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Foreword 

The Ontario Fair Tax Commission was established to examine the 
province's tax system as an integrated whole and, in conjunction with 
its working groups, to analyse individual components of the system 
in detail. 

It has been many years since the Ontario tax system was subjected 
to a comprehensiveexamination. However, a great deal of research on 
taxation has been undertaken over the past two decades. This work, 
based in several disciplines, has been both theoretical and applied, and 
in this context the research program of the Fair Tax Commission was 
formulated. 

The research program has two broad purposes. The first is, of course, 
to support the deliberations of the commissioners. The second, more 
novel objective is to inform public discussions of tax matters so that 
the commission's formal and informal public consultations can be of 
maximum value. For this reason we have opted to publish volumes in 
the series of studies as they are ready, rather than holding them all 
until the commission has completed its work. While our approach is 
more difficult from a technical and administrative perspective, we 
believe that the benefits will justify our decision. 

The research program seeks to synthesize the existing published 
work on taxation; to investigate the implications for Ontario of the 
general research work; and, where required, to conduct original 
research on the context and principles for tax reform and on specific 
tax questions. We thus hope to add to the existing body of knowledge 
without duplicating it. The studies included in these publications are 
those that we believe make a contribution to the literature on taxation. 
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I would like to extend my thanks to my fellow commissioners and 
to the members of the FTC secretariat. I also thank the many members 
of the working groups and the advisory groups who have contributed 
to the research program and to the overall work of the commission. 

Monica Townson, Chair 



Introduction 

Tax fairness is conventionally assessed in terms of the relationship of 
tax payments to incomes. The literature on taxation refers to two 
dimensions of equity - horizontal and vertical - both of which use 
income as the standard against which to measure tax liabilities. The 
first paper in this volume reports on the results of a general tax inci­
dence analysis conducted for the Fair Tax Commission. It provides a 
picture of the overall relationship between taxation and incomes for 
Ontario residents, the baseline information necessary to form judg­
mentsaboutthevertical and horizontal equity properties of the current 
tax system. The following two papers focus on the lowest- and highest­
income recipients, respectively, thereby providing a clearer picture of 
the circumstances of the two extremes of the income spectrum. 

The study by Sheila Block and Richard Shillington provides a quan­
titative picture of the incidence of all taxes paid by Ontario residents. 
It thus updates earlier incidence studies and takes in to account changes 
in received theory about the incidence of various taxes, and uses the 
new Statistics Canada Social Policy Simulation Database and Model 
(SPSD/M}, which permits the calculation of incidence estimates at the 
household level. This study reviews the main theoretical conclusions 
on tax incidence and quantifies them in the form of a standard-case 
scenario and alternatives for the purpose of sensitivity testing. The 
sensitivity scenarios are based on varying assumptions about the inter­
jurisdictional mobility of tax bases; it is this variation that seems to be 
the most critical factor in alternative incidence patterns. 

Ken Battle and Sherri Torjman focus exclusively on the low end of 
income distribution and, in particular, on the interface between the 
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income tax and transfer systems faced by social assistance recipients 
who supplement their benefits by working. For this paper, the authors 
constructed the Caledon Tax/Transfer Model, which allows them to 
quantify the marginal tax rates faced by a wide variety of household 
types in Ontario. The overall marginal "tax rate" that these households 
confront includes direct income taxes, tax credit reductions, payroll 
taxes, and social assistance benefit reduction rates. They find that the 
aggregate marginal tax rate faced by these households is punishingly 
high, and that the welfare benefit reduction (taxback) is, by far, the 
most important contributor to this "welfare wall." Battle and Torjman 
explore a n  urn her of alternative reform directions to facilitate the move­
ment of social assistance recipients into the labour force. While easing 
the welfare tax back is obviously key, better integration with the explicit 
tax system is also important. 

The paper by Brian Murphy, Ross Finnie, and Michael Wolfson 
sheds light on a segment of the population - the uppermost tail of the 
income distribution - that, curiously enough, has not been subjected 
to much empirical research in tax studies. Focusing on the top 5 per 
cent, 1 per cent, and 0.1 per cent of the income spectrum, Murphy, 
Finnie, and Wolfson describe the patterns of income and taxes and, to 
a lesser extent, the demographic profile of the high-income population. 
Their analysis shows that while the high-income earners face higher 
effective tax rates on average - reflecting the progressive income tax­
a greater proportion of this group faces low effective tax rates - 10 per 
cent, or less than tax filers at lower income levels. 

Together, the papers in this volume make a significant contribution 
to our understanding of the relationships between income and taxation 
for the Ontario population in general, and for individuals and house­
holds at the extremes of the income spectrum. 

Allan M. Maslove 
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1 Incidence of Taxes in Ontario 
in 1991 

SHEILA BLOCK and RICHARD SHILLINGTON 

Introduction 

Everyone pays taxes. An important part of judging the fairness of the 
taxes people pay is to determine how their taxes are related to their 
incomes and economic status. The relationship between income and 
taxes paid is a commonly accepted indicator of tax fairness both in the 
academic literature and in popular perceptions. While there are dis­
agreements about what the ideal relationship between taxes and 
income should be, there is no real dispute that tax paid as a proportion 
of income is a meaningful measure of tax fairness. 

Unfortunately, determining the amount of taxes paid by an individ­
ual or a household is not straightforward; neither is the measurement 
of income as obvious as it might seem at first thought. The taxes that 
people actually remit to governments often are different from the taxes 
they actually pay in an economic sense. The incomes that people 
receive in money terms may not be the same as their total economic 
income - the value of the goods and services over which they have 
control. 

There are two interrelated reasons why determining who pays taxes 
is complex. First, many taxes are levied on and paid by organizations 
such as corporations, unincorporated businesses, and non-profit orga­
nizations. In the final analysis, it is necessary to attribute these taxes to 
people, and that requires the development of theories or hypotheses 
about how the taxes are distributed among the individuals who are 
associated with the organizations as owners (or asset holders more 
generally), employees, and clients. Second, when taxes are imposed 
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they create incentives for individuals to change the economic decisions 
they make both personally and as decision-makers on behalf of orga­
nizations. These behavioural changes may relate to availability for 
work (labour supply), investment, consumption-saving choices, and 
decisions with respect to the purchase or sale of a wide range of specific 
goods and services. 

All these changes in the behaviour of individuals and organizations 
have impacts on markets, resulting in changes in prices, wages, and 
rates of return. For example, a property tax imposed on rental units 
may result in tenants paying a higher rent than would otherwise have 
been the case. In this sense, we can say that the tax, which is imposed 
in the first instance on the landlord, is passed forward or shifted to the 
consumer of the product (the tenant) in the form of higher rents, and 
it is the tenant who ultimately pays the tax in economic terms. This 
determination of where the tax ultimately rests is called the incidence 
of the tax. Similarly, a tax imposed on the profits of a corporation may 
lead it to change its level of output, its pricing behaviour, and the 
amounts of inputs it uses (including capital). The final incidence of the 
tax may be partially on the corporation's shareholders, who receive 
lower returns than they otherwise would; the employees, who receive 
lower wages than they otherwise would; or the purchasers of its out­
put, who pay higher prices than they otherwise would. 

Obviously, reasonable people can reach different conclusions a bout 
how a tax is shifted and about its final incidence, depending on what 
they believe about the types ofbeha viouralchange that may be induced 
by the tax and about how markets operate. For this reason, analyses to 
determine the incidence of taxes can be quite contentious. Indeed, there 
are extensive debates in the economics literature about incidence stud­
ies in general, and about the incidence of particular taxes. Therefore, 
one must be careful not to read too much into the results of any one 
study, nor to attribute much significance to small differences. Never­
theless, as we shall see, a fairly broad range of assumptions about 
incidence and shifting generates quite similar results. To the extent 
that this is true, we can be confident that we are able to capture the 
general patterns of taxes that individuals pay relative to their incomes. 

The shifting assumptions used in this study are based on the neo­
classical economic literature. The estimates therefore generally reflect 
economic impacts in competitive markets that have reached a state of 
long-run equilibrium. These assumptions werechosenfortwo reasons. 
The first was a lack of literature outside the existing neoclassical frame­
work, and therefore a dearth of alternative assumptions about the 
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incidence of taxes outside this framework. The second was a desire to 
produce estimates that were within the parameters of the existing 
literature. The Canadian tax incidence literature is quite extensive. 
Some tax incidence estimates were produced in the context of full fiscal 
incidence studies: Gillespie (1980); Dodge (1975); Ruggeri, Van Wart, 
and Howard (1993). Other studies have estimated tax incidence alone, 
both in an annual framework - Coffman (1962); Maslove (1972); Whal­
ley (1984); and Vermaeten, Gillespie, and Vermaeten (1994) - and in a 
lifetime framework - Davies, St. Hilaire, and Whalley (1984). 

This study is an important component of the work of the Fair Tax 
Commission. The last comprehensive Ontario tax incidence study was 
completed for the Ontario Commission on Taxation Gohnson 1968). 
Estimates of the incidence of individual taxes as well as the tax system 
as a whole are an important indicator of the fairness of the current 
system. These estimates provide information on the impact of the cur­
rent tax system on Ontarians' economic well-being, variations in tax 
burdens across income groups, and the regressive and progressive 
elements of the current tax system. These estimates can also provide 
information on the distributional impact of various policy changes. 

This paper is structured in the following manner. The following 
section outlines various methodological issues. The third section then 
describes the shifting assumptions, data, and methodology used in this 
study. The final section discusses the empirical results of the study. 
The appendices provide information in tables and charts. 

Methodology 

The method used to estimate incidence is usually, and is in this paper, 
something of an accounting exercise. Incidence estimates for federal, 
provincial, and local taxes paid by Ontarians are based on a separate 
calculation for each tax that distributes the tax across income ranges. 
To construct these estimates, shifting assumptions are made for each 
tax. Based on these assumptions, taxes are allocated among the pop­
ulation according to various distributive series, such as income from 
wages and salaries. The process is repeated for each tax. When these 
estimates are added together, they yield an average total tax rate for 
each income range and/ or demographic category. It should be noted 
that shifting assumptions are not statistically estimated, and are not 
tested. They are based on theoretical assumptions and conclusions 
from the literature. 

In an incidence study of this kind three important choices have 
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to be made: the shifting assumptions, the income concepts, and the 
time horizon. Each of these choices is subject to debate in the literature. 
The choices of income concept and time period are outlined below. 
The range of shifting assumptions in the literature and the economic 
conditions they describe are reviewed briefly in the next section. 
A standard model has been developed that, in our view, best 
categorizes the economy of Ontario. However, different assump­
tions are used in alternative models to provide some sensitivity 
analysis. 

Purpose of Tax Incidence Studies 

Full fiscal incidence estimates the effect of taxes, transfers, and expend­
itures on households by income classes. The purpose of these studies 
is to quantify the extent and direction of redistribution accomplished 
by the entire public sector. There is a debate in the literature about how 
accurately these studies can capture the impact of government on 
income distribution. Much of the criticism of these studies arises from 
the difficulties in the estimation of pre-government distributions of 
income (Dahlby 1985, 1 13-14). Tax incidence is a sub-category of full 
fiscal incidence, which quantifies the impact of the tax system in rela­
tion to the distribution of income. 

Similar difficulties arise in determining the scenario used as back­
ground for tax incidence studies. If a pre-government measure of 
income is used, then the distributional impact of government expend­
itures must be addressed. If the analysis is based on a scenario of an 
economy with government, then a n urn ber of other ass urn ptions must 
be made. If all other taxes and government expenditures are held 
constant while the tax being analysed is increased, then the analysis is 
absolute tax incidence. However, the attendant changes in the budg­
etary deficit or surplus will have an economic impact that will ulti­
mately have a distributional impact. Another approach - "balanced 
budget incidence" - assumes that government expenditures are 
increased by the same amount as the revenue collected. Different 
assumptions about the pattern of the increase in expenditures yield 
different incidence results. Differential incidence studies, such as this 
one, compare the current tax mix to a proportional income tax. As a 
result, this study estimates the distributional consequences of the mix 
of taxes that is used to finance a given level of government expendi­
tures. 
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Time Period: Lifetime vs. Annual Incidence 

In estimates of tax incidence, a choice must be made as to the appro­
priate time period for measurement. This choice is determined by 
judgments on which period is the bestmeasureof economic well-being. 
While traditionally this has been considered to be a year, more recently 
a lifetime has been proposed as a better measure. Proponents of lifetime 
tax incidence suggest that individuals have long time horizons over 
which they make their economic decisions. Estimates on a lifetime basis 
therefore provide a more accurate view of the distributional effects of 
the tax system. It is argued that the tax system has different impacts 
on individuals at different points in their life cycle (Fullerton and 
Rogers 1991). These different impacts arise from the changes over a 
lifetime of both income and expenditure patterns. Therefore, to obtain 
an accurate indication of the impact of the tax system on an individual, 
it is argued that a lifetime framework is needed. Intellectual support 
for longer time horizons in economic decision-making can be found in 
lifetime consumption theories (Ando and Modigliani 1963; and Fried­
man 1957) .1 These theories suggest that individuals' consumption deci­
sions and conceptions of well-being are related not to current income 
but to longer-term income flows. Support for this view can be found 
in the fact that spending patterns can be explained by these long-term 
income flows more successfully than by current income. Individuals 
and families purchasing major assets such as housing generally make 
such commitments with their long-run income prospects in mind. In 
addition, individuals who invest in their own human capital are clearly 
acting in terms of a long-term plan and not simply in terms of current 
considerations. 

The argument for annual incidence begins with a recognition that 
individuals do take into account long-term considerations when mak­
ing important decisions, though whether this long term is truly a life­
time perspective is less clear. However, long-term income prospects 
can only be contemplated with a high level of uncertainty. The possi­
bility of unforeseen income declines, bouts of unemployment, major 
illness, and the like, make planning based on assumed future income 
flows uncertain. In addition, private contracts, to which most individ­
uals' incomes are related, are of relatively short duration, perhaps 
extending for several years but much less than a lifetime. Even if 
individuals did have lifetime planning horizons, institutions, in par­
ticular financial markets, do not accommodate them. Transactions 
costs and the cost of information result in differences in the treatment 
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of human and physical capital by financial institutions. Because of 
these capital market imperfections, current economic well-being is 
dependent on current income as well as future income. 

Perhaps more to the point, lifetime incidence estimates assume a 
policy environment that does not in fact exist. First and foremost, the 
tax system itself is not fixed. Changes in tax regimes that affect net 
incomes and wealth positions are far from uncommon. Second, the 
collection of services that individuals may receive from government at 
various times, and that affect their incomes, is certainly not fixed. Third, 
most other public programs are structured in frameworks much 
shorter than lifetimes. For example, programs such as UI and social 
assistance adopt frameworks defined in terms of weeks. Finally, annual 
cycles are the standard time horizons for most public- and private­
sector transactions, including such things as tax administration, labour 
agreements, and other contracts. 

Individuals and families are clear! y cognizant of long-term horizons. 
However, given the considerations noted above, it is also clear that 
short-term positions (for which a year is a reasonable practical meas­
ure) are central to individual decisions and to perceptions of well­
being. Therefore, annual incidence measures are valid estimates of tax 
distributions and more relevant to households than lifetime measures.2 

However, these arguments for annual frameworks do not address 
concerns about the differential impact of the tax system at various 
points in the life cycle. Generally, incomes rise during early years, level 
off during later working years, and fall during retirement. Individuals 
of different ages consume different goods, receive income from differ­
ent sources, and as a result pay different amounts of annual taxes. 
Many of the questions raised about the impact of changes in income 
and expenditure patterns over a lifetime can be answered without 
moving to a lifetime framework. This can be done through incidence 
estimates be demographic groups. This will highlight the differences 
in incidence among different family types and age groups. 

Income Measures 

There are two broad approaches to the measurement of income that 
can be used in fiscal incidence studies. The first of these is "pre-fisc" 
income, which attempts to measure pre-government income. This 
measurement of income begins with money income less transfers and 
includes: wages and salaries, self-employment income, and income 
from capital. In order to come closer to a Haig-Simons concept of 
command over economic resources, various accrual items are added: 
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imputed income from owner-occupied housing, retained corporate 
earnings, accrued capital gains, and interest earned on life insurance 
policies and savings. This measure is then adjusted to construct a 
measure of hypothetical income that removes the impact of govern­
ment. First, all taxes that are assumed to be shifted to sources of income 
(e.g., labour, capital) are added back into income. For example, the 
portion of corporate taxes that are assumed to be shifted onto capital 
and the employer-paid portion of social security taxes that are assumed 
to be shifted to labour income are added to those sources of income. 

The second approach is "post-fisc" income, whichattempts to meas­
ure post-government income. This measure of income includes trans­
fers and the value of government expenditures. Taxes are subtracted 
from income. "Post-fisc" income can only be estimated in the context 
of a full fiscal incidence study, as the benefits from government 
expenditures have to be distributed to people or households according 
to some rationale or assumptions. Pre- and post-fisc incomes are the 
parameters for the choice of income measures, and a number of vari­
ations within these two choices have been used in the literature. 

This study uses a broad income measure, which includes pre-fisc 
income plus transfers. This measure of income is used because it is the 
most appropriate for policy analysis, as it is the income that households 
control. While pre-fisc income excludes transfers that are under house­
holds' control, post-fisc income includes the benefits from other gov­
ernment expenditures, which households control only very indirectly. 
Of the income measures used for incidence analysis, this one most 
closely resembles what individuals consider to be their income. More 
practically, in the absence of a full fiscal incidence analysis, the distri­
bution of government expenditures on goods and services was not 
available. 

The choice of income concepts has an impact on the apparent pro­
gressivity or regressivity of the resulting incidence estimates (Whalley 
1984, 671). Because of the impact of transfers and government expend­
itures, pre-fisc income results in a more regressive incidence pattern 
than does post-fisc income. In addition, the income measures change 
with changes in shifting assumptions. Comparisons of the impact of 
different shifting assumptions include the impact on the change in tax 
payable and on income. 

Shifting Assumptions 

Taxes can have an impact on households through their sources of 
income, their uses of income, and through their wealth holdings. The 



10 Sheila Block and Richard Shillington 

sources of income are capital (including land) and labour. Uses of 
income are the savings and expenditure of households. Wealth hold­
ings include principal residences, financial assets, and a range of other 
assets. Incidence focuses on the relative effects of changes in income 
resulting from a change in taxation. If the effect is on the uses side, 
there is a change in relative prices of goods and services consumed by 
households.3 If the effect is on the sources side, it is a change in the 
relative prices paid to the various sources of income. Because sources 
and uses vary by income ranges, these shifting assumptions determine 
the progressivity or regressivity of the results. 

Probably the contentious issues in the literature on tax incidence are 
the shifting assumptions - especially those relating to corporate, prop­
erty, and sales and excise taxes. For corporate taxes, the debate is 
whether the tax is borne by owners of corporate capital or whether it 
is shifted to owners of other forms of capital: to labour or to consumers. 
The appropriate shifting assumption depends, in part, on the openness 
of the economy. For property taxes, the debate centres on the appro­
priate shifting assumption for the portion of the tax that falls on the 
structures. Differences in assumptions depend largely on differences 
in assumptions about the mobility of capital invested in housing or 
other uses. The debate on consumption taxes is whether they should 
be distributed according to consumption or according to factor pay­
ments. Stronger consensus exists in the literature relating to other taxes. 
Income taxes are generally assumed not to be shifted. Payroll taxes are 
generally treated as a tax on labour. The range of assumptions used in 
the literature and those used in the standard case are discussed below. 

Income and Payroll Taxes 

In the literature, the personal income tax is always treated as paid by 
income recipients.4 The shifting assumptions for social security contri­
butions and payroll taxes have been subject to less debate than those 
for some other taxes. Incidence studies in the United States and Canada 
have treated employee contributions consistently as a tax on labour, 
and the majority of these studies treat the employer portion of these 
taxes as a tax on labour as well (Dahlby 1985, 130-1; Whalley 1984, 
158-9). The supply of labour must be inelastic for this to occur, or the 
supply of capital must be completely elastic. Dahlby provides an 
exhaustive review of the theory and empirical evidence on the shifting 
of these kinds of taxes. He concludes that, in the long run, labour bears 
over 80 per cent of employer payroll taxes (Dahlby 1993, 57). 
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Incidence studies have allocated corporate income tax to corporate 
shareholders, to owners of all forms of capital, and to a combination 
of owners of capital and consumers or labour (Dahlby 1985, 130-1; 
Whalley 1984, 158-9). Assumptions about the incidence of corporate 
taxes depend on structure of markets, including their competitiveness 
and the openness of the economy. 

In a competitive, closed economy model with fixed stocks of factors 
and mobility of factors between uses in the economy, all forms of 
capital income will bear the burden of the tax (Musgrave, Musgrave, 
and Bird 1987, 384-5). Mobilityoffactors between different uses results 
in the burden of a sector-specific tax on a factor affecting that factor 
equally outside and inside the taxed sector. As a result, the taxation of 
corporate capital will result in a reduced rate of return for all other 
forms of capital as well. This is because capital moves out of the taxed 
sector into the untaxed sector until rates of return are equalized. This 
longer-run result is appropriate because incidence estimates are con­
cerned with the long run, when all adjustments have occurred. In the 
short run, in a competitive market, the impact of the tax will be to 
reduce the rate of return on corporate capital. Corporate taxes appear 
to be more progressive if it is assumed that they are borne by capital 
income specific to taxed industries rather than capital income in gen­
eral, because the latter includes widely held housing capital. 

