitive
disadvantage in attracting and retaining highly skilled workers and entre-
preneurs—the people who drive innovation and job creation. Moreover,
high PIT rates can deter people from starting, expanding, or relocating
businesses in Canada. Research shows that Canada is losing many of its
best and brightest innovators to the United States and other countries
around the world due to its high tax rates. For instance, Globerman (2019)
notes that Canada fares poorly compared to the United States in attracting
the most productive and highly educated immigrants that are trained in
the science, technology, engineering, and math (STEM) disciplines.

High marginal tax rates on personal income also create disincentives
to work, save, and invest—activities that are key to productivity advance-
ment and long-run economic growth. Canadians are discouraged from
engaging in these productive economic activities because high taxes lower
their after-tax pecuniary reward when they work an extra hour, invest in
their education, or save and invest their money. Notably, a 2008 study shows
that high marginal tax rates reduce growth both for the economy as a whole
and for personal incomes (Palacios and Harischandra, 2008). Additional
research from the OECD found that high PIT rates also impede long-run
productivity growth by deterring entrepreneurial activity (Vartia, 2008).

Former Prime Minister Paul Martin acknowledged these economic
principles when he emphasized the importance of personal income tax relief
in increasing “incentives for Canadians to learn, work, save and invest” while
creating the conditions for strong economic growth (Canada, 2004: 159).

Lowering marginal tax rates on personal income in Canada would
encourage growth in productivity by improving economic incentives.
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Specifically, Canadians would retain more of the financial benefits created
when they work, invest, or start a business. Reducing personal income
taxes would also improve Canada’s competitiveness and make the country
more attractive for highly skilled workers and educated immigrants. As
the world continues to shift more towards a dynamic, knowledge-based
economy, attracting more highly skilled workers is a crucial step for Can-
ada to enhance its productivity.

Conclusion

Clearly, the levels and structure of taxation in Canada are important
considerations for addressing the country’s much-needed productivity
growth. Generally speaking, Canada is uncompetitive with other OECD
countries on business taxes, capital gains taxes, and personal income
taxes. Research also demonstrates that Canada’s reliance on these types of
taxes is harmful because it imposes a high cost on society. Were it to lower
its taxes on business, capital gains, and personal income, the country could
shift away from the most economically damaging types of taxes while ef-
ficiently improving productivity growth. If Canadian policymakers wish to
enhance the country’s dismal record on productivity growth, they should
not discount the importance of tax reform.
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