L BUSINESS TAXATION IN CANADA!

A. Imtroduction

1 During the 1970s and early 1980s, there was an accumulation of business tax
preferences in Canada and, as a result, a narrowing of the tax base. This development, and the
judgement that statutory tax rates were high, persuaded the Canadian Government to
implement a number of reforms to the corporate tax system during the mid-1980s. Canada’s
examination of corporate tax issues was concurrent with that in other countries, notably the
United States and the United Kingdom, who were addressing many of the same issues at that
time. In the case of Canada, this exercise culminated in a comprehensive program of tax
reform which was initiated 1987. A key consideration in that reform was that the Canadian
corporate tax system should be competitive with those of its key trading partners, particularly
the United States. By 1989/90 reforms had been implemented that broadened the corporate
tax base (in part by reducing capital cost allowances for manufacturing and processing
equipment) and reduced statutory tax rates on corporate income. Nevertheless, statutory tax
preferences remained for manufacturing and small business.

2. On March 16, 1996, the Canadian government established a Technical Committee on
Business Taxation to analyze taxes related to investment and business activity and to
recommend changes. The Committee was asked to consider ways of improving the business
tax system to promote: (1) job creation; (2) economic growth; (3) simplification and ease of
compliance; and (4) fairness. The Committee also was charged with examining the interaction
between business taxes—including corporate income, capital, and payroll taxes—and taxes

paid by individuals on investment income. The Committee’s final report is now scheduled for
the end of 1997.

3. This paper reviews Canada’s business tax system, with a view to identifying and
summarizing tax-based distortions that may induce a misallocation of resources. Section II
reviews the existing theoretical tools for evaluating the incentive effects of a country’s
business tax regime and assesses the general implications for output and employment.

Section III describes the salient features of Canada’s current business tax regime as of January
1997. Section IV presents and discusses estimates of marginal effective tax rates on
corporate-source income in Canada (and comparator countries), across sectors, asset classes,
means of finance, and asset ownership. Section V summarizes and concludes that there
remains room for reducing tax preferences that distort the allocation of resources in Canada.

! Prepared by Jeffrey Cole and Michael Leidy.
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B. Business Taxation and Economic Activity

4, A system of business taxes can affect national output and employment in at least five
ways.? First, the overall level and structure of business taxation® may affect factor demand
and output decisions at the firm level and could also affect labor supply decisions, affecting
the degree of resource utilization. Second, a tax system that gives preference to some sectors
(e.g., manufacturing versus services), and/or asset classes (e.g., machinery, buildings, or
inventories), generally induces an inefficient allocation of resources, unless there is an
identifiable externality. Third, an unduly complex system will tend to divert scarce resources
from productive employment to unproductive administrative and tax-compliance activity.
Fourth, a system with broad scope for interpretation will tend to divert resources to
discovering tax-minimization strategies and to associated litigation activities. Such a system
also may induce lobbying to achieve a more refined set of rules to codify the tax minimization
strategies favored by the more concentrated industries. Fifth, the level and structure of
business taxes can affect the equilibrium allocation of foreign direct investment, and thus
changes in tax policies may affect such flows. The following section establishes the theoretical
framework for the descriptive and analytical overview of Canada’s system of business taxes
presented in sections IIl and IV.

The level and structure of business taxation

5. The level and structure of business taxes, in principle, can influence aggregate
employment and output decisions by affecting the aggregate supply and/or demand for labor
and for capital—the effect, if any, will depend on elasticities of supply and demand. A
thorough discussion of the theoretical aspects of taxation and output/unemployment is beyond
the scope of this paper, but a review of the empirical work in this area leads to some broad
conclusions that suggest the connection between business taxation and

2 Possible short-run, demand-side effects captured by the Keynesian fiscal multiplier are well-
known and are not discussed here. Rather the focus is on the supply-side effects of business
taxation.

3 The term “structure” refers to the mix between payroll taxes, corporate income taxes, and
taxes on capital.

4 I, for example, there is a positive externality in one sector (e.g., research and development
expenditures often yield social value not fully internalized by firms), a tax preference in favor
of that sector would help induce movement toward the socially optimal allocation of
resources. If, instead, there is a negative externality (pollution associated with manufacturing
is an example), the socially optimal allocation of resources would be achieved by applying less
favorable tax treatment in the sector producing the negative externality.
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employment/unemployment can be largely transitory.’ In cross-country studies, there is no
clear relationship between the overall tax burden and unemployment, whether one examines
industrial, developing, or transition economies. Moreover, attention to the structure of
taxation, including the extent and composition of business taxes, offers little to explain cross-
country differences in unemployment rates. In a review of the empirical literature covering
OECD countries, the findings expressed in IMF (1995, p. 28) can be summarized as follows:
(1) “Many studies find that the impact of taxes on unemployment ... are strongest in the short
run, and that the effect fades or even disappears in the longer run when the real wage level has
adjusted to the tax change;” and (2) “A few recent Fund studies for selected OECD countries
point to the fact that, although taxation has a measurable independent impact on
unemployment, many other—and probably more important—factors are at play, particularly
labor market rigidities as reflected in the presence of hysteresis and insider-outsider
behavior,

6. Studies that have investigated the employment effects of payroll taxes generally
conclude that, while in the short run higher payroll taxes can depress the demand for labor by
raising unit labor costs, ultimately payroll taxes tend to be absorbed largely by workers
without changing overall employment by very much because the long-run aggregate supply of
labor is highly inelastic with respect to real wages.” To the extent that workers view payroll
taxes as representing a fee for service (unemployment insurance, health insurance, retirement
pensions, and workers compensation) rather than a tax on income, the supply of labor is likely
to be even less responsive than otherwise.? Indeed, the closer such fees/taxes are to being
commensurate with the expected present value of the services received (i.e., to being
actuarially fair), the less they will distort labor supply decisions.

’ See IMF (1995) and OECD (1995) for in-depth reviews of taxation and unemployment.

¢ “Insider-outsider behavior” refers to labor market models that assume asymmetric
bargaining positions for workers already employed (insiders) versus those seeking
employment (outsiders). Insiders may be able to negotiate real wages in excess of the market-
clearing level when labor turnover is costly.

7 See, for example, Grignon (1994) and Marchildon, Sargent, and Ruggeri (1996). Grignon
(1994), however, observes that sector-specific long-run labor supply elasticities tend to
increase as skill levels decline. Thus, while payroll taxes may have a small aggregate
employment effect in the long run, effects may be concentrated in low-skill labor markets.

¥ The cross-country empirical results that suggest little or no permanent employment effects
should not be interpreted to mean that payroll taxes specifically, and business taxation more
generally, will never affect employment or unemployment. It is easy to imagine prohibitively
high levels of taxation, levels not reflected in the empirical work, that would permanently
effect employment and unemployment.
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7. Certainly labor market rigidities will depend to some degree on the structure of payroll
taxes. Canada, for example, recently dropped a provision that established a threshold below
which employers paid no unemployment insurance premiums for employees working less than
15 hours per week.” This clearly introduced a degree of friction in the labor market through its
affect on the demand for full-time versus part-time employees. However, while business taxes,
particularly payroll taxes, may marginally exacerbate labor market rigidities, such rigidities are
most frequently attributed to a variety of nontax policies including high minimum wages,
elaborate labor protection provisions, and high replacement ratios in unemployment insurance
systems (IMF, 1995, p.28; OECD, 1996).

Tax preferences

8. Capital formation across sectors depends, infer alia, on how the tax system treats
income from firm-level investments in real assets, both in terms of how this income is treated
as it accrues to firms and as it is distributed to the ultimate providers of finance (households
and other legal entities). The allocation of capital across sectors within an economy depends
on the specifics of the system of business taxation as well as the taxation of a financier’s
investment income.

9. In principle, a fully neutral tax system (one that does not alter investment or financing
decisions), in the absence of externalities, would result in an allocation of resources that
maximizes the value of economy-wide output.!® This occurs in a market-based system because
resources flow naturally toward those activities with the highest ratés of return; i.e., those in
which scarce resources are most productive. Nonneutral taxation of capital (i.e., differential
tax treatment across sectors, asset classes, means of finance, and/or ownership), by altering
after-tax rates of return, diverts resources from their most productive use toward less
productive activities, and thus depresses output—in other words, the economy is drivento a
point inside its production-possibilities frontier. Thus, even if resources remain fully employed,
nonneutralities cause them to be allocated inefliciently, thereby depressing real output.
Consequently, reducing tax-based nonneutralities can increase national output by inducing a
reallocation of resources toward more productive activities (this proposition is examined more
formally in Box 1 below).

