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Cut capital gains taxes
to boost investment, entrepreneurship,

says C.D. Howe Institute study
Ot tawa must cut its capi tal gains tax. That is the clear mes sage of a C.D. Howe In sti tute Com men -
tary re leased to day. Lower capi tal gains tax rates, says the study, will boost in vest ment and en -
tre pre neur ship, rais ing Ca na dian pro duc tiv ity and liv ing stan dards over the long term.

The study, “Capi tal iz ing on Cuts to Capi tal Gains Taxes,” was writ ten by Jack M. Mintz,
Presi dent and CEO of the C.D. Howe In sti tute and Ar thur An der sen Pro fes sor of Taxa tion at
the Uni ver sity of To ron to’s Rot man School of Man age ment, and by Tho mas A. Wil son, Di rec -
tor of the Pol icy and Eco nomic Analy sis Pro gram at the In sti tute for Pol icy Analy sis, Uni ver -
sity of To ronto.

The authors ex plain that the capi tal gains tax, like any tax on sav ings, dis cour ages new in -
vest ment by in di vidu als and busi nesses — and in vest ment is key to im prov ing Cana da’s lag -
ging pro duc tiv ity per form ance. Fur ther more, say the authors, fix ing the tax treat ment of stock
op tions must be part of im prov ing the en vi ron ment for risk tak ing, in no va tion, and en tre pre -
neur ship. This too will im prove pro duc tiv ity, which, in turn, will bring long- run gains in Ca na -
di ans’ in comes.

Mintz and Wil son note that the United States, Cana da’s larg est trade and in vest ment part -
ner, re cently low ered its capi tal gains tax rate from 28 per cent to 20 per cent for as sets held for
more than 18 months. And that should be im por tant to Ca na di ans, be cause it af fects the coun -
try’s com peti tive po si tion as a home for en tre pre neur ship, growth, and jobs. As a start ing
point, say the authors, Cana da’s rate should be re duced to 32 per cent from its cur rent 37 per -
cent. This should be done by in creas ing from one- quarter to one- third the por tion of capi tal
gains in come that is ex cluded from tax able in come. That would also ease the cur rent bias in the
tax sys tem that fa vors divi dend pay outs over busi ness re in vest ment, bring ing even more help
on the pro duc tiv ity front.

Sim ple rate cuts, how ever, will not be enough. The authors point out that, by it self, the rate 
re duc tion would still leave the ef fec tive capi tal gains tax rate at too high a level, given its im -
pact on sav ings, en tre pre neur ship, and risky in vest ment. They there fore pro pose fur ther re -
forms to the tax sys tem that would cut the capi tal gains tax rate to an ef fec tive 21 per cent —
close to the US tax rate on long- term capi tal gains.



Mintz and Wil son make sev eral rec om men da tions for long- term im prove ments to the tax
sys tem.  A pro gram of com pre hen sive busi ness and per sonal tax re form and re duc tion should
be gin im me di ately, so that in come from dif fer ent sources is taxed more fairly and at lower
rates. The labor- sponsored ven ture capi tal credit pro gram should be ended, to be re placed by
reg is tered ven ture capi tal funds that op er ate along side RRSPs. Employment- related stock op -
tion gains should no longer rou tinely be taxed more heav ily than sal ary pay ments to em ploy -
ees, but the sys tem should not fa vor se lected in dus tries or em ploy ees. The authors’ pack age
would lower taxes on all capi tal in come, in clud ing capi tal gains, and is aimed di rectly at im -
prov ing Cana da’s eco nomic growth and Ca na di ans’ well- being.
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Selon une étude de l’Institut C.D. Howe,
il faut réduire les impôts sur

les gains en capital pour stimuler
l’investissement et l’entrepreneuriat

Ot tawa doit réduire les impôts sur les gains en capi tal : tel est le mes sage d’un Com men taire de
l’In sti tut C.D. Howe pub lié au jourd’hui. Selon l’étude, une dimi nu tion du taux d’im po si tion
sur les gains en capi tal stimulerait l’in ves tisse ment et l’en tre pre neu riat, amé lio rant à long
terme la pro duc tiv ité et le ni veau de vie des Ca na di ens.

In ti tulée « Capi tal iz ing on Cuts to Capi tal Gains Taxes » (« Com ment tirer profit des
réduc tions d’impôt sur les gains en capi tal »), l’étude est rédi gée par M. Jack M. Mintz,
président- directeur gé né ral de l’In sti tut C.D. Howe et pro fesseur de fis cal ité, titu laire de la
chaire Ar thur An der sen à l’É cole de ges tion Jo seph L. Rot man de l’U ni ver sité de To ronto, et
par M. Tho mas A. Wil son, di recteur du pro gramme d’ana lyse po li tique et économique de l’In -
sti tut d’ana lyse po li tique de l’U ni ver sité de To ronto.

Selon les au teurs, l’impôt sur les gains en capi tal, au même ti tre que tout autre impôt sur
l’épar gne, dis suade les par ticu li ers et les en tre prises de faire de nou veaux in ves tisse ments; or,
l’in ves tisse ment est es sen tiel à l’aug men ta tion de la pro duc tiv ité ca na di enne. De plus, af fir -
ment les au teurs, la rec ti fi ca tion du traite ment fis cal des op tions d’achat d’ac tions doit con -
tribuer à créer un cli mat propice à la prise de risque, à l’in no va tion et à l’en tre pre neu riat. Une
telle me sure stimulerait la pro duc tiv ité, ce qui en traîn erait des gains à long terme pour les reve -
nus de la popu la tion ca na di enne.

MM. Mintz et Wil son rap por tent que les États- Unis, le plus im por tant par te naire com mer -
cial et d’in ves tisse ment du Can ada, a ré cemment ra mené de 28 % à 20 % son taux d’impôt sur
l’ac tif dé tenu pen dant plus de 18 mois. Cette modi fi ca tion devrait être im por tante pour les Ca -
na di ens, car elle in flue sur sa po si tion con cur ren tielle à ti tre de pays ou vert à l’en tre pre neu riat,
à la crois sance et à la créa tion d’em plois. Comme point de départ, le taux ca na dien devrait être
ra mené de 37 % à 32 %. On y par vi endrait en aug men tant de un quart à un tiers la part du
revenu sur les gains en capi tal qui est ex clue du revenu im pos able. On atté nu erait ainsi la dis -
tor sion du ré gime fis cal qui fa vo rise la dis tri bu tion de divi den des plutôt que le ré in ves tisse -
ment, stimu lant ainsi en core da van tage la pro duc tiv ité.



Toute fois, une sim ple réduc tion d’impôt ne suf fira pas. Les au teurs sou lig nent que, de
manière isolée, elle lais se rait en core le taux réel d’impôt sur les gains en capi tal à un ni veau
trop élevé, compte tenu de ses réper cus sions sur l’épar gne, l’en tre pre neu riat et les in ves tisse -
ments à risque. Ils pro posent donc d’autres réfor mes du ré gime fis cal qui rédui raient le taux
d’impôt à un taux réel de 21 %, soit un taux presque égal au taux d’impôt amé ri cain sur les
gains en capi tal à long terme.

MM. Mintz et Wil son re com man dent plusieurs amé lio ra tions à long terme du ré gime fis -
cal. Ils pro posent no tam ment un pro gramme im médiat et détaillé de réforme et de réduc tion
de l’impôt sur les par ticu li ers et les en tre prises, pour que les reve nus prove nant de diffé ren tes
sources soi ent im po sés de manière plus équi ta ble et à un taux moin dre. À leur avis, il fau drait
met tre fin au pro gramme de crédit d’impôt pour capi tal de risque de tra vail leurs et le rem -
placer par des fonds en reg is trés de capi tal de risque qui fonc tion neraient à la manière des
REER. Il fau drait aussi ces ser d’im poser auto ma tique ment les gains sur les op tions d’achat
d’ac tions plus lour de ment que les sa laires versés aux em ployés, et ne pas ac cor der de préfé -
rence à cer tains secteurs d’in dus trie ou à cer taines caté go ries d’em ployés. L’en sem ble des me -
sures pro po sées par les au teurs con tribuerait à réduire l’impôt sur tout revenu sur le capi tal,
dont les gains en capi tal, et vise di recte ment une amé lio ra tion de l’es sor économique du pays
et du bien- être de la popu la tion ca na di enne. 