In his 1980 study, Gillespie allocated half of the corporate income 
tax (CIT) burden to capital in general, and the other half to holders of 
corporate equity (Whalley 1984, 659). This is probably due to the 
assumption that, in the short run, there is some departure from a long­
run sharing of CIT burdens among all capital owners. Pechman and 
Okner (1974) assumed that only part of the corporate tax is on capital 
income and part is shifted forward (Whalley 1984, 659). A number of 
market situations can result in shifting of the tax. Under some labour 
market conditions the tax burden can be passed back to labour (Mus­
grave, Musgrave, and Bird 1987, 386-9). 

However, an open-economy context results in a very different, shift­
ing pattern. A small, open economy facing world rates of return for 
capital and world prices for its products, in the presence of foreign tax 
credits, can result in the following shifting pattern. The rate of return 
to capital is net of an international tax rate. As a result, corporate taxes 
up to the international level are borne by capital. Domestic taxes above 
this level are shifted either forward to consumers or backward to 
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labour. Ontario is a subnational jurisdiction in an economy that is open 
to international and interprovincial trade and capital movements. It 
can be argued that this is the incidence assumption that best describes 
the province's economic conditions. This is the assumption used in the 
standard case for public corporations. 

Tax revenue from Canadian-controlled private corporations 
(CCPCs) is assumed to be distributed differently from those of public 
corporations. In particular, capital invested in these corporations is 
assumed to be less mobile. This is particularly true for owner-operated 
CCPCs. The likelihood of the capital in these CCPCs being moved to 
another asset is lower due to the investment of the owners' time and 
expertise in the firms. The integration of the personal and corporate 
income tax systems, through the dividend gross-up and tax credits 
system, is designed to levy the same tax whether the income is earned 
directly or through a corporation. The aim is tax neutrality between 
self-employed income and CCPC income, suggesting that revenue 
from CCPC income should be distributed in the same manner as per­
sonal income taxes are. 

Property Taxes 

A conceptual distinction is usually made between the property tax 
paid on the value of land and that paid on the value of structures. The 
supply of land is considered fixed and immobile; the supply of struc­
tures or improvements is like any other form of capital. While the 
portion of property taxes is assumed to remain with the owner of the 
land, the portion on structures is assumed to be shifted to capital 
income, or to be shifted to residential rents and consumers (Dahlby 
1985, 130-1; Whalley 1984, 158-9). 

There are two approaches to property tax incidence in the literature 
(Bird and Slack 1978, 36-53). The traditional view assumes that the 
supply of land is fixed, and consequently that the part of the property 
tax that falls on land must be borne by landowners. This portion of the 
property tax is therefore capitalized into the price of the land. The 
supply of structures, on the other hand, may be altered in the long run. 
The flexibility in the supply of structures results in the property tax on 
structures being entirely shifted forward to the users of property. For 
rented residential properties, this results in higher prices to tenants. In 
the case of property taxes on business structures, the increase in occu­
pancy costs, in tum, results in higher prices to consumers. Owner-



Incidence of Taxes in Ontario in 1991 13 

occupiers of residential property bear the tax on structures and on 
land. Owner-occupiers bear the tax on land in the guise of owners and 
bear the tax on structures as consumers of housing services. 

The new view of property tax incidence treats the portion of the tax 
on land in the same manner as the traditional view. However, the 
property tax on structures is treated as a tax on capital assets. A tax on 
a particular type of capital is analytically similar to a tax on capital in 
a particular sector, and so the competitive model outlined above would 
suggest that the component of the tax on structures borne by capital is 
shared equally by owners of all forms of capital. The tax reduces the 
rate of return to all capital. 

An intermediate case has been developed that takes into account 
less flexibility in the supply of structures in the short run. It also 
assumes greater sensitivity of the demand for housing to changes in 
price. This case, like the others, assumes that the supply of land is fixed. 
These conditions result in some of the property tax on structures being 
shifted forward to consumers and renters and some of it being shifted 
backward to capital owners. 

An open-economy context with an international rate of return on 
capital and world prices for products results in a different pattern of 
tax shifting (Ruggeri, Van Wart, and Howard 1993, 37-8). The supply 
of land remains fixed and there is no change in treatment. There is a 
change in the treatment of residential rental property and commercial 
and industrial property. Since residential rental property is not a 
traded good, the tax on structures is fully shifted forward to renters. 
The industrial and commercial property tax on structures paid by 
indus tries producing traded goods and services cannot be passed for­
ward in higher prices or remain on capital. In this situation, taxes on 
structures would reduce the rate of return to capital resulting in a 
reduction in the supply. This reduction in the supply of capital would 
result in a decrease in demand for labour. As a result, the tax burden 
would be shifted back to labour. For non-traded industries it could be 
expected that the tax would be passed on to consumers. These assump­
tions are used in the standard case. 

Consumption Taxes 

While most incidence studies assume that consumers bear the cost of 
consumption taxes in proportion to their purchases of taxable goods, 
some studies distribute the tax burden according to factor payments. 
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The shifting assumptions about sales taxes are particularly important, 
as these taxes account for a large enough share of total revenue to affect 
the overall distributive pattern of the tax system. 

The view that the incidence of a broad-based consumption tax is on 
consumers arises from the analysis of a competitive model of the eco­
nomy (Musgrave 1959, 372-7). A consumption tax in this framework 
affects uses rather than sources of income. The imposition of a con­
sumption tax increases the return from savings, and decreases the 
amount of consumption obtained from current income. The impact of 
the tax depends on the amount of income that is saved. The higher the 
savings rate of the household, the lower the burden of this form of 
taxation. This is the assumption used on the standard case. 

An alternative view is that consumers bear the expense of sales taxes 
in proportion to the share of their income that comes from factor pay­
ments (Browning 1978). On the assumption that government transfer 
payments are indexed to increases in the consumer price index (CPI), 
an increase in consumption taxes will have a differentimpacton house­
holds who receive their income from transfer payments as compared 
with those who receive their income from factor payments. The impact 
of the tax on households who receive their income from transfer pay­
ments will be offset by indexation, while those who derive their income 
from factor payments will see the real value of their income reduced 
by the full increase in the tax (Whalley 1984, 158-9). 

There are a number of critiques of the Browning approach.5 The 
assumption that transfer payments are fully indexed is one that is 
immediately apparent. To address this problem, a method of meas­
uring the degree of indexation and incorporating it into tax incidence 
estimates has been developed (Ruggeri and Bluck 1992). However, this 
method does not address the more fundamental problems associated 
with this assumption. Because indexing affects the absolute price level, 
while incidence studies are concerned with relative prices, the intro­
duction of changes in the price level to an incidence study can be 
considered inappropriate. This approach does not take into account 
that, regardless of the sources of income, consumers are worse off than 
savers in the presence of a consumption tax. When the indexation of 
transfer payments is introduced to a tax incidence study, one element 
of expenditure incidence is arbitrarily introduced into the estimates. 
Finally, some factor payments are effectively indexed, such as wages 
with cost-of-living allowance (COLA) clauses and nominal interest 
rates. 

While we do not accept the Browning approach for these reasons, 
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an assumption that produces an incidence pattern somewhat similar 
to that of Browning's results is used as a sensitivity test (see below). 

Budget Balance 

The assumptions underlying tax incidence studies are based on a bal­
anced-budget framework. The presence of a deficit results in the pro­
vision of public services that will have to be paid for later. In full fiscal 
incidence studies, which attempt to distribute both the benefits and 
costs of government activity, this presents more of a problem than in 
tax incidence studies. There are a couple of possible approaches to 
deficit financing that are available. It can be treated as a current liability 
using a Ricardian equivalence approach,6 or it can be treated as a future 
tax liability, and therefore considered irrelevant to an annual incidence 
study (Ruggeri, Van Wart, and Howard 1993, 6). If the deficit is treated 
as a current liability, assumptions must be made on how to distribute 
it among the various tax bases. These assumptions have an impact on 
the incidence results. Alternatively, treating the deficit as a future tax 
liability can be considered to underestimate the tax burden. Given the 
context of a tax incidence rather than a full fiscal incidence study, and 
the impact on the results of distributing government deficits, they are 
treated as a future liability in this paper. 

Assumptions Used in This Study 

Income Measures 

The income concept used in this study is the broad income measure, 
which includes pre-fisc income and transfers. It includes: factor 
incomes gross of personal income tax; transferpayments; imputed rent 
from owner-occupied housing; interest accruing on private pension 
funds and life insurance funds; retained earnings; and capital gains 
from principal residences. Refundable tax credits, such as the GST tax 
credit and the Ontario sales and property tax credits can be considered 
analytically equivalent to transfer payments, which are delivered 
through the tax system. They are therefore treated as transfer payments 
and included in income rather than treated as reductions in tax pay­
able? Corporate taxes is added back into capital income, as are the 
portion of property taxes that fall on capital. In addition, the employer 
portion of payroll taxes is added back into wages and salaries, as are 
consumption taxes when they are shifted onto this source of income. 
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Shifting Assumptions 

Given the debate in the literature, a choice had to be made on the most 
appropriate set of shifting assumptions for a standard case. This 
required judgment on what set of assumptions were most reasonable 
for Ontario in 1991. The most salient characteristics of the Ontario 
economy were deemed to be the province's status as a subnational 
jurisdiction and as a small, open economy. The increased internation­
alization of markets, and in particular capital markets, is also a critical 
characteristic in choosing the appropriate shifting assumptions. These 
characteristics, in combination with an assumption of internationally 
mobile capital, shaped the standard case. The standard case incorpo­
rates our judgment on the level of this mobility and its impact on the 
shifting assumptions. 

Three alternative scenarios were also developed. These attempted 
to capture the range of shifting assumptions in the literature set in the 
context of varying degrees of factor mobility. These cases are useful 
for sensitivity analysis to determine the impact of different shifting 
assumptions on incidence results. 

Standard Incidence Scenario 

• Corporate taxes paid on income or capital from Canadian-controlled 
private corporations (CCPCs) are distributed differently from taxa­
tion of other corporations. Taxation of CCPC income is distributed 
according to personal income tax payments, while the remainder of 
corporate income tax revenues is distributed as described below. • The amount of capital and corporate income tax paid that is equal 
to the international tax rate is shifted to all forms of capital income; 
capital and corporate income taxes above that amount are shifted in 
the following manner: half to wages and salaries and half to con­
sumption. • Personal income taxes are borne by the taxpayer. • The amount of property taxes on structures (that is, not on owner­
occupied property) equal to the international average is shifted to 
all capital income. This reflects the view that a tax on a particular 
type of capital will affect all owners of capital, due to its mobility 
between uses. Property taxes above this amount are shifted to occu­
pants in the case of residential real estate, and split between labour 
and consumers in proportion to the traded and non-traded sectors 
of the economy for commercial and industrial properties. 
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• Property taxes on land are not shifted, and remain with landowners. • Sales and excise taxes (including the indirect portion of the retail 
sales tax) are borne by consumers of taxed goods. • Eighty per cent of payroll taxes - Canada Pension Plan, Unemploy­
ment Insurance, Employer Health Tax, Workers' Compensation­
are shifted to employees; the other 20 per cent is shifted to all forms 
of capital income. 

More Mobile I Scenario 

This model incorporates some assumptions that can be associated with 
higher levels of mobility than represented in our standard case. In 
particular, international price setting for consumption goods is 
assumed to occur more frequently. The following assumptions were 
changed from those in the standard model: 

• Consumption is assumed to be more mobile than in the standard 
model. As a result, the indirect component of the Ontario retail sales 
tax is shifted to labour. • Commercial and industrial property taxes on structures are shifted 
fully to labour, and taxes on residential rental property are shifted 
to occupants. • All payroll taxes are shifted to employees. 

More Mobile II Scenario 

In this model, an increased share of consumption taxes were shifted to 
a factor income. The following assumption was changed from those in 
the more mobile I model: 

• Consumption is assumed to be more mobile. Freer trade patterns 
mean that prices of consumer goods are set in international markets, 
similar to price setting of capital in the standard model. As a result, 
sales and excise taxes are shifted to wages and salaries. This is due 
to labour being the least mobile factor of production. 

One might argue that an assumption more consistent with the argu­
ments in this paper would be that sales and excise taxes up to the 
international rate would be borne by domestic consumers and only the 
differential would be shifted backwards to labour. Our assumption, 
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being more extreme, provides an "outer envelope" estimate of tax 
incidence for the highest mobility scenario. 

Less Mobile Scenario 

In this model, the shifting assumptions that could be associated with 
less internationalization of markets were used. In these assumptions, 
capital is less mobile, both between different uses and between juris­
dictions. The following assumptions were changed from those in the 
standard model: 

• Corporate income and capital taxes on companies that are not 
CCPCs fall half on dividends, half on consumption. This reflects an 
assumption that capital is less mobile, both between different uses 
in Ontario and between jurisdictions. • Property taxes on structures for rental accommodation are shifted 
half to renters; half is not shifted and is borne by landlords. For 
owner-occupied dwellings these taxes are not shifted; for commer­
cial and industrial properties the tax is shifted to domestic con­
sumers. 

Appendix 1 shows the detailed distributive series used for distributing 
income and taxes to households. 

Quantification of Assumptions 

Corporate Tax 

The treatment of corporate income and capital taxes outlined above 
operates on the assumption that from a Canadian or Ontario perspec­
tive (i.e., a "small" participant in the global capital market) the world 
price for capital is fixed. The U.S. rate is used as a proxy for the world 
rate. Estimates of marginal effective tax rates are used.8 It can be argued 
that it is differences in marginal rates that trigger capital mobility 
decisions. Ontario estimates for 1991 are available from a paper pro­
duced for the Fair Tax Commission by Chen and Mintz (1993). Esti­
mates for the United States are available for 1990, produced by 
McKenzie and Mintz. 

The McKenzie and Mintz estimates are only calculated for large and 
medium-sized businesses. They are for fully tax-paying firms, in an 
environment without risk. Under these assumptions, their estimate for 
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the U.S. rate is 20.4per cent for 1990 (McKenzie and Mintz 1990, table 
2). 

The Chen and Mintz estimates include both capital and corporate 
income taxes. Only fully taxable firms with riskless investment are 
considered. The results, including capital taxes and excluding the min­
ing industry, show that the combined aggregate effective marginal tax 
rate for large Ontario firms is 30.2 (Chen and Mintz 1993, table 5, 18).9 

Property Tax 

The shifting assumptions in the literature a bout property taxes require 
that tax on land be separated out from tax on structures. The residential 
property tax must be split between rental accommodation and owner­
occupied dwellings. Finally, taxes on commercial and residential prop­
erties must also be separated. The latter information was available from 
the Ontario Ministry of Municipal Affairs. Data on the first two splits 
are not available. The residential split between owner-occupied and 
rented structures is usually assumed to be 67 to 33. Usually a 25-per­
cent-for-land-75-per-cent-for-structures split is assumed (Kitchen 
1992, 51).  In addition, the measures used above for corporate taxes are 
used to determine the shares of property tax on structures that fall on 
capital income as opposed to consumption and rent in the more mobile 
models. 

Data Sources and Estimation Methods 

The SPSD I M model was used as the source for data on the 1991 tax 
and transfer system in Ontario, and for the distribution of income by 
source and for the distribution of expenditures.10 For these micro data, 
the base 1986 data were adjusted to estimate 1991 values. The inflation 
factors were selected to yield reasonable 1991 average family incomes 
for Ontario. The income tax and consumption tax structure and rates 
were based on the tax structure in place in Ontario in 1991 .  

The analysis of  the results is  a t  the household level.11 A household 
may include more than one census family. Thus a high-income house­
hold may include a lower-income individual or family that may in fact 
collect certain targeted tax credits. It should be noted that average 
household incomes are about 10 per cent higher than average family 
incomes. 

Data on a national accounts basis are used to estimate income, trans­
fers, and tax burden in Ontario. The source for the income data (other 
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than government transfers and pensions) was the Provincial Economic 
Accounts, developed by the Office of Economic Policy at the Ontario 
Ministry of Finance. Income on a national accounts basis does not 
include benefits from private pension plans. To obtain these data, 
Revenue Canada's 1989 Taxation Statistics grossed up to 1991 values, 
were used. The estimate for capital gains (or, as happened in the year 
in question, losses) on principal residences was derived from housing 
equity data from the 1986 Statistics Canada Family Expenditure Sur­
vey. The value of equity in homes was then updated using the Multiple 
Listing Service (MLS) price series for Ontario developed by the Cana­
dian Real Estate Association. Unpublished data from Statistics Cana­
da's Provincial Economic Accounts were used for both tax and transfer 
data. 

An SPSD run provided data on the distribution of a number of 
variables by income (income items by type, estimated income taxes, 
estimated consumption taxes and expenditures on a range of personal 
items). These are used in the analysis to distribute the Provincial 
Accounts totals to households in various income groups. Different 
variables were used to distribute various income and tax items among 
income groups. Some of these variables differed among the various 
shifting assumptions. 

Results 

Total Tax Incidence 

Figure 1 below shows total tax incidence for the standard case. Total 
tax incidence includes federal, provincial, and local taxes paid by 
Ontario households in 1991 .  The tax system is progressive over the 
first six decile groups. The average effective tax rate is 27.6 per cent in 
the first decile group rising to 39.8 per cent in the sixth decile group. 
The tax system is roughly proportional over the next four decile 
groups, with the average effective tax rate fluctuating around 40 per 
cent. In the tenth decile group, the average effective tax rate rises to 
43.3 per cent. 

Incidence by Level of Government 

Figure 2 shows incidence estimates for federal, provincial, and local 
taxes in the standard case. Federal taxes show a steadily progressive 
profile over the first seven decile groups, with the average effective tax 
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FIGURE 2 
Incidence by Level of Government, Standard Case 
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rate rising from 10.6 per cent in the first decile group to 21.7 per cent 
in the seventh decile group. Over the next three decile groups, federal 
taxes fluctuate around 22 per cent. Provincial and local taxes are 
roughly proportional over the first nine decile groups, fluctuating 
between 17.4 and 18.6 per cent. The average effective tax rate rises to 
20.1 per cent in the tenth decile group. This is a combination of gen­
erally regressive local taxes and moderately progressive provincial 
taxes up to the sixth decile group. Local taxes are regressive over the 
first nine decile groups, with the average effective tax rate ranging 
from 7.4 per cent in the first decile group to 4.3 per cent in the ninth 
decile group, and averaging 5.3 per cent in the tenth decile group. Total 
provincial taxes are moderately progressive over the first six decile 
groups, ranging from 9.9 per cent to 13.6 per cent. The average effective 
provincial tax rate fluctuates around 14 per cent from the seventh to 
tenth decile groups. 

Progressivity of Selected Tax Bases 

Figure 3 shows the incidence of various taxes using the assumptions 
in the standard case. As would be expected, personal income taxes 
have the most progressive incidence pattern. The Ontario personal 
income tax is progressive across all income ranges. It is also the tax 
that accounts for the largest share of provincial revenues. Average 
effective tax rates vary from 0.2 per cent for households in the first 
decile group to 7.3 per cent for households in the tenth decile group. 
Ontario personal income taxes have a more progressive profile than 
federal personal income taxes. This is in part due to the combination 
of the Ontario tax reduction and Ontario's high income surtaxes. 

The personal income tax is the only provincial tax with a progressive 
distributive pattern. Like other consumption taxes, the Ontario retail 
sales tax has a regressive profile. The average effective tax rate is 5.3 
per cent in the first decile group dropping to 2.7 per cent in the tenth 
decile group. This tax is the second-largest source of revenue for the 
provincial government after personal income tax. 

Residential and commercial and industrial property taxes show a 
generally regressive profile. Residential property taxes have a regres­
sive profile over the first six decile groups, with average effective tax 
rates ranging from 4.4 to 2.3 per cent. Over the next three decile groups, 
the effective tax rate fluctuates around 2 per cent. Commercial and 
industrial property taxes do not show a clear pattern of incidence 
across income ranges. The combined impact of the retail sales tax and 
the property taxes almost directly offsets the progressivity of the per-
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FIGURE 3 
Distributive Pattern of Selected Ontario Tax Bases, Standard Case, 1991 
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sonal income tax over the first nine deciles. This results in the propor­
tionality of the combined provincial and local tax burden over the first 
nine decile groups. 

Corporate taxes and the employer health tax account for smaller 
shares of total Ontario revenue. As a result, they have a minimal impact 
on the overall incidence results. The employer health tax has a pro-: 
gressive profile over the first six decile groups. The average effective 
tax rate is 0.2 per cent in the first decile group, rising to 1 per cent in 
the sixth decile group. It fluctuates around 1 per cent over the next 
three decile groups. In the context of internationally mobile capital, 
Ontario corporate taxes (on both income and capital) are roughly pro­
portional. The average effective corporate tax rate fluctuates around 1 
per cent across all income ranges. 

