
ECONOMIC 
NOTES

The Canadian economy is currently experiencing a 
substantial rise in inflation, with prices 5.7% higher 
in February 2022 than they were a year earlier, a 
level not seen since the early 1990s.1 Expansionary 
monetary policy, as well as the economic sanctions 
accompanying the Russia-Ukraine war, suggest that 
significant inflation is here for a while.

High inflation not only erodes consumers’ purchasing 
power due to the depreciation of the currency, but it 
also gives rise to fiscal distortions that affect Canadian 
taxpayers, notably with regard to the capital gains 
tax.2 Taking inflation into account in the calculation 
of this tax—a proposal that is hardly new3—makes  
sense economically, as it favours investment and 
prosperity. It is also increasingly indispensable in our 
current inflationary context if Canada is to remain fis-
cally attractive. 

The issue of capital gains taxation is complex. Its 
ramifications are many, and include among others its 
impact on angel investors, entrepreneurship, and 
more generally the mobility of capital to finance 
innovation in the economy. This publication aims 
simply to show the impact of inflation on capital 
gains and the necessity of taking it into account in 
taxing them. Future publications will examine other 
aspects of this tax such as double taxation, and its 
economic consequences. 
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TAXING CAPITAL GAINS IN CANADA
Canada had no capital gains tax until 1972, when it 
adopted this measure following the recommenda-
tion of the report of the Royal Commission on 
Taxation, also known as the Carter Commission 
(1962-1966).4  

The taxation of the gain happens when the capital 
is liquidated (sale or death).5 Only a portion of the 
gain is then considered (called the taxable gain), after 
the application of an inclusion rate—which is cur-
rently 50%6—to the nominal gain. The taxable gain is 
then added to the taxpayer’s income, to be taxed in 
their annual tax return at their marginal rate.7 
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The federal capital gains tax rate is between 0% and 
27.56% depending on the taxpayer’s tax bracket.8 
To this must be added provincial taxation, which var-
ies from one province to another. For a Quebecer, 
for example, the maximum tax rate (federal and 
provincial) is currently 53.31% (namely 27.56% for 
the federal level + 25.75% for Quebec). 

Thus, for a gain of $2,000, only half, or $1,000, must 
be declared and is taxable. A taxpayer in the highest 
tax bracket would therefore pay $533 of tax (53.31% 
of $1,000).9 

There are several exemptions, which is to say amounts 
or goods that are not subject to the capital gains tax. 
The best known of these is for one’s primary residence, 
which excludes capital gains when it is sold.10 

Among the other kinds of exemptions, there is the 
one for the sale of qualified farm or fishing property 
(QFFP), which excludes the first $1,000,000 in capital 
gains.11 Similarly, there is an exemption for qualified 
small business corporation shares (QSBCS), of up to 
$892,218 in 2021.12 

OVERVALUED GAINS AND TAXES 
DUE TO INFLATION
The realization of capital gains happens over time, 
and often over the long or very long term. Indeed, 
10, 20, or even 40 years may elapse between the pur-
chase of capital and its sale, when any capital gain is 
realized and, if applicable, taxes are collected.

Due to the cumulative impact of inflation over the 
years and the resulting depreciation of the currency, 
the acquisition cost (or purchase price) of the capital 
should be adjusted upward. Without such an adjust-
ment, as is the case currently in Canada, taxable 

gains are systematically overvalued compared to real 
gains, which actually reflect the taxpayer’s 
enrichment. 

Consider an asset bought for $10,000 and sold two 
years later, with an annual inflation rate of 5%. It 
needs to be sold for at least $11,025, just to compen-
sate for the effect of inflation. If it is sold for less than 
this, the taxpayer has actually incurred a loss, due to 
the depreciation of the currency, even if he realized a 
nominal gain. Yet Canadian tax agencies will collect 
tax on this fictional “gain,” making matters worse still. 

Taxing the nominal gain and not indexing the purchase 
price from $10,000 to $11,025 thus amounts to taxing 
an illusory gain. For purposes of illustration, if the 
above asset ends up being sold for $20,000, the nom-
inal gain will be $10,000 (the sale price of $20,000 
less the unadjusted purchase price of $10,000); the 
real gain, however, will be $8,975 (the sale price of 
$20,000 less the adjusted purchase price of $11,025). 
Without adjusting for inflation, the gain would thus be 
overvalued by $1,025, or around 11% in this case, a 
non-negligible discrepancy. 

