Ideas for a

<> MEI

SEPTEMBER 2017

Society

More Prosperous

VIEWPOINT

TAXATION SERIES

TO STAY COMPETITIVE, CANADA NEEDS A LOW,

PROPORTIONAL CORPORATE TAX RATE

By Mathieu Bédard

U.S. President Donald Trump has just reiterated
his intention to reduce the top federal corporate
tax rate, aiming to lower it from 35% down to
20%." Such an abrupt reduction, or even a more
modest one, would have serious consequences
for the Canadian economy. Ottawa therefore
has an interest in reforming its own corporate
tax system without delay and in introducing
proportional taxation based on the 10.5% rate
that currently applies to small businesses, so
that one single federal rate remains for all
Canadian businesses.

CANADA'S FISCAL COMPETITIVENESS

In terms of how easy it is to conduct business,
Canada tends to fare poorly compared to the
United States. Accorofi)ng to the World Bank,
Canada is currently ranked 22" worldwide,
while the United States is ranked 8. However,
Canada outshines the United States in one key
subcomponent of that index: Paying Taxes (17t
versus 36t).2

This advantage has been important in attracting
investment to Canada in recent years. Presently,
the federal corporate income tax rate is 15%. For
those that request the small business deduc-
tion, a lower rate of 10.5% is applied to the first
$500,000 of income.? Including the taxes levied
by the provinces, the highest combined margin-
al corporate tax rate in Canada stands at 31%,
which is below the lowest combined top rate
(federal and state) for the United States at 35%
(and well below the upper threshold of 47%).

However, as can be seen in Figure 1, the pro-
osed U.S. reform would make Canada much
ess competitive in terms of taxation. Indeed,
the new maximum rates that would apply to
economically important states like Texas (20%)
and Ohio (20%) would be well below the lowest
marginal combined rate in Canada, currently at
26%, while in Michigan (26%) and New York
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Note: Current corporate tax rates are for 2017.
Sources: Morgan Scarboro, “State Corporate Income Tax Rates and Brackets for 2017,”
Fiscal fact, Tax Foundation, February 2017, p. 4; KPMG, "Corporate Tax Rates,” 2017, p. 1.

(26.5%), for example, Canada’s advantage would

disappear.

WHO BEARS THE COST OF HIGH TAX RATES?

If such a reform were to be adopted in the United States,
Canada’s fiscal competitiveness would be seriously
undermined. The consequences would be borne in large
part by workers. This is because workers are less mobile
than capital, a difference that has become even more
significant in recent decades as the mobility of capital
has increased.®

A reduction in corporate tax rates in the United States
would attract more capital there in search of higher rela-
tive returns. This means two things for workers. The first
is that since capital is a complement to labour, there



would be a reduction in the demand for labour
in Canada, which in turn would depress wage
growth. The second is that lower levels of in-
vestment reduce productivity growth, which
would once again restrict wage growth.® As
such, workers would bear a large share of the
effects of Canada’s relatively higher corporate
taxes.’

It is possible that the American President will
not achieve all of his objectives in terms of re-
ducing the tax burden. However, even a more
modest reduction in tax rates in the United States
would generate an effect similar to an increase
in tax rates in Canada, since it would increase
our relative tax burden. Canadian workers would
therefore likely be the first to suffer the conse-
quences of American tax cuts, were Ottawa to
leave Canadian rates unchanged.

BENEFITS, WITH OR WITHOUT

AMERICAN REFORM

Indeed, even if American tax cuts do not mater-
ialize, the Canadian economy would still benefit
from the adoption of a proportional corporate
tax rate. This would have the effect of, among
other things, encouraging business growth, since
the existence of multiple (i.e., progressive) rates
of taxation on corporate incomes represents a
disincentive for firms to grow. Firms are also en-
couraged to legally divide their activities in order
to reduce their tax burden, a bureaucratic waste
of time and energy that could be put to pro-
ductive use.®

In 2000, when the federal rate was much higher
(28%),° 15% of companies filing as a “small
business” limited their incomes to under
$200,000 in order to be able to remain in this
tax category. In 2009, after the federal rate had
been reduced and the income threshold raised
to $500,000, only 8.5% of companies limited
their growth in this way.®

Of course, provincial governments account for a
larger share of corporate taxes in Canada than
state governments do in the United States. If
combined with the federal measure described
above, provincial efforts to lower their own rates
would go even further toward preserving, and
even increasing, Canada’s tax competitiveness.

It goes without saying that several elements of this pro-
posal could bear further study, such as the sensitivity of
investment to corporate taxes, especially in the case of
small businesses, the effect of tax optimization strategies
already put in place by many companies, or the effect of
reducecftax revenue for the Canadian government.

But none of these nuances would change our central ob-
servation, which is that the maintenance of the current
tax system, in the event of an American reform, would
entail a loss of tax revenue when business investments—
and the resulting earnings—cross the border.

By acting now, the Canadian government would be
sending an unequivocal signal to companies that Canada
is a good place to do business, and will continue to be a
good place to do business, regardless of American re-
forms. This would maintain our tax competitiveness, in
addition to being a great help to workers.
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