Incidence Estimates by Family Type 

The use of the SPSD /M model allows estimates of incidence by family 
type. The data series for the various income and expenditure items 
used to distribute income and taxes across income categories can be 
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selected for various family types. However, small sample sizes for 
Ontario restricts the number of family types for which results can be 
reported.12 This section reports results for three family types: couples 
with children, couples with at least one elder 1 y person, and non-elderly 
couples without children. Due to small sample sizes, results are 
reported for income quintile groups.13 

Incidence estimates by family are shown in figure 4. The incidence 
pattern for elderly couples is regressive over the first two quintile 
groups, and slightly progressive over the next three quintile groups. 
The average effective tax rate in the first quintile group is 37.2 per cent. 
It then drops off sharply to 32.1 in the second quintile group. Between 
the third and fifth quintile groups the average effective tax rate rises 
from 33.3 per cent to 35.5 per cent. Incidence estimates for two-parent 
families show a progressive profile, with the average effective tax rate 
in the first quintile group at 31.6 per cent, rising to 43.2 per cent in the 
fifth quintile group. The incidence pattern for non-elderly couples 
without children is generally progressive, with average effective tax 
rates ranging from 30.4 per cent in the first quintile group, levelling 
off at 42.8 per cent in the top two quintile groups. 

Alternative Scenarios 

Figure 5 shows total tax incidence for the four alternative scenarios. 
The incidence pattern in the less mobile case is virtually indistinguish­
able from the standard case. The average effective tax rate is 29.4 per 
cent in the first decile group for the less mobile case, rising to 40.1  per 
cent in thesixthdecilegroup. Total tax incidence in this case is roughly 
proportional over the next three decile groups, with the average effec­
tive tax rate fluctuating around 40 per cent. In the tenth decile group 
the average effective tax rate rises to 43.2 per cent. 

The overall pattern of incidence is also similar in the more mobile I 
case. In this case, the tax system is progressive over the first six decile 
groups The tax system is roughly proportional over the next four decile 
groups. Over the first three decile groups in the more mobile I case, 
the average effective tax rate is lower, by between 1 and 2 percentage 
points, than in the standard case. The reduced burden on these decile 
groups from consumption and industrial and commercial property 
taxes outweighs the increased burden from residential property taxes. 
In addition, because the portion of the retail sales tax shifted onto 
labour enters into the income measure in more mobile I, income is 
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FIGURE 4 
Incidence Estimates by Family Type, Standard Case, 1991 
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higher in this case. This results in the overall lower pattern of average 
effective tax rates. 

The more mobile II case has a more progressive profile. This results 
from the assumption that the sales tax burden is shifted back onto 
labour income. Average effective tax rates range from 15.5 per cent in 
the first decile group to 40.6 per cent in the tenth decile group. All 
consumption taxes are added back into incomes to obtain a pre-tax 
income measure. Average incomes . are therefore higher across all 
income ranges. This accounts for this case's average effective tax rates 
being below those of the standard case across income ranges. 

Impact of Varying, Shifting Assumptions 

The different cases varied the assumptions on property, consumption, 
and corporate tax shifting. Only the changes in the consumption tax 
shifting had an impact on the overall pattern of incidence. However, 
the impact on overall tax incidence is a combination of both the change 

5 
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FIGURE S 
Distributive Patterns of Alternative Scenarios, Ontario Households, 1991 
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in incidence of the individual tax and the share of total revenue 
accounted for by that tax. This section will describe the impact of 
changing, shifting assumptions on the progressivity of various indi­
vidual taxes. 

Three different shifting assumptions are used for property taxes. In 
all cases, the property tax on land remains with owners (along with 
the tax on structures for owner-occupied residential property). In the 
standard case, the share of tax on structures that is equal to the inter­
national average is shifted to all forms of capital income. Property 
taxes above this amount are shifted to occupants in the case of residen­
tial real estate, and split between labour and consumers for commercial 
and industrial properties. In the more mobile cases, property taxes on 
structures on commercial and industrial property are shifted to labour 
and on residential rental property are shifted to occupants. In the less 
mobile case, property taxes on structures for rental accommodation 
are shifted half to renters; half is not shifted and is borne by landlords. 
For commercial and industrial properties the tax is shifted to domestic 
consumers. 
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Figure 6 shows the incidence patterns that result from varying the 
shifting assumptions for property taxes. In all three cases, total prop­
erty taxes show a generally regressive profile over the first nine decile 
groups. However, the standard case is close to proportional over the 
first two decile groups, while the other two shifting assumptions result 
in a regressive pattern between these two decile groups. In all three 
cases property taxes are progressive between the ninth and tenth decile 
groups. 

Two different shifting assumptions are used for taxes on income and 
capital taxes on corporations that are not CCPCs. In the standard and 
more mobile cases, the portion of corporate taxes that is equal to the 
U.S. average is shifted to capital income in general. Capital and cor­
porate income taxes above that level of taxation are shifted half to 
wages and salaries and half to consumption. In the less mobile case, 
taxes on these corporations are split between consumption and divi­
dends. In all cases, income from CCPCs is distributed as personal 
income taxes. This component of corporate taxes is therefore progres­
sive. 

Figure 7 shows the incidence patterns that result from varying the 
shifting assumptions on corporate taxes excluding CCPCS. In the stan­
dard case, average effective tax rates rise from 1 .5 per cent in the first 
decile group to 3.3 per cent in the tenth decile group. In the less mobile 
case, the average effective tax rate fluctuates around 2.5 per cent. The 
two incidence patterns are virtually indistinguishable. 

Three different shifting assumptions were used for consumption 
taxes. In the standard case, sales and excise taxes are borne by con­
sumers of taxed goods. In the more mobile I case, the indirect compo­
nent of the RST is shifted to labour. In the more mobile II case, sales 
and excise taxes are shifted on wages and salaries. These assumptions 
result in very different patterns of incidence. 

Figure 8 shows the incidence patterns that result from varying the 
shifting assumptions on consumption taxes. When consumption taxes 
are shifted forward onto the consumption of the taxed good, these 
taxes have a regressive profile across all income ranges. In the more 
mobile I case, the overall profile remains regressive. In the more mobile 
II case, the tax is generally progressive up to the eighth decile group. 
The average effective tax rate is 2.3 per cent in the first decile group 
rising to 10.3 per cent in the eighth decile group, and falling off to 8.1 
per cent in the tenth decile group. 

However, as already noted, the main function of this aspect of the 
more mobile II scenario is to estimate the distribution resulting from 



28 Sheila Block and Richard Shillington 

FIGURE 6 
Impact of Varying Shifting Assumptions, Property Tax 
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the most extreme shifting assumptions. The likelihood that this scen­
ario represents the actual distribution is small. 

Conclusion 

The distribution of tax burdens that emerges from this study is quite 
clear. Overall, the tax system is progressive from the lowest income 
levels to about the sixth decile group. From then on the pattern is 
essentially proportional or flat relative to incomes. To express this 
slightly differently, progressivity ends at about $50,000 of household 
income. Provincial and local taxes viewed together show essentially a 
proportional pattern, the combined effect of regressive local-level taxes 
and mildly progressive (over the first six decile groups) or proportional 
provincial taxes. 

The personal income tax is the only tax levied by the Ontario gov­
ernment that exhibits a clearly progressive pattern over the entire 
income spectrum. The other two major revenue sources in Ontario­
the retail sales tax and local residential property taxes - are both clearly 
regressive. 
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FIGURE 7 
Impact of Varying Shifting Assumptions 
Corporate Tax - Federal and Provincial 
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FIGURE 8 
Impact of Varying Shifting Assumptions 
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Finally, the results appear to be largely the same when we use alter­
native assumptions about shifting and tax incidence to conduct sensi­
tivity analyses of our standard model. 

Appendix 1: Aggregate Income and Taxes 

Income, Ontario 1991 

Money Income 

Wages and salaries 
Military pay and allowances 
Net income of farm operators 
Net income of non-farm operators excluding rent 
Rental income 
Other investment income 
Mortgage income 
Canadian dividends 
Foreign investments 
Life insurance 
Foreign bond interest 
Government employees pensions - federal 
Government employees pensions - provincial 
Private pension and annuity income 
RRSP income 
Federal family and youth allowances 
World war pensions 
War veterans allowance 

Unemployment insurance benefits 
Old age security payments 
Scholar/research grants 
Miscellaneous federal transfers 
Child tax credit 
GST credit 
Ontario sales and property tax credit 
Ontario direct relief 
Old age/blind pensions 
Workers' compensation benefits 

Local relief 
Canada pension plan income 
Retained earnings 
Capital gains on principal residences 

(millions of dollars) 

143,127 
1,261 

593 
10,304 

5,125 
11,743 

1,502 
339 

3,573 
5,263 
3,573 
1,407 

9 
8,851 
1,668 

259 
305 
174 

5,251 
6,210 

269 
1,874 

664 
684 
421 

2,646 
632 

1,880 

1,877 
5,921 
6,018 

-7419 
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Appendix 1 (continued) 

Income, Ontario 1991 

Federal Taxes 

Federal income taxes 
Employer I employee contributions to unemployment 

insurance 
Employer I employee contributions to Canada Pension 

Plan 
Direct taxes, from corporate and government business 

enterprises 
GST 
Customs import duties 
Excise duties 
Excise taxes 
Air transportation tax 

Provincial Taxes 

Income taxes 
Employer health tax 
Succession duties 
Employer contributions to workers' compensation 
Direct taxes, from corporate and government business 

enterprises 
Amusement tax 
Corporation tax (not on profits) 
Gasoline tax 
Motor vehicle licences and permits 
Other licences, fees, and permits 
Miscellaneous taxes on natural resources 
Real property tax 
Retail sales tax 
Profits of liquor commissions 
Lottery profits 
Miscellaneous provincial indirect taxes 

Local Taxes 

Licences, fees, and permits 
Real and personal property taxes 
Miscellaneous local taxes 

(millions of dollars) 

26,580 

6,153 

4,401 

3,873 
7,705 
2,003 
1,020 
2,438 

191 

13,896 
2,652 

2 
2,443 

2,230 
151 
715 

1,919 
202 

95 
30 

115 
8,707 

632 
459 

1,026 

200 
10,749 

2,193 
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Appendix 2: Variables Used for Shifting 

Income component 

Wages and salaries 
Military pay and allowances 
Net income of farm operators 
Net income of non-farm operators 

excluding rent 
Rental income 

Other investment income 
Mortgage income 
Canadian dividends 
Foreign investments 
Life insurance income 
Foreign bond interest 
Government employees pensions ­

federal 
Government employees pensions -

provincial 
Private pension and annuity income 
RRSP income 
Federal family and youth allowances 
World war pensions 
War veterans allowance 

Unemployment insurance benefits 
Old age security payments 

Scholar I research grants 

Miscellaneous federal transfers 
Child tax credit 
GST credit 
Ontario sales and property tax credit 
Ontario direct relief 
Old age/blind pensions 

Workers' compensation benefits 

Local relief 
Canada pension plan income 
Retained earnings 
Capital gains on principal residences 

SPSD variable 

Earnings from employment 
Earnings from employment 
Farming net income 
Self-employed income non-farming 

Equity of homeowners (market value-
mortgage value)' 

Other investment income with net rental 
Other investment income with net rental 
Other investment income with net rental 
Canadian dividend income 
Other investment income with net rental 
Earnings from employment" 
Canadian dividend income 
Pension income 

Pension income 

Pension income 
Canadian dividend income< 
Federal portion of family allowance 
Pension income 
Pension income 

Unemployment insurance benefits 
Old age security benefits, guaranteed 

income supplement benefits, spouse's 
allowance 

Consumption of educational and 
cultural services 

Number of householdsd 
Child tax credit 
Federal sales tax credit 
Provincial tax credits 
Social assistance 
Guaranteed income supplement 

provincial top-up 
Unemployment insurance benefits• 

Social assistance 
CPP payable 
Canadian dividend income 
Market value of homes 
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Appendix 2 (continued) 

Income component SPSD variable 

Federal Taxes 

Federal income taxes 
Employer I employee contributions to 

unemployment insurance 

Employer I employee contributions to 
Canada Pension Plan 

Direct taxes, from corporate and govern­
ment business enterprises 

GST 
Customs import duties 
Excise duties 

Excise taxes 

Air transportation tax 

Net federal income tax payable 
Unemployment insurance contributions, 

Canadian dividend income, non-farm­
ing self-employed income 

CPP contributions, Canadian dividend 
income, non-farming self-employed 
income 

Earnings from employment, other 
investment income with net rental, 
Canadian dividend income, interest 
income, income from equity in princi­
pal residence, total household expend­
itures, net federal income tax payable 

Federal retail sales tax 
Federal custom import duties 
Household expenditures on alcoholic 

beverages, tobacco and gasoline, oil 
and grease 

Household expenditures on alcoholic 
beverages, tobacco and gasoline, oil 
and grease 

Total household expenditures1 

Provincial Taxes 

Income taxes 
Employer health tax 

Succession duties 
Employer I employee contributions to 

workers' compensation 

Direct taxes, from corporate and govern­
ment business enterprises 

Amusement tax 
Corporation tax (not on pofits) 

Provincial income tax payable 
Employment income, Canadian divi­

dend income, non-farming self­
employed income 

Employment income• 
Employment income, Canadian divi­

dend income, non-farming self­
employed income 

Earnings from employment, other 
investment income with net rental, 
Canadian dividend income, interest 
income, income from equity, total 
household expenditures, net federal 
income tax payable 

Provincial amusement tax 
Earnings from employment, other 

investment income with net rental, 
Canadian dividend income, interest 
income, income from equity in princi­
pal residence, total household expend­
itures, net federal income tax payable 
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Appendix 2 (continued) 

Income component 

G asoline tax 

Motor vehicle licences and permits 
Other licences, fees, and permits 
Miscellaneous taxes on natural resouces 
Real property tax 
Retail sales tax 

Profits of liquor commissions 
Lottery profits 
Miscellaneous provincial indirect taxes 

SPSD variable 

Consumption of gasoline, oil and grease, 
provincial industrial commodity tax 
payments 

Consumption of gasoline, oil and grease 
Total household expenditures 
Total household expendituresh 
Canadian dividend income; 
Provincial retail sales tax payments, pro­

vincial industrial commodity tax pay­
ments 

Alcoholic beverage consumption 
Alcoholic beverage consumptioni 
Total household expenditures 

Local Taxes 

Licences, fees, and permits 
Real and personal property taxes 

Miscellaneous local taxes 

Notes: 

Total household expenditures' 
Property tax payments, gross rent paid, 

other investment income with net 
rental, Canadian dividend income, 
total household expenditures, earn­
ings from employment, income from 
equity in principal residence 

Total household expenditure 

' This variable was constructed from Survey of Consumer Finances data. It is used to 
distribute the imputed value of owner-occupied housing. 

h Life insuance ownership is assumed to be proportional to employment earnings. c This variable is used as a proxy for the distribution of RRSP income. 
d These transfers are distributed on a per capita basis. 
• This variable is used as a proxy for the distribution of workers' compensation bene­

fits. 
' Air transportation tax payments are assumed to be proportional to total household 

expenditures. 
s Small amounts of succession duty revenues are received from Ontario's succession 

duty tax that was abolished in 1971. Rather than distributing these duties on a per 
capita basis, employment income was used, as it is more closely correlated to wealth 
holdings. 

h Taxes on natural resources are assumed to be shifted forward and embedded in a 
wide range of consumer products. 

; The province collects a small amount of property taxes on commercial and indus trial 
properties. These are distributed according to the receipt of dividend income. 
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i The consumption of lottery tickets is assumed to be proportional to the consumption 
of alcoholic beverages. 

k The burden of local licences, fees, and permits, which cover a wide range of services, 
is assumed to be proportional to household expenditures. 

Appendix 3: Income Ranges by Decile Groups 

Decile group 1 
Decile group 2 
Decile group 3 
Decile group 4 
Decile group 5 
Decile group 6 
Decile group 7 
Decile group 8 
Decile group 9 
Decile group 10 

Appendix 4: Tables 

TABLE 1 
Total Tax Incidence by Case (Deciles) 

1 2 3 

Standard case 27.6 29.4 33.3 
More mobile I 26 27.5 31.9 
More mobile I I  15.5 19.2 24.9 
Less mobile 29.4 30.2 33.8 

TABLE 2 

4 

36.5 
35.8 
30.1 
37 

0 - 12,951 
12,951 - 20,076 
20,076 - 28,345 
28,345 - 35,839 
35,839 - 44,598 
44,598 - 53,104 
53,104 - 62,957 
62,957 - 76,425 
76,425 - 99,950 

99,950 + 

5 6 7 

36.8 39.8 40.2 
36.4 39.7 40.3 
32.2 36.5 37.7 
37.3 40.1 40.4 

Incidence by Level of Government - Standard Case (Deciles) 

1 2 3 4 5 6 7 

Federal 10.6 12.4 15.6 18.5 19.1 21.3 21.7 
Provincial 9.5 9.7 11.1 12.3 12.6 13.6 13.8 
Local 7.4 7.2 6.6 5.7 5.1 4.8 4.7 
Provincial & 

local 17 17 17.7 18 17.7 18.5 18.5 

8 9 10 

41.1 40.6 43.3 
41.4 40.9 42.2 
39 39.2 40.6 
41.4 40.8 43.2 

8 9 10 

22.4 22.3 23.1 
14.2 14 14.9 

4.5 4.3 5.3 

18.7 18.3 20.2 
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TABLE 3 
Progressivity of Selected Provincial Tax Bases (Deciles) 

1 2 3 4 5 6 7 8 9 10 

Ontario personal 
income 0.2 1.2 2 3.1 3.9 4.9 5.2 5.6 6 7.3 

Retail sales tax 5.3 4.5 4.4 4.3 3.8 3.6 3.5 3.5 3 .1  2.7 

Employer health 
tax 0.2 0.3 0.6 0.8 0.9 1 1 .1  1.1 1.1 1.2 

Ontario corpo-
rate taxes 0.6 0.9 1 1 1 1.1 1 .1  1.1 1 .1  1.4 

Residential 
property tax 4.4 3.9 3.5 2.8 2.6 2.3 2.3 2.2 2 2.2 

Commercial & 
industrial 
property taxes 1 .3 1.9 1.9 1.6 1.5 1.5 1 .4 1.4 1.4 2.4 

TABLE 4 
Incidence Estimates by Family Type (Quintiles) 

1 2 3 4 5 

Couples, one or more, elderly 37.2 32.1 33.3 34.4 35.5 
Couples, no children 30.4 37.3 39.3 42.8 42.8 
Couples, with children 31.6 34.5 40.6 42.2 43.2 

TABLE S 
Impact of Varying Shifting and Assumptions (Deciles) 

1 2 3 4 5 6 7 8 9 10 

Corporate Tax - Federal and Provincial 

Standard 1.5 2.2 2.4 2.4 2.3 2.5 2.5 2.6 2.6 3.3 
Less mobile 2.1 2.6 2.6 2.5 2.4 2.6 2.6 2.6 2.6 3.1 

Consumption Taxes - Federal and Provincial 

Standard case 15 12.9 12.7 12.5 11 10.4 9.8 9.8 8.6 6.9 
More mobile I 12.6 11.2 11.6 11.8 10.6 10.2 9.8 9.8 8.8 7.2 
More mobile II 2.3 3.3 5.5 7.6 8.1 9.4 9.8 10.2 9.9 8.1 

Property Tax 

Standard total 5.7 5.8 5.4 4.5 4.1 3.8 3.7 3.6 3.4 4.6 
Residential 4.4 3.9 3.5 2.8 2.6 2.6 2.3 2.2 2 2.2 
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TABLE 5 (continued) 

1 2 3 4 5 6 7 8 9 10 

Commercial & 
industrial 1.3 1.9 1.9 1.6 1.5 1.5 1.4 1.4 1.4 2.4 

More mobile I 
total 6.5 5.6 5.1 4.5 4.2 4.1 4 3.9 3.7 4 

Residential 6.2 5 4.2 3.2 2.8 2.4 2.2 2.1 1.9 1 .8 
Commercial & 

industrial 0.3 0.6 1 1.3 1.4 1.7 1.7 1 .8 1.8 2.2 
Less mobile total 7.2 6.2 5.6 4.7 4.4 4 3.8 3.7 3.4 4.3 
Residential 4.7 4 3.5 2.8 2.7 2.3 2.3 2.2 2 2.3 
Commercial & 

industrial 2.4 2.2 2 1 .9 1.7 1.7 1.6 1 .5 1.4 2 

Notes 

* The authors would like to thank an informal advisory committee of Grant 
Cameron, W.I. Gillespie, Allan Maslove, and Michael Wolfson for their assis­
tance. 

1 The first proponents of lifetime income tax actually preceded the lifetime 
consumption theorists. 

2 In addition to these considerations, data on income, expenditures, and 
taxes on a lifetime basis are inadequate. 

3 This includes future consumption of goods and services, i.e., savings. 
4 There is evidence, however, that at the upper end of the income distribu­

tion, after-tax income is the basis for negotiations on remuneration. To 
the extent that this is accurate, it would suggest that at upper-income 
levels, a portion of income tax may be shifted. 