* * * * *
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Capitalizing on
Cuts to
Capital Gains Taxes

Jack M. Mintz
Thomas A. Wilson

In this issue...

The case for reducing Canada’s capital gains tax, which deters productivity-enhancing
investments by individuals and businesses.



The Study in Brief...

Recently, the United States lowered its federal capital gains tax rate from 28 percent to a
regime with five different rates, the most general one being 20 percent for assets held by
individuals for more than a year and a half. Should Canada reduce its capital gains
taxation as well? Its current combined federal-provincial rate is three-quarters of the
regular income tax rate. That is, for example, 37.5 percent at a marginal personal income
tax rate of 50 percent.

This study presents the case for reducing Canada’s capital gains tax. That tax, like other 
taxes on savings, deters productivity-enhancing investments made by individuals and
businesses. Capital gains are now more highly taxed than dividends at the personal level,
and the federal and provincial governments should act immediately to remove this
disparity. The implication is that the inclusion rate for capital gains should be reduced
from three-quarters to two-thirds.

Even this reduction would, however, leave capital gains tax rates at the personal level
on the order of 32 percent for the residents of most provinces, a rate that is too high, given
the impact of capital gains taxes on savings, entrepreneurship, and risk taking. It would
still reflect the fact that Canadian governments impose relatively high corporate and
personal tax rates, particularly with respect to investments and savings. The study,
therefore, proposes a number of explicit reforms to the tax system that would reduce taxes
on capital income. With smart changes to the tax system, Canada could achieve sharply
lower capital gains tax rates — close to 20 percent for many investors.

Moving to lower taxes on capital income, including capital gains, would ultimately
improve Canada’s economic growth.
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The question is straightforward: should Canada reduce its capital gains
tax rate? Recently, the United States lowered its federal capital
gains tax rate, which had been 28 percent, and moved to a regime
with five different rates, the most general one being 20 percent for

assets held by individuals for more than a year and a half. Should Canada
follow suit? The current combined federal-provincial rate is three-quarters
of the regular income tax rate; that works out to, for example, 37.5 percent
for taxpayers whose marginal rate of personal income tax (PIT) is about
50 percent.

We believe the case for reducing Canadian capital gains taxes is strong.
Capital gains taxes, like other taxes on savings, deter productivity-
enhancing investments made by individuals and businesses. Capital gains
are now more highly taxed than dividends at the personal level, and we
recommend that the federal and provincial governments act immediately to
remove this disparity. The implication is that the inclusion rate for capital
gains should be reduced from three-quarters to two-thirds.

 At the personal level, however, even this reduction would result in
capital gains tax rates in the order of 32 percent for the residents of most
provinces, a rate that is still too high, given the impact of capital gains taxes
on savings, entrepreneurship, and risk taking. Recall, however, that Canadian 
governments impose relatively high corporate and personal tax rates in the
first place, particularly with respect to investments and savings. Therefore,
we propose a number of explicit reforms to the system that would reduce
taxes on capital incomes. With smart changes to the tax system, Canada
could achieve sharply lower capital gains tax rates — close to 20 percent for
many investors. Moving to lower taxes on capital income, including capital
gains, would ultimately improve Canada’s economic growth.

Our discussion in this Commentary proceeds in three parts. The first
provides some background about the difficulty of getting the system right
for taxing capital gains. The second considers the case for lowering the
capital gains tax rate in Canada. The third sets out reform measures — both
broadly based and selective — that we believe federal and provincial
governments should consider.

The Capi tal Gains Tax Prob lem

The taxation of capital gains is one of the most difficult issues in tax policy
in terms of getting the system “right.” The problems range from whether
they should be taxed at all, to what the rate should be, to how this taxation
should (and does) interact with other components of the tax system.
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Should We Tax Capital Gains?

The normative argument for taxing capital gains is based on the principle
that individuals should be taxed according to their ability to pay.1 The
economic well-being of individuals, goes the argument, reflects the amount
of resources — or income received from all sources — that each can use for
personal consumption or net accretion of wealth. Since capital gains reflect
increases in the value of assets that individuals hold and can use to improve
their economic position, such gains should be fully taxed.

Logically, this approach means that capital gains should be taxed as they
accrue. (Accrual taxation implies that capital gains are subject to tax when an 
asset increases in value even if the owner has not disposed of it.) This
timing contrasts with that of most tax systems today, which tax capital gains 
only when they are realized — that is, when the asset is disposed of. 

The normative argument for taxing accrued capital gains has been
challenged in two ways. 

The Consumption Tax Argument. The first challenge is to reconsider the
argument that accrued income is the appropriate base for the taxation of
individuals. As pointed out in the literature,2 the taxation of capital income,
including capital gains, is unfair to those who accumulate wealth for future
consumption. A person who earns income and consumes it immediately
pays tax on that income only once. Another who has the same taxable
earnings but postpones consumption pays tax twice: once on the earnings
and a second time on the capital income earned on savings. In other words,
under an income tax, future consumption is taxed more heavily than current 
consumption.

This argument suggests that consumption would be a better tax base
than income. Under such a regime, consumers and savers would be treated
similarly — a person would pay tax on earnings only once, regardless of
whether they were consumed today or in the future. The proponents of
income taxes argue, however, for the desirability of taxing capital income,
including capital gains, on the grounds that wealth itself provides economic
power over and above the ability to consume. Whether this rationale
implies that the tax rate applied to capital income (including capital gains)
should be the same as the rate applied to other income is a debatable point.
Thus, even if capital income, including capital gains, is to be taxed as part of 
income, it is by no means clear that it should be taxed at the same rate as
other sources of income.
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1 This is referred to as the Haig-Simon approach to income taxation, with income defined as
consumption plus the change in net worth.

2 See United States (1977); Institute of Fiscal Studies (1978); and Bradford 1984. Similar
arguments are made by Boadway, Bruce, and Mintz (1987) and, recently, Kesselman (1999).
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The Double Tax Argument. Another challenge rests on recognizing the source
of capital gains. A well-founded principle is that they reflect the anticipation 
of increased income from property. If that income is already subject to
taxation, there is no reason to subject capital gains themselves to taxation
(since such income has already been taxed in another way).

This argument suggests that corporate and personal income taxes on
dividends, rents, and other forms of income are already reflected in asset
values. Therefore, capital gains arising from changes in after-tax property
income should not be subject to another layer of tax (see Mintz and
Richardson 1955; Chant 1999). This logic is also a basis for integrating
business and individual taxes on income. The exclusion of capital gains
from taxation is roughly appropriate when income earned at the business
level is subject to a 20 percent tax rate and the PIT rate on high incomes is
50 percent. The higher the corporate income tax (CIT) rate, the greater the
exclusion rate for capital gains should be to preserve the integration of
corporate and personal income taxes. (For a description of the CIT in
Canada, see Box 1.)

Can We Fully Tax Capi tal Gains?

Even if it is correct in principle to tax accrued capital gains, it is not possible
to do so in practice. The taxation of accrued capital gains would often force
individuals to sell assets in order to meet their tax obligations. Further, it is
impossible to value the prices of all assets during a tax period since some
(such as private company shares, real estate, and personal property) are
infrequently traded.

Thus, pragmatic tax authorities tax capital gains only when assets are
disposed of (on a “realization basis”).3 However, such timing confers an
advantage on those individuals who defer the payment of income taxes by
postponing the sale of their assets.4 As discussed below, the incentive so
provided tends to lock in investments: investors may hold on to poor
investments in order to avoid paying taxes on their disposal.5

Given these practicalities, one must question whether capital gains can
be fully taxed.

By How Much Should Capi tal Gains Be Taxed?

The taxation of capital gains, even if desirable as part of an income tax
system, raises several other difficult issues.
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3 A measure to tax capital gains on an accrued basis after adjusting for inflation was made
available to investors in Canada in the early 1980s through indexed security investment
plans. Few individuals invested in these special plans.

4 See Davies and Glenday (1990) for estimates of accrual-equivalent capital gains tax rates
based on the personal tax system after 1987.

