
Empirical studies document the critical role that tech-
nological change plays in improving the productivity 
of labour and capital, while improved productivity 
underlies increases in the real incomes of domestic 
factors of production. Technological change is broad-
ly equivalent to innovation, where the latter can be 
thought of as the creation, introduction, and wide-
spread commercial use of new knowledge that takes 
the form of new products, new production and distri-
bution techniques, and new ways of organizing pro-
duction and distribution activities.

Innovation is the main underlying contributor to im-
proved total factor productivity (TFP) and, therefore, 
to higher standards of living. Hence, the influence of 
tax policy on the quantity and quality of innovation 
activity is an important public policy issue.

Tax policy encompasses the economic activities and 
payments to factors of production that are subject to 
taxation, the tax rates that are applied, particularly the 
progressivity of the relevant tax schedule, and the ex-

emptions, deductions, and credits that are applicable 
to specific activities or sources of income.

Innovation activities are inherently risky and will be 
undertaken by private sector organizations only if 
the expected risk-adjusted returns from the relevant 
investments exceed the costs of capital for those or-
ganizations. Likewise, individuals involved in the in-
novation process, such as scientists and engineers, 
will invest in education and other training needed to 
participate effectively in innovation activities only if 
the expected returns to the necessary investments in 
human capital exceed the associated costs.

For all private sector organizations and individual en-
trepreneurs, scientists, and other participants in inno-
vation activities, the relevant payoffs are net of taxes. 
Hence, a relatively straightforward insight is that high-
er taxes will discourage innovation, at the margin. 
However, the magnitude of the relationship between 
taxes and innovation is an empirical issue. A related 
empirical issue is whether tax credits for activities such 
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as research and development (R&D) are more effective 
at promoting innovation than reductions in general 
corporate and personal income taxes.

This essay reviews the relevant literature and docu-
ments the negative effect that higher corporate and 
personal income taxes have on innovation, where the 
latter is most typically measured by patenting activity. 
Entrepreneurship, as typically measured by business 
start-ups, is a less frequently used measure of innova-
tion whose link to taxes has also been studied. As in 
the case of patenting, higher corporate and personal 
income taxes are found to discourage innovation, al-
though the empirical relationship is not as strong as 
it is when patenting is used as the measure of inno-
vation. Also, the effect of tax increases on innovation 
appears to be stronger than that of tax decreases. The 
strongest impact of innovation seems to come from 
marginal tax rate increases on high-income earners.

Companies and high-income earners, where the lat-
ter include “star” scientists, are geographically mobile. 
Hence, increasing marginal tax rates in specific geo-
graphical jurisdictions will reduce innovation activi-
ties in those jurisdictions by encouraging out-migra-
tion of companies and star scientists to jurisdictions 
with lower marginal tax rates.

Empirical studies also show that R&D tax credits and 
direct government grants for innovation activities do 
encourage increased R&D spending and other invest-
ments in innovation, at the margin. However, govern-
ments, including the Canadian government, typically 
target R&D tax credits and grants to small and medi-
um-sized firms that produce fewer innovations per 
dollar of R&D spending than larger firms. In addition, 
R&D is only one activity in the chain of activities con-
tributing to technological change. Hence, tax credits 
and grants aimed at promoting R&D do not address 
incentives to commercialize the new knowledge cre-
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ated by R&D, while government subsidies to promote 
innovation activities more broadly involve bureau-
crats choosing the firms and industrial sectors that 
will be subsidized, which is less efficient than having 
capital markets determine the allocation of funding 
for innovation.

Canada has had an undistinguished record of innova-
tion performance compared to other advanced econ-
omies. Its relatively poor performance in innovation 
is consistent with its uncompetitive tax environment. 
The Tax Foundation identifies Canada as having rela-
tively uncompetitive corporate and personal income 
tax environments compared to other wealthy coun-
tries that rank higher in innovation performance. Of 
particular concern is the decline in Canada’s tax com-
petitiveness ranking relative to that of the US in recent 
years. Given the substantial cross-border migration of 
highly educated individuals between Canada and the 
US, as well as the large amount of cross-border cor-
porate investment, a less attractive tax environment 
in Canada relative to the US is a significant potential 
handicap to increased innovation in Canada.
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