5 Critiques of Browning's assumptions are available in a number of 
sources. See, for example, Wolfson 1980, 123-6; Dahlby 1985, 137; and 
Davies 1992, 164, 179. 

6 Ricardian equivalence suggests that changes in the relative amounts of 
tax and debt finance for a given level of public expenditures do not affect 
the level of real economic activity. See Barro 1974. 

7 Refundable tax credits are not always considered transfers. In the 
National Accounts they are treated as a reduction in tax payable. 

8 The marginal effective tax rate is a summary measure of the impact of 
corporate tax provisions on the profitability of investment projects. The 
effective tax rate is computed by calculating the amount of tax paid on 
profits earned on the last or marginal unit of capital held by the firm. 
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9 Mining is excluded because it has a different tax treatment. The mining 
capital stock has a very low weight in Ontario - around 4 per cent. 

10 This analysis is based on Statistics Canada's Social Policy Simulation 
Database and Model. The assumptions and calculations underlying the 
results were prepared by the authors, and they are responsible for the 
use and interpretation of these data. 

11 There are five units of analysis in SPSD /M: households, which are 
dependent on dwelling location; economic families, which include 
related persons living together as an economic unit within a single 
household; census families, which include a person, the person's spouse, 
if present, and any of their never-married children living in the economic 
family; the nuclear family, which is similar to the census family but 
excludes never-married children who are 18 or over; and individuals. 

12 Twenty-five observations per quintile group in the family expenditure 
survey portion of the file was used as a cut-off for reporting results. 

13 The quintile groups are based on the income distribution of the total pop­
ulation, not just the family types under consideration. 
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2 The Welfare Wall 

An Analysis of the Welfare/Tax System 
in Ontario 

KEN BATTLE and SHERRI TORJMAN 

Introduction 

The federal government made rna jor changes to its personal, corporate, 
and consumption tax systems in the second half of the 1980s. In emu­
lation of recent American tax reform, Canadian tax reform was 
founded on the twin precepts of broadening the tax base and reducing 
tax rates. 

In his 1987 White Paper on Tax Reform, former federal finance minister 
Michael Wilson extolled lower tax rates "as the best way to reward 
success, by letting Canadians keep more of every dollar they earn to 
spend or save and invest as they see fit. Lower marginal tax rates also 
provide a continuing benefit to Canadians as their incomes grow in 
the future. This continuing benefit constitutes a general and potent 
incentive to engage in productive activity that will support economic 
growth, international competitiveness and job creation" (Wilson 1987, 
4). While both the theory and practice of federal tax reform are open 
to considerable debate and doubt, the great store the government 
places on "rewarding success" and preventing the flight southward of 
highly paid Canadians in search of lower marginal tax rates reflects a 
firmly held conviction among orthodox economists and many upper­
income people that high marginal tax rates are bad both for taxpayers 
and the economy. 

At the same time as the federal government was pursuing its partic­
ular vision of fair taxation, a task force set up in 1986 by the Ontario 
government was carrying out an exhaustive review of the province's 
welfare system that culminated two years later in the landmark report 
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Transitions. While the federal and Ontario policy reviews diverged 
markedly both in subject matter and philosophy, there was in one 
respect a curious parallel between the two. Among its many findings 
and recommendations, the Ontario Social Assistance Review Commit­
tee (SARC) noted the long-recognized problem of astronomically high 
marginal tax rates imposed on welfarerecipients who supplement their 
social assistance benefits with earnings from work. Not surprisingly, 
the potential exodus south of Ontario welfare recipients in search of 
lower marginal tax rates did not figure in the SARC report, but the 
work disincentive effects of uncoordinated tax and transfer programs 
that levy confiscatory rates of taxation on the poorest workers were 
identified as a major challenge for welfare reform. 

The Social Assistance Review Committee cast its net very widely­
more than one-quarter of its 274 recommendations dealt with pro­
grams and policies outside the welfare system proper - and acknowl­
edged the need to include the tax system in its proposed reforms, but 
it did not undertake an analysis of the complex relationship between 
welfare, wages, and taxation. It proposed changes to ease the high 
welfare taxback on employment earnings and explored (though did 
not formally propose) the possibility of producing a "harmonized" 
system of income supplementation for the working poor, minimum 
wages, and social assistance. However, Transitions did not put forward 
any recommendations for changes to the tax system, instead calling 
upon the Ontario government "to adjust its tax system as necessary in 
order to maximize the incentives to work resulting from our specific 
recommendations" (Ontario Social Assistance Review Committee 
1988, 297). 

In 1991, Ontario established a Fair Tax Commission to study all 
aspects of taxation in the province. The Fair Tax Commission, in turn, 
commissioned the Caledon Institute of Social Policy to help unravel 
the complex relationship between the province's changing welfare 
system and the federal and provincial income tax systems, and to 
search out ways of easing the tax burden on the poor. The Caledon 
study grapples with the problem of the punitive tax burden imposed 
on welfare recipients who attempt to supplement their benefits by 
working in the paid labour force. 

This paper summarizes the major findings of the study conducted 
for the Ontario Fair Tax Commission. It begins by reviewing salient 
aspects of the welfare/ tax interface and actual and proposed changes 
to the Ontario welfare system. It then presents the major conclusions 
of our detailed, in-depth analysis of the tax burden on welfare recipi-
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ents and our exploration of options for reform. More specifically, the 
paper: 

1. describes Ontario's welfare system and those aspects that interact 
with the income tax system. 

2. reviews recent and proposed reforms to Ontario's welfare system. 
3. calculates the tax burden - defined here to include federal and pro­

vincial income taxes, payroll taxes, and reductions in social assis­
tance and federal and provincial tax credits - on representative 
welfare households that supplement their income through wages. 
The study also discusses the additional costs of going to work for 
welfare recipients including the loss of in-kind benefits from welfare 
(e.g., supplementary health and dental care) and work-related 
expenses such as clothing, transportation, and child care. 

4. explores a series of possible options for reform of the welfare, tax, 
and transfer systems and assesses the impact of these changes on the 
tax burden borne by households whose incomes combine wages and 
welfare. 

The Welfare System 

Welfare is the social program of last resort. Canadians may apply for 
welfare when they have no other source of income or when their needs 
exceed the resources available to them through employment, govern­
ment benefits, or private sources. 

Unlike other major programs of income support, welfare is the 
responsibility of provincial and territorial governments. However, the 
federal government shares in the costs of social assistance and social 
services on a 50-50 basis under the terms of the Canada Assistance 
Plan (CAP). CAP also spells out several conditions that must be met 
for receipt of federal funds: no work for welfare, appeal system, and 
no residence requirements. Moreover, various guidelines under CAP 
interpret what can and cannot be done under the Act. 

While the 50-50 arrangement remains in theory, the federal govern­
ment imposed a limit to its contributions to Ontario, Alberta, and 
British Columbia; from 1989-90 through 1994-5, federal transfers 
under CAP to these three provinces - which together account for 61  
per  cent of  a l l  welfare recipients in Canada - are limited to a five per 
cent annual increase. The "cap on CAP" has had a severe impact on 
Ontario, in particular, because of its high unemployment and escalat­
ing welfare rolls during the recession of the early 1990s. The province 
has had to contribute much more than its 50 per cent share to cover 
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the costs of social assistance and social services. In fact, the federal 
government's share of eligible social assistance costs fell to 28 per cent 
in 1992-3. 

All provinces and territories have developed extensive and complex 
regulations and policies that govern their respective welfare systems. 
Each jurisdiction has its own rules regarding eligibility, benefit levels, 
exemptions on earned income, monitoring and enforcement, and 
appeals. The rules also vary with respect to the eligibility of Aboriginal 
persons, who may qualify for provincial welfare if they live off reserve. 
Despite the differences among jurisdictions, all welfare systems have 
several features in common. 

Some of the general elements of welfare are described here in order 
to identify those features that have direct and/ or indirect relevance to 
the tax system. They include: liquid asset exemptions, needs tests, rates 
of assistance, and earnings exemptions. 

Liquid Asset Exemptions 

"Liquid asset exemptions" refer to the amount of cash or cash-con­
vertible assets that a given household may have and still be eligible for 
welfare assistance. While these levels vary by province and territory, 
they cannot exceed the guidelines set by the federal government. The 
maximum federal levels, last set in July 1980, are: 

• $2,500 for single persons and $3,000 for persons who are aged or 
disabled; • $5,000 for persons with one dependent (spouse or child) and $5,500 
when applicants or spouses are aged or disabled; • an extra $500 for the second and each additional dependent; • an additional amount where this has been placed in a special fund 
or trust for purposes that the province considers to be socially impor­
tant - such as the education of a child or the purchase of a piece of 
equipment to overcome a disabling condition. 

In Ontario, the liquid asset exemptions in 1992 for unemployable 
applicants were $2,500 for single persons, $5,000 for single parents 
with one dependent, and $3,000 for single persons with disabilities. 
For applicants considered to be employable, municipal welfare admin­
istrators determine the allowable level of liquid assets. For single per­
sons, assets equal to one to two weeks' assistance may be exempted 
(one to three months' assistance in the case of temporarily unemploy­
able persons). Families may have assets equal to one to three months' 
assistance. Maximum exemptions ($2,500 for single persons and $5,000 
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for couples plus $500 per dependent) may apply to households to be 
transferred to Family Benefits. 

The liquid asset guidelines can affect the tax treatment of welfare 
recipients. The fact that welfare households are restricted in the amount 
of liquid assets means that there are limits to the interest payments 
that they may receive from bank savings or bonds. An increase in liquid 
assets could translate into higher interest income, which, in turn, would 
generate a higher tax burden for welfare recipients. The additional tax 
burden could potentially offset any benefits that might accrue through 
more generous asset guidelines. 

Needs Testing 

The central eligibility criterion for all welfare systems throughout the 
country is the needs test. A needs test takes into account households' 
basic needs such as food, clothing, shelter, and utilities. It also considers 
households' special needs such as medication, health-related diets, or 
equipment for a disabling condition. 

The needs test identifies the household's resources available to meet 
those needs. Resources include earnings, government benefits, private 
savings, support payments, insurance claims, pensions, and income 
derived from any other source. Certain government transfers, such as 
the refundable Goods and Services Tax (GST) credit, are considered 
exempt by most jurisdictions in the determination of welfare eligibility. 
Some provinces include government benefits as income for the pur­
pose of establishing initial eligibility for welfare. These benefits are not 
counted as income, however, in setting the actual levels of assistance. 

Households may be eligible for welfare assistance if their needs 
exceed the available resources as determined by the needs test. We 
emphasize the word "may" because applicants still must meet provin­
cial definitions and the liquid asset exemption guidelines. 

The needs test is relevant to the tax system for the following reason. 
Low-income households are eligible for several refundable tax credits 
including the federal child tax benefit and GST credit and the Ontario 
sales tax and property tax credits. If these credits were counted as 
income in the initial determination of welfare assistance, they could 
have the effect of disqualifying many households because the credits 
could reduce the budget deficit to the point where households would 
be deemed not to qualify for assistance. Thus a positive initiative 
intended to help low-income families could inadvertently have a neg­
ative impact from a welfare perspective, effectively denying the new 
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benefit to the poorest of the poor. This is not a hypothetical problem. 
It arose when the federal government brought in the refundable child 
tax credit in 1978 and the refundable sales tax credit in 1986; some 
municipalities in Manitoba, for example, initially counted the sales tax 
credit as income for welfare purposes and had to be pressured to 
reverse this punitive policy. 

Another problem related to the welfare/ tax credit relationship is 
more insidious because it is unwritten, usually not publicly acknowl­
edged, and virtually impossible to document. There is no statutory 
indexation of welfare benefits in any jurisdiction in Canada (except for 
the Financial Support Program in Quebec for persons with severe 
disabilities). Instead, provincial governments ad just their welfare rates 
in an ad hoc fashion. Informally, some provincial officials have 
acknowledged that increases to tax credits generally are taken into 
account when welfare rates are set. This means that an increase in the 
value of tax credits may be offset by a corresponding decrease (from 
inflation) in the value of welfare benefits. 

Rates of Assistance 

Each province and territory em ploys a unique set of rules to determine 
its rates of social assistance. Rates vary on the basis of several factors 
including family size, age of children, marital status of the family head, 
employability of the head, and other characteristics such as the pres­
ence of a disabling condition. 

The level of welfare assistance has clear and obvious implications 
for work incentives and the after-tax status of welfare poor and work­
ing poor households. Most jurisdictions, Ontario included, provide 
substantially lower welfare benefits to recipients deemed to be employ­
able. The rates of welfare assistance for Ontario are outlined in the 
discussion of the Caledon Tax/Transfer Model. 

Earnings Exemptions 

"Earnings exemption guidelines" refer to the amount of income that 
welfare recipients may earn from outside employment without affect­
ing their welfare entitlement. Once their earnings exceed the specified 
limit, their welfare cheques are reduced by a designated amount. 

These guidelines vary widely by province and territory. In some 
provinces, such as Quebec, earnings exemptions take the form of a flat­
rate amount. Welfare cheques are reduced by one dollar for every 
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dollar of income earned over and above that amount. In other juris­
dictions, such as Alberta, exemptions are expressed as a percentage of 
earnings. Recipients may keep up to a certain percentage of their 
employment-related earnings (to a designated maximum) before their 
welfare cheques are reduced. Still other provinces, such as Ontario, 
use a combination of flat-rate and variable exemptions whereby recip­
ients may earn up to a specified amount with no reduction to their 
welfare benefits, as well as an additional amount that represents a set 
percentage of their earnings (above which welfare is reduced). For 
example, single employable recipients of General Welfare Assistance 
in Ontario can earn up to $75 a month with no offset to their welfare 
and can keep an additional 25 cents for every dollar earned above this 
level. 

Welfare Reform in Ontario 

Social Assistance Review Committee 

In July 1986, the Ministry of Community and Social Services an­
nounced the appointment of the Social Assistance Review Committee 
(SARC) to undertake a comprehensiveexaminationof social assistance 
and related services in Ontario. The review of the welfare system had 
been long overdue. Both the General Welfare Assistance Act and the 
Family Benefits Act, which form the legislative base of Ontario's wel­
fare system, had not been changed since they came into effect in 1959 
and 1967, respectively. 

Because the welfare system in Ontario is governed by two separate 
acts, it is called a two-tier system. "Two-tier" refers to the fact that two 
different levels of government are responsible for delivering welfare 
assistance. Under the General Welfare Assistance Act, municipalities 
have primary responsibility for welfare recipients considered to be 
employable. The provincial government assumes responsibility under 
the Family Benefits Act for recipients likely to be unemployed over an 
extended period of time. 

After an extensive study of the welfare system and public consul­
tations, the Social Assistance Review Committee presented its findings 
in the Transitions report issued in 1988. Before presenting any proposals 
for reform, Transitions set out the principles upon which reform should 
be based: eligibility (the right to assistance), adequacy, accessibility, 
personal development, personal responsibility, individual rights, 
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respect for family life, respect for diversity, accountability of the sys­
tem, and shared responsibility. 

Transitions addressed four key issues: 1) the urgent need to simplify 
and improve Ontario's welfare system; 2) the development of means 
to help recipients with employment potential move off welfare and 
into the labour market; 3) the need for a more adequate and equitable 
system of income security not only in Ontario but throughout the entire 
country as well; and 4) the importance of providing adequate supports 
to sustain and promote the health and well-being of low-income indi­
viduals and families. 

In addition to improving the adequacy of the system for current 
recipients, SARC believed that it was equally important to encourage 
employable recipients to enter or move back into the labour market. It 
proposed a series of changes intended to reduce the work disincentives 
in the existing system. 

Transitions suggested that a clear policy be developed regarding the 
exemptions on earned income. It also recommended that welfare recip­
ients be allowed to keep more of their employment earnings. This 
measure not only would reward work-related efforts, but also would 
help recognize work-related costs. In addition, social assistance cal­
culations for the purpose of determining monthly assistance payments 
should be based on net income rather than gross income. 

In order to promote the employability of recipients considered able 
to work, SARC proposed the introduction of a new stafffunctioncalled 
"opportunity planning." This function would be separate from that of 
welfare work�rs concerned primarily with the determination of ben­
efits. Opportunity planners would help recipients assess their employ­
ment skills, provide them with relevant training and job-related 
information, and help them develop an individual action plan that 
would identify specific work goals. 

SARC also recommended several related reforms to ease the tran­
sition between welfare and the paid labour force. It proposed that the 
Work Incentive (WIN) program be enhanced by allowing former wel­
fare recipients to maintain, for a certain period, their access to income­
in-kind such as prescription drugs. WIN also was seen as the basis for 
a new income supplementation scheme. 

In May 1989, the Ontario government responded to Transitions by 
announcing a package of reforms worth $415 million. These initiatives 
represented immediate measures that could be taken as part of the first 
stage of welfare reform proposed by SARC. Effective January 1990, 
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rates of assistance were increased by six per cent. The province insti­
tuted a more adequate method for calculating shelter allowances by 
introducing a base allowance that reflects more accurately the cost of 
housing as well as a variable component that supplements actual shel­
ter costs up to a designated maximum. 

The age categories for benefits for children of welfare recipients were 
reduced from three to two - one for children up to age 12 and the other 
for children ages 13 and older. Payments for children under General 
Welfare Assistance were increased to the levels under Family Benefits. 
Back -to-school and winter clothing allowances for children, which for­
merly applied only to households on Family Benefits, were made man­
datory for families on General Welfare Assistance as well. 

In October 1989, the Ontario government also introduced the Sup­
ports to Employment Program (STEP). STEP is a package of regulatory 
changes that affect the way in which the province treats the earned 
income of welfare recipients. Its purpose is to ensure that welfare 
recipients are better off financially by taking employment or training 
opportunities and increasingly are better off with each additional dol­
lar earned. Other regulatory changes were introduced in October 1991; 
the following description covers both the initial and the subsequent 
revisions. 

Under STEP, earnings are calculated on the basis of net rather than 
gross income. Prior to the change, Ontario was the only province aside 
from Manitoba and (for long-term recipients) Nova Scotia that calcu­
lated earnings exemptions on the basis of gross income. Payroll deduc­
tions for Canada Pension Plan contributions, unemployment insurance 
premiums, union dues, contributions to registered pension plans, and 
income taxes are subtracted from gross earnings. 

The earnings exemption in Ontario consists of a flat-rate (a lump­
sum amount) and a variable component (a designated percentage of 
earnings). In addition to allowing full payroll deductions, STEP 
increased both the flat-rate and variable components of the earnings 
and training exemption. For example, the flat-rate component in­
creased from $50 to $75 for single persons on General Welfare Assis­
tance and from $160 to $175 for single-parent families. The variable 
exemption was introduced at 20 per cent in 1989 and then increased to 
25 per cent as of 1 October 1991 .  These increases were intended to 
reflect more accurately the costs of going to work and to encourage 
welfare recipients to move into paid employment. The earnings/train­
ing exemptions for various households are outlined in table 1 .  The first 
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Earnings/Training/Exemptions, GW A and FBA, 1992 

GWA FBA 

Single Two-adult Single Single Single Disabled 
person family parent disabled parent family 

$75 + 25% $150 + 25% $175 + 25% $160 + 25% $175 + 25% $185 + 25% 
of net of net of net of net of net of net 
earnings/ earnings/ earnings/ earnings/ earnings/ earnings/ 
training training training training training training 
over $75 over$150 over $175 over$160 over $175 over $185 

three columns refer to General Welfare Assistance (GWA) and the 
fourth to the sixth columns to Family Benefits (FBA). 

STEP also permits the deduction of child carecostsfromnet earnings 
or net training allowances before calculating monthly welfare assis­
tance. For unlicensed child care, up to $390 a month may be deducted 
for children 5 years of age and under and $346 a month for children 
between the ages of 6 and 12. In special circumstances, the deduction 
may be allowed for children over age 12. Families using licensed child 
care, by contrast, may deduct actual costs. 

For both licensed and unlicensed care, a payment may be made to 
cover the first month's cost of child care. This payment is intended to 
assist families with cash flow problems that they may face when return­
ing to work. 

An Employment Start-Up Benefit and an Employment Start-Up 
Allowance of up to $250 in any 12-month period is provided through 
Family Benefits and General Welfare Assistance, respectively. These 
benefits are intended to assist individuals with initial expenses related 
to work or training. 