5 One could impose an additional level of tax on capital gains according to the number of
years that an asset is held to eliminate the deferral advantage. See Auerbach (1991);
Helliwell (1969).
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The Lock-In Effect. The lock-in effect, described above, can act as a barrier to

capital market and business efficiency in that investors may be reluctant to

sell assets to restructure investments or businesses if the sales will trigger

capital gains taxes. This effect is, in part, ameliorated by provisions that

allow for the tax-free rollover of assets (as in the case of share-for-share

exchanges, amalgamations, and liquidations, as long as certain qualifications

are met). However, the lock-in effect can still impose significant economic

costs if individuals hold assets longer than they should to better rebalance

their portfolios or improve the management of their assets.6

Treatment of Losses. Under most tax systems, net capital losses (capital losses

minus capital gains) are carried forward at a zero implicit interest rate and

applied only to future net capital gains. Thus, governments fully share the

4 C.D. Howe Institute Commentary

6 See Zodrow (1999). The lock-in effect is estimated to have an important impact on
economic costs in the United States. That country does not, however, have deemed
realization of capital gains at death, and many individuals do not need to pay estate tax.
Canada has no estate tax, but it does have deemed realization of capital gains at death.
Thus, Canadians cannot avoid capital gains altogether, and there is less incentive in
Canada than in the United States to defer gains by not selling assets.

Box 1: The Corporate Income Tax in Canada

The taxation of corporate income varies according to the type of business

activity, its location (province), and the organization of the corporation. The

general federal rate levied on corporate income is 28 percent plus a surtax of

1.12 percent (4 percent of the general rate). Provincial rates average about

14 percent.
Manufacturing and processing income is taxed at lower rates than other

types of business income at the federal level and by some provinces. The first

$200,000 of income earned by Canadian-controlled private corporations is also

taxed at favorable rates so long as the corporation has less than $15 million in

taxable capital (as defined under the large corporations tax).
The accompanying table shows the various tax rates, with provincial rates

and combined federal-provincial rates rounded to the nearest integer.

With the

lock-in effect,

investors may

be reluctant to

sell assets to

restructure

investments or

businesses if

the sales will

trigger capital

gains taxes.

Current CIT Rates in Canada

General
Manufacturing and
Processing Income

Canadian-Controlled
Private Corporations

(percent)

Federal rate including surtax 29.12 22.12 13.12

Average provincial rate 14 13 8

Combined tax rate 43 35 21



gains but not the losses, which are only partly deductible in equivalent
value. Since losses are not fully used, capital gains taxes can impose
substantial burdens on risk taking.7

One could, therefore, argue that governments should provide for the full 
offsetting of capital losses by, for example, indexing capital loss
carryforwards at a rate of interest or allowing such losses to reduce other
income for tax purposes. Full loss-offsetting is fraught with difficulties,
however. It could encourage tax evasion — say, by measuring asset values
incorrectly to increase the size of the loss. And in the presence of
crossborder capital flows, it could result in the dumping of losses into
Canada should other countries not provide a similar treatment of losses.

Yet the lack of full loss-offsetting can result in effective tax rates’ being
much higher on risky investments than on those that are risk free. For
example, suppose an asset with a certain 10 percent before-tax rate of return 
yields 5 percent after taxes. The effective tax rate is 50 percent. But if the
asset is risky and losses are not shared by the government, the effective tax
rate can be much higher. Suppose, for example, an asset with an uncertain
rate of return has an expected before-tax rate of return of 10 percent — the
average of 30 percent in a “good” state of weather and –10 percent in a
“bad” one, each state with an equal chance of probability. Given a 50 percent
tax rate and assuming the government does not share any value of the loss,
the after-tax rate of return in the good state is 15 percent, but in the “bad”
state it remains –10 percent. The net-of-tax expected rate of return is
therefore only 2.5 percent (= [15 % + –10 %] H 50 %), which implies an
effective tax rate of 75 percent!8 Risky assets can be highly penalized under
a tax system in which losses are not fully shared with the tax authority.

The inability to fully write off losses is a significant barrier to risk taking
and entrepreneurship. As shown in Table 1, the capital losses on shares not
written off have been about 35 percent of net gains for individuals with
incomes of less than $100,000. For taxpayers with incomes of more than
$100,000, however, net losses have been about 7 percent of gains.9

Inflation. Like other forms of capital income, capital gains are not indexed
for inflation under the Canadian tax regime. One result is excessively high
taxes on capital gains. In the presence of inflation, the purchasing power of
capital declines (see Box 2). Even at a low inflation rate of about 2 percent
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7 Accumulated capital losses can shelter current gains from taxation, thereby lowering the
effective tax rate on current investments. However, to accumulate such losses, risky
investments in the past had to be penalized since capital losses could not be fully used at
that time.

8 If the government fully shared the loss, the rate of return on capital in the bad state would
be –5 percent and the expected rate of return would be 5 percent = (= [15% + –5%] H 50%).
The effective tax rate would be 50 percent, identical to that of the riskless investment.

9 Since realized capital gains are included in income, measured income overstates true
income for individuals who have realized substantial capital gains during the taxation year.
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annually (the midpoint of the Bank of Canada’s target range for inflation),

the value of assets held for 20 years will decline by one-third in real terms.

The importance of this distortion varies with the holding period, being

larger for longer periods. Under the current low inflation, therefore, the

absence of indexation represents a significant increase in the effective tax

rate on a typical real capital gain.

The deductibility of borrowing costs that are unadjusted for inflation

can offset the effect of taxation on nominal capital gains. Thus, even if

capital values were indexed for inflation to determine capital gains taxes,

further adjustments would be necessary to avoid giving advantages to

investments that are debt financed.

Given these three issues — addressing the problems of the lock-in effect,

loss offsetting, and inflation indexation — one can argue that capital gains

should generally be taxed less highly than other sources of income.

Can We Cut Capital Gains Taxes
without Other Adjustments?

Several important structural issues make it impossible to look at capital

gains taxation in isolation from other fundamental parts of the tax system.

These issues include the difficulties caused by differential taxation of

various kinds of capital income and the desirability of integrating corporate

and personal taxes as closely as possible. Different countries choose

different ways of solving these problems.
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Table 1: Investors’ Annual Average
Net Capital Gains and Losses on Shares

Annual Average during Period

Income
Class

Net
Gains

Net
Losses

Net Losses
as a Ratio

of Net Gains

($ millions) (percent)

< $100,000

1984–88 1,712 487 28.5

1989–96 1,541 607 39.3

1984–96 1,610 561 34.8

$100,000 or more

1984–88 2,510 340 13.5

1989–96 6,122 319 5.2

1984–96 4,733 327 6.9

Notes: The data include gains and losses on small business shares; “net gains” are gains net of losses, “net
losses” are losses net of gains.

Source: Canada, Department of National Revenue, Taxation Statistics, various years.
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Tax ing Vari ous Kinds of Capi tal In come

If capital gains, dividends, and other forms of capital income are taxed
differently, investors and businesses will try to structure their affairs to
avoid the highest-taxed forms of capital income. This can create inefficiency. 
It can also mean unfairness in the tax system since some individuals are in a 
better position than others to plan for the most advantageous treatment.

An important system issue, especially for financial planning, estate
planning, employee compensation, and corporate reorganizations, is to
maintain a similar tax on dividends and capital gains. If the capital gains tax 
rate is lower than the dividend rate, investors will seek opportunities to
convert dividends into capital gains, a technique called “surplus stripping.”
The reverse — “capital gains stripping” — occurs if the capital gains tax rate 
is higher than the rate on dividends. This problem exists at the corporate
level in Canada since dividends paid from one corporation to another are
tax exempt, and the capital gains on shares held by one corporation in
another are taxable.

It is worth noting that, since 1972, Canada has tried to maintain a close
relationship between the tax on dividends and the tax on capital gains in
order to minimize incentives for surplus stripping. When the rates have
diverged, as in the late 1970s and since 1985, surplus stripping and similar
devices have become quite common. One result has been the introduction of 
complex tax measures to forestall transactions aimed primarily at avoiding
payment of tax.

Countries may also try to maintain a similar tax rate on real estate and
share gains. If the real estate capital gains tax rate is higher than the rate on
capital gains from selling shares, individuals have an incentive to hold real
estate assets in corporate form, rather than directly. The investor who
disposes of shares held in the corporation rather than the real estate as a
person can achieve the lower rate of tax. Thus, for practical reasons, real
estate and share gains are often taxed at similar rates. A similar argument
applies to capital gains realized on the sale of any asset of an unincorporated
business. Therefore, it is appropriate that a reduction in capital gain taxes
apply to all assets, rather than be limited to corporate shares.

In te grat ing CITs and PITs

In large part, the appropriate taxation of capital gains depends on the
jurisdiction’s degree of integration of corporate and personal taxes.10

Because firms’ profits are subject to corporate taxation, the income derived
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system issue is
to maintain a
similar tax on
dividends and
capital gains.