® The old and new unemployment insurance systems in Canada are described briefly in
Section III.

1° It has been shown that a tax on a firm’s cash flow (revenue net of current and capital costs

with no deduction for depreciation or interest) is neutral, in the sense that it does not influence
the firm’s investment or financing decisions (e.g., Bradford, 1986).
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Box 1. Tax Preferences and the Allocation of Capital

New pre-tax retum
New pre-tax return A /
Ay : . New after-tax return:

New ‘ﬁg ite.;/xelrem """"""" A corporate level

New after tax
New after tax ’-- e > o retum:
return: ' . R T petsonalle.'vel
personal level s ,

The figure presents a stylized model intended to capture the resource-allocation effects of introducing
a preferential statutory tax rate on corporate income. In the case depicted, the manufacturing sector is
granted a tax preference. Prior to the introduction of the tax preference, the total before-tax return to a
unit of physical capital, as measured by the value of the marginal product (A* and A”), the net-of-
corporate tax return (B¥ and B"), and the net-of-personal tax return (C¥ and C°) are all equalized
across manufacturing and nonmanufacturing sectors, assuming capital is fungible. With the
introduction of a corporate-income tax preference for manufacturing, given the initial allocation of
capital across sectors the after-tax return to capital in manufacturing initially exceeds that in
nonmanufacturing. Capital thus begins to flow from nonmanufacturing toward the manufacturing
sector. In the figure, for simplicity it is assumed that the allocation of labor across sectors is fixed, as
are output prices, otherwise the VMP curves would be shifting. The increased availability of capital,
ceteris paribus, tends to decrease the gross (pre-tax) return to the marginal unit of capital (the value of
its marginal product) in the manufacturing sector. At the same time, the reduced availability of capital
in nonmanufacturing results in an increase in the gross return to capital in that sector. The movement
of capital toward manufacturing would continue (under the assumption that capital is fungible and
freely mobile across sectors) until the net-of corporate-tax returns were again equalized across sectors.
While the allocation of labor across sectors was assumed to be fixed for the sake of simplifying the
diagram, labor will also tend to flow toward the sector that was granted new preferences since the
increasing capital stock in manufacturing raises the value marginal product of labor.

10.  The extent to which the introduction or removal of tax preferences might affect
employment and unemployment depends on labor market rigidities, the endogenous effect of
tax preferences on the relative price of capital-to-labor, and the elasticity of labor supply. If
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ultimately the change in tax preferences across sectors affects the relative price of capital-to-
labor, total employment could be efizcted.! Moreover, real-world labor markets tend to
involve a degree of inflexibility, particularly over short- and medium-term time horizons.
Thus, changes in sectoral tax preferences will typically result in a transitional period of
frictional and structural unemployment. As a change in sectoral tax preferences induces a
reallocation of capital toward the favored sector, the drain of capital from other sectors
implies a decline in the value of the marginal product of labor in those other sectors (i.e., the
firm-level demand for labor declines) as less capital is now available for each unit of labor. On
the other hand, as capital is drawn to the favored sector, the demand for labor will rise there.
The duration of the unemployment induced by the introduction (or removal) of sectoral tax
preferences is then either mitigated or exacerbated according to whether labor market
conditions are more or less conducive to facilitating the transition. The change in tax policy is
the trigger for higher transitional unemployment. Thereafter, its duration depends on the
characteristics of the labor market.

International tax competition

11.  When capital is mobile internationally, an assessment of the consequences of tax
preferences for national output (and employment) is more difficult since the available stock of
capital cannot be considered fixed, as it depends on the flow of foreign direct investment
(FDI). Changes in business taxation at home and abroad can alter these flows and, thus, either
exacerbate or mitigate the within-country allocative effects of tax preferences. If, for example,
new business tax legislation introduced preferences for the manufacturing sector, the new
preferences would initially draw domestic capital (and labor) away from the nonmanufacturing
sector and attract new flows of foreign capital. With no impediments to international capital
mobility, this reallocation of capital would continue until after-tax returns were again
equalized, across sectors and internationally. Of course, international capital mobility is a
matter of degree, and the tax elasticity of FDI flows will depend on a number of factors,
including the degree to which capital may be country specific and the existence of restrictions
on foreign ownership and/or repatriation of profits.

1 If a tax preference for manufacturing also implies a cut in the average tax on capital income
this would generally imply that the relative price of labor would rise, ceteris paribus, and the
economy-wide capital-to-labor ratio would increase, thereby producing a negative impact on
aggregate employment. In the longer run, however, the tax cut may stimulate greater
investment and thus increase the rate of growth of the capital stock, and with it the demand
for labor (see, e.g., IMF, 1995, pp.8-9). Thus, the aggregate employment effect is ambiguous.
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12.  Because of such spillover effects, normative tax policy analysis must consider the
likely endogenous policy response of trading partners.’? In the case of Canada, business tax
policies in the United States are particularly important. It is well accepted that among the
most important considerations leading to the July 1986 decision to undertake comprehensive
tax reform in Canada was the tax reform initiative underway in the United States.”® As
observed by Dodge (1989, p.37), "The reduction in U.S. corporate rates demanded a
response.” The reduction in statutory corporate income tax rates in Canada was intended, in
part, to head off capital outflows and a consequent reduction in the domestic capital stock and
the corporate income tax base. More generally, Bird (1995, p.1050) has argued that

“corporate tax rates will increasingly hew to an international norm set by dominant
economies.”

13.  Sustained employment effects from a change in business tax preferences might occur
when international FDI flows are included in the analysis. This is because the domestic stock
of capital goods is now endogenous, even in the relatively short run (FDI can literally mean
the movement of machinery and equipment across borders, and FDI also often implies the
transfer of managerial skills and technologies which complement the existing capital stock). If
new tax preferences cause a surge in FDI, the increased stock of capital generally would imply
an increase in labor productivity, and so an increase in the aggregate demand for labor and
higher real wages. The problem with that scenario, as suggested above, is that countries are
not generally passive in the face of such policy changes. Indeed, as discussed in Section IV,
developments between 1980 and 1990 regarding effective marginal tax rates on corporate
source income were broadly similar in Canada, the United Kingdom, and the United States.**

Complexity and specificity

14. A tax system can also be evaluated in terms of the cost of compliance and the
deadweight loss associated with diverting resources to developing tax-avoidance strategies, to
associated litigation activity, and to rent seeking. As a general rule, simplicity and

12 In other words, the social objective function that is to be maximized must include in its
specification policy reaction functions for each trading partner. If the economy were
economically small (which, in this context, may not be the case for Canada), policy makers
could correctly assume that there would be no response abroad to its tax policy decisions.

1 See, for example, The White Paper: Tax Reform 1987 Income Tax Reform, p.99, and the
discussion in Whalley (1990, pp.81-84).

" According to Bird (1995, p.1043), there was a worldwide trend toward lower statutory tax
rates on corporate source income and broader tax bases (through reduced capital consumption
allowances) during the 1980s,
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transparency are essential to minimizing these costs.!* Simplicity tends to ensure that
administrative and compliance costs are kept low, while also reducing the prospects for
devising tax-avoidance strategies. Transparency tends to reduce the effectiveness, and thus the
extent, of rent seeking by helping to ensure that such activities, if they occur, will be met by a
countervailing response from potential losers. It should be noted that investment incentives via
capital consumption allowances and sectoral tax preferences (apart from their costly allocative
effects) also create complexity and, thereby, increase compliance and administrative costs.

C. The Current Tax Environment fof Business in Canada

15. At the aggregate level, it is clear from Table 1 and Chart 1 that there has been a
modest downward trend since the mid-1970s in corporate income tax revenues-to-GDP. This
trend is also evident in the share of corporate tax revenues in total tax revenues (Table 2 and
Chart 1). Corporate income taxes currently account for just over six percent of total Canadian
government revenues—a share well below personal income taxes (35 percent), indirect taxes
(32 percent), and social insurance revenues (12 percent) (Table 2 and Chart 1). Growth in
Canadian payroll taxes has outpaced most other G-7 countries, rising from 4.5 percent of
GDP in 1985 to 5.9 percent in 1993. Nevertheless, Canada continues to have one of the
lowest payroll tax burdens among the G-7 countries (Chart 4 and Chart 5).