Recipients who no longer qualify for welfare because their incomes 
are slightly higher than their needs as determined by the needs test 
still may retain eligibility for supplementary health benefits, such as 
subsidized prescription drugs. A "buffer zone" of up to $50 for single 
persons and $100 for families was introduced to allow households that 
miss the financial test of eligibility by these amounts to continue to 
qualify for health-related benefits. Prior to this measure, the loss of 
eligibility for welfare assistance meant the loss of health benefits as 
well. Finally, the "120-hour rule," which made single parents ineligible 
for Family Benefits if they worked more than 120 hours per month, 
was withdrawn. 
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As part of its efforts to reduce welfare spending, which skyrocketed 
because of the recession, the Ontario government announced that, as 
of August 1992, the STEP program no longer would permit the deduc­
tion of relevant earnings exemptions for the initial establishment of 
eligibility. Thisaction has had the effect of raising theincomethreshold 
upon which the determination of eligibility is made, thereby reducing 
the numbers of households that potentially may qualify under the 
program. For those that still qualify, the flat-rate and variable com­
ponents of the exemption may not be deducted from earnings until 
after three months. This regulatory change has had the effect of vir­
tually excluding working poor Ontarians for qualifying for some wel­
fare assistance. They now must reduce their earnings to become eligible 
for welfare - a strong disincentive to employment. 

As a further cost-cutting measure, the province announced that, 
effective 1 August 1993, it would reduce the flat-rate component of the 
earnings exemption for certain households. It lowered the flat-rate 
component of the exemption for single employable persons and for 
families on GWA from $75 to $50 a month and from $150 to $100 a 
month, respectively. It also reduced the flat-rate component of the 
earnings exemption for single-parent families on FBA from $175 to 
$120 a month. 

Advisory Group on New Social Assistance Legislation 

In May 1990, the Ontario government created a 12-member Advisory 
Group on New Social Assistance Legislation. Its mandate was to advise 
the minister of Community and Social Services on how to transform 
the recommendations in Transitions into new social assistance legisla­
tion. While the minister seemed anxious to proceed with reform, the 
government did not appear to be similarly committed. 

When the NDP government took office in September 1990, it reac­
tivated the Advisory Group and requested that it explore ways to speed 
up the process of reform. The deliberations of the Advisory Group 
were informed by the work of six Project Teams, which examined legal 
issues, disability determination, benefit structure, employment ser­
vices, welfare to First Nations communities, delivery, and funding. 

In March 1991, the Advisory Group presented a report on short­
term reform of the welfare system. Entitled Back on Track, the report 
put forward 88 actions that the Ontario government could take in the 
short term to address many of the problems that Transitions had iden­
tified in relation to the inadequacy ofbenefits,complexities, and unfair­
ness inherent in the welfare system. 
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The actions put forward in the document were intended to improve 
benefits, ease access to and movement off welfare, improve accounta­
bility, provide incentives to work, and improve the funding of the 
welfare system. These were considered to be short-term actions 
because they could be taken without new legislation. In response to 
the proposals in Back on Track, the province announced in its April 
1991 budget an additional $215 million for welfare reform. While 
almost two-thirds of the recommendations in the Back on Track report 
were implemented, one of the most significant changes was the expan­
sion of the STEP program, earlier described. 

After the release of Back on Track, the Advisory Group directed its 
attention toward its original mandate - the preparation of a report on 
a unified social assistance act. The similarities and differences in the 
two acts governing General Welfare Assistance and Family Benefits 
were identified. The issues raised in the Transitions report that related 
to the integration of the programs also were considered. A total of 240 
items were identified. The six Project Teams addressed the issues rel­
evant to their respective mandates, prepared background papers, and 
developed options for presentation to the Advisory Group. 

In June 1992, the Advisory Group issued its report, Time for Action: 
Towards aNew Social Assistance System for Ontario. The report concluded 
that the Ontario welfare system must be redesigned because it is simply 
too complex and costly to continuewith6utfundamental reform. Any­
thing less than a comprehensive overhaul would represent only minor 
changes to a system that is basically unsound. 

One of the fundamental tenets of reform is that social assistance 
must return to its original purpose of being a last-resort line of defence 
for persons in need of financial assistance rather than the first line of 
defence against economic adversity. The welfare system must be made 
more active in terms of supporting the movement of recipients into the 
mainstream of society and linking them with education, housing, child 
care, counselling, and training programs. 

Time for Action set out 52 recommendations for reforming and devel­
oping a social assistance system that is supportiveratherthan punitive. 
Specific recommendations called for legislation that would result in a 
system based on need only, with two categories of recipient: persons 
with disabilities and others. Welfare should be delivered through a 
unified system with a single-tier delivery structure and provincial 
responsibility for full funding in order to ensure greater fairness and 
equitable treatment. Social assistance rates should be based on a market 
basket of goods that would be updated annually to provide an ade­
quate standard of living. Specific criteria for decision-making should 
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be identified to help reduce the discretion. Opportunity planning 
should be an integral aspect of the welfare system. 

"Turning Point" 

In July 1993, the Ontario government released the report Turning Point, 
which announced its intention to dismantle the welfare system and 
replace it with two new income programs: the Ontario Child Income 
Program and the Ontario Adult Benefit. In order to help adults make 
the transition to independence, an employment planning system- JOB 
LINK - would connect them to training, education, and jobs. While the 
report provided no specific details on program design and delivery 
features, it did lay out 'the general philosophy and framework of 
reform. 

In order better to deal with child poverty and to treat all low-income 
families equitably, children would be removed entirely from the wel­
fare system and served by a new income-tested program available to 
both welfare and working-poor families. In place of the child-based 
portion of social assistance that currently goes to welfare households, 
all families with children that qualify on the basis of their net incomes 
would receive benefits under the Ontario Child Income Program. Eli­
gibility and benefits would be determined through an assessment of 
the income tax returns filed each year by families at tax time, as is the 
case with the federal child tax benefit. 

In addition to financial assistance designed exclusively for children, 
the province would introduce a benefit intended only for adults. The 
Ontario Adult Benefit would be delivered as a single cash payment 
that would replace existing welfare payments under General Welfare 
Assistance and Family Benefits. 

Eligibility for the Ontario Adult Benefit would be determined on the 
basis of applicants' income and resources. The benefit would take into 
account the cost of food, clothing, shelter, and personal needs. Its level 
would be set in relation to the provincial minimum wage. This would 
help ensure that Ontarians are always better off working, because 
benefits never will be a more attractive alternative than paid employ­
ment. Moreover, people who are able to work and who are actively 
engaged in employment planning, job search, or training activities 
would receive a special allowance. 

Additional financial assistance would be provided to persons with 
disabilities to help them liye independently and find training or work 
opportunities. There would be no separate category of assistance for 
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persons with disabilities based on arbitrary assumptions about the 
people who are classified in that category. The level of financial aid 
paid to recipients with disabilities would be determined by individual 
need. Many items currently provided at the discretion of municipalities 
would be made mandatory. A long-term supplement would be made 
available under the program for low-income persons who are 60 years 
or older and to persons who cannot reasonably be expected to work 
on a full-time basis. 

A newprogram-JOBLINK-wouldbe introduced tohelprecipients 
of the Ontario Adult Benefit prepare for and find employment. JOB 
LINK would consist of five major elements: employability assessment; 
employment planning; education, training or employment prepara­
tion, and placement; support services; and monitoring and review. 

Ontario has yet to decide what role the municipalities would play, 
if any, in the delivery of the new Ontario Adult Benefit. As far as 
funding the new program is concerned, the province is committed to 
assuming 100 per cent of the cost of financing social assistance. How­
ever, this change would require the municipalities to take on some 
offsetting responsibilities in other areas of government services, since 
the goal is to keep the respective provincial and municipal shares of 
financing the same. 

The Caledon Tax/Transfer Model 

General Description 

The Caledon Tax/Transfer Model was used to analyse the interaction 
between the welfare and tax/ transfer systems. The model can simulate 
the impact of a number of factors - such as changes to earnings, income 
mixes, earnings exemptions, tax rates, tax credits, thresholds, and 
red uctionrates -for any gi venhousehold. In short, the model simulates 
how the tax and transfer systems (including welfare) currently work 
and how they might operate if one or several parameters were changed. 
It was used here to estimate the interactive effects of income taxes and 
transfers on the earnings of welfare recipients. 

The limitations of the Caledon Tax/Transfer Model lie in the fact 
that it does not include survey or administrative data; it is a simulation 
model only, not a model directly grounded in one or more sets of data. 
It is not possible, for example, to determine from the Caledon Model 
how many households would "win" or "lose" from different tax/ 
transfer changes. Nor is it possible to estimate the costs of these 
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changes. In order to answer questions with respect to winners and 
losers as well as potential costs for different options, it is necessary to 
use a model based on survey and/ or administrative data. To our 
knowledge, no such model exists that adequately could serve the pur­
poses of our study for the Ontario Fair Tax Commission, so we chose 
instead to do the job ourselves using our own simulation model tai­
lored to the task at hand. 

In our analysis of the tax/transfer systems, we not only explored the 
traditional meaning of taxes - i.e., federal and provincial income taxes 
- but also expanded the concept to include both direct taxes and indi­
rect taxes. "Direct taxes" refer to payroll taxes, federal and Ontario 
income taxes, and the welfare taxback. "Indirect taxes" refer to the 
drop in the value of refundable tax credits with increased earnings. 

While the model counts as income the federal GST credit and child 
tax benefit as well as Ontario property and sales tax credits delivered 
through the tax system, it does not measure the tax burden that welfare 
recipients bear through the payment of property and sales taxes or the 
GST. Our study looks only at federal and Ontario income taxes and 
federal payroll taxes, not the full range of taxes imposed by the three 
levels of government. We do not attempt to quantify the loss of in­
kind benefits, such as subsidized housing and supplementary health 
and dental benefits. Nor do we estimate employment-related costs 
such as transportation and clothing; our model can include child care 
expenses, but (as explained below) we assumed for the purposes of 
this study that these were fully subsidized. 

The Caledon Tax/Transfer Model as configured for this study inte­
grates the key elements of the federal/Ontario income tax system and 
the Ontario welfare system. Our study is built on the assumption that 
full welfare income is the baseline that serves as the standard for 
various points of comparison, above all the measurement of our 
expanded concept of tax burden. 

The model shows what happens to disposable income (i.e., total 
earnings from welfare, work, child benefits, and federal and provincial 
refundable tax credits, minus payroll taxes and federal and provincial 
income taxes) of welfare recipients as they move into the labour market 
and as their earnings from paid employment increase. It also gauges 
the costs of employment by measuring the total taxes that welfare 
recipients pay with increased earnings. As noted earlier, taxes include 
not only compulsory payroll deductions and federal and provincial 
income taxes, but also the loss in the value of income-tested tax credits 
(i.e., the child tax benefit, the GST credit, and the Ontario property and 
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sales tax credits) and in social assistance as earnings rise. A key measure 
of the cost of going to work used in our study is the marginal tax rate, 
which in essence expresses the total tax burden as a percentage of the 
increase in income for each ascending employment earnings level (we 
used $1,000 annual earnings increments, which amounts to $83.33 a 
month). 

Assumptions 

In developing the model for this project, several assumptions had to 
be made with respect to household type, sources of income, base year, 
tax credits, welfare assistance, child care expenses, and low-income 
measures. These assumptions are described below. 

Household Type 

This paper presents the results of the welfare/tax interface for two 
representative households: singleemployablepersons and single-par­
ent families with one child, age 2. However, our full study for the 
Ontario Fair Tax Commission looked at 11 household types: single 
employable persons; single persons with disabilities; single-parent 
families with one child age 2, two children ages 3 and 5, and two 
children ages 10 and 15; one-earner couples with one child age 2, two 
children ages 3 and 5, and two children ages 10 and 15; and two-earner 
couples with one child age 2, two children ages 3 and 5, and two 
children ages 10 and 15. 

This combination of households was chosen for several reasons. We 
wanted to ensure that the analysis would include both General Welfare 
Assistance recipients (i.e., single unemployed persons and two-parent 
families) and Family Benefits recipients (single persons with disabili­
ties and single-parent families). We also wanted to explore the weight 
of the tax burden incurred by households of different sizes and with 
varying combinations of younger and other children, since the federal 
child tax benefit, the GST credit, and welfare all vary their payments 
according to children's ages. 

Sources of Income 

The households used in the model were assumed to derive income 
from three major sources: employment earnings, social assistance, and 
government transfers (i.e., the federal child tax benefit and the GST 
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credit, and Ontario property and sales tax credits). We assumed that 
the households had no income from other sources such as in vestments, 
alimony, maintenance payments, workers' compensation, Canada 
Pension Plan disability benefits, or private insurance. 

Base Year 

The year 1992 was selected as the base year for the assumptions and 
calculations used in this model. With respect to welfare incomes, in 
particular, the rates reflect the social assistance that was paid in the 
second half of 1992 in order to include the three per cent increase to 
shelter allowances that took effect 1 July 1992. 

Tax Credits 

Because of their differing payment schedules, a decision had to be 
made regarding the value of the federal and provincial refundable tax 
credits. There were two options from which to choose. The first 
approach was to use the 1991 value of the credits in order to reflect the 
actual amounts that households would have received in 1992, since 
there is a delay of varying lengths between the time that the various 
credits are applied for (through the income tax form) and the time they 
are paid. The second possibility was to use the 1992 value of the credits 
in order to reflect the interaction of the tax and transfer systems in that 
year. We selected the latter approach because we felt it was more 
relevant to the task at hand - i.e., to analyse the interaction of the tax 
and transfers systems. Moreover, we wanted to ensure that the 
amounts used in the model were as up to date as possible. 

Child Tax Benefit A key issue that had to be resolved was the value of 
the child benefits to employ in the model. While 1992 was selected as 
the base year, the federal child tax benefit came into effect as of 1 
January 1993. Nonetheless, it would have been inappropriate to build 
in the former system of child benefits when it would be obsolete in 
only a few months. 

We therefore decided to incorporate the new child tax benefit into 
the model as though it had actually been introduced in 1992. We used 
the 1993 value of the benefit and its family income threshold because, 
in fact, they would have been the same had the new scheme been 
launched in 1992: inflation was only 2.3 per cent in 1992, which is 
below Ottawa's 3 per cent partial indexation trigger. 
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The basic child tax benefit is $1,020 and there is a $213 supplement 
for each child age 6 and younger for whom child care receipts are not 
available. In addition to the basic child tax benefit, working poor fam­
ilies are eligible for an earned-income supplement of up to $500 per 
family per year. Families with net incomes of up to $25,921 receive the 
maximum child tax benefit, which phases out at a rate of 2.5 per cent 
for families with one child and 5 per cent for families with more than 
one child. The earned-income supplement phases in at a rate of 8 per 
cent of employment earnings over $3,750 and phases out at 10 per cent 
on net family income over $20,921; the maximum $500 goes to families 
in roughly the $10,000 to $21,000 earnings range. 

GST Credit The GST credit incorporated in the model represents the 
actual value of the credit for 1992. The annual maximum amounts of 
$199 per adult and $105 per child were payable to all households with 
net incomes up to $25,921. The credit is reduced by five per cent of net 
family income above the $25,921 threshold. The first child in single­
parent families receives the adult amount. 

In addition to the basic GST credit, a GST supplement is provided 
to single adults and single parents with net incomes over $6,456. The 
supplement phases in above $6,456 at the rate of two per cent and 
reaches its maximum amount of $105 once net income reaches $1 1,706. 
The supplement remains at this level until net family income of$25,921, 
above which it phases out at a rate of five per cent, disappearing once 
net family income hits $28,021 .  

Ontario Tax Credits Ontario tax credits were calculated on the basis of 
their value in 1992. The sales tax credit was worth $100 per adult and 
$50 per child. Ontario property tax credits were calculated by using as 
occupancy cost the maximum shelter allowance (including maximum 
subsidy) that the household received as the housing component of its 
welfare benefit. 

Welfare Assistance 

The calculations employed for this model represent the value of wel­
fare benefits under the General Welfare Assistance and Family Benefits 
programs as of 1 July 1992. These rates were used because Ontario 
introduced a three per cent increase to the shelter component of its 
welfare benefits on that date. The earnings exemptions are based on 
their value in the STEP program as of 1 January 1992. 
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Welfare recipients' gross monthly employment earnings were taken 
as the base upon which to calculate welfare income. Deductions from 
gross monthly earnings were made for Canada Pension Plan contri­
butions and unemployment insurance premiums and for federal and 
Ontario income taxes. The remaining amount represents net employ­
ment earnings. For the purposes of this analysis, it was assumed that 
welfare recipients made no contributions in respect of union dues or 
registered pension plans and RRSPs, even though these contributions 
are permitted under STEP in determining net employment earnings; 
few low-wage earners belong to unions or registered pension plans or 
contribute to RRSPs. 

Two additional amounts were then deducted from net employment 
earnings: the flat-rate and variable exemptions allowed by STEP. The 
flat-rate exemption is a specified amount that is deducted from net 
earnings. The value of this exemption varies by family size. The flat­
rate exemptions employed in the calculations were $75 for single 
employable persons and $175 for single-parent families. 

The variable exemption represents an amount that is deducted from 
net earnings over and above the flat-rate exemption. The variable 
exemption for all households was 25 per cent of net earnings over the 
designated flat-rate exemption. 

The earnings that remain after the flat-rate and variable exemptions 
are deducted from net employment earnings represent the "welfare 
taxback." This is the amount by which households' welfare cheques 
are reduced in respect of their employment earnings. The welfare tax­
back is deducted from maximum welfare entitlement to determine the 
actual welfare received by household. 

Welfare entitlement consists of two components. The first compo­
nent is the maximum amount of basic assistance to which households 
are entitled if they have no employment earnings. The second com­
ponent is the maximum shelter allowance, which consists of a basic 
and a variable shelter allowance. 

The households for which results are presented here were eligible 
for the following monthly maximum basic allowances and shelter 
allowances: $246 and $410 for single employable persons, and $563 
and $645 for single-parent families with one child. No additional 
amounts were included for items of special assistance aside from the 
winter clothing allowance and the back-to-school allowance provided 
automatically to all families with children. In 1992, the winter clothing 
allowance was $104 per child for recipients of General Welfare Assis­
tance and Family Benefits. Similarly, all families received a lump-sum 
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back-to-school benefit of $68 for children between the ages of 4 and 12 
and $125 for children ages 13 and over. 

Child Care Expenses 

The current STEP rules allow families to deduct up to $390 a month 
for children 5 years of age and under and up to $346 a month for 
children between the ages of 6 and 12 for unlicensed care. Recipients 
may deduct the actual amounts paid for licensed care. 

For this application of the Caledon Model, we had to make assump­
tions as to whether households with children were using licensed or 
unlicensed care and the amounts they were deemed to pay. Our first 
option was to assume the availability of licensed care. The second 
possibility was to assume that recipients use unlicensed care and to 
incorporate the maximum amount of the deduction in the STEP ded uc­
tions. The fully licensed care scenario, in which recipients pay nothing, 
and the unlicensed care scenario, in which recipients pay full maxi­
mum amounts, represent the two ends of the continuum of child care 
costs. 

The difficulty in deciding whether to employ figures that represent 
licensed or unlicensed child care arises from the fact that families often 
use varying combinations of care. Their child care arrangements do 
not fit any "pure" model. Many families combine licensed arrange­
ments such as a day care facility, preschool program, nursery, or kin­
dergarten with various forms of unlicensed care provided by a spouse 
or other relative, neighbour, friend, or nanny. 

One way to resolve this problem is to employ actual average child 
care costs in the STEP calculations. Under Family Benefits, families 
with one child, two children, and three or more children paid average 
child care costs of $212, $262, and $274, respectively, in June 1992. 
Under General Welfare Assistance, families with one child, two chil­
dren, and three or more children paid an average of $262, $324, and 
$353, respectively, for child care in that month. 

While actual averages reflect real costs, several problems arise in 
using these figures. Because these averages represent the amounts paid 
by all families, they combine the expenditure for young children under 
age 6 as well as other children between the ages of 7 and 12. In addition, 
the actual amount paid by some families may be underrepresented 
because the figures include the very low fees (e.g., $1 or $2 a day) paid 
by some families that qualify for subsidized child care. In some cases, 
families may pay nothing at all, thereby lowering the overall average 
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costs. The net result is that actual averages likely underrepresent the 
real amounts that families with very young children pay for child care. 
This is a problem in that we wanted the model to reflect, the greatest 
extent possible, the cost burden borne by families with very young 
children - i.e., the true cost of going to work. 

Moreover, actual averages do not reflect the fact that welfare house­
holds re-entering or entering the labour market for the first time work 
varying numbers of hours. Some families may work only several hours 
a week, while others may work several hours a day for the entire week. 
Actual averages make no distinction in the costs incurred by families 
that work only a few hours a week as opposed to families that derive 
much or even most of their income from paid employment. 

In short, each of the choices with respect to child care costs has its 
own associated problems in representing the "real world." The 
assumption of fully licensed child care at no cost to recipients clearly 
underrepresents the expenditure for many families that do not have 
access to subsidized care. On the other hand, the selection of the max­
imum cost scenario is not a true reflection of reality in that it excludes 
recipients who receive full subsidy for licensed care or whose children 
may be in kindergarten in the public school system. Moreover, if the 
full costs of such care are deducted from the STEP formula, then the 
disposable income derived through our calculations likely would come 
out much higher than is actually the case for most families. Finally, the 
use of actual averages reflects so many diverse factors that the numbers 
themselves are almost meaningless in terms of what any given family 
actually may pay. 