The longer the asset is held, the more substantial 
this overvaluation of the capital gain compared to 
the real gain, and the greater the share of illusory 
gains taxed by the government (see Table 1). 

In order to avoid taxing illusory gains, 
capital gains need to be adjusted for 
inflation. This is all the more 
indispensable given the current rate 
of increase of the CPI. 

Table 1

Overvaluation of taxable gains and capital gains taxes after holding capital for 2 years, 5 years, and 
10 years at 5% inflation 

 Current situation (no indexation)  Comparison with indexation

Purchase 
price

Sale 
price

Nominal 
gain

Taxable 
gain

Tax to 
be paid

 Holding 
period

Purchase 
price + 
inflation

Adjusted 
taxable 

gain

 Tax to 
be paid, 
adjusted

Tax  
overpaid, 

in $

Tax  
overpaid, 

in %

$10,000 $20,000 $10,000 $5,000 $2,666

2 years  $11,025 $4,488 $2,392 $273 11.4%

5 years  $12,763 $3,619 $1,929 $736 38.2%

10 years  $16,289 $1,856 $989 $1,676 169.5%

 
Note: To simplify the calculations, we assume that the gain is taxed at the maximum rate of 53.31%.
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After 5 years, for example, the taxable gain and the 
tax to be paid would thus be almost 40% higher than 
the real gain and the tax that should have been paid. 
After 10 years, these would be 170% higher than they 
should have been, with $2,666 of taxes paid in the 
current system, 2.7 times the $989 that should have 
been paid if inflation had been taken into account. 

In order to avoid taxing illusory gains, capital gains 
thus need to be adjusted for inflation. This is all the 
more indispensable given that the current rate of 
increase of the CPI reached, 5.7% in February on an 
annualized basis, a historically high level that is con-
siderably outside the Bank of Canada’s target range 
of 1% to 3%.13 

Several solutions exist in practice to adjust the pur-
chase price for inflation.14 It can be indexed to the 
CPI (as Israel does—see below) or using the GDP 
deflator (as an American bill proposes—see below 
as well). 

THE NEED TO TAKE INFLATION INTO 
ACCOUNT IF THE INCLUSION RATE IS 
INCREASED
Increasing the capital gains inclusion rate is a theme 
that recurs regularly in the public debate.15 If the 
government ever decided to increase the inclusion 
rate, for example to 75% or 100%, taking inflation 
into account would be even more indispensable in 
order not to penalize entrepreneurs and their invest-
ment projects, notably over the very long term. 

Historically, the inclusion rate has in fact already been 
modified on several occasions, from 50% initially in 
1972 to 66.67% in 1988, to 75% in 1990, and to 
66.67% in February 2000, to finally return to its current 
level of 50% in October 2000. The goal of reducing 
the inclusion rate had been precisely to stimulate 
innovation and facilitate access to capital for Canadian 
companies.16 Increasing this rate again would be par-
ticularly harmful for taxpayers and entrepreneurs. 

The example in Box 1 of the sale of capital after a 
holding period of 40 years provides a better under-
standing of the impact of such an increase in the 
inclusion rate, which is amplified by inflation, even 
when the policy rate remains relatively low (2.8% on 
average). 

FOR A CANADIAN ECONOMY THAT’S MORE 
ATTRACTIVE INTERNATIONALLY
Taking inflation into account is important not just for 
taxpayers, but also for the attractiveness of the 
Canadian economy for international investment. 

Certain countries, such as Israel, have put in place 
different methods of taking inflation into account in 
taxing capital gains.20 Other countries are studying 
the possibility of doing so, like the United States, 
where a bill to this effect was tabled in 2021.21 

Israel

In Israel, the purchase price is indexed to the CPI.22 
Thus, the portion of the nominal gain that is due to 
inflation is not considered when it is taxed. This 
method, which consists of taxing only the real gain, 
does not penalize those who hold assets for the 
long term more than those who hold them for a 
shorter period.