16.  The overall business tax environment includes corporate income taxes, payroll taxes,
taxes on capital, and selected aspects of the personal income tax, particularly the taxation of
dividends and capital gains. It also includes the various tax preferences (credits and
deductions) that tend to lower the effective corporate income tax rate relative to the statutory
rate. In general, corporate income tax rates in Canada vary according to a firm's size, its
production activity, and its provincial location.'® During the last major reform of the system of
business taxes in 1987, efforts were made to minimize the influence of tax considerations on

15 Because Canada is a federal system, provincial autonomy in tax matters is responsible for
some degree of complexity and nontransparency. For example, compliance and administrative
costs could be reduced if there were harmonization across provinces and if tax auditing and
collection could be centralized. Alternatively, there could be a “disentanglement” of taxes,
whereby the federal and provincial governments would agree to allocate the administration
and collection of different taxes (corporate income versus excise taxes, for example) to
different levels of government (Bird, 1995, p.1051).

16 A review of tax developments appears, for example, in Daly, Mercier and Schweitzer (1989
and 1993), including pre- and post- reform business taxes with comparative effective tax rates
by sector. A snapshot of Canada's current business tax system is available in Government of
Canada Tax Expenditures, Department of Finance, (1995), Appendices A and B.
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capital investment decisions.” This was accomplished by lowering statutory tax rates while
broadening the corporate tax base and narrowing the effective tax preferences across sectors.

17.  The federal corporate statutory income tax rate is set at 28 percent for general
business income. However, a number of statutory tax preferences offer reductions from the
general rate. Small domestically owned incorporated businesses, or Canadian-controlled
private corporations (CCPCs), qualify for a rate reduction of 16 percentage points (to

12 percent) on the first $200,000 of taxable income. For income in excess of the small-
business threshold, the general federal rate is reduced by seven percentage points (to

21 percent) for income derived from manufacturing and processing.’® The provinces also
frequently grant reductions in provincial corporate income tax rates for small businesses and in
some cases for manufacturing and processing activities. When both federal and provincial
rates are considered, there is significant variation in statutory tax rates on corporate income
across Canada. Small business income earned in Newfoundland, for example, faces a

12 percent federal tax together with a 5 percent provincial tax, while general business income
earned in New Brunswick faces a 28 percent federal tax along with a 17 percent provincial tax
(see tabulation below). Federal and provincial governments also levy an annual tax of

0.225 percent on the paid-up capital of Canadian corporations.'’

18.  Tax credits restrict the size of the corporate tax base by crediting certain corporate
expenditures against the general corporate tax obligation. The current tax code grants tax
credits, for example, for certain expenditures on research and development, for investment in
eligible depreciable property used in Atlantic Canada, for certain exploration expenditures,
and for certain contributions to registered political parties.*® Moreover, tax credits not used in
the current tax year may be carried forward .

'7 See International Monetary Fund, Board Paper (1988) for a more detailed description of
the latest major round of income tax legislation in Canada.

¥ According to Bird, Perry, and Wilson (1995, p.159), the term “processing” has been
loosely interpreted, with over half of the income of restaurants having been classified as such.

' Banks, trust companies, and life insurance companies face additional capital taxes ranging
from 0.5 percent to 1.5 percent of capital employed in Canada (Bird, Perry, and Wilson,
1995).

% Tax credits are discussed in detail in Department of Finance (1995), pp.75-78.
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Federal and Provincial Corporate Income Tax Rates, 1996
Manufac- General
General turing and Small
Business Processing Business
Federal 1/ 28.00 21.00 12.00
Newfoundland 14.00 5.00 5.00
Prince Edward Island 15.00 7.50 7.50
Nova Scotia 16.00 16.00 5.00
New Brunswick 17.00 17.00 7.00
Québec 8.90 8.90 5.75
Ontario 15.50 13.50 9.50
Manitoba 17.00 17.00 9.00
Saskatchewan 17.00 10.00 8.00
Alberta 15.50 14.50 6.00
British Columbia 16.50 16.50 10.00
Yukon 15.00 2.50 6.00
Northwest Territories 14.00 14.00 5.00
Source: Department of Finance, Canada.
1/ In addition, a four percent federal surtax is imposed raising the general business rate to
29.12, the manufacturing and processing rate to 22.12, and the general small business rate
to 13.12,

19. A variety of income exemptions and deductions also reduce the size of the corporate
tax base and, in some cases, may distort investment decisions. There is a twenty-five percent
exemption on income from capital gains.>* Twenty-five percent of profits from oil and gas,
and mining operations may be excluded from taxable income.” A deduction from taxable
income for certain natural-resource exploration and development expenditures and other
resource investments (the “earned depletion” deduction) was eliminated in 1990; however,
deductions continue on a carry forward basis from pre-1990 earned depletion pools.

2 Because capital gains may result from share appreciation owing to retained earnings
(which already were taxed as corporate income), the 25 percent exemption on capital gains
provides relief from double taxation.

2 This measure is intended to grant the provinces greater scope for imposing royalties

and/or mining taxes on natural-resource extraction activities (Department of Finance, 1995,
p.79). Provincial royalties on petroleum and mining firms are currently nondeductable.
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Regarding the 0.2 percent tax on the paid-up capital of Canadian corporations, there is a
$10 million capital deduction, which effectively exempts smaller corporations from this tax.
Other allowable deductions include deductions for charitable donations and gifts to the
Crown.

20.  The rules governing corporate income tax deferrals also affect the size of the tax base
and potentially affect the amount and timing of capital expenditure decisions. The tax reform
initiated in 1987 brought depreciation schedules more in line with the economic life of each
asset, thereby reducing the amount of deferred income that results from capital consumption
allowances (CCA). However, a large number of exceptions remain. The cost of capital
equipment used for scientific research and experimental development can be fully expensed in
the year of acquisition. In addition, a number of asset classes still have arguably fast CCA
schedules. The asset classes which receive the most generous provisions include
manufacturing and processing assets, vessels, power-operated movable equipment, railway
assets, communication satellites, retailer’s point-of-sale equipment, application software,
energy-efficient equipment, water and air pollution control property, and mining assets.?
Moreover, a fast write-off is allowed for expenses related to development and exploration.

21.  Certain business investment losses may also be deducted from current income. While
capital losses are generally deductible only against capital gains, three-quarters of capital
losses stemming from the disposition of shares or debts of a small business corporation may be
used to offset other income.** Allowable (noncapital) business losses may be charged against
income in the current tax year, and they may also be carried back three years and forward
seven years. The fact that capital gains are taxed on a realization basis and not an accrual basis
also creates a deferral of taxable income. In addition, there are a number of allowable
accounting procedures for agricultural corporations that result in a deferral of taxation.

22.  Payroll taxes in Canada include unemployment insurance premiums, Canada Pension
Plan (CPP) contributions,? workers compensation premiums, and the provincial health/post-
secondary education tax levied by some provinces.”® The structure and level of payroll taxes

2 See Department of Finance (1995, pp.89-95) for a more detailed description of the capital
consumption provision for each asset class listed. Mida and Stewart (1995) present a review
and analysis of the Canadian capital cost allowance system.

% Department of Finance (1995, p.81).

% The province of Québec has its own separate pension plan that is roughly comparable to
the CPP. Residents of Québec have the option of participating in either the CPP or the
Québec Pension Plan.

% Lin, Picot, and Beach (1996) presents a comprehensive review of developments in
(continued...)
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vary considerably between provinces. For example, payroll taxes per employee ranged in 1993
from a high of $3,750 in Québec to a low of about $2,000 in Saskatchewan (Lin, Picot, and
Beach, 1996, p.11).

23. A new unemployment insurance system (the Employment Insurance program) entered
into force on July 1, 1996. Under the new system, unemployment insurance premiums are
collected by the federal government from employers and employees for every dollar earned up
to an annual maximum of $39,000.%7 As of January 1, 1997, the employee premium is $2.90
per $100 of eligible earnings. Employers pay 1.4 times the employee premium. Small
businesses (those paying less than $60,000 in Employment Insurance premiums) can qualify
for a partial premium refund in 1997 and 1998. Low-income workers (earning no more than
$2,000 per year) are also eligible for a premium refund.

24.  The CPP is financed through a payroll tax on employees and employers, with the
contribution rate adjusted periodically to maintain a balance in the plan equivalent to two
years of benefit payments. Employees and employers each currently contribute 2.93 percent
on the first $35,400 of earnings. Allowing for a $3,500 income exemption, the maximum
annual contribution per employee and employer is $933. Self-employed workers pay the full
5.85 percent with a maximum annual contribution equal to $1,866.

25. Workers compensation premiums are administered by the provinces in order to
finance their respective workers compensation programs. Premiums vary according to the
hazard or risk of the future use of workers compensation.

