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Entrepreneurship is a crucial source of innovation, employment, and growth in an economy. Consequent-

ly, it is a recurring theme in many academic and policy debates. While there is no single, comprehensive

measure of entrepreneurship, most studies and policymakers commonly use business entry-rate—de-

fined as the number of new businesses as a ratio of total businesses—as a key indicator of entrepreneur-

ship. In recent years, Canada’s federal and some provincial governments have raised their top marginal

income tax rates and increased the progressivity of the personal income tax system. Since earnings from

entrepreneurship, including capital gains, are subject to the personal income tax system in Canada, the

recent increases in top income tax rates have also increased the country’s capital gains taxes.

Various recent government reports indicate that the Cana-
dian business entry rate has been declining over the past
three decades. This downward trend in entrepreneurship
is certainly a great concern to society as business creation
is often directly related to productivity and employment
growth. Considering the current state of entrepreneurship,
some commentators and analysts wonder whether it is
possible to increase entrepreneurship and encourage more
business creation through various income tax policies. What
is the impact of a progressive income tax system on entre-
preneurship? Is it possible to stimulate entrepreneurship
through appropriate income tax policies? This paper seeks
to answer these questions empirically using Canadian pro-
vincial data over a 30-year period.

Economic models show that the personal income tax sys-
tem can influence entrepreneurship in many ways. Ac-
cording to one strand of the literature, higher income tax
discourages entrepreneurship. This is because entrepre-
neurial activity is inherently risky, and entrepreneurs pay
significant taxes on all their incomes (labour income, capi-
tal gains, or dividends) when they are successful. However,

when they incur a loss, the tax savings are quite limited.
Consequently, higher personal income tax can be viewed
as a tax on “success” and may discourage entrepreneurial
activity. On the other hand, other studies argue that entre-
preneurs have relatively more tax planning opportunities
and the potential tax-saving benefits increase with the in-
come tax rate. According to some of the theoretical mod-
els that emphasize this issue, higher income tax rates can
encourage entrepreneurship, even if it is not productive
entrepreneurship. Ultimately, the effect of income tax on
entrepreneurship is an empirical question.

Previous empirical studies have examined the relationship
between income tax and various measures of entrepreneur-
ship, but the results from these studies are mixed. To shed
more light on this important issue, this paper investigates
the effect of the top personal income tax rate on entrepre-
neurship using data from Canadian provinces over the peri-
od 1984-2015. In addition to the top income tax rate in each
province, the empirical analysis controls for the various fac-
tors that are generally considered important determinants
of entrepreneurship.
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The empirical findings of this paper show that a higher pro-
vincial top income tax rate has a negative and statistically
significant effect on entrepreneurship, both in the short-
and long-term. The results indicate that an increase in the
top marginal income tax rate discourages entrepreneurship
as measured by the business entry rate. This suggests that
raising the top income tax rate exacerbates the decline in
business creation. Based on the empirical results, a one per-
centage-pointincrease in the top statutory marginal income
tax rate is associated with a 0.06 percentage-point decrease

Decrease in the Number of New Businesses
Associated with a One Percentage Point Increase
in the Provincial Top PIT Rate

Province Short-term Long-term
Effects Effects

NL 11 40
PE 4 14
NS 17 62
NB 15 54
QC 129 465
ON 192 696
MB 21 74
SK 24 85
AB 76 275
BC 87 315
All Prov. Average 57 208

Notes:

1) The above figures show the total number of new busi-
nesses that would not enter the economy if the top PIT rate
is increased by one percentage point. The figures are com-
puted based on the coefficient estimates of column (6) of
table 2 and the average total number of active businesses
for each province over the period 1984-2015.

2) This table shows that there are significant variations in
the effects of income tax rate changes across provinces due
to differences in the total number of active businesses in
each province.

in the business entry rate in the short-term, and a 0.21 de-
crease in the long-term. Considering the long-term results, a
province that raises its top personal income tax rate by one
percentage point can expect to have fewer new business-
es enter its economy. That drop ranges from 14 (in the case
of Prince Edward Island) to 696 (in the case of Ontario). No-
tably, in recent years, many provinces have raised their top
personal income tax rates—Alberta raised its top rate by five
percentage points, Ontario raised its top rate by 3.1 percent-
age points, and BC raised its top rate by 2.1 points. The feder-
al government’s recent four percentage point hike to its top
rate will only serve to exacerbate the provincial increases.

The findings in this paper suggest that these increases in
top personal income tax rates have resulted in a significant
loss to the Canadian economy, which has been experienc-
ing a decline in entrepreneurship for a long time. In sum, the
empirical results show that an increase in the top marginal
income tax rate discourages entrepreneurship as measured
by the business entry rate. This finding suggests that the ad-
verse effect of a higher personal income tax rate on risk-tak-
ing by entrepreneurs outweighs the potential tax planning
opportunities entrepreneurs may have. The study’s empir-
ical analysis includes extensive robustness checks, which
shows that in all cases, the negative effects of a higher in-
come tax rate on entrepreneurship remain significant. The
results yield an important policy implication: Canadian gov-
ernments can encourage entrepreneurship with personal
income tax rate cuts.

The Effects on Entrepreneurship
of Increasing Provinclal Top Personal
Income Tax Rates In Canada

The Effects on
Entrepreneurship of
Increasing Provincial
Top Personal Income
Tax Rates in Canada

by Ergete Ferede

Click here to read the full report


https://www.fraserinstitute.org/studies/effects-on-entrepreneurship-of-increasing-provincial-top-personal-income-tax-rates-in-canada