10 Integration of corporate and personal taxes is restricted to Canadian-resident shareholders.
In an open economy such as Canada, integration measures at the personal level for
resident owners (such as the dividend tax credit and the partial capital gains ex clu sion)
are in ef fec tive to the ex tent that cor po ra tions ob tain eq uity fi nanc ing from in ter na tional
mar kets. How ever, most stud ies show that the avail abil ity of Ca na dian sav ings does lower 
cor po ra tions’ cost of eq uity fi nance to some ex tent. (See McKen zie and Thomp son 1996.)
Moreo ver, in te gra tion meas ures are im por tant for tax plan ning in many situa tions.



from holding shares (capital gains and dividends) could be taxed a second
time at the personal level. Some countries exempt dividends and capital
gains altogether if the profits have already been subject to corporate income
tax at rates similar to the top personal rate. Alternatively, investors may be
given a tax credit (usually for dividends) or a partial exemption at the
personal level (usually for gains) if the corporate income tax rate is below
the personal tax rate.

The latter approach is effectively the one used in Canada (as described
in Box 3), where the dividend tax credit and the exclusion of one-quarter of
capital gains from the tax calculation roughly integrate the corporate and
personal income tax for small business. The result is that tax rates on equity
income are relatively close to those on interest from bonds and on salary
payments (although the current tax rate on dividends, net of the credit, is
somewhat lower that the effective capital gains tax rate — assuming no
deferral of gains — in several provinces11).

The United States, in comparison to Canada, has a classical form of
corporate income tax in that there is no integration of corporate and
personal income taxes on corporate income distributed to shareholders. Its
tax rate on capital gains has bounced around over the years, but in 1998 it
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Box 2: The Per ni cious Ef fect of In fla tion

Inflation, even at 2 percent, can substantially reduce the returns earned on
investments. When the tax system does not provide for inflation adjustments,
taxes on capital income can be quite high.

Take, for example a bond with a yield of 5 percent. Suppose the investor’s
marginal tax rate is 40 percent (common for individuals who earn income in
the $30,000–$60,000 range, ignoring any clawback of benefits). The after-tax
yield on the investment is 3 percent (= 5% x 60%) so long as we ignore inflation.

But part of the nominal interest paid on the bond is meant to compensate
the investor for inflations’ erosion of the purchasing power of capital. Taking
inflation into account, the investor obtains an after-tax return on the
investment of only 1 percent. In other words, 2 percentage points of the yield
go to recovering the loss of purchasing power and 2 more points go to paying
taxes to the government.  The effective tax rate on savings in bonds is the
amount of taxes paid relative to the inflation-adjusted yield on the asset.
Therefore, the effective tax rate is a whopping 66.66 percent (2% divided by
3%), an amount much greater than the 40 percent marginal tax rate.

The same can be said about the taxation of capital gains. Taxes are paid on
the nominal difference between the price at which the asset is sold and its
original cost when purchased. If the asset was purchased years ago,
calculating the actual yield means adjusting the original cost upward —
sometimes far upward — to recognize the effects of inflation. [Box continues.]

11 Recent reductions in provincial CIT rates for small businesses in several provinces suggest 
that the dividend tax credit may be greater in value than the amount of corporate tax
withheld at the small business level.

Some countries
exempt dividends
and capital
gains altogether 
if the profits
have already
been subject to
corporate
income tax at
rates similar to
the top personal 
rate. 



went down to 20 percent on assets held for more than 18 months (see Box 4). 
This reduction makes some sense in that country since it reduces the
difference between the taxation of shareholder income and that of other
forms of income that are deductible expenses at the corporate level (such as
interest expenses on bonds).

One result, however, is that the United States’ long-term capital gains
tax rate is now significantly below its PIT rate on dividends. This situation
encourages US taxpayers to convert corporate earnings paid as dividends
into capital gains. Tax administrators will need to introduce complex rules
to cope with this form of tax arbitrage.

Tax ing Capi tal Gains: Dif fer ent Ap proaches

If one examines capital gains tax policies across countries, it is clear that
there is no single philosophy as to how capital gains should be taxed. Some
countries partially exempt capital gains to better integrate corporate and
personal income taxes (the approach used in Canada and proposed in
Australia). Some jurisdictions (Hong Kong, Singapore, and Thailand12)
generally exempt both dividends and capital gains since the corporate
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Box 2 - con tin ued

Even though capital gains taxes are deferred until the asset is sold, the
effect of inflation, even at 2 percent, can largely offset the deferral advantage.
Consider the following example. A share worth $100 is held for eight years
with a typical nominal gain of 9 percent and a real gain of 7 percent. The asset
is therefore sold at $199.25. Without indexation, the capital gain is $99.25 (=
$199.25 minus the original cost of $100.00). Assuming the typical rate of
37.5 percent, the tax paid is $37.22, leaving only $62.03 as net-of-tax income.

If, however, the investor had to pay tax on accrued capital gains each year
but the cost of shares was indexed for inflation, then the net-of-taxes income
would be computed as follows. The real gain is 7 percent per year.  The after-
tax yield at a 37.5 percent tax rate is 4.375 percent. Assuming the reinvestment
of the income, the value of the original investment would rise by 6.375 percent,
which is equal to the after-tax real yield plus the inflation rate. At the end of
eight years, the cumulative value of the investment after tax would be $163.95. 
Net of the original cost of $100.00, the total gain would be $63.95. Thus, the
lack of indexation for inflation erodes the deferral value of paying tax on gains 
with an eight-year holding period.

The above calculations, based on a typical case, could vary substantially
depending on the yield, the holding period for shares, and the tax rate. At
least on average, however, the lack of indexation for inflation largely offsets
the deferral advantage given to investors when assets are taxed on a
realization basis.

12 All three impose a special tax on dividends to ensure that the income is taxed at the
corporate level prior to distribution.
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Box 3: Taxes on Capi tal Gains,
Divi dends, and Other In come

Canadian taxes on capital gains and dividends are fairly complicated. The
total tax paid depends on the rates imposed by the federal and provincial
governments and also on the capital gains exclusion and dividend tax credit
that are provided as offsets for corporate income taxes paid prior to the
investor’s receiving the income.

The calculation of the tax due on capital gains starts with the calculation of
the amount to be included in taxable income. Currently, 25 percent of the
nominal gain is excluded.

The total federal-provincial tax rate applied to the remaining 75 percent
depends, for high-income earners, on both the applicable basic rates and the
surtaxes. In 1999, the top basic federal rate was 29 percent, and the federal
high-income surtax was 6.5 percent, which combined to 30.89 percent (29% +
[29% H 6.5%]). In Ontario, the basic rate was 39.5 percent of the basic federal
tax. The effective Ontario rate was, therefore, 11.45 percent (= 39.5% H 29%).
The Ontario surtax was 56 percent of the provincial tax, or 6.41 percent for the
top rate. In total, the top personal tax rate was 48.75 percent (= 30.89% +
11.45% + 6.41%).

The top tax rate on capital gains was three-quarters of the top tax rate on
income: 36.56 percent (= 75% of 48.75%).

The tax on dividends is calculated as follows. Each dollar of dividends is
grossed up by a factor of 1.25 to determine taxable dividends for federal and
provincial purposes. Personal income taxes are assessed on this value of
taxable dividends. A federal tax credit of 16.67 percent of taxable dividends is
given to reduce both the federal basic tax and the surtax. (Ontario, therefore,
effectively provided a credit since its tax was 39.57 percent of the federal tax
net of the dividend tax credit.) The total tax rate on dividends for high-income 
earners in 1999 was, therefore, the following:

Federal tax (29% H 1.25) 36.35%
Federal dividend tax credit (16.67%) –16.67%
Basic federal tax, net of the credit 19.68%
Federal surtax (6.5%) 1.27%
Ontario tax (39.5% of basic federal tax) 7.73%
Ontario surtax (56% of Ontario tax) 4.33%
Dividend tax rate 33.01%

At 1999 rates, the dividend tax rate was less than the capital gains tax rate.
Suppose an investor received the dividend, capital gain, or other income

from a Canadian-controlled private corporation taxed at the rate of 20 percent. 
Other income, such as salary or interest, paid out was a deductible expense for 
the corporation, reducing its income but distributed and undistributed profits
were not deductible expenses ($1 of undistributed profits giving rise to $1 of
capital gains).