We decided to assume that welfare recipients who were trying to 
return to work were receiving fully subsidized child care and were not 
paying any fees. We therefore ran the model using zero for child care 
costs. In effect, we wanted to establish a "clean" baseline of interaction 
without the complications that arise as a result of highly variable child 
care arrangements that, in any case, are not central to the focus of this 
study. 

Low-Income Measures 

This study used Statistics Canada's after-tax low-income cut-offs with 
which to compare the federal and Ontario income tax thresholds as 
well as the income levels where eligibility for welfare benefits ceases. 
We estimated the 1992 after-tax low-income cut-offs for a metropolitan 
area (500,000 or more) to be $12,867 for single persons, $17,447 for 
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families of two, and $26,567 for families with four members. When 
using poverty lines, we always employed the concept of after-tax 
income, defined as total income (from welfare, paid work, the child 
tax benefit, and federal and Ontario refundable tax credits) minus 
federal and Ontario income taxes. 

Key Findings 

Single Employable Persons 

Marginal Tax Rate (Figure 1 )  

The marginal tax rate for single employable welfare recipients illus­
trates the classic "welfare trap": very high marginal tax rates at very 
low levels of earnings. The marginal tax rate begins at 75 per cent for 
the first $1,000 of employment earnings (which means that recipients 
keep only one-quarter of what they earn), rises to 86 per cent at $7,000 
(the earnings level at which federal income tax begins), and hits a peak 
of 87 per cent at $9,000 (the earnings level at whichOntario income tax 
begins). The marginal tax rate declines slightly to 84 per cent at $10,000 
to $12,000 and 83 per cent at $13,000. 

The marginal tax rate then plummets to 33 per cent at work earnings 
of $14,000 and remains flat until $24,000. The steep decline can be 
attributed to the fact that single employable persons with earnings of 
$14,000 are no longer eligible for welfare and therefore no longer pay 
a welfare tax back. The welfare taxback is the major reason for the astronom­
ical marginal tax rates facing welfare recipients, dwarfing all other elements 
of their total tax burden including federal and Ontario income taxes, payroll 
taxes, and the decline in refundable tax credits. 

Federal and Ontario Income Taxes (Figure 2) 

Income taxes come into play at very low levels of earnings. Worse still, 
the income tax threshold is being steadily lowered each year as a result 
of Ottawa's decision in 1986 to partially index tax brackets and credits. 
For single persons in Ontario, federal and provincial income taxes 
begin at earnings of $7,000 and $9,000, respectively. These income tax 
thresholds are substantially below Statistics Canada's after-tax low­
income cut-off of $12,867 for one person living in a metropolitan centre 
of 500,000 or more. Ontario's tax reduction raises its income tax thresh-
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FIGURE 1 
Marginal Tax Rate, Single Employable Person 
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FIGURE 2 
Federal and Ontario Income Taxes, Single Employable Person 
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old somewhat relative to the federal income tax threshold; Ottawa got 
rid of its tax reduction in 1985. 

The employment earnings level where federal income tax begins 
($7,000) amounts to after-tax income of $10,944 for single employable 
persons on the STEP program or $1,923 below the $12,867 after-tax 
poverty line. Ontario income tax comes into play at $9,000 or after-tax 
income of $11,637 for single employable persons on STEP, which is 
still $1,230 below the poverty line. 

Single employable welfare recipients with employment earnings of 
only $9,000 -where Ontario income tax begins - pay $423 in combined 
federal and Ontario income taxes. At $13,000 in earnings, when their 
after-tax income is $12,492 or almost exactly the after-tax low-income 
line of $12,867, they pay a hefty $1,579 in combined federal and Ontario 
income taxes, which amounts to an average tax rate of 1 1 .2 per cent of 
their gross income. 

Payroll Taxes (Figure 3) 

Single employable welfare recipients begin to pay payroll taxes at just 
$4,000 in employment earnings. These taxes are small at first - only 
$19 in Canada Pension Plan (CPP) contributions at $4,000 - but rise 
suddenly and substantially to $403 in combined CPP contributions and 
unemployment insurance premiums at earnings of only $8,000. The 
jump is due to the introduction of unemployment insurance premiums 
between $7,000 and $8,000. Workers still eligible for some welfare 
benefits at earnings of $13,000 pay $703 in combined CPP contributions 
and UI premiums. 

Welfare Benefits (Figure 4) 

Figure 4 shows that welfare benefits are low and phase out rapidly as 
a result ofthesteepwelfare tax back (since 75 percent of earnings above 
a small flat-rate amount is effectively taxed through the reduction of 
welfare benefits). Single, employable persons with work earnings of 
$1,000 are eligible for a maximum of $7,797 in welfare benefits under 
General Welfare Assistance. At $13,000 in earnings, they may receive 
at most $508 in annual welfare payments; above that level, single 
workers are no longer eligible for social assistance. Workers earning 
$14,000 (and no longer eligible for a small amount of welfare under 
the STEP program) have an after-tax income of $12,720 - almost exactly 
the level of the after-tax low-income line of $12,867 for one person in 
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FIGURE 3 
Payroll Taxes, Single Employable Person 

$1,500 
CPP contributions and UI premiums 

$1,250 

$1,000 

$750 

$500 

$250 

1 3 5 7 9 11 13 15 17 19 21 23 25 
Employment earnings ($000) 

Caledon Institute of Social Policy 

FIGURE 4 
Welfare Benefits, Single Employable Person 
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a city of 500,000 or more. In other words, the welfare supplement for 
single employable workers ends at the poverty line. 

Refundable Tax Credits (Figure 5) 

The GST credit is worth a total of $246 at earnings of $1,000, composed 
of the maximum amount of the credit ($199 per adult) as well as $47 
worth of the single person's supplement. The value of the supplement 
rises gradually with income until it peaks at $105. The GST credit 
reaches its maximum value of $304 ($199 basic and $105 supplement) 
at earnings of $10,000 and remains at that level until $25,000, above 
which it phases out and then disappears once earnings reach $30,000. 

The Ontario property and sales tax credits, by contrast, decline stead­
ily with income. Single employable persons receive $352 at $1,000 of 
earnings. Those still eligible for some welfare at earnings of $13,000 
receive $258 in combined Ontario tax credits. The latter continue to 
decline until they are worth only $28 at $25,000 of earnings. 

Disposable Income (Figure 6) 

The graph on disposable income sums up the story clearly and simply. 
The disposable income of single employable recipients rises painfully 
slowly over the $1,000 to $13,000 earnings band. In fact, the "rise" is 
almost flat. It is only after workers move out of the welfare system 
(withemploymentearnings of about $14,000) that there is a noticeable 
and rapid improvement in disposable income. 

Figure 6 shows visually the "weight" of the welfare system. Dispos­
able income rises very slowly because most of the earnings from work 
are taxes - both directly through income and payroll taxes and indi­
rectly through the welfare taxback and losses in the value of refundable 
tax credits. Again, the steep welfare taxback is the major brake on 
disposable income for the poorest workers. At earnings of $1,000, dis­
posable income is $9,395; at $13,000, it comes to $11,789. An extra 
$12,000 in work earnings (an increase of 1,200 per cent) yields only $2,394 
more in disposable income (an increase of25 per cent). 

Single-Parent Families, One Child Age 2 

Marginal Tax Rate (Figure 7) 

While the marginal tax rate for single-parent families follows a similar 
pattern to that of single employable persons, there are more ups and 
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FIGURE 5 
Refundable Tax Credits, Single Employable Person 
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FIGURE 6 
Disposable Income, Single Employable Person 
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FIGURE 7 
Marginal Tax Rate, Single Parent with One Child Age 2 
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FIGURE S 
Federal and Ontario Income Taxes, Single Parent with One Child Age 2 
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downs in figure 7. These wiggles are due to various benefits phasing 
in and out at different levels of earnings. Far more important, however, 
than the slightly erratic movement of the marginal tax rate is the fact 
that it is so very high - close to 100 per cent in some cases. This means 
that, for every dollar of employment earnings, single parents on we�fare lose 
almost a dollar through direct income and payroll taxes as well as indirect 
taxes in the form of the we�fare tax back and loss of refundable credits. 

The marginal tax rate begins at just 2 per cent at $1,000 of employ­
ment earnings, rises to 68 per cent at earnings of $2,000 and 74 per cent 
at $3,000, and peaks at 95 per cent between earnings of $19,000 and 
$21,000. The marginal tax rate then eases to 89 per cent at earnings 
between $22,000 and $24,000. It drops sharply to 78 per cent at $26,000 
and even farther to 46 per cent at earnings of $27,000 and 41 per cent 
at $28,000. The steep decline in the marginal tax rate is due to the fact 
that welfare phases out over a $3,000 earnings band between $24,000 
and $27,000. The marginal tax rate rises to 47 per cent at $29,000 and 
55 per cent at $30,000 as the GST credit and Ontario tax credits fall off 
rapidly. 

Federal and Ontario Income Taxes (Figure 8) 

Federal income tax starts at earnings of $13,000, which for this family 
corresponds to an after-tax income of$22,410 or $4,963 above the after­
tax poverty line of $17,447 for two persons living in a metropolitan 
centre. The Ontario income tax threshold is $19,000 in earnings or 
$23,707 in after-tax income ($6,260 above the poverty line), which is 
far more generous than the federal threshold. The gap between the 
federal and Ontario tax thresholds is wider for families with children 
than for single people because the Ontario tax reduction provides a 
children's benefit, which is also significantly more generous than the 
adult benefit ($375 per child as opposed to $175 per adult). Figure 8 
shows that income taxes rise steadily after the Ontario income tax 
system kicks in at earnings of $19,000. 

Payroll Taxes (Figure 9) 

Like single employable persons, single-parent welfare recipients begin 
to pay payroll taxes (CPP contributions) at $4,000 in employment earn­
ings. Payroll taxes start at the same point for all households because 
these taxes are a function of employment earnings rather than family 
size. Again, payroll taxes are relatively small at first- only $19 at $4,000 
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FIGURE 10 
Welfare Benefits, Single Parent with One Child Age 2 
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-but rise suddenly and substantially to reach $408 at $8,000 in earnings. 
The increase is due to the introduction of unemployment insurance 
premiums between $7,000 and $8,000. Single-parent families still the­
oretically eligible for some welfare benefits under STEP at earnings of 
$26,000 pay $1,506 in UI premiums and CPP contributions. 

Welfare Benefits (Figure 10) 

Single-parent families with one child age 2 and earning $1,000 are 
eligible for a maximum of $14,600 in welfare assistance from the Family 
Benefits program. At $26,000 in earnings, they get at most annual 
welfare benefits of only $371 . At earnings of $27,000, they no longer 
are eligible for any welfare; this amounts to an after-tax income of 
$25,021, which is $7,574 above the after-tax low-income cut-off of 
$17,447. 

Refundable Tax Credits (Figure 11 )  

The CST credit i s  worth a total of $503 at  earnings of  $1,000. This 
represents the maximum amount of the credit ($199 per adult and $199 
for the first child in single-parent families) as well as the earned sup­
plement of $105. Figure 11 shows that these families receive the max­
imum value of the CST credit up to earnings of $25,000 ($25,921 in net 
family income is the cut-off for the maximum benefit), after which the 
credit drops sharply. 

The Ontario property and sales tax credits decline steadily across 
the earnings range shown in figure 1 1 .  Single-parent families receive 
$323 at $1,000 in employment earnings. Those still eligible for some 
social assistance at earnings of $26,000 get $107 in combined Ontario 
tax credits. These credits decline steadily until they are worth only $35 
at $30,000 in earnings, above which they disappear. 

Federal Child Tax Benefit (Figure 12) 

Families earning between $1,000 and $3,000 receive the maximum basic 
child tax benefit for one child under age 7, which comes to $1,233 for 
the year (it is paid on a monthly basis). Families earning $4,000 get a 
bit more ($1,253) because the earned-income supplement for the work­
ing poor starts to phase in. 

At$10,000, the combined benefit reaches its maximum $1,733 ($1,233 
for the child tax credit and $500 for the earned-income supplement) 
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FIGURE 12 
Federal Child Tax Benefit, Single Parent with One Child Age 2 

Child tax benefit 

$2,000 

$1,500 

$1,000 

$500 

$0 
1 3 5 7 9 11 13 15 17 19 21 23 25 27 29 31 33 35 

Employment earnings ($000) 

Caledon Institute of Social Policy 



72 Ken Battle and Sherri Torjman 

and remains at this level until earnings of $15,000, above which first 
the earned-income supplement and later the basic credit decline stead­
ily. At $30,000 in earnings, these families get $1,131 - only $102 less 
than families earning $3,000 or less. 

Disposable Income (Figure 13) 

The disposable income picture for single-parent families is much the 
same as for single employable persons. The point at which disposable 
income "takes off" is on the right-hand side of figure 13 for one-parent 
families, rather than mid-way as in figure 6 for single employable 
persons, only because the latter figure includes a wider range of earn­
ings above the point where welfare disappears.) Figure 13 shows that 
the disposable income of single-parent welfare recipients rises consis­
tently, but again very slow 1 y, over the $1,000 to $26,000 earnings band. 
Once again, the "rise" is almost flat, indicating that the impact of work 
earnings upon total disposable income is marginal; most of the pay is 
lost to direct and indirect taxes, above all the welfare tax back. 

At $1,000 in employment earnings, disposable income is $17,659. At 
$13,000 in earnings, disposable income is $21,697 - only $4,038 more 
in disposable income compared with the $12,000 increase in earnings. 
At $26,000 in earnings, disposable income is $23,230 - only $5,571 more 
than the $1,000 family despite a $25,000 increase in earnings. Between 
$13,000 and $26,000, doubling earnings nets a mere $1,533 improve­
ment in take-home income. Overall, a 2,500 per cent rise in earnings (i.e., 
from $1,000 to $26,000) results in a 32 per cent gain in disposable income. 

Moreover, the disposable income of single-parent families would be 
even lower if they had to pay for child care. As noted earlier, we 
assumed that these families would have access to fully subsidized child 
care because of their low levels of income. 

Summary of Key Findings 

Our analysis of nine other households found similar results. Welfare 
recipients pay very high marginal tax rates for low levels of earnings 
- typically in the 80 per cent to 95 per cent range. Recipients who 
supplement their benefits by working get to keep only a very small 
fraction of their earnings. Marginal tax rates drop sharply when house­
holds no longer are eligible for welfare assistance, indicating the sub­
stantial negative impact of the welfare tax back. The welfare tax back is 
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FIGURE 13 
Disposable Income, Single Parent with One Child Age 2 
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the heaviest part of the tax burden imposed on welfare recipients who 
supplement their social assistance by working in the labour force. 

Federal and provincial income taxes start at very low levels of earn­
ings, which is a significant burden for the working poor. The Ontario 
tax reduction eases the tax burden on the poor to some extent by raising 
the taxpaying threshold for provincial income tax, especially for fam­
ilies with children. 

Once we factor in welfare benefits (which are not subject to income 
tax) paid to households in the STEP program, the picture looks quite 
different. Both federal and Ontario income taxes begin substantially 
below the poverty line for single employable persons on welfare; the 
federal income tax threshold begins at after-tax income of $10,944, or 
$1,923 below the poverty line, and the Ontario tax threshold is set at 
after-tax income of $11,637, or $1,230 under the poverty line. However, 
federal and Ontario income taxes come into effect at after-tax incomes 
that are above the poverty line for one-parent families and two-earner 
couples with children who supplement their welfare benefits by work­
ing for pay. 

Payroll taxes in the form of Canada Pension Plan contributions and 
unemployment insurance premiums start at very low levels of earn­
ings. The fact that they flatten out after earnings of $33,000 and higher 
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for each paid worker makes these payroll taxes regressive in their 
impact overall. 

While disposable income rises steadily with increased earnings for 
all households, the actual gain is marginal. W elfarereci pi en ts pay back 
to government most of their employment earnings - mainly in the 
form of the welfare taxback, but also in income and payroll taxes and 
lost refundable credits. For welfare recipients entering or re-entering 
the labour market, the cost of working is very high. 

Exploration of Options 

The Welfare System 

The analysis of the interaction of the welfare and tax/ transfer systems 
found that most of the total tax burden is represented by the welfare 
tax back. Accordingly, we tested several options that attempt to reduce 
the burden of this taxback. The options involve changing the value of 
the flat-rate and variable components of the earnings exemption cur­
rently in place under STEP. 

While the study conducted for the Ontario Fair Tax Commission 
explored six options for reducing the tax burden in the welfare category 
alone, only two possible options are presented here for illustrative 
purposes. 

Option 1: Double Flat-Rate Exemption (Figures 14-15) 

Under the first option, the flat-rate component of the earnings exemp­
tion permitted under STEP was doubled from $75 to $150 per person. 
Figure 14 shows that this increase slightly improves disposable income 
for single employable welfare recipients earning between $1,000 and 
$15,000. (Disposable income refers to total income from welfare, work, 
child benefits, and federal and provincial refundable tax credits, minus 
payroll taxes and federal and provincial income taxes.) 

Because a flat-rate exemption affects all recipients equally, the 
increase to this component of the exemption provides a small benefit 
to them all. However, the percentage increase is larger at the bottom 
end of the earnings scale because these people lose fewer welfare ben­
efits to the variable exemption on earnings. In addition to increasing 
disposable income, the rise in the flat-rate exemption has the effect of 
pushing out the earnings threshold within which recipients still are 
eligible for some social assistance from $13,000 to $15,000. 
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FIGURE 15 
Marginal Tax Rate, Single Employable Person, 
Option 1 - Double Flat-Rate Exemption 
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Figure 15 shows the impact of this option on marginal tax rates, 
defined as one minus the increase in disposable income between two 
earnings levels divided by the increase in earnings. Despite the rise in 
disposable income, the change in marginal tax rates in the earnings 
range within which single employable recipients still qualify for wel­
fare (between earnings of $1,000 and $15,000) is almost imperceptible 
- except at the $1,000 earnings level where the larger flat-rate exemp­
tion cancels out the welfare tax back entirely, producing a marginal tax 
rate of only 15 per cent. Even though disposable income may be higher, 
the percentage increase in disposable income between earnings levels 
in most instances is equivalent to the current system - resulting in the 
same marginal tax rate. Beyond $15,000, the marginal tax rate drops 
significantly anyway because eligibility for welfare ends. 

Raising the flat-rate component of the exemption represents one 
method of increasing disposable income at the very low end of the 
earnings scale. In order to reduce work disincentives for welfare recip­
ients with higher earnings, options that target the variable component 
of the exemption would be more appropriate. 

Option 2: Lower Variable Exemption (Figures 16-17) 

While the study conducted for the Ontario Fair Tax Commission tested 
five options for lowering the variable component of the earnings 
exemption, only one example is presented here. In Option 2, the vari­
able component of the earnings exemption was lowered from its exist­
ing 75 per cent to 67 per cent. Reducing the variable exemption from 
75 per cent to 67 per cent increases disposable income by several 
hundred dollars, as illustrated in figure 16, which compares Option 2 
and the current system. 

The pattern is similar in magnitude to the first option, except that 
Option 2 is relatively more generous for recipients with higher earn­
ings; the largest percentage increase in disposable income is seven per 
cent for recipients earning $14,000. Because variable exemptions are 
set as a percentage of earnings, they are worth more to recipients with 
higher earnings. 

As in doubling the flat-rate exemption, lowering the variable exemp­
tion from 75 to 67 per cent has the effect of pushing out the threshold 
within which single employable persons still may qualify for welfare 
from earnings of $13,000 under the current system to $16,000 under 
Option 2. 

Figure 17 shows that the marginal tax rate, for the most part, is lower 
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FIGURE 17 
Marginal Tax Rate, Single Employable Person, 
Option 2 - Lower Variable Exemption from 75% to 67% 
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under Option 2 than under the current system because of the lower 
welfare taxback. However, it increases significantly at the $14,000 and 
$15,000 earnings band, reflecting the fact that the greatest proportion 
of the tax burden - the welfare taxback - now applies to those bands. 

Option 2 is more targeted than Option 1 because the former results 
in a smaller increase in disposable income and also concentrates its 
largest benefits on a more narrow earnings range. Lowering the vari­
able exemption is a more appropriate option for removing some of the 
disincentive to work. 

· 
The results point to the problems associated with devising options 

for reform that are framed solely upon an assessment of marginal tax 
rates, the classic measure of the tax burden. While the marginal tax 
rates of persons in the lower earnings bands increase, their disposable 
income increases as well. The analysis makes clear the importance of 
looking at several measures, especially disposable income, in assessing 
possible options for reform. 

Federal Taxf['ransfers 

Because all provincial income taxes, except those in Quebec, are cal­
culated as a percentage of federal income tax, the study explored pos­
sible changes to the federal tax/ transfer system (i.e., the base for the 
Ontario income tax system). 