26.  Québec, Manitoba, Ontario, and Newfoundland assess a payroll tax on employers to
finance provincial health care and post-secondary education systems. Provincial statutory
rates for the health and post-secondary education payroll tax vary from a high of 4.26 percent
in Québec to just under 2 percent in Ontario. In addition, Québec is the only province that
does not provide relief from this levy for small businesses. The health and post-secondary
education payroll tax was the fourth largest source of tax revenues for Manitoba, Ontario, and
Newfoundland, and the third largest for Québec (Lin, Picot, and Beach, 1996, p.10).

27.  The individual income tax treatment of dividends and capital gains can affect the
flow of financing and, thus, alter business investment decisions. Three-quarters of net capital
gains, beyond a $500,000 lifetime exemption for farms and small corporations, are taxed as

% (...continued)
Canadian payroll taxes since 1961.

27 Under the previous system, premiums were not assessed for employees working less than

15 hours per week. The new system abandons this threshold and thus eliminates employer
incentives to engage in some premium-avoidance behavior by over hiring part-time workers.
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personal income.? Gains realized from the sale of a principal residence are fully exempt, as are
gains from the sale of certain personal property worth less than $1,000. Dividend income
accruing to resident taxpayers from taxable Canadian corporations has been granted partial tax
relief for several decades. This relief occurs through a gross-up and credit under the personal
income tax. The gross-up and credit has been adjusted periodically with a view to maintaining
rough parity in the tax treatment of small corporations and unincorporated businesses (Bird,
Perry and Wilson, 1995, p.155). Dividends are currently grossed-up by 25 percent and this
grossed-up amount is taken into taxable income. The federal “basic tax”? is then applied to
personal income including grossed-up dividends, before the federal tax is reduced by a credit
equal to 13.33 percent of the grossed-up dividend. When provincial taxes are taken into
account, the net effect is to offset the double taxation of corporate source income accruing to
individuals by roughly 50 percent for public companies and 100 percent for private
corporations.

D. Estimates of Effective Marginal Tax Rates in Canada

28.  Because business tax systems are generally complex, and distortions can be offsetting
or reinforcing, the net nonneutralities present in a system cannot typically be assessed from a
description of the regime. The related concepts of “cost of capital” and “marginal effective
tax rate” were developed to help capture the net effects of the tax system on business incen-
tives (see Box 2 below). This section presents estimates of marginal effective tax rates in
Canada on new investments across sectors, asset groups, means of finance, and ownership.
It also includes figures from two comparator countries, the United States and the United
Kingdom. These figures offer summary estimates of the extent and nature of the nonneutrali-
ties present in Canada’s business tax regime, both before and after the last major reform
initiated in 1987,

29.  Jorgenson (1993) and Daly, Mercier, and Schweitzer (1993) estimated marginal
effective tax rates for Canada and other G-7 countries at five-year intervals from 1980-1990,
using the methodology developed by King and Fullerton (1984).%° King and Fullerton first
observed that the marginal effective tax rate applicable to any given investment project will
generally depend on four primary factors: (1) the type of asset being purchased for an
investment project; (2) the industry in which the investment takes place; (3) the means of
finance; and (4) the ultimate owner of the net returns to the project (the financier).

2 The 1994 Budget terminated a $100,000 lifetime exclusion on all capital gains.

# Bird, Perry, and Wilson (1995, p.156) describe the federal “basic tax” as “a term of art that
describes the result of applying the rate schedule to taxable income and then allowing for
certain adjustments”.

3 The King-Fullerton methodology is based on the assumption of a closed-economy.
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Box 2. Fundamental Business Tax Concepts

The related concepts of the "cost of capital” and the "marginal effective tax rate" are the most
commonly employed analytical tools for determining the net incentive effects of a system of business
taxes. The cost of capital is the minimum pre-tax rate of return that an investment project must yield in
order to induce an economic agent (firm or individual) to undertake an investment project.! This, of
course, depends on the alternative rates of return on financial investments. But given the opportunity
cost implied by alternative returns in financial markets, the specific structure of the tax system is a
major determinant of the cost of capital across sectors (e.g., manufacturing versus nonmanufacturing),
asset classes (e.g., machinery, buildings, or inventories), owners (e.g., tax-exempt institutions,
households, or insurance companies), and methods of finance (debt, retained earnings, or new shares).
Anything that changes the cost of capital (including, for example, enhanced risk, increases in the
statutory tax rate on corporate or personal investment income, changes in the risk-free rate of return,
and changes in the expected rate of return on other financial assets) will generally alter the level and
allocation of real investment expenditures.

A closely related concept, the marginal effective tax rate, assesses the taxes paid as a share of the
income generated by the marginal unit of a specific type of capital employed by an economic agent.
This concept can be evaluated at the level of the firm (marginal effective corporate tax rate), atthe
level of an individual investor (marginal effective personal tax rate on corporate-source income), or in
total (marginal effective tax rate on corporate-source income). The marginal effective corporate tax
rate reflects the net-of-corporate-tax return to the firm from a specific investment. The marginal
effective personal tax rate on corporate-source income reflects the return net of personal taxes to a
financier of a firm's investment. The marginal effective corporate tax rate directly affects the
investment decisions of firms, whereas the marginal effective personal tax rate on corporate source
investment income directly affects the amount and composition (equity versus corporate debt) of
houschold savings channeled to corporate investment. The figure displays the relationship between
these and other fundamental tax concepts.

An example will help to convey the close relationship between the marginal effective tax rate and the
cost of capital. Suppose that the interest rate structure (and thus the opportunity cost of the
investment project) is fixed, as is the expected yield on (and the riskiness of) a physical investment
project. Given these, the cost of capital (OA in the figure below) is judged just sufficient (i.c., it
satisfies the “hurdle rate”) to induce the firm to undertake the marginal investment expenditure in that
project. Since corporate decision makers presumably care about after tax returns, this implies that the

!This definition is generalized from King and Fullerton (1984, p. 10). Shoven and Topper (1992,

P 218) express the same concept with a risk element as “the expected net rate of return before
corporate taxes that is required in order for an incremental real investment to be in the interest of
the owners of the firm.” See also Copeland and Weston (1983, p. 383) for a discussion of the “cost
of capital.” This concept is also referred to as the “hurdle rate.”

2This definition is generalized from McKenzie and Mintz (1992, p. 190).
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Box 2. Fundamental Business Tax Concepts (Concluded)

after tax return OB is just sufficient to go forward with the marginal expenditure for this project. Now
suppose the marginal effective corporate tax rate increases. The cost of capital increases and
investment takes place only in those projects expected to provide a pre-tax return at least as great as
the new higher cost of capital, thereby achieving the original after-tax returns OB (corporate level) and
OC (personal level). Had the marginal effective personal tax rate changed instead, an analogous
scenario would have applied to the financing decision. Thus, a change in marginal effective tax rates
alters the cost of capital and affects capital expenditure decisions.

A
----- ~————— Cost of capital
Corporate tax wedge [ After tax return to unit of
------------ B capital: corporate level
Personal tax wedge ' .
......... ¢ After tax return to unit of

capital: personal level

Marginal effective
corporate tax rate = BA/OA

Marginal effective
personal tax rate = CB/OB

Marginal effective
tax rate on capital = CA/OA

Because tax laws typically make distinctions even within these broad categories, King and
Fullerton further divided these four categories into three sub-types, thus, identifying 81 types
of investment projects, each possibly with a different marginal effective tax rate. The marginal
effective tax rates reported in Tables 3—5 are weighted mean marginal effective tax rates over
each of the four primary King-Fullerton categories.®! Table 3 presents these weighted-average
estimates at the corporate level for Canada, the United States, and the United Kingdom,
across each of the four King-Fullerton categories. Table 4 presents comparable estimates of

3 For example, the reported marginal effective tax rate applicable to investment in machinery
is a weighted average of rates on machinery across every combination of industry, source of
finance, and ownership category. Similarly, the reported marginal rate for an investment in the

manufacturing sector is the weighted average over all possible combinations of asset class,
source of finance, and ownership.
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the marginal effective personal tax rates on corporate source investment income, and Table 5
presents estimates of the combined marginal effective corporate and personal tax rates.

30.  The data in Table 3 show that in Canada the dispersion of marginal effective corporate
tax rates across assets, industries, means of finance, and owners narrowed substantially
following implementation of the 1987 reforms. In particular, the effective marginal tax rates
for “manufacturing” over “other industry” and “commerce” narrowed considerably between
1985 and 1990, with the variance of rates across the three sub-groups declining from 76.2 in
1985 to just 6.4 in 1990. * The preferential tax treatment of machinery and inventory
investments relative to buildings also narrowed over this period, although the capital cost
allowances for machinery continued to be more generous than allowances for buildings. The
more favorable treatment of debt-financed investments relative to investments financed
through retained earnings or new shares was reduced as well. All the while, the overall
effective tax rate at the corporate level increased in Canada. Although the statutory corporate
tax rates fell, this was more than offset by less generous capital cost allowances.