Overall, the tax treatment of income for a Canadian-controlled private
corporation varies with the form in which it is paid out (see the table at the
end of this box). [Box continues.]



income tax rate is already close to the top personal rate. Some (Canada, the

United States, and the United Kingdom) tax real estate and share gains

similarly to remove any bias toward holding real estate assets either in a

corporation or personally. Japan fully taxes gains and imposes a surtax on

assets held for longer periods. Capital gains are indexed for inflation in some

countries (Australia13 and the United Kingdom, although both are abandoning
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Box 3 - continued:

As shown in the table below, income earned in Ontario from a small
Canadian-controlled private corporation that comes in the form of capital
gains was more highly taxed (combined corporate and personal tax rate of
about 49 percent) than salary or interest (personal tax rate of about 49 percent)
or dividends (combined corporate and personal tax rate of about 46 percent).
Currently, it is most favorable to pay out dividends to investors in Ontario.

If the paying corporation was larger and thus taxed at a higher rate (say,
44 percent), the combined corporate and personal tax on dividends of about
62 percent and capital gains of 65 percent would exceed the tax on salary or
interest. In this case, despite the seemingly more favorable tax treatment of
dividends and capital gains at the personal level, such income is subject to
higher total taxes, including the corporate tax, than other forms of income
paid out by the corporation.

Further, for corporations that are not paying taxes (say, because of
carryforward losses), only personal taxes apply to income, so that the tax
system favors the distribution of dividends over other forms of income that
the investor might receive.

After-Tax Income Received from a
Canadian-Controlled Private Corporation in Ontario

Dividend
Capital

Gain
Salary or
Interest

(dollars)

Corporate profit 100 100 100

Corporate tax paid (21% rate) 21 21 0

After-tax profit 79 79 100

Personal tax (Ontario rate) 26 29 49

Income net of tax 54 50 51

Note: Tax rates are rounded to the nearest integer.

13 Australia recently announced a reduction in capital gains taxes from full to half inclusion.
In implementing lower rates, however, that country has removed averaging of gains and
indexing of the cost basis for inflation. The capital gains tax rate will also be close to the
personal tax on dividends, reflecting a new form of integrating corporate and personal
taxes in Australia. These changes are part of a overall reform, along with lower CIT and a
new method of integrating corporate and personal taxes. At the time of writing this paper,
the legislation had not received Senate approval.



indexation). Italy, Germany, the United States, and France provide lower
rates of tax on long-term capital gains.

As a general principle, however, most countries choose corporate
income, dividend, and capital gains tax rates in a manner that reduces the
scope for complex transactions and tax avoidance.

Pres sures for Im prov ing
Capi tal Gains Taxa tion in Can ada

In Canada, realized capital gains are subject to federal income tax at a
reduced rate (currently, three-quarters of the rate on ordinary income).
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Box 4: Re cent Changes in the US Taxa tion of Capi tal Gains

Before 1986, the United States taxed capital gains and losses on assets that had 
been held long term (more than a year) effectively at half the full rate levied on 
short-term gains or losses. As a result of this distinction between short-term and 
long-term gains, investors were able to use financial derivatives that enabled
them to eliminate or reduce capital gains taxes by incurring short-term losses
(fully included in income) against long-term losses (half included in income).*
With tax reform in 1986, the United States eliminated the short-term/long-term
distinction. Capital gains, like dividends, were fully taxed at a rate of 28 percent,
which was comparable to the top PIT levied at that time. Corporate capital
gains were taxed at 35 percent. By 1993, PIT rates were increased to almost
40 percent, but capital gains continued to be taxed at the more favorable rate
of 28 percent.

In 1998, however, the United States reverted to its previous policy of
distinguishing between long- and short-term capital gains. The federal tax rate 
on gains on assets held for more than 18 months net of short-term losses is
20 percent. Capital gains on assets held for one year but less than 18 months
are taxed at 28 percent, and gains on assets held for less than one year are taxed
at the federal PIT rate (about 40 percent). In addition, the federal government
taxes capital gains on collectibles at 28 percent, on the sale of depreciable
assets at 25 percent (to the extent of previously deducted depreciation), and on 
the sale of qualified small business shares owned for more than five years at
14 percent. The first $250,000 ($500,000 for taxpayers who file jointly) of capital 
gain on the sale of a principal residence is exempt from taxation.

The first $3,000 of capital losses that exceed gains can be used to reduce
gains dollar for dollar. Unused capital losses can be carried forward
indefinitely.

Capital gains are also subject to state taxation. Even allowing for the
deductibility of state income taxes from federal income tax, the state rate can
be as high as 7 percent.

* For fur ther dis cus sion, see Zo drow (1995). Evi dence in the United States sug gests, how ever, that 
many in ves tors did not un der take trans ac tions that would fully elimi nate capi tal gains taxes.



Some situations alleviate that bite. For example, rollover treatment, so that
capital gains taxes are deferred, is given to qualifying share-for-share
exchanges, liquidations of subsidiaries, amalgamations, replacement of
property involuntarily disposed of, and farm property transferred to
children. Capital gains on principal residences are wholly exempt, and there 
is a special lifetime $500,000 exemption for capital gains realized on the sale
of farms and shares of qualified Canadian-controlled private corporations
(CCPCs).

In this section, we discuss the pressures affecting the current level of
capital gains taxes in Canada.

Imbalance between Taxation of
Capital Gains and Taxation of Other Income

As discussed above, the existing effective rates of tax on capital gains are
lower than on ordinary income for two reasons: the three-quarter inclusion
rate for realized gains, and the deferral of tax on the accrual of capital gains.
The latter advantage varies, of course, with the length of time the asset is
held. For assets with sufficiently long holding periods, the tax deferral
advantage is greater than the 25 percent reduction in the amount included
in taxable income.

Some may argue that the lower effective rate of tax on capital gains
constitutes a tax expenditure that reduces government revenues and
distorts investment incentives. There are, however, good reasons to believe
that a lower rate of tax on capital gains is appropriate on efficiency and
equity grounds.

• For most common shares, the integration of the Canadian CIT and PIT is 
inadequate. The resulting double taxation of corporate-source income is
greatest for large taxpaying14 corporations outside the manufacturing
sector and is higher for undistributed income than for dividend income.
One can argue that the dividend tax credit and the partial inclusion rate
provide a partial, though incomplete, offset to this double taxation. But
integration could be improved further, as we discuss below.

• Asset values are not indexed for inflation, as discussed above. Thus, the
inflation component of realized gains, which does not represent true
income, is subject to tax.

• With the lack of loss-offsetting, capital gains taxes penalize risk taking
and entrepreneurship, as discussed below.
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14 Some companies may pay no taxes. This happens when they carry forward past losses or
take advantage of corporate tax incentives that reduce their taxable income. In these
situations, the company is paying too little corporate income tax, and the dividend tax
credit and capital gains exclusion more than offset the amount of corporate tax paid.



• Current Canadian tax law has no general provision for averaging
income or capital gains over time.15 Marginal tax rates vary considerably 
when capital gains are a significant component of particular taxpayers’
income. The absence of averaging also exacerbates the distortion for
risky assets.

These issues create a strong case for reducing capital gains tax rates
further. Indeed, the existing three-quarters inclusion rate appears to provide 
an inadequate offset, particularly for capital gains realized on equities of
public corporations. And the lack of indexation, even given current low
inflation, typically offsets the advantages of deferral.

Tax Disincentives for Risky
Capital and Entrepreneurship

Capital gains taxes can particularly discourage investments in risky venture
capital and in entrepreneurship, two key factors for economic growth today. 
This distortion is particularly important for high-risk assets and for
situations in which an individual makes a substantial commitment to a
venture.

The lack of full loss-offsetting makes risky investment less attractive.
Capital losses may be deducted only against capital gains, with a limited
carryback period but an indefinite carryforward. This asymmetrical
treatment of gains and losses, coupled with the absence of averaging
provisions, discriminates against investments in risky assets. This plight is
particularly difficult for many entrepreneurs, who are typically credit
rationed in the capital markets and consequently have to convert all or most 
of their resources to financing a new venture.16 The winnings are fully taxed 
on realization, whereas the losses are not shared since they may never be
fully used to reduce taxes on other income.