Once the asset has been liquidated, and after index-
ation, the remaining amount, representing the real 
gain, is taxed at a fixed, non-progressive rate of 
25% (in 2022).23

United States

In the United States, the taxation of capital gains cur-
rently depends on the holding period. If the asset is 
held less than 12 months, the gain is considered ordin-
ary income. Otherwise, it is considered “long-term” 
capital and benefits from less burdensome taxation.24 
This method has the advantage of distinguishing 
between “speculative” (short-term) gains and gains 
from investment (long-term). The tax rate then de-
pends on the taxpayer’s total income, as in Canada.

However, certain senators are proposing, in a bill 
tabled in 2021, to take inflation into account in the 
calculation of the taxable amount. The bill, entitled 
the Capital Gains Inflation Relief Act of 2021,25 
would index the purchase price to the GDP defla-
tor.26 One of the arguments put forward in the 
debate is precisely the fact that taxpayers can be 
required to pay tax on a nominal gain that in reality, 
taking inflation into account, represents a loss.27 

Comparisons with Canada

How would Canada compare with these two coun-
tries, notably if the inclusion rate were increased to 
75% or 100%, and if the proposed bill were eventu-
ally adopted in the United States? 

To remain attractive for foreign 
investment, Canada should consider 
adjusting the calculation of the capital 
gains tax for inflation.
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Box 1

Impacts of the inclusion rate and inflation on capital gains taxation 

A young entrepreneur buys a company for $1 million in 1981, runs it, and then resells it upon retirement 
40 years later, in 2021, for $4 million.17 The CPI during this time has been multiplied by nearly 2.9, for an 
average annual increase over the period of around 2.8%, or less than half of the current rate of 5.7%.

The nominal capital gain realized upon the sale of the company’s shares is thus $3 million (the sale price of 
$4 million less the acquisition cost of $1 million). The real gain, adjusted for inflation, amounts to around 
$1.14 million (see Table 2). 

Current situation with a 50% inclusion rate (with and without indexation) 

The taxable gain is $1.5 million and the tax to be paid is $799,650. The real effective tax rate, after adjusting 
for inflation (the inflation that is not taken into account by the taxman), is over 70% ($799,650/$1,139,394),19 
which is higher than the top combined federal and provincial tax rate (53.31%).

In contrast, if we adjust the purchase price for inflation, the tax to be paid is $303,705 and the effective rate 
falls to 27%, which keeps Canada fiscally competitive.

Scenario 1: Inclusion rate of 75% (with and without indexation)

With such an increase in the inclusion rate, and in the absence of other changes to the tax system, the tax 
payable would be $1.2 million, which is greater than the real capital gain itself ($1.14 million), and the real 
effective tax rate would be a particularly high 105%. Such a tax would be confiscatory, in fact impoverishing 
the taxpayer: Even though, on paper, a nominal gain of $3 million was realized, once the tax on this is paid, 
the taxpayer is poorer than without this “gain.”

If indexed for inflation, the tax to be paid would still be $455,558, the real effective rate coming back down 
to 40%.

Scenario 2: Full inclusion of capital gains (with and without indexation)

The tax payable climbs to nearly $1.6 million, an amount that is far greater than the real capital gain itself, 
for a real effective rate of over 140%. Such a tax would be highly confiscatory.

In contrast, with indexation, the real effective tax rate falls back down to 53.31%, the top combined federal 
and provincial rate.

 Table 2

Capital gain and taxes payable with and without indexing to the CPI (asset held for 40 years, 
from 1981 to 202118

 Purchase 
price 

(1)

 Purchase 
price + 

inflation 
(2)

Sale 
price 

(3)

Nominal 
gain 

(3)-(1)

Indexed 
gain 

(3)-(2)

Inclusion 
rate

No indexation Indexation

Taxable 
nominal 

gain

Tax to 
be paid

Real  
effective 

rate

Taxable 
indexed 

gain

Tax to 
be paid

Real 
effective 

rate

 $1M $2.86M $4M $3M $1.14M

Current rate 
50% $1,500,000 $799,650 70% $569,697 $303,705 27%

Scenario 1 
75% $2,250,000 $1,199,475 105% $854,545 $455,558 40%

Scenario 2 
100% $3,000,000 $1,599,300 140% $1,139,394 $607,411 53%
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Indeed, the capital gains tax is at the root of several 
distortions and harmful economic effects, such as an 
“immobilization” of investment (the “lock-in” effect). 
This prevents an efficient allocation of capital in the 
economy, since due to the capital gains tax, “invest-
ors have an incentive to keep their capital invested in 
a particular asset, even when it may not be the best 
use of the capital.”28

