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A Primer on Federal Corporate Taxes 

 

The federal government began taxing corporations on 
their income in 1917 and on their capital in 1985.  In 
2005-2006, the federal government collected  
$33 billion from corporate taxes.  As shown in 
Figure 1, revenues from corporate taxes are behind 
personal income taxes, consumption taxes and social 
security contributions in terms of their contribution to 
federal tax revenues, but are ahead of “other taxes.”(1) 
 

Figure 1 
Federal Tax Revenues and Social Security 

Contributions, Fiscal Year 2005-2006 
 

 
Note: Social security contributions include contributions 

to the Canada and Quebec Pension Plans and 
employment insurance premiums.  Capital taxes 
are included in corporate income taxes. 

Source: Data obtained from Statistics Canada, CANSIM 
tables 385-0002 and 385-0006. 

 
Since 2000, however, federal tax revenues from 
corporate taxes have been increasing both as a share 
of federal own-source revenues and as a share of  
gross domestic product, despite reductions in 
corporate tax rates.  

OVERVIEW OF DOMESTIC CORPORATE 
INCOME TAX 
 
Canadian corporations pay tax on their worldwide 
taxable income, while foreign affiliates pay corporate 
tax on their taxable income earned in Canada.  All 
firms may deduct, from their accrued revenues, the 
expenses incurred in producing goods and services, 
provided there is a reasonable expectation of profits.  
Examples include current expenditures such as wages, 
fees, rents and energy costs, as well as the purchase of 
capital goods such as buildings and machinery.  
Current expenditures are deductible in the year they 
are incurred, while the cost of capital goods can be 
deducted from revenue over a number of years, 
subject to prescribed rates of amortization.  The rates 
of deduction, or capital cost allowance (CCA) rates, 
are defined for different classes of depreciable assets, 
and are designed to match generally the useful life of 
assets.  In addition to the CCA, interest on borrowings 
for the purpose of earning income from a business as 
well as business losses are deductible.   

Personal 
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Table 1 shows federal corporate income tax rates 
applied to taxable income in order to determine tax 
liability.  For 2007, the tax rate – inclusive of the 
corporate surtax – applied to all industries is 22.12%.  
With the elimination of the corporate surtax beginning 
in 2008, and general rate reductions of 0.5 percentage 
point in 2008, 0.5 percentage point in 2009, 
1 percentage point in 2010 and 0.5 percentage point  
in 2011, the corporate tax rate will reach 18.5% in 
2011.  
 



Table 1 
Federal Corporate Income Tax Rates,  

Selected Years, % 

 Corporate tax rate 
on general income 

Corporate tax rate on 
manufacturing and 
processing income 

Federal 
surtax 
rate 

1960 41 41 0 
1970 40 40 1.5 
1980 36 30 1.8 
1990 28 24.5 0.84 
2000 28 21 1.12 
2001 27 21 1.12 
2002 25 21 1.12 
2003 23 21 1.12 
2004 21 21 1.12 
2005 21 21 1.12 
2006 21 21 1.12 
2007 21 21 1.12 
2008 20.5 20.5 0 
2009 20 20 0 
2010 19 19 0 
2011 18.5 18.5 0 

 
Corporate profits from manufacturing and processing 
activities have been entitled to a tax rate reduction 
since 1973; this reduction was 7 percentage points in 
2000.  Reductions in the general corporate rate, 
announced in 2000 and in subsequent years, have 
effectively eliminated the preferential treatment for 
these activities, with the effect that all business sectors 
have the same tax rate.   
 
Small Canadian-controlled private corporations 
(CCPCs) – basically, corporations not controlled by a 
non-resident or by a public corporation – are taxed at 
a lower corporate tax rate of 13.12% on their first 
$400,000 of taxable income.  The small business rate 
is applied to all CCPCs with capital not exceeding  
$10 million.  Beginning in 2008, the federal tax rate 
on such small business income will be reduced to 
11.5%; it is scheduled to be reduced by an additional  
0.5 percentage point to reach 11% by 2009.   
 
OVERVIEW OF INTERNATIONAL 
CORPORATE INCOME TAX 
 
Recent federal corporate tax rate reductions are 
consistent with a global trend.  As shown in  
Figure 2, 11 of 15 selected Organisation for Economic 
Co-operation and Development (OECD) countries 
have lowered their statutory corporate tax rate from 
2000 to 2006.  
 

Figure 2 
Statutory Corporate Income Tax Rates, Selected 

Countries, 2000 and 2006 
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Source: Organisation for Economic Co-operation and 

Development, OECD Tax Database. 
 