Venture capital providers, who represent the other source of funding for
startup projects, are also affected by the asymmetrical treatment of gains
and losses. Although most venture capitalists will be able to use a capital
loss in the future, its deferral reduces its value. As a result, they require a
higher expected return on startup projects to compensate them for the tax
asymmetries in addition to normal business risk factors.

14 C.D. Howe In sti tute Commentary

15 Although farmers and fishermen are permitted to use five-year block averaging of their
income. Also, limited averaging of capital gains of certain assets may be effected over a
five-year period if the seller of the asset is paid in installments; for farm properties, this
period may be extended to ten years.

16 See Brown, Mintz, and Wilson (forthcoming) for a comparison of US and Canadian law.
Using a model that incorporates the decision to go public, they find a bias in the Canadian 
tax system that encourages owners to keep their firms from going public, thereby giving
up profitable investment opportunities. The lock-in effect may contribute to the lack of
equity financing available to new businesses.
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We view these negative effects on entrepreneurial ventures as a critical
issue in capital gains taxation. Some analysts justify the $500,000 exemption
for shares of CCPCs as providing an offset to the negative effects of capital
gains taxation on entrepreneurial activities. The CCPC exemption does
indeed reduce the capital gains tax disincentive for small startup ventures,
but it is poorly targeted and insufficient. Since the exemption applies to any
CCPC, including large ones, established firms benefit from the provision.
Indeed, there is anecdotal evidence that some large public corporations
have been restructured into private corporations so as to maximize capital
gains exemption benefits for their new owners.

Thus, government should either make more fundamental reforms or
provide special provisions targeting new businesses.

In ter na tional Com peti tive ness

As already noted, US tax rates for long-term capital gains are substantially
less than Canadian rates. Given the mobility of entrepreneurs, the high level 
of taxes on capital gains and other income is a significant concern in terms
of the competitiveness of certain industries, especially information technology.

It may also influence the migration of individuals between Canada and
the United States. Of course, crossborder migration depends on a host of
factors.17 For ordinary investors, the level of taxation of capital gains per se
should not significantly affect location decisions. The average tax burden net
of government benefits probably plays a large role. Potential migrants
presumably assess the whole fiscal system, not just one part of it. Canada,
unlike the United States, tries to integrate corporate and personal income
taxes at the small business level. Moreover, Canadian taxation of small
business is relatively generous (typically 21 percent on active business
income), while the United States provides only a special regime that results
in the full integration of corporate and personal taxes for qualifying
corporations — “sub-chapter S corporate status” — but treats income as
distributed to its owners and taxes it fully as personal income, whether
actually distributed or not. Canada also provides a $500,000 lifetime capital
gains exemption for investments in CCPCs of any size; the United States has 
a different incentive for small business owners, providing lower capital
gains taxes for investors in shares of small businesses (less than $50 million
in assets) so long as those shares are held for five years.

For entrepreneurs and venture capitalists, however, capital gains
represent the lion’s share of their expected future income, and Canada’s
more favorable treatment of small business is less relevant. For these
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17 Including fiscal benefits received from public programs and taxes paid to all levels of
government and the limits imposed by governments, such as immigration quotas and
entrepreneurship incentive programs. Recent studies show an increased flow of migrants
to the United States since the early 1990s, although the number of migrants relative to the
total population is relatively small (see Helliwell 1999; DeVoretz and Laryea 1998).

The negative
effect on
entrepreneurial
ventures is a
critical issue in
capital gains
taxation.



individuals, the level of taxation could play a significant role in influencing
location decisions. In this context, the general statutory rates of tax, the
treatment of losses, averaging provisions, and special exemptions or
incentives for entrepreneurs are all important considerations.

Should Cana da’s Tax Rates on
Capi tal Gains Be Low ered Any way?

Taxing capital gains must be considered in relation to the overall tax system. 
Tax policy is generally based on three principles, which sometimes conflict
with each other but are important nonetheless: reducing inefficiency, which
harms the competitiveness of the economy; making the tax system fair; and
minimizing compliance and administrative costs, which is desirable for
taxpayers and tax collectors alike. The choice of the capital gains tax rate is
largely based on a tradeoff among these competing objectives. Our proposals
(below) are based on our assessment of how to make the Canadian tax
system more efficient, fairer, and less costly to operate.

Overall, we find a strong policy case for lowering capital gains taxes in
Canada. We offer two arguments, one economic and the other structural,
based on sound objectives for good tax policy.

Capital gains taxes have an impact on risky investments, as argued
above. They also create significant economic distortions by encouarging
investors to lock in their investments, making it difficult for new businesses
to obtain financing. Anyone seeking to encourage economic growth and
investment in risky opportunities can make the case that the effective tax
rate on capital gains from risky investments is too high. The nominal rate of
37 percent should be lowered to bring the effective tax rate down.

The second argument is a structural one. If the main intent is to tax
income, regardless of type, at a similar rate, the current provisions for
integrating corporate and personal taxes on capital gains are inadequate,
especially for income taxed at the corporate level at more than 20 percent.

Some people argue that the integration of corporate and personal taxes
in an open economy is unnecessary since companies can raise funds from
international markets for their investments. This view ignores two important
issues. First, capital gains are a reward for entrepreneurship, not necessarily
a reward for investment in capital. Second, the inadequate treatment of
integration discourages some kinds of transactions, such as the use of stock
options as employee compensation (a matter further discussed below).

The One- Quarter Capi tal Gains Ex clu sion

A significant reduction in capital gains taxes, although appropriate, would
be difficult to accomplish without structural changes to the rest of the tax
system. Reducing capital gains tax rates significantly below those on
dividends would create incentives for individuals to convert dividend
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income into capital gains, thereby creating a less efficient and more complex 
tax system.

As shown in Box 3, however, in 1999 the effective tax rate on capital
gains was more than 36 percent for high-income taxpayers in Ontario, who
faced a marginal tax rate on ordinary income of 48 percent (rates vary
among provinces). The dividend tax rate was almost 33 percent. Thus, at
present, the capital gains tax rate is somewhat higher than the rate on
dividends for high-income individuals and substantially higher for
moderate- and low-income individuals. There is, therefore, room for
reducing the rate of tax on capital gains, with the added bonus of removing
the current incentives to shift capital gains income into dividends. If the
capital gains inclusion rate were reduced to two-thirds, the effective tax
rates on capital gains would be close to those on dividends for individuals
subject to the highest marginal rates in most provinces.

Recommendation 1: Given the existing tax system, the general capital gains 
exclusion should be increased from one-quarter to one-third.

Such a change would also improve the integration of corporate and
personal taxes for firms paying CIT at a rate of 20 percent. On the other
hand, we would still lack full integration of corporate and personal taxes for 
businesses taxed at higher rates.

Nevertheless, if this recommendation were adopted, the corporate tax
rate on capital gains for firms paying CIT at 44 percent would fall from
about 33 percent to somewhat more than 29 percent.

Com pre hen sive Tax Re form and Tax Cuts

Recommendation 1 would result in a typical effective tax rate on capital
gains of about 32 percent — disappointingly high in terms of economic costs 
imposed by capital gains taxation on entrepreneurship, savings, and
growth. What we are seeing is a reflection of the fact that Canada imposes
high CIT and PIT rates on investments and savings in general.

The primary policy issue is Canada’s taxation of income from savings in
general, not just capital gains. Without indexation for inflation, tax rates on
savings can be excessive (look back at Box 2). The lack of proper integration
of corporate and personal taxes and the absence of full loss-offsetting result
in excessively high taxes on equity income earned as capital gains and
dividends. There is, therefore, a need to lower the PIT on savings in general, 
including capital gains income. One might be concerned that such actions
would make the tax system less fair. On the contrary, excessively high taxes
on capital income create an unfairness for many taxpayers who receive this
form of income relative to those who receive other earnings. Fairness is best
achieved by ensuring that the tax base is appropriately defined and
measured prior to applying a graduated rate schedule.

C.D. Howe In sti tute Com men tary 17

There is a need
to lower the
PIT on savings
in general,
including
capital gains
income. 



Capital gains tax rates could be reduced further than 32 percent if
general tax rates were reduced. Given the current fiscal positions of the
federal and provincial governments, major cuts in personal taxes will not be 
immediate. Actions at both levels of government suggest, however, that it
will not be long before the top personal tax rate is lowered to less than
45 percent. For example, Alberta is proposing a flat tax of 11 percent, so that
the combined federal-provincial rate for high-income earners would be
42 percent. This level would imply a capital gains tax rate of 28 percent with
a two-thirds inclusion rate. So some movement is possible.