31.  The dispersion of marginal effective tax rates at the corporate level across sectors also
narrowed in both the United Kingdom and the United States between 1985 and 1990.
Preferences for nonmanufacturing sectors in the United States declined significantly following
the 1986 tax reforms. In the United Kingdom, effective subsidies® for manufacturing and
other industry had been eliminated by 1985, and the variance of the effective tax burden
across sectors was narrowed still further by 1990. As in Canada, the variance of marginal
effective tax rates across asset classes and means of finance also declined between 1985 and
1990 in both the United Kingdom and the United States. Even in the case of ownership
categories, the dispersion of marginal effective corporate tax rates declined for all three
countries between 1985 and 1990, although the drop was most significant in the cases of
Canada and the United Kingdom. Overall effective corporate tax rates in Canada, the United
States, and the United Kingdom all rose between 1985 and 1990; in Canada, from 19 percent
to 25.9 percent; in the United States, from 9.2 percent to 24 percent;* and in the United
Kingdom, from 21.4 percent to 28.0 percent.

32.  Movement toward reduced effective rate dispersion is also evident at the personal
level (Table 4) in Canada, the United States, and the United Kingdom from 1985 to 1990,
although the dispersion of effective rates across industries in Canada rose slightly. The overall
effective marginal tax rate on personal corporate source income in Canada declined slightly
over this period. Downward movement in the overall effective rate was also evident in the

32 This refers to the simple variance across the three reported sectors.
3 “Effective subsidies” refers to negative marginal effective tax rates.

34 Substantial “investment incentives” in the U.S. 1981 tax act were reversed in the Tax
Reform Act of 1986.
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United States and the United Kingdom between 1980 and 1990. While effective rate
dispersion in the United States was already quite low across industries and asset classes in
1980, and remained low in 1985, appreciable differences in treatment existed across sources
of finance and, more significantly, ownership. Rate dispersion in the United States was
narrowed in both of these areas between 1980 and 1990. The United Kingdom evidenced
significantly greater rate dispersion in 1980 in every category compared to both Canada and
the United States. However, reforms led to a significant narrowing of marginal effective
personal tax rates on corporate source income by 1985, and a significant further narrowing
was achieved by 1990. By 1990, the United States evidenced the lowest rate dispersion in

every category except in the personal tax treatment of corporate source income across
different owners of capital.

33.  Overall, Tables 3 and 4 reveal a significant trend toward reducing nonneutralities
between 1980 and 1990 in almost every King-Fullerton category. During the same period,
effective marginal corporate tax rates generally were rising in Canada and the United
Kingdom (in the United States, these rates eventually rose), while the marginal effective
personal tax rates on corporate source investment income generally were declining in the

United States and the United Kingdom (in Canada these rates remained essentially
unchanged).

34.  Table 5 combines corporate and personal taxation to assess the total taxation at the
margin of corporate source income across each of the four King-Fullerton categories. The
overall effective tax rate ultimately moved upward for all three countries between 1980 and
1990; although it briefly dipped in the United States before rising to a higher level. All three
countries reveal significant movement toward reducing differential tax treatment of corporate
source investment income across the King-Fullerton categories, particularly since 1985.

35.  In sum, the last major business tax reform in Canada achieved a significant narrowing
of the dispersion of marginal effective tax rates on corporate source investment income, and
this change was in line with policy developments in the United States and the United
Kingdom. Nevertheless, appreciable nonneutralities remain in the effective tax treatment of
corporate-source income in every King-Fullerton category, suggesting that opportunities for
efficiency gains through business tax reform in Canada remain.

E. Concluding Comments

36. A number of observations can be drawn from this overview of business taxation in
Canada. In terms of marginal effective tax rates, payroll taxes, and the overall tax burden
imposed on the corporate sector, Canada compares well with the United States and the United
Kingdom. Moreover, the literature generally concludes that unemployment associated with the
level and structure of business taxation (and/or changes in these) tends in large part to be
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transitory, although this period of adjustment may be quite lengthy.>* The last major reform of
Canada’s tax regime moved the corporate tax system closer to neutrality by reducing
preferences and revising capital consumption allowances more in line with the economic life of
assets. Nevertheless, there continues to be scope for improving the neutrality of the system
and, thereby, improving resource allocation. Changing tax preferences, however, whether
distortions are mitigated or exacerbated, disturbs the equilibrium allocation of factors of
production and, thus, generates transitional periods (the duration of which will depend on
factor market rigidities) in which some factors (including labor) will be underemployed. When
assessing the economic implications of a reform proposal, such transitional employment
effects must be traded off against permanent improvements in output from enhanced allocative
efficiency. Highly open economies such as Canada must consider the prospective response of
major trading partners, if any, to changes in business taxes in order to properly assess the
consequences for FDI flows. This implies, for example, that a step toward greater neutrality in
the treatment of corporate-source income across industries (say by raising the statutory tax
rate on manufacturing), could induce capital outflows that lessen, or perhaps overwhelm, the
associated static improvement in resource allocation. Finally, business tax reforms that move
toward greater simplicity and transparency will mitigate the deadweight loss associated with
tax-compliance, tax-minimization, tax litigation, and rent seeking activities.

37.  The Technical Committee on Business Taxation will present in-depth coverage of
many of the issues examined here. The Committee is undertaking a comprehensive review of
Canada’s system of business taxation with the guiding objectives of promoting the creation
and retention of jobs in Canada, ensuring that multi-national companies pay the intended level
of tax on their business activity in Canada, and ensuring effective tax compliance while
seeking ways in which compliance costs for taxpayers could be reduced. The study will also
examine the structure of corporate income and capital taxes, the employment impact of
payroll taxes, and the integration of corporate and personal taxes.

% The empirical work in the next paper in this report, “Labor Markets in Canada” suggests,
for example, that labor market adjustment to an increase in payroll taxes takes place over
roughly a six-year period.

3¢ Department of Finance Canada, Press Release (November 5, 1996), “Martin Grants
Extension to Technical Committee on Business Taxation.”
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Table 1. Canada: Tax Revenues

(In percent of GDP)
General Government . Federal Government Provincial and Local Governments 1/
Cor - Per- Cor- Per- Cor- Per-
porate sonal  Social porate sopal  Social porate sonal  Social

Income Income Ins.2/ Indirect  Other Total Income Income Ins.2/ Indirect  Other Total Income Income Ins.2/ Indirect  Other Total

1970 3.45 10.93 203 1338 455 3433 2.56 179 1.42 453 175 1718 0.8% 3.13 0.61 8.86 248 1565
1971 344 1143 198 1328 471 3484 2.54 7.99 1.39 4.60 180 1748 0.89 3.45 0.59 8.68 2.51 15.82
1972 361 11.42 205 1346 464 3518 2.67 7.90 1.44 4.72 183 1776 0.94 3.51 0.61 8.75 237 1587
1973 398 1131 209 1298 455 3491 2.86 7.83 1.45 4.58 170  17.68 113 348 0.64 8.40 239 1574
1974 464 1149 246  13.60 495 37.14 3.30 7.87 1.81 5.55 168 1945 1.34 3.62 0.65 8.01 279 1615
1975 437 1139 269 1242 510 3597 3.14 7.75 1.97 4.65 163 1829 1.23 3.64 0.72 7.78 295 16.05
1976 361 11.46 290 1247 526 3569 2.56 7.86 2.07 441 1.59  17.68 1.05 3.60 0.83 8.06 309 1633
1977 3.33 11.78 283 1241 5.58 3592 236 7.12 2.01 424 169 16.58 0.97 4.66 0.82 817 328 1763
1978 338 1Lt 285 1194 621 3549 237 6.17 2.00 4.08 179 15.57 1.01 494 0.85 7.87 3.77 1814
1979 3.63 10.88 267 1164 648 3530 248 6.32 1.86 3.90 174 1545 LI5S 4.56 0.82 7.74 407 18.04
1980 39 1115 265 1146 690  36.06 27 6.55 1.85 395 1.85 16.07 1.19 4.60 0.30 7.51 433 18.12
1981 360 1187 296 1290 694 3828 263 6.87 217 533 1.84 1799 0.98 4.99 0.80 7.58 434 1842
1982 314 1263 n 12.89 709 3885 246 7.30 226 470 165 1740 0.68 533 0.85 8.19 457 1933
1983 3.03 12.29 340 1236 733 3842 235 7.03 2,58 4.02 179 1691 0.69 5.26 0.82 8.34 466 1950
1984 337 1192 342 1236 741 3847 2.55 6.73 2.60 4.07 188 1694 0.82 5.19 0.83 828 462 1947
1985 326 1212 359 1231 721 3848 242 710 2.74 3.96 185 1716 0.83 5.02 0.86 835 445 1921
1986 288 13.07 377 1272 6.76 3920 2.04 7.78 2.83 4.18 196 17.87 0.84 5.28 0.94 8.54 387 1917
1987 3.08 1348 383 1293 635 3968 2.15 792 2.84 4.29 1.80 1802 0.93 556 - 1.00 8.64 365 1946
1988 29 13.73 39 13.04 641  40.05 1.96 7.95 291 4.27 195 1805 0.95 5.79 1.05 8.77 358 1982
1989 286  13.67 369 1335 6.69 4025 1,97 8.09 2.6} 4.4} 198 18.04 0.89 5.58 1.07 8.94 384 1999
1990 2.51 15.57 415  13.10 6.57 4190 1.74 9.00 3n 397 211 1876 0.78 6.57 105 - 9.13 358 2075
1991 222 1572 440 13.34 637 4256 1.53 9.06 .47 4.46 210 1938 0.69 6.66 0.94 9.38 339 2070
1992 210 1533 488 1416 633  42.81 1.45 9.00 3.90 4.51 209 1964 0.65 6.33 0.97 9.66 339 2063
1993 205 1479 4.91 14.02 631  42.09 1.42 8.56 3.95 4.26 1.99 1834 0.64 6.23 0.97 9.76 351 2073
1994 234 1447 498 13.80 633 4192 1.62 8.23 4.00 4.05 1.98 1855 0.72 6.25 0.98 9.75 359 20388
1995 260 1480 498 1353 648 4238 1.79 8.55 3.96 3.90 213 1888 0.81 6.24 1.01 9.63 361 2089