PROS AND CONS OF CORPORATE 
INCOME TAX 
 
The corporate income tax is sometimes described as 
fulfilling a “withholding” function.  Corporations are 
owned by individuals – domestic or foreign 
shareholders – and corporate income ultimately flows 
to these individual owners in the form of dividends or 
capital gains and is taxed at the personal level.  
However, personal taxation may be avoided or 
delayed on corporate income paid to foreign investors 
or on corporate income re-invested within the firm.  
The corporate income tax ensures that corporate 
income is subject to a certain amount of immediate 
taxation, whereas a credit is given to Canadian 
shareholders at the personal level for taxes paid at the 
corporate level, and one-half of their capital gains are 
taxable. 
 
Corporate taxes affect the rate of return to corporate 
investors, and the burden of corporate taxes may be 
shifted to consumers through higher prices, or to the 
labour force through lower compensation.  The extent 
to which the corporate tax burden may be shifted from 
shareholders to consumers or labour is, however, 
somewhat limited by market forces and varies across 
firms and industries.  
 
A factor to consider is the growing global competitive 
pressures faced by Canadian corporations.  Given the 
international mobility of investment capital, Canadian 
corporations must provide an after-tax rate of return 
on capital investment that is internationally 
competitive.  In addition, in countries with high 



corporate taxes, firms may finance investments 
through debt rather than through equity because 
interest on debt financing is deductible for tax 
purposes. 
 
Corporate income taxes may also affect investment, 
either discouraging or encouraging new investment.  
Economists sometimes rely on the notion of the 
marginal effective tax rate (METR) on business 
investment to assess the tax disincentive to invest.  
The METR represents the proportion of the rate of 
return on a marginal investment that accrues to 
governments.  The calculation of METRs usually 
includes not only statutory corporate tax rates, but also 
retail sales taxes on business inputs, investment tax 
credits and other incentives, capital cost allowance 
rates, inventory accounting methods, capital taxes and 
the ability to deduct interest costs.   
 
The notion of METRs has influenced policy 
discussions, perhaps most notably beginning with the 
tax reform of 1987 and continuing with the 
recommendations of the Technical Committee on 
Business Taxation in 1998.  More recently, in 
Advantage Canada, the federal government proposed 
to establish, by 2011, the lowest METR in the Group 
of Seven (G7) countries.  As shown in Figure 3, once 
the federal corporate tax reductions are fully 
implemented in 2011, the government expects that 
Canada’s METR will be the third lowest among the 
G7 countries.  In addition, if provincial/territorial 
governments were to eliminate completely their 
capital taxes and to harmonize their sales taxes, 
Canada’s METR would become the lowest among the 
G7 countries.(2)  
 

Figure 3 
Marginal Effective Tax Rate (METR) on Business 

Investment, Various Countries, 2011 
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Note: The calculation of METRs by the Department of 

Finance Canada includes all legislated policy 

initiatives that will be effective by 2011 and, in 
the case of Germany, also includes recently 
proposed changes.  The calculation excludes 
resource and financial sectors and research and 
development assets. 

Source: Department of Finance Canada, The Budget Plan 
2007, p. 235. 

 
OVERVIEW OF CORPORATE CAPITAL TAX 
 
Taxes on corporate capital have existed in Quebec 
since 1947 and in Ontario since 1957.  The federal 
government started to impose a levy on the capital of 
financial institutions in 1985 and on all businesses in 
1989.(3)     
 
At the federal level, the large corporation tax (LCT) 
was completely eliminated beginning in January 2006, 
although financial institutions continue to be subject 
to a tax of 1.25% applied to taxable capital over $1 
billion employed in Canada.  Some argue that capital 
taxes act as a mechanism to ensure that corporations 
pay a minimum amount of income tax.  Financial 
institutions can, however, reduce their federal capital 
tax payable by the amount of federal income tax 
payable and, consequently, pay capital taxes only to 
the extent that they do not have sufficient corporate 
income tax liability for the previous three years and 
the next seven years.  The LCT operated in a similar 
fashion, whereby corporate surtax liabilities could be 
used to offset LCT liabilities. 
 
Unlike corporate income taxes, which are paid 
when a corporation has taxable income, capital 
taxes must be paid regardless of whether a 
corporation is profitable.  Moreover, the tax is 
applied directly on capital investment, as opposed to 
the investment return.  Most economists believe that 
capital taxes discourage capital investment and risk 
taking, and – by extension – have a negative impact 
on productivity. 
                                                 
(1) Social security contributions include employment 

insurance premiums and contributions to the Canada 
and Quebec Pension Plans. 

(2) Department of Finance Canada, The Budget Plan 
2007, p. 235. 

(3) Taxable capital of a corporation may be described as 
the aggregate of shareholders’ equity, retained 
earnings, and indebtedness (bonds, debentures, 
mortgages, and other similar obligations), less 
investments in shares or debts in other corporations.  
Taxable capital of financial institutions excludes 
deposits. 
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