Further cuts to capital gains taxes could take place if there was an
overall reform of the tax system. Two potential reforms are possible. The
first is changes to both corporate and personal tax systems that broadened
tax bases, removed distortions, and lowered rates. The second is a new
method of taxing individuals.

In te grat ing CITs and PITs

The first approach would be to better integrate corporate and personal taxes 
for shares of all businesses. If the dividend tax credit was increased to a
level that reflected the high corporate income tax (currently more than
43 percent for nonmanufacturing income), the capital gains exclusion could
logically be increased too. However, for small businesses, facing a combined 
federal-provincial CIT rate of about 20 percent on their active business
income, the dividend tax credit and the capital gains exclusion would then
be too rich. They would also be unfairly rich for large manufacturers, which
typically have a combined CIT rate of 35 percent. Thus, it would be
necessary to have three different dividend tax credit and capital gains
exclusion rates: one for dividends paid from the active business income of
and capital gains from shares held by smaller firms, another for those held
by large manufacturing firms, and another for those held by other large
firms. This regime would be exceedingly complex since the dividends and
capital gains of large firms paid through small firms would need to be
segregated in different pools.

A simpler and hence better way to improve the integration of corporate
and personal taxes would be to reduce the difference between small and
large firms’ CIT rates at the federal and provincial levels. For example, the
complete elimination of differences in rates could be achieved by having a
single CIT rate of 25 percent.18 The elimination of multiple rates for firms
from different industries and of different sizes would be a significant
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18 The Technical Committee on Business Taxation (Canada 1998, ch. 1) shows that, with some 
base-broadening proposals, the CIT rate for large corporations could be reduced to
33 percent with no loss in federal or provincial revenues. Assuming the elimination of the
small business deduction, which applies to about one-third of corporate taxable income,
and some loss in business tax revenue with corporate rate cuts, a combined federal-
provincial corporate income tax rate much less than 33 percent would be feasible over the
medium term. We use 25 percent for illustrative purposes.
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general improvement to the current system since such differential rates are
highly distortionary, given the relative ease businesses have in shifting
reported income from high- to low-tax sources.

Given a more uniform CIT rate for Canada, the combined federal-
provincial dividend tax credit could be increased from the current reference
CIT rate of 20 percent (a one-quarter gross-up of dividends and a tax credit
of 20 percent on the grossed-up amount) to a level reflecting a reference rate 
of 25 percent (a one-third gross-up of dividends and a tax credit of 25 percent
on the grossed-up amount). At a PIT rate of 42 percent, the effective tax rate
on dividends would be about 22.5 percent; the capital gains exclusion could, 
therefore, be close to one-half without significantly affecting the balance
between dividend and capital gains tax rates. The latter would then be close 
to 21 percent, not much different from the effective US tax rate on long-term 
capital gains.

This move to a single corporate tax rate would, of course, raise the rate
for small businesses from 20 percent to 25 percent. Although one could say
that the higher dividend tax credit and capital gains exclusion would
provide a reasonable offset, some might argue for a lower corporate income
tax rate to encourage small firms to accumulate retained earnings for
investment. If this goal was judged a constraint, governments could set a
lower CIT rate for small business but maintain the advantages of the scheme 
by increasing the dividend tax credit and capital gains exclusion and
imposing, for all companies, a dividend distribution tax credit to be applied
against CITs presumed to be levied at a rate of 25 percent.19

Recommendation 2: Assuming a more comprehensive reform of corporate
and personal incomes taxes with lower marginal rates, the capital gains
exclusion rate should be increased from the existing one-quarter rate to
one-half. The dividend tax credit should also be increased; dividends should
be grossed up by one-third, instead of one-quarter, and the combined
federal-provincial dividend credit on grossed-up dividends should be set at
25 percent, instead of roughly 20 percent.

Mov ing to an Ex pen di ture Tax Base

The second approach to changing the tax system would be a braver reform
of shifting from income taxation to an expenditure tax base. Under such a
base, individuals would be taxed on the difference between their earnings
and their contributions to registered savings plans. Income earned by the
plans would be tax exempt, and withdrawals would be fully taxed. Thus,
there would be no capital gains tax, but asset disposals would be fully taxed.
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Canada’s current tax system already has expenditure-type treatment of
registered pension plans (RPPs) and registered retirement savings plans
(RRSPs). Such treatment is also effectively available for owner-occupied
housing and other consumer durables: no deduction is given for investments
in consumer durables, such as housing and automobiles, but there is also no 
tax on the sale of principal residences or automobiles or on the imputed
rental income from owner-occupied housing. Thus, for a significant portion
of savings, especially for low- and middle-income households, Canadians
receive expenditure-tax treatment. That treatment could be extended by
eliminating the constraints on amounts of savings that can be contributed to 
registered plans and extending the tax-exempt status for income earned
from other investments.

This approach to tax policy raises a host of other issues that go beyond
the scope of this paper.

Tar geted Capi tal Gains In cen tives for
En tre pre neurs and Ven ture Capi tal

The existing tax system provides special incentives for entrepreneurs and
certain venture capital investments. Some of these treatments could be
improved. There are also other issues related to capital gains taxation, such
as the tax treatment of stock option benefits.

Capi tal Gains Ex emp tion for En tre pre neurs

As discussed above, the $500,000 capital gains exemption for investments in 
farm property and qualifying shares of CCPCs has been ineffective and
wasteful. Our view is that this exemption is, in part, offered as an offset to
the limits on retirement savings incentives for the owners of small
businesses and farmers. Thus, we endorse the recommendation of the
Technical Committee on Business Taxation to replace the existing lifetime
capital gains exemption with generous rollovers of realized capital gains
into RRSPs for farmers and small business owners (Canada 1998, ch. 7).

A different type of tax incentive could encourage the growth of small
and medium-sized companies that sell their shares to the public. The United 
States, for example, provides a rollover treatment that allows investors to
pay reduced capital gains taxes on shares of small businesses purchased in
an initial public offering if those shares are held for at least five years. This
type of policy provides an incentive for firms to grow large enough to go
public. In contrast, Canada’s lifetime capital gains exemption encourages
businesses to remain private. Canada could replace its exemption with an
incentive similar to that of the United States.

This measure would, however, be less desirable than a general reduction 
in capital gains taxes along the lines suggested in recommendation 2. A
special incentive distorts capital markets by encouraging low-quality firms
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to issue shares that could result in the underpricing of shares of high-quality 
firms (see Mintz 1997).

Ven ture Capi tal In cen tives

Another existing incentive is for venture capital. A tax credit of 15 percent is 
provided by the federal government (provinces may add their own credits)
to individuals for up to $5,000 invested in labor-sponsored venture capital
corporations that, in turn, invest in shares of venture capital firms. The
income earned from the investments is taxed like other income.

The justification for the credit is that venture capital is highly risky and
markets tend to underprice such investments, given potential investors’ lack 
of information about the attributes of the projects. If the goal is governments’
sharing risk with investors, then the credit is an inappropriate mechanism.
It would be better for governments to directly share the cost of the investment,
as well as the gains and losses. If the problem is underpricing of shares
because of informational difficulties, then the credit is also inappropriate.
An investment tax credit would be better than a financing credit since the
latter encourages too many inefficient firms to operate in the market.

The current treatment of venture capital in Canada has encountered two 
difficulties. The first is finding sufficiently good investments that qualify for 
venture capital status. Before 1996, the federal credit was 20 percent, but
venture capital firms, flush with savings, had difficulty meeting rules that
required them to invest the funds in venture capital firms (instead they have 
held treasury bills). Moreover, some qualified investments have been poor
ones — the return on average for venture capital funds has been
significantly below stock market returns.20

The second problem has been that many entrepreneurs in Canada have
little incentive to take their firms public (see Amit, Brander, and Zott 1997).
The small business deduction and the capital gains exemption are provided
only for private firms,21 discouraging firms from going public.

Thus, we propose an alternative new savings instrument that would
provide significant risk-sharing benefits to investors in venture capital firms 
but with less distortion of markets. Instead of obtaining a tax credit for
investments in labor-sponsored venture capital funds, individuals would be 
able to hold new registered venture capital plans that would operate like
RRSPs. Qualifying venture capital investments would be deductible from
income, subject to an overall contribution limit. Withdrawals from the plans
would be fully included in income and subject to tax; the income earned
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20 See Osborne and Sandler (1998) for a survey of studies. They also show the average
annual pre-tax rate of return on labor-sponsored venture capital corporation funds for
three years was only 3.7 percent, well below the small- to mid-cap equity fund average of
21.0 percent over the same period.