Taking inflation into account in the calculation of the 
tax tends to reduce this lock-in effect, thus improving 
the allocation and efficiency of capital in the econ-
omy,29 and leading as a result to more intense eco-
nomic activity30 and an increase in the size of the 
economy. For example, according to estimates from 
the Tax Foundation in the United States, a tax reform 
to adjust capital gains for inflation would among other 
things result in a cumulative increase in American GDP 
of 0.11% in the long run.31 

CONCLUSION
Taking inflation into account in the calculation of cap-
ital gains is a sensible economic measure that avoids 

Table 3 shows the taxes payable in each of the three 
countries, on a nominal gain of $50,000 realized on 
an initial investment of $100,000 held for 10 years. 
To facilitate the comparison, we assume that the CPI 
is the same in all three countries and corresponds to 
Canada’s from 2011 to 2021. 

In the current context, the 50% inclusion rate allows 
Canadian taxpayers taxed in Quebec to pay less than 
those in the United States, but is much more burden-
some than in Israel, whose tax system accounts for 
inflation. 

In contrast, if the inclusion rate were raised to 75%, 
and even more so if raised to 100%, Canada’s tax sys-
tem would become uncompetitive compared to its 
southern neighbour, with real effective rates of 62.7% 
and 83.6% respectively versus 58.1% in the United 
States. The same would be true if the United States 
decided to index the value to inflation, even if Canada 
maintained its current 50% inclusion rate (a rate of 
41.8% in Canada versus 37.1% in the United States).

To remain attractive for foreign investment, Canada 
should therefore consider adjusting the calculation 
of the capital gains tax for inflation. 

ADJUSTING CAPITAL GAINS FOR 
INFLATION: A SOURCE OF PROSPERITY
The main benefit of such a reform, beyond the 
attractiveness of Canada for international invest-
ment, is to promote wealth creation. 

Taking inflation into account in the 
calculation of the tax tends to reduce 
this lock-in effect, thus improving the 
allocation and efficiency of capital in 
the economy.

Table 3

Taxes payable on a capital gain of $50,000* and a holding period of 10 years

Nominal 
gain

Real gain 
adjusted for 
inflation**

Country 
(province) 

Inclusion 
rate

Taxable 
gain

Nominal 
rate

Taxes 
payable

Real  
effective 

rate

$50,000 $31,901

Canada 
(Quebec)

50% $25,000

53.31%

$13,328 41.8%

75% $37,500 $19,991 62.7%

100% $50,000 $26,665 83.6%

United 
States***

100% $50,000
37.1%

$18,550 58.1%

100% $31,901 $11,835 37.1%

Israel 100% $31,901 25% $7,975 25%

 
Notes: *Purchase price: $100,000 and sale price: $150,000 (for the United States and Israel: amounts in equivalent foreign currency); **Supposing that all three countries had the same 
CPI as Canada from 2011 to 2021. ***The American rate includes the highest state capital gains tax (13.3%). Certain US states have no capital gains tax, in which case only the federal tax 
is payable. 
Source: Authors’ calculations. Statistics Canada, Table 18-10-0005-01: Consumer Price Index, annual average, not seasonally adjusted; Worldwide Tax Summaries, Israel, Individual − 
Income determination, February 18, 2022; Erica York, “An overview of capital gains,” Tax Foundation, pp. 2-4.
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taxing illusory “gains” and the confiscation of cap-
ital. This proposal, which is not a new one, is all the 
more urgent given that the Canadian economy is 
experiencing historically high inflation, hitting 5.7% 
in February 2022.32 Taking inflation into account 
would be doubly necessary in order to preserve the 
tax competitiveness of Canada should the govern-
ment decide to raise the inclusion rate.

The capital gains tax discourages investment and 
economic prosperity. Eliminating the inflationary dis-
tortion incorporated in this tax, notably for long-
term investment projects, would encourage wealth 
creation. 

Finally, adjusting capital gains for inflation should be 
at the heart of the debate in Canada if the United 
States goes ahead with the bill it has tabled in this 
regard.

The current situation is thus a particularly good 
opportunity to finally put an end to the inflationary 
distortions of the capital gains tax.