Option 3: Progressive Income Tax Schedule (Figures 18-19) 

In Option 3, federal income tax rates were changed to correspond to 
those in place prior to the 1988 federal tax reform; the latter reduced 
the number of tax brackets from ten to three and lowered the top 
marginal tax rate. We updated to 1992 dollars the tax brackets to which 
these rates applied. The following tax rates and corresponding brackets 
were incorporated in the Caledon Tax/Transfer Model: 6 per cent on 
taxable income under $1,632; 16 per cent on taxable income between 
$1,633 and $3,262; 17 per cent on $3,263-$6,252; 18 per cent on $6,253-
$9,787; 19 per cent on $9,788-$16,311; 20 per cent on $16,312-$22,836; 
23 per cent on $22,837-$29,361; 25 per cent on $29,362-$45,673; 30 per 
cent on $45,674-$78,297; and 34 per cent on taxable income of $78,298 
or more. 

The results in figures 18 and 19 show that the effect of this change 
at the lower end of the earnings scale is negligible because the lower 
tax rates are applied to very low levels of earnings. Most of the burden 
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FIGURE 19 
Marginal Tax Rate, Single Employable Person, 
Option 3 - Progressive Income Tax Schedule 
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of total taxes on welfare recipients who supplement their benefits by 
working for wages derives from the welfare taxback, not federal and 
provincial income taxes. 

Option 4: Federal Low-Income Tax Credit (Figures 20-1) 

The second option in this category involves the removal of federal 
income tax from single employable persons on STEP under the relevant 
after-tax poverty line ($12,867) - in this case, up to and including after­
tax income of $13,000, or $11,000 in employment earnings. 

Federal income tax was removed by introducing a non-refundable 
tax credit equal to the amount of federal income tax up to a maximum 
value of $700, which is equivalent to federal income tax at earnings of 
$11,000. The threshold for the maximum credit is $13,000 in after-tax 
family income. The credit declines at a rate of 10 per cent above the 
threshold, disappearing at earnings of $20,000. For example, workers 
earning $9,000 owe $370 in federal income tax and so would get a credit 
of $370, removing the federal income tax burden. Those earning 
$11,000 have federal income tax of $704 and would qualify for the 
maximum credit of $700, leaving $4 owing. Workers earnings $15,000 
pay federal income tax of $1,372 and would qualify for a credit of $500, 
leaving federal income tax payable of $872. 

We propose a family rather than an individual definition of income 
for purposes of the low-income tax credits proposed in our study, for 
both cost and equity reasons. Using an individual definition of income 
would result in low-wage individuals in non-poor families receiving 
the low-income tax credit, whereas higher-wage workers in non-poor 
families with the same total income would not be eligible for the low­
income tax credit. Obviously costs would rise as well if the low-income 
tax credit were based on individual as opposed to family income. 
Statistics Canada's low-income cut-offs, which we used to establish 
the thresholds for our low-income tax credit, are based on family - not 
individual - income. 

Figures 20 and 21 show that this option provides modest assistance 
to households in the $7,000 to $19,000 earnings band, with maximum 
help being directed to those earning between $14,000 and $16,000. This 
represents a targeted option in that it directs assistance primarily 
toward recipients on the margins of the welfare system. 
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FIGURE 21 
Marginal Tax Rate, Single Employable Person, 
Option 4 - Federal Low-Income Tax Credit 
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Option 5: Tax Welfare (Figures 22-3) 

The third option in this category is almost the opposite of the second. 
Rather than eliminating income tax for low-income persons, welfare 
was counted as taxable income. The deduction of federal and provin­
cialincome taxes currently permitted under STEP was not allowed and 
both welfare and employment earnings were considered to be taxable 
income. 

The purpose of testing this option was to determine what would 
happen if all sources of income were treated equally - i.e., "a buck is 
a buck is a buck," welfare included. This would remove the current 
disparity between the tax treatment of the welfare poor and the work­
ing poor. 

The results show that, of all the options considered here, only this 
one has a serious negative impact upon disposable income. Figure 22 
shows that disposable incomes for single employable recipients under 
Option 5 are lower than under the current system - a not insignificant 
loss of between seven and nine per cent of disposable income for certain 
households. 

The marginal tax rate for the $1,000 to $7,000 earnings band is higher 
than under the current system because recipients in this band formerly 
were exempt from taxation. Above these earnings, the marginal tax 
rate is almost identical because earnings at higher levels already are 
subject to income tax. 

This option could not be implemented on its own. It would have to 
be combined with some other measure - either a reduced welfare 
tax back and/ or a low-income tax credit in order to offset the tax burden 
that would be created by this move toward equity between working 
poor Ontarians with and without a welfare supplement from STEP. 
An example of an approach that combines taxation of welfare with a 
lower welfare taxback and a low-income tax credit is considered in 
Option 1 1 .  

Option 6: Double Basic GST Credit (Figures 24-5) 

The last option in the federal tax/ transfer system was to boost the 
refundable GST credit. In this case, the value of the basic component 
of the GST credit was doubled from $199 per person to $400 per person. 
The design of the current credit (i.e., its thresholds and reduction rates) 
was retained. 

The impact of this impact upon marginal tax rates and disposable 
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FIGURE 23 
Marginal Tax Rate, Single Employable Person, 
Option 5 - Tax Welfare 
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FIGURE 24 
Disposable Income, Single Employable Person, 
Option 6 - Double Basic GST Credit 
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FIGURE 25 
Marginal Tax Rate, Single Employable Person, 
Option 6 -Double Basic GST Credit 
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income is negligible. The increase ranges from just two per cent at the 
bottom end of the earnings scale to one per cent at $25,000. While the 
impact of this option is relatively small, it affects households over a 
wide range of earnings because of the low (five per cent) reduction 
rate built into the credit. In order to have a real effect on disposable 
income, the value of the GST credit would have to increase much more. 

This option would have high cost implications because it would 
apply to all lower-income and many modest-income Canadians and 
not simply to reci pi en ts of welfare. Moreover, it might be seen by some 
as an inappropriate means of combating poverty because the GST 
credit is not intended to act more generally as an income supplement, 
but rather only to partially offset the amount of GST that lower-income 
households must pay. 

Ontario Tax/Transfers 

Four options with respect to Ontario income taxes and transfers were 
modelled; the results of three of these options are presented here. 

Option 7: Double Ontario Tax Reduction (Figures 26-7) 

In Option 7, we raised the Ontario income tax threshold by doubling 
the Ontario tax reduction from $175 to $350. The improvements were 
almost imperceptible and provided only a sliver of assistance to single 
employable welfare recipients in a very narrow earnings band (be­
tween $9,000 and $12,000). The major effect of doubling the Ontario 
tax reduction is to push up the starting point for Ontario taxes from 
$9,000 to $11,000. The impact of this option, however, is much more 
significant for families with children (discussed later). 

Option 8: Ontario Low-Income Tax Credit (Figures 28-9) 

In Option 8, we removed Ontario income tax entirely from persons in 
the welfare band ($1,000 to $13,000). The tax was removed by intro­
ducing a credit worth a maximum $400 - just over the $367 in Ontario 
income tax that single employable persons pay at $11,000 in employ­
ment earnings or $13,000 in after-tax family income, which is roughly 
equivalent to the poverty line. (We also modelled an enriched low­
income tax credit.) The Ontario low-income tax credit is reduced at a 
rate of 10 per cent above the threshold of $13,000 in after-tax family 
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FIGURE 26 
Disposable Income, Single Employable Person, 
Option 7 - Double Ontario Tax Reduction 
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FIGURE 27 
Marginal Tax Rate, Single Employable Person, 
Option 7 -Double Ontario Tax Reduction 
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FIGURE 29 
Marginal Tax Rate, Single Employable Person, 
Option 8 - Ontario Low-Income Tax Credit 
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income and phases out at after-tax income of $17,000, which amounts 
in the case of single em playable persons on STEP to earnings of $20,000. 

Again, this option generated slight improvements in disposable 
income. There is only a small percentage increase in disposable income, 
with those in the $14,000 to $16,000 earnings band benefitting most. 
The credit does not help recipients below $9,000 in earnings because 
they do not pay any Ontario income tax. 

Option 9: Double Ontario Sales Tax Credit (Figures 30-1) 

As with the federal-only examples, we tested an option that focuses 
on the transfer rather than the tax side of the tax/transfer system. We 
doubled the value of the Ontario refundable sales tax credit from $100 
per adult to $200 per adult. Current thresholds and reduction rates 
were retained. 

Figure 30 makes clear that this option only slightly improves dis­
posable income, the increases ranging from one per cent at $1,000 in 
earnings to a mere one-half of one per cent at $25,000. A much more 
generous credit would be required to have a discernible effect on dis­
posable income and corresponding marginal tax rates. In general, 
improvements to existing Ontario refundable credits would have only 
a slight impact because the credits extend relatively far up the earnings 
scale and do not target their assistance toward households with very 
low earnings. 

There are significant cost implications associated with this option 
and, more generally, with any form of low-income tax credit. The 
higher costs would arise not only from raising the value of the credit 
but also from the fact that all low-income Ontarians (and not simply 
welfare recipients) would benefit from this form of assistance. These 
costs could be offset through other changes to the income tax system, 
such as raising the top marginal tax rate and converting RRSP and RPP 
deductions to credits. 

Combined Options 

Each of the options in the above categories tested only a single variable 
in order to determine the impact represented by that one change. In 
seeking ways to reduce the tax burden on low-income households, it 
may be more appropriate to combine selected single options. In this 
way, moderate changes can be made to several of the components that 
comprise the tax burden. The desired results may be effected through 
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FIGURE 31 
Marginal Tax Rate, Single Employable Person, 
Option 9 - Double Ontario Sales Tax Credit 
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a combination of measures rather than through a substantial change 
to one element only that would have significant implications for cost 
or other factors, such as equity or eligibility for welfare. 

For example, a modestly increased provincial sales tax credit com­
bined with a slightly lower variable exemption on welfare could have 
the same effect as a very high boost in the sales tax credit. The former 
option would be less costly because only part would apply to all lower­
income households. At the same time, it would open up the welfare 
system in that it would extend the band of earnings within which 
individuals still were eligible for welfare assistance, which would add 
to its cost. 

While there are many possi hili ties, the results of only three combined 
options are presented here. 

Option 10: Tax Welfare; Lower Variable Exemption (Figures 32-3) 

Option 10 combines the taxation of welfare with a lower variable earn­
ings exemption of 50 per cent (the existing rate is 75 per cent). The 
results show that the lower variable exemption on welfare does not 
compensate for the impact of income taxes at the low end of the earn­
ings scale. Recipients earning between $1,000 and $8,000 would lose 
disposable income because they now would pay tax on income that 
formerly was exempt from taxation. 

The combined effect of taxing welfare and a 50 per cent variable 
exemption on welfare pushes outthe welfare threshold to $17,000 from 
its current cut-off of $13,000 in earnings. This is not as high, however, 
as the $22,000 earnings level that still qualifies for welfare under the 
single 50 per cent variable exemption, the results of which are pre­
sented in the full study submitted to the Ontario Fair Tax Commission. 

The lower welfare threshold results from the taxation of welfare by 
changing the STEP formula, which calculates welfare on net earnings. 
The taxation of welfare tested in this option means that welfare is 
calculated on gross earnings. Even though the variable exemption is 
lower than under the current system, the tax back is high because the 
50 per cent is based on gross earnings. The high taxback reduces wel­
fare eligibility more quickly (i.e., at $17,000) than when the 50 per cent 
variable exemption is applied on its own. 
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FIGURE 33 
Marginal Tax Rate, Single Employable Person, 
Option 10 - Tax Welfare/Lower Variable Exemption to 50% 
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Option 11 :  Tax Welfare; Federal/Ontario Low-Income Tax Credit; 
Lower Variable Exemption (Figures 34-5) 

Option 1 1  combines a federal/Ontario low-income tax credit with a 
lower variable earnings exemption of 67 per cent (from the existing 75 
per cent) and taxation of welfare. The tax credit developed for this 
option is a variant of the federal low-income credit devised in Option 
4 and the Ontario low-income tax credit devised for Option 8. The 
maximum credit was set at $1,100, payable at the threshold of $13,000 
in after-tax family income (roughly the $12,867 after-tax poverty line 
for one person in a city of 500,000 or more) where current income taxes 
total $1,071 . We used a reduction rate of 20 per cent so that the credit 
is reasonably well targeted; it disappears at after-tax income of $18,500 
or 44 per cent above the poverty line. 

The results in Figures 34 show a significant though not large increase 
in disposable income, especially for recipients earning between $9,000 
and $16,000. The disposable income for these households increases by 
between five and nine per cent. 

The marginal tax rate for the earnings included in most of the "wel­
fare band" drops somewhat with this option (figure 35). The variable 
exemption is largely responsible for the improvement in that the fed­
eral and provincial income taxes within this income band comprise a 
relatively small component of the tax burden compared with the wel­
fare tax back. The marginal tax rate is higher for households with earn­
ings between $11,000 and $21,000 because of the fairly steep (20 per 
cent) reduction rate of the federal/Ontario low-income tax credit cou­
pled with the fact that the welfare tax back does not apply above earn­
ings of $13,000. 

Again, these results are instructive. Policy options framed solely on 
the basis of marginal tax rates might reject this option because marginal 
tax rates increase between earnings of $11,000 and $21,000. It is essen­
tial to balance this conventional criterion with a consideration of 
percentage change in disposable income that shows important im­
provements for households over a wide range of earnings. 

Option 12: Ontario Low-Income Tax Credit; Lower Variable 
Exemption (Figures 36-7) 

The third combined option consists of two Ontario actions - the 
Ontario low-income tax credit tested in Option 8 (which removes 
Ontario income tax from poor households) and the lower variable 



FIGURE 34 

An Analysis of the Welfare/Tax System in Ontario 93 

Disposable Income, Single Employable Person, 
Option 1 1  - Tax Welfare/Low-Income Tax Credit/Lower 
Variable Exemption to 67% 

$20,000 

$15,000 

$10,000 

$5,000 

Disposable income 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 

Employment earnings ($000) 

I c:::::=J Current system - Option 11 1 
Caledon Institute of Social Policy 

FIGURE 35 
Marginal Tax Rate, Single Employable Person, 
Option 11 - Tax Welfare/Low-Income Tax Credit/Lower 
Variable Exemption to 67% 
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FIGURE 36 
Disposable Income, Single Employable Person, 
Option 12 - Ontario Low-Income Tax Credit/Lower Variable 
Exemption to 67% 
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FIGURE 37 
Marginal Tax Rate, Single Employable Person, 
Option 12 - Low-Income Tax Credit/Lower Variable 
Exemption to 67% 
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earnings exemption for welfare recipients of 67 per cent examined in 
Option 2. Option 12 extends the welfare threshold from $13,000 to 
$15,000. 

The results in figure 36 show that disposable income rises for all 
households with earnings between $2,000 and $19,000. Households 
between $8,000 and $13,000 are the biggest winners in that they have 
the highest percentage increase (i.e., more than five per cent) in their 
disposable income; those at $13,000 get eight per cent more. The gains 
in disposable income decrease from $14,000 and above as the Ontario 
low-income tax credit declines. 

The marginal tax rate is lower than the current system for households 
with earnings up to $12,000. Marginal tax rates are higher between 
earnings of $13,000 and $20,000 because of the impact of the 10 per 
cent reduction rate built into the low-income tax credit, which adds to 
their tax burden even while improving their disposable income. Again, 
changes in disposable income as well as marginal tax rates must be 
taken into account in assessing options for reform. 

Families with Children 

The preceding options were explored using single employable welfare 
recipients as the base household. The study conducted for the Ontario 
Fair Tax Commission modelled several options for selected families 
with children. Since most of the results were similar to those for single 
employable individuals, only a summary of the key findings is pre­
sented here. 

Generally speaking, the results for single-parent families with one 
child age 2, one-earner couples with two children ages 3 and 5, and 
two-earner couples with two children ages 10 and 15 were similar to 
those for single employable recipients. Doubling the flat-rate exemp­
tion produced modest increases in disposable income - the gains 
declining above earnings of $5,000 - and modestly raised the earnings 
threshold where eligibility for some assistance from STEP ends. Low­
ering the earnings exemption from the present 75 per cent to 67 per 
cent resulted in small increases in disposable income that rise with 
earnings and also extended the welfare supplement further up the 
earnings scale. Doubling the Ontario sales tax credit created negligible 
increments in disposable income for families at all earnings levels. 

The one point of noticeable difference between STEP families and 
single employable recipients concerned doubling the Ontario income 
tax reduction under Option 7. The Ontario income tax threshold for 
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both one-parent families and two-parent households is considerably 
higher than it is for single employable recipients. Ontario income tax 
for single employable welfare recipients begins at earnings of just 
$9,000, which translates to an after-tax income $1,230 below the poverty 
line. By contrast, Ontario income tax starts at earnings of $19,000 or 
after-tax income $6,260 above the poverty line for single parents with 
one child age 2, earnings of $24,000 or after-tax income $2,901 above 
the poverty line for one-earner couples with two children ages 3 and 
5, and earnings of $23,000 or after-tax income that is $2,292 above the 
poverty line for two-earner couples with two children ages 10 and 15. 

As a result, options that reduce income taxes (e.g., doubling the 
Ontario tax reduction and introducing a low-income tax credit) are 
less relevant for families on STEP than forsingleemployablerecipients. 
Doubling the Ontario income tax reduction helps families with 
employmentearningshigher up the scale (e.g., in the case of one-parent 
families, $20,000 to $30,000 in earnings) whose incomes are thousands 
of dollars above the poverty line. However, this conclusion does not 
mean that income tax relief is irrelevant to all lower-income families: 
many working poor families not on the STEP program get most of 
their income from paid work and have to pay income taxes. 

We also experimented with a highly targeted federal child tax benefit 
option that substantially increased benefits for lower-income families. 
Using existing spending on the federal child tax benefit, we came up 
with an option that increased the maximum basic credit from $1,020 
to $2,571 and retained the $213 supplement for children ages 6 and 
under. Such a hefty boost in the maximum benefit requited lowering 
the net family income threshold from the present $25,921 to $18,000 
and raising the reduction rate from the current 2.5 per cent for families 
with one child and 5 per cent for those with two or more children to 
25 per cent. 

This option jettisons the earned-income supplement component of 
the current federal child tax benefit, which discriminates against poor 
families on welfare or unemployment insurance, in favour of a much 
larger - two-and-a-half times - child benefit for all poor families with 
net incomes below $18,000, whatever the source of that income. 
Because of the much steeper reduction rate required to maximize ben­
efits to lower-income families, the proposed child benefit would dis­
appear at net incomes of $29,136 for families with one child age 6 and 
under, $40,272 for families with two children ages 6 and under, and 
$38,568 for families with two children ages 7 or older. 

Finally, the analysis of the interface between the welfare and tax/ 



An Analysis of the Welfare/Tax System in Ontario 97 

transfer systems explored the possibility of adapting a Quebec-style 
Parental Wage Assistance Program (Aide aux parents pour leurs 
revenus du travail, or APPORT} to Ontario. APPORT supplements the 
employment earnings oflow-income families with children by provid­
ing an earnings supplement, a housingsubsidy, and an amount to help 
offset child care costs. The results found that a wage supplement based 
on the APPORT parameters results in a significant increase in dispos­
able income over a broad earnings range. 

Income-in-Kind 

This analysis of the interaction of the welfare and tax/ transfer systems 
would not be complete without some discussion of income-in-kind. 
The latter refers to the benefits that the welfare system provides not as 
cash but as goods and services. Income-in-kind includes, for example, 
health-related benefits, dental care, medications, and assistance for 
work-related costs, such as clothing and transportation. We could not 
attribute a specific monetary value to these items because they vary 
enormously by household. Nonetheless, these can be worth significant 
amounts of money, especially for families that incur very high health­
related costs. 

Poor households with high health-related costs, in particular, are 
much better off on welfare than they are in the paid labour market. In 
making this observation, we are not suggesting that these benefits be 
taken away. If anything, it is worth exploring how it might be possible 
to extend similar health-related benefits to all low-income households 
and not simply to those "fortunate" enough to receive welfare. 

Perhaps the key problem from the perspective of working parents 
is the availability of high-quality, affordable child care. It appears that 
welfare recipients have more ready access to subsidized child care than 
do working poor families (who may still qualify for subsidized care 
but often appear to receive less priority in terms of need). Again, the 
solution is not to reduce access for welfare recipients, but to improve 
access for working poor families so that the more ready availability of 
licensed subsidized care is not the factor that "ties" families to the 
welfare system. 

Conclusion 

There are numerous options for reducing the overall tax burden for 
welfare recipients who work. These options include changes to the 
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welfare system, the federal income tax system, and the Ontario income 
tax system, and combinations of changes to these three systems. 

The analysis of various options for reducing the tax burden on wel­
fare recipients as they move into the labour market shows that most 
of the changes would generate only modest improvements in dispos­
able income and would have a mixed impact on marginal tax rates, in 
some cases actually raising rather than lowering them. Yet these small 
improvements should not be dismissed, for two reasons. First, they 
would provide some additional and welcome funds to low-income 
families. Second, they represent feasible options in that they could be 
effected within the current tax/ transfer system without major struc­
tural changes. 

Larger increases to the disposable income of welfare recipients 
would require changing the welfare system itself. The welfare tax back 
represents, by far, the greatest proportion of the overall tax burden for 
welfare households. The greater the reduction in the welfare taxback, 
the more the increase in disposable income and (for most families) the 
larger the reduction in marginal tax rates; on the other hand, some 
families would face higher marginal tax rates because they now would 
qualify for welfare supplements. 