21 The capital gains exemption is available for shares held by the owner if realized when the
firm goes public.
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within the funds would be tax exempt. Individuals would not be able to
deduct borrowing costs to finance investments in these assets.

The advantage of this proposal would be twofold. It would provide
additional tax expenditure tax treatment for assets invested in venture
capital. Also, because the original investments would be fully deductible
from income and sales would be fully taxable, the government would fully
share the gains and losses with the private investors. Thus, risky
investments in venture would not penalized relative to safer investments.
No special credit would be needed.

Recommendation 3: Ottawa should replace the labor-sponsored venture
capital corporation credit with opportunities to invest in registered venture
capital asset funds that operate like RRSPs. Such funds would provide
additional incentives to save for retirement purposes without affecting
current limits for RRSPs.

Stock Op tions

A third issue is the tax treatment of stock options used in the compensation
of employees. Stock options, which allow individuals to buy shares of a firm 
at a later time, are important instruments for improving productivity in
businesses (because employees receive them relative to the firm’s
performance). The Canadian tax treatment, however, discourages the use of
stock options rather than salary compensation. Stock option benefits are
generally not deductible from the profits of the firm,22 but are taxable as
capital gains income for the employee at the time of exercise.23 For
businesses with CIT rates of more than 20 percent, the nondeductibility of
stock options at the corporate level and the three-quarter inclusion of
income as capital gains are less favorable than a cash payment that is
deductible and fully taxable at the personal level.24 A better system, like that 
of the United States and some other countries, would be having the stock
option benefits deductible at the corporate level and taxable in the hands of
the employee. In this way, the tax system would treat salary income and
stock options alike.

A second-best alternative would be to disallow the deduction of the cost
of stock options from the corporate tax base, as under the current system,
but to exempt stock option gains at the time of exercise (as is done under the 
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22 Under certain circumstances, a company may be able to deduct for tax purposes the
difference between the exercise value and the grant value of the stock option. The income
received by the employee is taxed, with one-quarter excluded.

23 For CCPC stock op tions, the re cipi ent pays capi tal gains tax not at the time of ex er cise but
when he or she sub se quently dis poses of the shares.

24 If the CIT rate is 43 per cent, the ef fec tive tax rate on in come for the stock op tion is
43 per cent plus 37 per cent of net- of- corporate- tax in come, which is ap proxi mately equal to 
64 per cent.
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US stock option incentive provisions). This second approach would,
however, create incentives to issue stock options and not pay salary income
to employees or vice versa, depending on the relevant CIT and PIT rates.

Some analysts propose that stock option benefits awarded high-
technology workers should be exempt from capital gains taxes. One could
perhaps argue that the exemption of stock options from capital gains taxes
would be fair, given that these benefits are not deductible from the
employer’s income. However, this targeted incentive would make little
policy sense. Setting aside the problem of even defining a “hi-tech” worker,
we cannot see why only one type of worker should be so favored. For
example, why should an engineer in a high-tech company get more
favorable tax treatment than one who contributes to the productivity of a
manufacturing enterprise?

Recommendation 4: Ottawa should remove the tax penalty on stock option
benefits. Their tax treatment should be similar to that of compensation in
the form of salary. The benefits should be deductible for the employer and
taxable for the employee. No special regimes should be provided for any
particular type of employee.

Reve nue Ef fects of Cuts to Capi tal Gains Taxes

A common argument made by those who favor cutting capital gains tax
rates is that governments would not lose revenue. The basic notion is that a
cut in the rate would result in greater realizations by reducing the lock-in
effect as discussed above — so much so that overall revenues would not
decline. Past studies,25 especially those in the United States, suggest that
temporary realizations are quite sensitive to cuts in capital gains tax rates — 
indeed, several show that the effect of such a cut is to increase government
revenues, at least in the short run. For permanent realizations, however,
most studies show that, after the initial effect, anticipated cuts reduce
revenues in the longer run.

Canadian studies are fewer. The most recent on the revenue effects of
the lifetime capital gains exemption (Mintz and Wilson 1995; updated in
Mintz and Wilson forthcoming) estimates the tax expenditure cost of this
provision. We then calculate the “cash flow cost” of the exemption as its
immediate tax expenditure cost net of revenue obtained from realizations.
The final calculation is the net present value of the capital gains tax cost,
which takes into account both short- and long-run effects of the capital gains 
exemption.
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In our 1995 study, we conclude that the lifetime capital gains exemption
had a strong impact on realizations over the 1985–93 period. Because of the
stimulus to realizations, the tax expenditure estimates of this measure
seriously overstate its true cost. On a cash flow basis over the period, our
calculations reduce by 76 percent the federal and provincial revenue losses
under the tax expenditure accounts, from a cumulative amount of
$14.1 billion26 to $3.4 billion. When account is taken of the future revenues
lost as a result of fewer realizations in the future, it is clear that the net
revenue loss was larger than the cash cost (although still much smaller than
the tax expenditure estimate). Over the 1985–93 period, the net present value
of this revenue loss was an estimated $6.0 billion, which is only 43 percent
of the cumulative tax expenditure cost of the capital gains exemption.

None of the above estimates, however, takes into account the impact of
capital gains tax cuts on investment and asset values, which would further
reduce the revenue effect of any cut. Neither do the estimates take into
account the incentive for investors to convert high-taxed dividend income
into low-taxed capital gains. The latter consideration would increase the
revenue cost if the reduced capital gains tax rate cut was below the
dividend tax rate.

We expect that our proposals for cuts to capital gains taxes would not
have large effects on the fiscal positions of the federal or provincial
governments. Reducing the inclusion rate from three-quarters to two-thirds
would have only a small annual effect (about $200 million27) on federal
revenue. Many of our other recommendations would be part of an overall
reform that would improve the tax system and facilitate much lower capital
gains taxes. The revenue effect associated with the capital gains tax cuts
would be relatively small compared with the overall revenue effects of the
reform package.

Con clu sions

Our conclusions can be summarized in two categories: those concerning
general measures and those concerning particular, targeted measures.

Gen eral Meas ures

Under an income tax system, the case for rates of tax on capital gains that
are lower than those on ordinary income rests on the following factors:

• Without indexing of asset values, some portion of capital gains reflects
inflation, rather than increased real resources. Even low rates of inflation 
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26 This estimate differs slightly from the Finance Department’s own estimates in the Tax
Expenditure accounts.

27 The Department of Finance tax expenditure estimate would be about $300 million. We
reduce this amount by realizations to arrive at our figure.
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increase the effective tax rates on real capital gains. A lower rate of tax
can offset this distortion.

• The lock-in effect arising from capital gains taxes on realizations results
in investors’ holding stocks that could be replaced by investments with
better returns (including the returns on venture capital).

• Without full loss-offsetting, capital gains taxation discriminates against
investments in risky assets. A lower rate of tax can mitigate this effect.

• For corporate equities, it is important to maintain a balance between
effective tax rates on dividends and capital gains, particularly for top-
bracket taxpayers. The need to maintain these rates at the same level sets 
a lower limit to the capital gains tax rate. Currently, Canada’s dividend
tax rates are below its capital gains tax rates, so there is some room to
reduce the latter.

We therefore recommend that the general exclusion rate for capital gains 
be immediately increased from one-quarter to one-third, making capital
gains and dividend tax rates approximately equal for top-bracket taxpayers.

Additional reductions in capital gains taxes could be achieved if
dividend integration was increased or if corporate or personal tax rates
were reduced. If general corporate rates were reduced to 25 percent,
personal rates to 40 percent, and the dividend gross-up and credit formula
adjusted accordingly, the general capital gains exclusion could be increased
to one-half.

Spe cial Meas ures

The existing $500,000 capital gains exemption for farm properties and
shares of  Canadian-controlled private corporations should be replaced by
special RRSP provisions for farmers and small business owners. The
existing credit for investing through labor-sponsored venture capital
corporations should be replaced by an augmented RRSP deduction for
investments in venture capital projects.

The existing tax treatment of employee stock options, which
discriminates against their use, should be replaced by a more neutral
system. The value of options should be deductible to the company granting
the options to employees.
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