Sources: Statistics Canada (National Income and Expenditure Accounts); and Fund staff estimates.

1/ Own-source revenue only. Excluding tax revenues of the hospital sector which are included in total general government revenue.
2/ Includes: direct tax revenues of the federal Canada Pension Plan (CPP) and the provincial Quebec Pension Plan (QPP); federal unemployment insurance contsibutions; and provincial workers’

compensation contributions. Note, this is not a complete representation of payroll axes.
©lInternational Monetary Fund. Not for Redistribution

—LZ_



Table 1. United States: Tax Revenues (Concluded)

(In percent of GDP)
General Government Federal Government State and 1
Cor- Per- Cor- Per- Cor- Per-
porate  sonal porate  sonal  Social porate  somal  Social

Income Income  Social Indirect Other  Total Income Income Ins.2/ Indiret Other  Total Income Income Ins.2/ Indirect  Other  Total
1970 332 1053 599 9.10 098 2992 2.96 891 5.09 1.76 022 1894 036 1.62 0.89 6.60 152 1098
1971 3.36 9.65 6.18 9.20 0.96 2935 298 799 5.28 1.70 022 1816 0.38 1.67 0.90 6.74 1.51 11.20
1972 338 1067 6.43 9.00 1.03 3051 296 8.72 5.50 1.50 026 1894 0.42 1.96 0.93 671 1.56 1158
1973 357 1016 7.08 8.76 1.06 3063 3.13 826 6.14 144 021 19.19 0.43 1.90 0.94 6.54 163 1144
1974 346 1063 7.46 8.64 1.16 3134 3.02 8.74 6.49 135 022 1982 044 188 0.98 6.49 173 1153
1975 31 9.59 743 8.59 1.04 2976 2.66 7.69 6.39 136 012 1823 0.45 1.90 1.03 6.45 170  11.53
1976 353  10.02 757 833 111 30.57 3.00 8.05 6.50 1.19 024 1898 0.53 1.97 1.07 6.38 164 1159
1977 360 1037 7.67 8.17 110 3091 3.04 835 6.58 113 024 1933 0.56 2.02 1.09 6.28 162 1157
1978 364 1048 7.73 177 132 3093 3.11 845 6.65 1.12 037 19.70 0.53 2.02 1.08 5.89 172 1123
1979 345 1095 7.99 738 1.54 3130 291 8.98 6.91 1.02 043 2025 0.53 1.97 1.07 5.54 193 1105
1980 304 1122 8.08 7.61 172 3167 2.53 9.20 7.02 1.22 049 2046 0.52 2.02 1.07 5.45 217 1122
1981 2.61 11.56 8.40 8.00 192 3248 2.11 9.54 7.35 1.61 064 2126 0.50 2.02 1.04 539 227 1122
1982 195 1146 8.66 791 223 3220 1.51 9.34 7.55 1.28 071 2039 0.43 2.11 1.11 5.60 2.5¢ 1181
1983 219 1052 8.59 797 243 317N 1.74 8.35 752 1.28 077 1966 0.45 217 1.07 5.68 268 12,05
1984 241 10.13 8.85 793 248 3181 1.93 7.90 783 123 076 1965 0.48 2.23 1.03 5.66 276 1216
1985 231 10.47 8.99 7.89 272 3238 1.82 8.22 197 112 0.8 1999 0.48 225 1.02 5.70 293 1238
1985 241 1040 9.09 7.80 283 3252 1.90 8.10 8.02 1.00 084 19.85 0.51 2.30 1.07 5.75 303 1266
1987 2.7 10.95 9.02 7.78 271 3317 2.20 8.57 7.98 1.01 074 2049 0.51 238 1.05 5.78 295 1268
1988 2N 10.54 9.17 7.64 270 3275 220 8.21 8.14 1.01 068 2024 0.52 2.33 1.03 5.73 291 12.51
1989 260 1094 9.03 7.63 273 3292 2.15 8.52 8.04 0.93 066 2030 0.45 242 0.99 5.81 29 12.62
1990 245 10.88 9.03 7.7 266 32.71 2.05 8.46 8.03 0.92 0.63 2009 0.39 242 1.00 5.89 292 1262
1991 225 1056 9.19 8.08 268 3276 1.86 8.06 8.16 1.06 070  19.83 0.40 2.50 1.03 6.04 295 1292
1992 229 1042 915 8.10 251 3247 1.90 7.86 8.12 1.03 058 1949 0.39 2.56 1.03 6.08 291 1297
1993 250 1053 9.05 8.24 237 3268 2.10 7.99 8.03 1.05 056 1973 0.40 2.54 1.02 6.21 278 1295
1994 281 1055 9.06 8.25 227 3295 237 8.09 8.05 1.07 056 2015 0.44 245 1.01 6.24 266 12.80
1995 3.01 10.95 9.10 8.21 226 33.54 2.54 848 8.11 1.05 058  20.75 0.47 2.47 0.99 6.27 258 1279

Sources: Bureau of Economic Analysis, U.S. Department of Commerce; and Fund staff estimates.

1/ Own-source revenue only.
2/ Includes: federal old-age, survivors, disability, and hospital insurance contributions; federal and state unemployment insurance contributions; federal and state employee pension contributions; and other
federal and state social insurance programs, including workers compensation. Note, this is not a complete representation of payroll taxes.
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Table 2. Canada: Tax Revenues

(In percent of total revenues)
General Government Federal Government Provincial and Local Governments 1/
Cor- Per- Cor- Per- Cor- Per-

porate sonal Social porate sonal Social porate sopal  Social

Income Income Ins. 2/ Indirect Other Total Income Income Ins. 2/ Indirect Other Total Income Income Ins. 2/ Indirect Other Total
1970 10.04 31.83 5.90 38.98 1324  100.00 14.88 4537 824 2635 10.20  100.00 5.70 20.03 390 56.57 15.82  100.00
1971 9.86 32.82 5.67 38.12 13.52 100.00 14.55 45.69 7.94 26.34 1031 100.00 5.64 21.79 3.7 54.83 15.89  100.00
1972 10.25 32.45 5.83 38.27 1320  100.00 15.02 44.50 8.12 26.55 1032  100.00 5.90 22.12 384 55.09 1491  100.00
1973 11.40 32.40 5.98 37.18 13.04 100.00 16.15 4428 8.21 25.92 964 100.00 7.15 22.11 4.04 5333 1519  100.00
1974 12.49 30.95 6.62 36.61 1333 100.00 16.95 40.47 9.28 28.74 864 100.00 8.30 22.42 4.05 49.57 17.30  100.00
1975 12.14 31.67 7.47 34.54 1419  100.00 17.14 4234 10.75 25.40 891  100.00 7.68 227 448 48.46 1341 100.00
1976 10.10 32.11 8.12 3494 1473 100.00 14.48 44.48 11.73 24.97 9.00 100.00 6.40 22.03 5.05 4934 1896 100.00
1977 9.26 32.80 7.88 34.53 1553  100.00 14.23 4294 12.13 25.55 1022 100.00 5.48 26.45 465 46.33 1861  100.00
1978 9.53 31.29 8.02 33.66 17.50  100.00 15.21 39.60 12.85 26.19 11.52  100.00 5.58 27.23 4.66 4336 20.77  100.00
1979 10.29 30.81 7.57 32.97 18.36 100.00 16.05 40.39 12.01 25.23 1125 100.00 637 25.25 4.52 42.88 22.53 100.00
1980 10.81 3093 7134 31.79 19.13 10000 16.87 40.77 11.50 24.59 11.50  100.00 6.55 25.38 4.40 41.44 23.89  100.00
1981 9.42 31.00 7174 33.71 18.13  100.00 14.59 3821 12,05 29.62 1022 100.00 531 27.11 432 41.14 23.59  100.00
1982 8.08 32.52 8.00 33.17 1824  100.00 14.13 41.99 12.98 27.01 9.51 100.00 351 27.57 4.40 4236 2365 100.00
1983 7.90 32.00 8.85 32.17 19.08 100.00 13.89 41.58 15.26 23.76 10.57  100.00 3.52 27.00 421 42.80 23.88  100.00
1984 8.76 30.97 8.90 32.12 19.25  100.00 15.03 39.71 1533 24.05 1169 100.00 423 26.66 425 42.55 23,74  100.00
1985 846 31.48 9.34 31.98 18.74 100.00 14.13 41.37 15.96 23.08 10.76 100.00 433 26.10 4.45 43.44 23.15 100.00
1986 7.35 33.33 9.62 3245 1724  100.00 11.41 43.57 15.86 23.42 10.97  100.00 4.40 27.56 4.90 44.53 20.18  100.00
1987 7.76 33.97 9.66 32.60 1601  100.00 11.93 4393 15.74 23.81 10.01  100.00 477 28.56 5.12 44.41 1875 100.00
1988 7.25 3430 9.89 32.57 16.00  100.00 10.85 44.03 16.14 23.66 10.83  100.00 4.77 2921 5.29 44.26 1805  100.00
1989 7.10 33.97 9.16 33.16 16.62  100.00 10.92 44.87 14.49 24.45 10.98  100.00 444 27.90 537 4471 19.21  100.00
1990 6.00 37.15 9.91 31.26 1568 100.00 9.27 4798 16.57 21.15 1123 100.00 3.74 31.63 5.04 44.00 1727 100.00
1991 522 36.93 10.35 32.52 14.98 100.00 7.89 46.73 17.89 23.03 10.84 100.00 333 32.18 4.53 4531 1640  100.00
1992 491 35.81 11.39 33.09 1479  100.00 7.38 4581 19.87 22,94 10.66  100.00 3.17 30.69 472 46.80 1645 100.00
1993 4.87 35.15 11.67 33.31 1499  100.00 7.52 45.46 20.94 22.61 10.56  100.00 3.07 30.05 4.66 47.10 1693  100.00
1994 5.58 34.53 11.87 3293 15.10 100.00 8.72 4436 21.58 21.86 10.68  100.00 3.45 29.92 4.67 46.69 1718 100.00
1995 6.13 34.92 11.74 3192 1529  100.00 9.48 4531 20.99 20.64 11.26  100.00 387 29.89 435 46.09 1727  100.00

Sources: Statistics Canada (National Income and Expenditure Accounts); and Fund staff estimates,

1/ Own-source revenue only. Excluding tax revenues of the hospital sector which are included in total general government revenue.
2/ Includes: direct tax revenues of the federal Canada Pension Plan (CPP) and the provincial Quebec Pension Plan (QPP); federal unemployment insurance contributions; and provincial workers’ compensation

contributions. Note, this is not a complete representation of payroll taxes.
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Table 2. United States: Tax Revenues (Concluded)

(In percent of total revenues)
General Government Federal Government State and Local Governments 1/
Corporate  Personal Social  Indirect Other Total  Corporate  Personal Social  Indirect Other Total  Corporate  Personal Social  Indirect Other Total
Income  Income Ins. 2/ Income  Income Ins. 2/ Income Income Ins. 2/

1970 11.09 35.19 20.01 30.42 328  100.00 15.61 4706 26.89 9.27 1.15  100.00 3.28 14.73 8.13 60.08 13.80  100.00
1971 11.43 32.89 21.07 3136 326 100.00 16.3% 44.01 29.07 9.35 121 100,00 34 14.87 8.07 60.16 13.51  100.00
1972 11.08 3497 21.08 29.50 337  100.00 15.61 46.02 29.06 7.93 1.38  100.00 3.64 16.89 8.01 57.98 1345 100.00
1973 11.64 33.18 23.12 28.59 346  100.00 16.32 43.08 32.01 7.51 1.08  100.00 379 16.59 8.20 57.18 1423 100,00
1974 11.04 3391 23.80 27.55 369  100.00 15.22 44.12 32.73 6.82 .12 100.00 3.86 16.34 847 56.29 15.03  100.00
1975 10.45 3222 24.95 28.85 3.51  100.00 14.61 42.19 35.09 7.48 065 100.00 3.89 16.50 8.94 $5.89 1475  100.00
1976 11.56 32.78 24.78 27.26 362  100.00 15.83 42.44 34.25 6.25 124  100.00 458 16.96 9.26 55.04 1416  100.00
1977 11.66 33.54 24.81 26.42 357 100.00 15.71 43.17 34.02 5.85 1.25  100.00 487 17.46 9.41 54.24 1401  100.00
1978 11.76 33.86 24.99 25.12 426  100.00 1579 4291 33.78 5.66 1.86  100.00 4.70 18.00 9.59 52.44 15.29  100.00
1979 11.01 3499 25.51 23.58 492  100.00 14.39 4432 34.14 5.03 213  100.00 4.80 17.87 9.71 50.16 1747 10000
1980 9.61 3542 25.52 24.03 542 100.00 1235 44,98 34.29 596 241  100.00 4.63 17.98 9.52 48.57 1930  100.00
1981 8.03 35.59 25.85 24.63 590 100.00 9.93 44.86 34.59 7.60 302 10000 442 18.02 930 48.01 20.26 100.00
1982 6.04 35.58 26.88 24.56 693  100.00 7.42 45.82 37.03 6.26 347  100.00 3.67 17.90 9.36 4739 21.67 100.00
1983 6.91 33.17 27.11 25.14 767  100.00 8.85 42.48 38.26 6.50 391  100.00 3.75 18.00 8.90 47.13 2223  100.00
1984 71.59 31.85 27.84 24.93 7.78  100.00 9.83 40.21 39.83 6.26 388  100.00 3.96 18.36 8.47 46.50 2271 100.00
1985 7.13 32.34 27.78 2436 839 10000 9.12 41.13 39.85 5.59 431  100.00 3N 18.15 8.28 46.01 2366 100.00
1986 7.40 31.98 27.96 23.97 869  100.00 9.55 40.81 40.40 502 423  100.00 4.04 18.14 8.45 4541 2396 - 100.00
1987 8.16 33.02 27.20 23.44 818 10000 10.72 41.83 38.92 491 363 100.00 401 18.80 827 45.62 2330  100.00
1988 8.28 32.18 27.99 2331 824 100.00 10.86 40.56 40.21 5.01 337 100.00 412 18.62 822 45.77 2328  100.00
1989 7.90 3322 27.43 23.16 829  100.00 10.61 41.97 39.59 4.59 323 100.00 354 19.14 7.88 46.02 2343  100.00
1990 7.48 33.25 27.60 23.56 812 10000 10.22 42.09 39.97 4.56 3.16 100.00 3.10 19.19 791 46.70 23.160  100.00
1991 6.88 3224 28.04 24.67 817 10000 9.35 40.65 41.12 536 351 100.00 3.10 1933 796 46.76 2285 100.00
1992 7.06 3208 28.19 2494 773  100.00 9.75 40.32 41.66 5.27 3.00 100.00 3.01 19.72 794 46.87 2246  100.00
1993 7.64 3221 27.69 25.21 724  100.00 10.63 40.49 40.68 534 2.86 100.00 3.10 19.59 7.88 4197 2146  100.00
1994 8.54 32.01 27.50 25.06 690  100.00 11.76 40.17 39.97 531 279  100.00 3.48 19.16 7.86 4873 20.78  100.00
1995 8.99 32.65 27.13 24,48 6.75  100.00 12.24 40.85 39.07 5.05 279  100.00 N 19.34 1.76 49.01 20.18  100.00

Sources: Bureau of Economic Analysis, U.S. Department of Commerce; and Fund staff estimates,

1/ Own source revenue only.
2/ Includes: federal old-age, survivors, disability, and hospital insurance contributions; federal and state unemployment insurance contributions; federal and state employee pension contributions; and other federal and state social
insurance programs, including workers compensation. Note, this is not a complete representation of payroll taxes,
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Table 3. Canada: Marginal Effective Corporate Tax Rates

(In percent)
Canada United States United Kingdom
1980 1985 1990 1980 1985 1990 1980 1985 1990

Industry*

Manufacturing 103 11.2 24.5 338 275 340 -533 147 24.8

Other industry 25.6 283 29.1 -13.7 -16.7 1.7 -24.2 14.5 212

Commerce 19.2 228 25.0 15.5 9.2 21.8 12.7 389 378
Variance® 59.30 76.20 6.40 574.00 493.20 124.70 1,094.10 196.80 76.30
Asset

Machinery 43 8.2 15.5 -12.0 -18.6 18.5 67.0 -5.4 8.0

Buildings 30.3 316 35.9 19.1 122 253 20.4 439 49.7

Inventories 20.6 20.4 30.7 28.5 287 26.3 -34.2 46.8 39.8
Variance? 172.60 137.00 112.40 449.30 576.40 18.00 1,949.30 860.60 474.70
Source of Finance

Debt 25.0 -20.5 63 -49.2 -55.5 -14.7 -157.8 -36.8 -15.9

New shares 447 452 472 41.1. 43.0 441 61.2 -10.1 4.1

Retained earnings 447 453 473 45.6 2.1 43.7 23 38.0 40.5
Variance? 1,619.40 1,441.00 955.90 3,043.80 3,204.80 1,144.70 6,499.30 1,436.90 817.70
Owner

Households 19.2 212 26.9 15.8 9.5 23.6 -45.5 149 231
Tax-exempt institutions 10.7 13.2 20.2 9.1 24 193 -12.9 30.1 345

Insurance companies 6.9 34 311 26.3 25.1 409 -29.5 222 28.7
Variance? 177.20 157.50 30.20 75.20 134.80 130.70 265.70 57.80 32.50
Overall tax rate 16.90 19.00 25.90 14.40 9.20 24.00 31.40 21.40 2800

Source: Jorgensen (1993), Table 1-1 & Daly, Mercier and Schwetzer (1993), Table 3-5. Estimates assume a S percent expected annual inflation rate and real pre-tax return on net of depreciation

on all investment projects at 10 percent.

1/ King and Fullerton’s original work classified sectors by standard industrial classifications (SIC). The “other industry” group consists primarily of construction, transportation, communications,
and utilities. The “commerce” sector includes nonfinancial services and distribution (King and Fullerton, 1984, p.13).
2/ This is the variance of the three values immediately above. It offers a measure of the dispersion of rates within each of the four main King-Fullerton categories.
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Table 4. Canada: Marginal Effective Personal Tax Rates on Corporate Source Income

(In percent)
Canada United States United Kingdom
1980 1985 1990 1980 1985 1990 1980 1985 1990

Mamufacturing 20.0 21.1 185 218 17.7 18.8 339 182 142

Other industry 184 193 184 233 19.8 19.4 29.8 183 146

Commerce 214 223 21.5 23.8 19.2 19.2 242 14.6 12.5
Variance? 23 23 3.1 1.1 1.2 0.1 23.7 4.4 1.2
Asset

Machinery 214 222 20.6 226 189 19.1 35.9 21.1 16.3

Buildings 18.1 191 177 226 18.8 19.1 23.1 139 110

Inventories 20.1 214 19.2 223 184 19.0 313 135 123
Variance* 2.8 26 2.1 0.0 0.1 0.0 420 183 7.6
Source of Finance

Debt 371 395 376 26.0 23.6 20.5 105.7 62.8 44.0

New shares 104 104 249 53.0 4.2 357 50.7 323 223

Retained earnings 84 83 4.4 182 14.0 17.0 10.6 43 56
Variance® 256.8 304.1 280.6 3335 238.1 98.8 2279.5 841.8 370.7
Owner

Households 26.1 273 24.5 444 36.5 3238 52.5 284 235
Tax-exempt institutions 0.0 0.0 0.0 319 253 -14.6 0.0 0.0 0.0

Insurance companies -22.9 229 6.4 -17.2 -13.6 <19 323 214 14.5
Variance? 601.1 631.6 266.0 1638.7 1077.7 658.0 701.3 2189 140.6
Overall tax rate 20.0 20.9 - 193 225 18.7 19.1 30.7 17.2 13.8

Source: Jorgensen (1993), Table 1-2 & Daly, Mercier and Schwetzer (1993), Table 3-6. Estimates assume a 5 percent expected annuial inflation rate and real pre-tax retum on net of
depreciation on all investment projects at 10 percent.

1/ King and Fulleston’s original work classified sectors by standard industrial classifications (SIC). The “other industry™ group consists primarily of construction, transportation,

communications, and utilities. The “commerce” sector includes nonfinancial services and distribution (King and Fullerton, 1984, p.13).
2/ This is the variance of the three values immediately above, It offers a measure of the dispersion of rates within each of the four main King-Fullerton categories.
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Table 5. Canada: Marginal Effective Tax Rates on Corporate Source Income

(In percent)
Canada United States United Kingdom
1980 1985 1990 1980 1985 1990 1980 1985 1990

Industry

Manufacturing 28.2 29.9 385 48.2 403 464 -13 30.2 355

Other industry 393 421 42.1 12.8 6.4 28.8 12.8 30.1 327

Commerce 36.5 40.0 41.1 35.6 26.6 36.8 33.8 478 45.6
Variance * 333 42.5 35 3220 290.8 77.7 3120 103.8 46.0
Asset

Machinery 24.8 286 329 133 38 34.1 -10 16.8 23.0

Buildings 429 447 472 374 28.7 39.6 388 51.7 552

Inventories 36.6 374 440 444 41.8 40.3 78 54.0 47.2
Variance? 844 - 65.0 563 266.2 3726 11.5 546.3 434.5 281.1
Source of Finance

Debt 214 27.1 33.7 -10.4 -18.8 8.8 114.7 49.1 35.1

New shares 50.5 50.9 60.3 75.1 68.2 64.1 20.5 25.5 25.5

Retained camings 493 49.8 49.6 55.5 50.2 533 12.7 41.0 438
Variance* 2711 180.5 179.1 2006.2 210%.0 859.2 3223.1 143.8 83.8
Ovmer

Households 403 427 448 53.2 425 48.7 30.9 39.1 41.2

Tax-exempt institutions 10.7 13.2 20.2 -19.9 -22.3 75 -12.9 30.1 345

Insurance companies 314 271 26.7 13.6 149 36.2 12.3 388 39.0
Variance? 1298.2 1227.7 162.5 1339.0 10574 446.2 483.2 26.1 1.7
Overall tax rate 33.5 359 40.2 337 262 38.5 89 349 379

Source: Jorgensen (1993), Table 1-3. Estimates assume a 5 percent expected annual inflation rate and real pre-tax return on net of depreciation on all investment projects at 10 percent.

1/ King and Fullerton’s original work classified sectors by standard industrial classifications (SIC). The “other industry” group consists primarily of construction, transportation,

communications, and utilities. The “commerce” sector includes nonfinancial services and distribution (King and Fulletton, 1984, p.13).

2/ This is the variance of the three values immediately above. It offers 2 measure of the dispersion of rates within each of the four main King-Fullerton categories.
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CANADA
GENERAL GOVERNMENT TAX REVENUES
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1/ Includes direct tax revenues of the Canada Pension Plan and the Quebec Pension Plan, and contributions

for unemployment insurance and workers' compensation. Note, this is not a complete representation of payroll
taxes.
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CANADA
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1/ Includes direct tax revenues of the Canada Pension Plan and contributions for unemployment insurance.

Note, this is not a complete representation of payroll taxes.

©International Monetary Fund. Not for Redistribution



- 36 -
CHART 3

CANADA
PROVINCIAL, STATE, AND LOCAL GOVERNMENT TAX REVENUES
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1/ Includes direct tax revemues of the Quebec Pension Plan and contributions for workers' compensation.
Note, this is not a complete representation of payroll taxes.
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CHART 5

CANADA AND OTHER G7 COUNTRIES
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