However, options that focus solely upon improving the welfare 
system could create unintended and undesirable effects- such as mak­
ing welfare a more attractive option for certain households than paid 
work and increasing welfare expenditures at a time when they already 
are extreme! y high. Such options also could have the effect of opening 
up the welfare net by raising the earnings threshold within which 
recipients still may qualify for assistance. Lowering the welfare tax­
back, then, could prove to be fiscally and politically problematic. 

This problem can be addressed in several ways or through a com­
bination of measures. First, to help reduce somewhat the costs of low­
ering the welfare tax back, welfare could be taxed in the same way as 
employment earnings, though there also should be a low-income tax 
credit available to all poor people. A second measure could involve 
the extension of income-in-kind to working poor families as well as 
welfare families. A major disincentive to leaving the welfare system 
thereby would be removed. Finally, a wage supplementation program 
similar to the Que bee model could help ensurethatpaid work is always 
a more attractive option than welfare. 

Changes to the federal and Ontario income tax systems would have 
only a small impact upon disposable income and marginal tax rates. 
Nonetheless, raising the taxpaying threshold to the after-tax low-
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income cut-off by means of a fully indexed low-income tax credit 
would help remove a significant disincentive to full-time employment. 
Raising the taxpaying threshold to the poverty line also would help 
improve equity between welfare poor and working poor households 
because neither would pay income taxes. A low-income tax credit 
should be based onfamilyratherthanindividual income and its thresh­
old should vary by family size. 

Increases to the GST and Ontario sales tax credits would have only 
a very slight impact on disposable income. By contrast, more generous 
low-income credits would have a larger - albeit still modest - impact 
on disposable income. 

The three options intended for families with children would produce 
significant increases in disposable income. The targeted federal child 
tax benefit is two-and-a-half times larger than the current child tax 
benefit and produced gains in disposable income of up to 12 per cent 
for the families with two children. The two Quebec-derived wage 
supplementation options raised disposable income by almost 20 per 
cent. 

The exploration of numerous options proved that it is important to 
examine more than marginal tax rates alone in gauging the viability of 
any proposals for reform. Changes in disposable income are equally, 
if not more, important in assessing which options are most appropriate 
and what their distributional consequences may be. So also, of course, 
are the relative costs of various options for change. 

In short, there is no single "correct," simple, or cost-free solution to 
easing the onerous tax burden on welfare recipients who supplement 
their benefits by working in the la bourforce. The appropriate measures 
for reform can be determined only in relation to desired goals - reduc­
ing the tax burden for recipients at the bottom of the earnings scale, 
lowering the tax burden for households with higher earnings to help 
them move off welfare, introducing horizontal equity in the income 
tax treatment of the welfare poor and the working poor, or concen­
trating assistance on poor families with children. 

Note 

We would like to thank Allan Maslove for his comments and support 
throughout this project. We also gratefully acknowledge the assistance of 
David Mercer, Policy Development and Program Design, Ontario Ministry 
of Community and Social Services, and the comments of professor Allan 
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Moscovitch, Carleton University School of Social Work. The Centre for Inter­
national Statistics, Canadian Council on Social Development, modelled our 
child benefit option using the Social Policy Simulation Database and Model 
(SPSD /M) from Statistics Canada. 
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3 A Profile of High-Income 
Ontarians 

BRIAN MURPHY, ROSS FINNIE, and 
MICHAEL WOLFSON 

Introduction 

The distribution of income can be likened to a parade. First, imagine 
that every member of society is somehow transformed so that their 
height is proportional to their income. Next, suppose that all individ­
uals are lined up in order of their "height," and they begin parading 
past. The parade actually starts with people whose heads are under­
ground - for example, self-employed business people who have suf­
fered net income losses. Then there is a long period when people can 
barely be seen over the hood of a car, and it is well past the halfway 
mark of the parade when we encounter people of average height. At 
this point heights are beginning to increase quite dramatically. Finally, 
in the last fraction of the parade there are a few individuals who are 
so tall their heads cannot even be seen up in the clouds. 

This vivid metaphor by Jan Pen (1971) conveys an accurate impres­
sion of Canada's distribution of income. Most data and analysis, how­
ever, cover only the beginning and middle of this parade. Concerns 
about the extent of "poverty" (most often defined as low income) and 
the character of Canada's social safety net invariably focus on the first 
quarter or fifth of the parade. Similarly, discussion about the burdens 
of income and sales taxes, or the phenomenon of the "disappearing 
middle class," focus on the middle of the parade. By comparison, the 
"giants" at the end of the parade have gone largely unstudied. This 
paper provides a profile of these high-income Canadians, focusing 
specifically on Ontario. 

The study of high-income individuals touches important social and 
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economic policy issues. Judgments regarding the equity of the tax and 
transfer system depend on the nature and extent of the redistribution 
of income. Continuing deficits by federal and provincial levels of gov­
ernment raise questions regarding the amount of revenue potentially 
obtainable from the "rich" and well-off. High effective tax rates often 
give rise to concerns about adverse incentives for a very dynamic part 
of the population and the subsequent impacts on the economy. Low 
effective tax rates, on the other hand, raise questions about whether 
so-called tax "loopholes" (more properly, "tax expenditures") are 
being properly used or appropriately targeted. 

The plan of the paper is as follows. First, we address the issue of 
defining high income - when does a "tall" person: become a "giant"? 
Next, we proceed to draw a profile of high-income Ontarians in terms 
of their characteristics and patterns of income and taxes. Third, we 
examine the patterns of income over time -how stable are the incomes 
of "rich" Ontarians? 

Defining High Income 

Deciding who are the "rich" in Canada has not been a widely debated 
topic in parliamentary committees, the popular press, or scholarly 
publications. For some observers, "rich" people live on palatial estates 
in exotic locations, own fleets of cars, stables of horses, and so forth. 
To others - perhaps the homeless or governments in need of tax rev­
enues - someone with high income could mean just a comfortable, 
middle-class person. An appropriate dividing line obviously falls 
between these two extremes - but where precisely do we draw the 
line? The following discussion provides some background to the choice 
of a definition of high income that will be used in this analysis. 

Drawing Low- and Middle-Income Lines 

A number of recent works have focused on defining families with low 
incomes (Ruggles 1990, Wolfson and Evans 1990). The debate on the 
definition of poverty has advocates for both an absolute and relative 
definition. An absolute approach to determining a low-income line 
estimates the income required to purchase minimum amounts of food 
(in terms of calories per day), shelter (as minimum rental rates), cloth­
ing, and other basic household expenditures. The Montreal Diet Dis­
pensary guidelines are an example of such l ines . 1  The relative 
approach, on the other hand, claims that low income is relative to the 
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well-being of all members of society. The Canadian Council on Social 
Development, for example, uses a relative definition of 50 per cent of 
average family income. 

Once calculated, these lines must be updated from year to year. 
There is both an absolute and relative way in which this can be done. 
Absolute updating inflates lines using price indexes. The official U.S. 
poverty line is an example of this absolute updating. Relative lines 
would be updated using such statistics as the growth in median 
income. Statistics Canada's Low Income Measure is an exam pie of such 
updating. To the extent that the growth in, for example, median income 
outpaces inflation, relative updating will produce higher cut-offs over 
time than will absolute updating. 

Many studies (OECD 1982, Wolfson and Evans 1990) use the relative 
definitions of poverty or low income, with the most widely used def­
inition being 50 per cent of median income (Buhman et al. 1988, Statis­
tics Canada 1991). Similarly, the middle class is defined as those 
individuals having between x per cent and y per cent of the median 
income. One definition sets x at 75 per cent and y at 150 per cent 
(Wolfson 1989, 1993). Intuitively, therelative approach is most appeal­
ing with regards to high incomes and is consistent with most of the 
Canadian low-income lines and international comparisons. 

The "Greenbook" Database 

Before we look at the distribution of incomes of Canada and Ontario, 
we will describe the data that we will be using in the main part of this 
paper. The first part of this analysis uses the 1990 "Green book" micro­
data file, which forms the basis of the annual publication Taxation 
Statistics, commonly known as the "Greenbook" (Revenue Canada 
1992). For 1990, the Greenbook file is a two per cent sample of 17.6 
million Canadian tax filers, and includes detailed income and tax infor­
mation on 355,622 tax filers. For Ontario the overall sample size is 
1 10,000, representing 6.65 million filers. The sample is particularly 
suited for this study as it is stratified to capture particularly sparse 
groups of the population, such as high-income filers. Thus the sample 
includes all filers with incomes over $450,000 (approximately the top 
0.1 per cent) and about 50 per cent of all filers with incomes between 
$350,000 and $450,000. 

The Green book file is very different from the survey databases com­
monly used to study low and middle incomes. The Greenbook does 
not include all individuals in Canada - only individuals who file tax 
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returns. Moreover, the Green book does not include in its definition of 
income several government transfer payments. However, given the 
income-tested nature of these transfer programs, high-income individ­
uals receive an insignificant portion of these transfers, and these make 
up only a tiny fraction of the incomes of high-income filers. The Green­
book reports the taxable amounts of capital gains and dividend income. 
In this analysis we have ad jus ted these amounts to represent the actual 
income received from these sources. 

The Green book represents individuals, not families (though family 
data have been constructed from tax returns - such as the LAD dis­
cussed below). To theextentthat high-income families may use various 
forms of income splitting, the data used here will understate the upper 
tail of the income distribution. 

The Distribution of Income in Canada and Ontario 

Tables 1 and 2 give a sense of the overall distribution of individual 
income tax filers in Canada and Ontario.2 Table 1 presents the income 
percentiles for Canada and Ontario. The first two columns show the 
incomes at a variety of percentile thresholds. Over one-half of all Cana­
dian tax filers have incomes below $20,000 (this is quite different from 
the more familiar Statistics Canada Survey of Consumer Finances 
[SCF] data on families, because of differences in coverage and the 
treatment of multiple-income families).3 Over 80 per cent of individuals 
have incomes below two times median (i.e., $40,000), and about 95 per 
cent are below three times median (i.e., $60,000). 

If we compare Ontario with Canada as a whole, Ontario filers have 
higher incomes throughout virtually the entire distribution. The size 
of the Canada-Ontario difference is greater at higher income levels, 
reaching $17,000 at the 99th percentile. Thus the highest incomes in 
Ontario are higher than those in other provinces. The last two columns 
offer another perspective by showing thepercentilethresholdsas a per 
cent of median income in Canada and Ontario respectively. 

For a clearer picture of the distribution of incomes of individual tax 
filers in Canada and Ontario, table 2 shows the average incomes and 
income shares for various percentile groups. The boxed area in the 
middle shows statistics for income quintiles, while the rows above and 
below describe the tails of the distribution. The distribution is more 
unequal than the distribution for families (not shown). For example, 
the Statistics Canada Survey of Consumer Finances (SCF) reports that 
for all families and unattached individuals in 1990 43.3 per cent of total 
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Individual Total Income Percentiles, Canada and Ontario, 1990 

Percentile Threshold 
Percentile Threshold as a Percent of 

($000s) Median Income 

Percentile Canada Ontario Canada Ontario 

1 0.1 0.1 1 1 
5 1 . 1  1.5 5 7 

10 3.7 4.4 19 20 
20 7.6 8.5 39 39 
25 9.4 10.6 48 48 
40 15.3 17.3 77 78 
50 19.8 22.0 100 100 
60 24.6 27.2 125 123 
75 33.7 36.3 171 165 
80 37.7 40.4 191 184 
90 49.4 53.1 250 241 
95 61.4 65.8 311 299 
99 114.1 131.5 578 597 

Source: Special tabulations, 1990 Green book file(Revenue Canada 1992) 
Note: Total income as measured using tax data excludes GIS, Social Assistance, Work­
ers' Compensation, and some other government transfers, but includes OAS and CPP I 
QPP. For this study the refundable sales tax credit and refundable child tax credit have 
been included in total income. Capital gains and dividends are actual amounts 
received, not taxable amounts. 

income went to the top quintile, while 4.7 per cent went to the bottom 
quintile. For individual tax filers the comparable shares were 49 per 
cent and 3 per cent respectively. The basis of this study is, however, 
tax filing individuals, and tax filers are somewhat more unequally 
distributed partly because they do not have to report various transfer 
payments. 

As in table 1, average incomes for Ontarians are higher than Cana­
dian averages in all groups, with the exception of those groups report­
ing average losses.4 The figures in the second pair of columns in table 
2 show that while incomes in Ontario are higher, income shares are 
virtually identical for Canada and Ontario, with only the top one per 
cent in Ontario receiving a slightly larger share. 

Drawing a High-Income Line 

With this perspective on the general shape of the income distribution, 
we now move toward a working definition of "high income." A num-
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TABLE 2 
Average Income and Income Share by Percentile Income Group, Canada 
and Ontario, 1 990 

Percentile 
group 

Bottom I 
Bottom 5 
Bottom 1 0  
Bottom 20 
20-40 
40-60 
60-80 
Top 20 
Top 1 0  
Top S 
Top I 

Canada 

--4 
-0.4 

0 9  
3.3 

1 0.8 
1 9.8 
30.6 
62 
75.6 

1 07.7 
23 1 .6 

Mean a 

Ontario 

-6.2 
-0.7 

I I 
3.8 

1 2.2 
22.1 
33.2 
69 
85. 1  

1 25 . 1  
287 . 1  

Income Share 

Canada 

0% 
0% 
0% 
3% 
9% 

1 6% 
24% 
49% 
36% 
24% 

9% 

Ontario 

0% 
0% 
0% 
3% 
9% 

1 6% 
24% 
49% 
36% 
24% 
10% 

Source: Special tabulations, I 990 Greenbook file (Revenue Canada 1992) 
aMeansare rounded to the nearest $ 1 00. 

ber of studies have, in fact, already drawn a line for high-income 
groups. The U.S. Bureau of the Census (1987) conducted a study to 
provide marketers with a guide for identifying populations with dis­
cretionary income (income remaining after day-to-day needs are met). 
The definition of "having discretionary income" was arbitrarily set at 
a point where households have disposable incomes 30 per cent higher 
than the average disposable income (within various size, age, and 
location groups). This is obviously a relative definition. The study 
found (coincidentally) that 30 per cent of American households have 
discretionary income. By referring to table 1 above, we see that this 
would translate into a line of about $35,000 for Ontario - arguably too 
low for a high-income line. 

In another U.S. study, Danzinger,Gottschalk, and Smolensky (1989) 
defined the "rich" as persons living in families with family incomes 
exceeding nine times the U.S. poverty line. This produced a line of 
about $95,000 in 1987 current dollars and resulted in an incidence of 
high-income persons of seven per cent. If we were to use a similar 
seven per cent incidence, the data for Ontario in table 1 would produce 
a high-income threshold of about $60,000, albeit for individuals rather 
than families. 

Of course, these U.S. lines do not strictly apply to Canada. The 
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distribution of income here is more equal (Wolfson and Murphy 1992), 
so there are fewer giants in our parade, and compared with those in 
the United States they are not as tall. For example, from data from the 
SCF and the U.S. Current Population Survey, 2.8 per cent of U.S. fam­
ilies had incomes above three times the median family income, which 
is twice that in Canada.5 Also the average income for the top five per 
cent of families in the United States was $137,000, compared with 
$120,000 in Canada (Wolfson and Murphy 1992).6 

A quite different approach to the definition of high income is to infer 
it from federal and provincial surtax structures. A surtax is an addi­
tional tax calculated as a percentage of basic federal or provincial tax. 
In the case of a high-income surtax, the additional tax begins only when 
basic taxes exceed a given threshold. In 1990, the federal high-income 
surtax started at $15,000 of basic federal tax. An individual filer would 
require a minimum taxable income of $70,000 to face a $15,000 tax 
liability, so $70,000 could be taken as an implicit "high-income line."7 

The tax system can, and has,shifted this implicit" definition" of high 
income quite often. By 1993 a taxable income of $62,260 would have 
been sufficient to trigger the high-income surtax - an 11 per cent drop 
over three years. Similarly, in Ontario, this implicit definition of high 
income was $83,300 in 1990 and by 1993 had dropped 17 per cent to 
$69,200. 

In this context, and as a somewhat arbitrary definition, we will be 
using a relative definition of high income -roughly three times median 
income - which results in a high-income threshold of $66,000 for 
Ontario in 1990. For ease of calculation and consistency in tables, we 
have used as a working definition the cut-point for the top five per 
cent of Ontarians: a threshold of $65,800. 

Let us now place this definition into the context of the distribution 
of income in Ontario. The top chart of figure 1 shows the distribution 
of income for all Ontario tax filers. The bottom chart gives an expanded 
view of the top five per cent of Ontarians -those with incomes exceed­
ing the three times median income definition (i.e., the right-most bar 
of the top chart). This chart illustrates our parade metaphor: The hor­
izontal axis in the top chart divides the tax filing population into 20 
groups of equal size. The vertical axis then shows the mean income of 
each 1 /20th group relative to the mean income of all filers. For example, 
the richest five per cent of filers had in excess of four times the mean 
income. As the bottom chart shows, the top 0.25 per cent of filers had 
incomes that average over 20 times the average for all filers. 
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FIGURE 1 
Relative Mean Incomes by Percentile Group, All Tax Filers 
and Top 5 Per Cent of Filers, Ontario 1 990 
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We turn now to a profile of high-income Ontarians using the 1990 
Green book file. This section is organized into three parts. The first part 
compares the distribution and average incomes of high-income filers 
with non-high-income filers by age, sex, marital status, and occupa­
tion. The next part examines tax rates. The third part looks at the 
income and tax profiles of Ontarians. 

Demographic Profiles 

Table 3 looks at filers across three dimensions: sex, marital status, and 
age. The column structure is repeated throughout much of the analysis 
and warrants some explanation here. The table is divided into two 
groups of four columns each; one group shows the percentage distri­
bution of filers and the other group their average incomes. The four 
columns within each group show four different segments of filers -
labelled Quintile Income Group. The first two columns split the pop­
ulation at the 95th percentile. The lower-income 95 per cent of filers 
are in the first of these columns, and the top 5 per cent of filers in the 
second. Together these two columns include all filers. The next two 
columns show progressively better-off subsets of the top five per cent 
of filers - first the top one per cent and then the top tenth of one per 
cent. The rows of table 3 show the three characteristics of interest - sex, 
marital status, and age. The percentages within each of these break­
downs sum vertically to 100. So, for example, individual filers aged 
25-44 represent 46.6 per cent of the bottom 95 per cent of tax filers in 
1990 and 40.6 per cent of the top 5 per cent. The first row of the Percent 
Population group gives the estimated population in thousands. The 
second set of four columns presents average incomes. 

In general, high-income filers tend to be middle-aged, married, and 
male. Figures in table 3 show that males dominate the high-income tax 
filing population, peaking at 87.2 per cent of the top 0.1 per cent. 
Married filers also dominate the high-income group, representing 77.6 
per cent of those filers. Younger individuals are relatively rare among 
the top 5 per cent, which is dominated by those over age 44. Similarly, 
average incomes increase with age among the top 5 per cent. The 
average incomes among high-income males, elderly (and the 45-64 
group), and married filers are the highest of their respective sex, age, 
and marital status groups, over $125 thousand in each case. 

Table 4 has the same structure as table 3 but presents tax filers by 
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TABLE 3 
Distribution and Mean Incomes of Individual Tax Filers by Income Group, Age, Sex, 
and Marital Status, Ontario, 1990 

Per Cent Population by Average Income ($000s) by 
Quantile Income Group Quantile Income Group 

0-9S Top S Top 1 Top 0.1 0-9S Top S Top 1 Top 0.1 

All (OOOs) 6,318 332.4 66.S 6.6 23 12S 286 1,002 

Sex 
Male 49.5 80.6 8S.O 87.2 27 128 291 1,02S 

Female so.s 19.4 1S.O 12.8 19 112 261 840 
Marital status 

Single 46.4 22.4 16.8 16.6 19 114 279 9S8 
Married S3.6 77.6 83.2 83.4 26 128 288 1,010 

Age 
0-24 1S.1 0.4 o.s o.s 12 129 26S 844 
2S-44 46.6 40.6 3S.6 24.5 26 112 2S1 927 
4S-64 24.2 46.9 49.0 S6.2 27 131 304 1,027 
6S + 14.1 12.0 1S.O 18.9 20 144 31S 1,028 

Source: Special tabulations, 1990 Green book file (Revenue Canada 1992) 

occupation. Business employees dominate every income group and 
comprise 52.9 per cent of the top 0.1 per cent group (about 3,500 indi­
viduals), where they are likely to be top executives. Government 
employees are the second-largest group both below and above the 95th 
percentile; however, few remain above the 99th percentile. Other occu­
pations that have lower representation among the higher-income seg­
ments of the population include farmers/fishermen, pensioners, and 
others. There are virtually no professionals in the non-high-income 
group, while they make up a significant share of the top one per cent 
of filers. Investors are also more concentrated among the higher per­
centile groups. Investors show a fourfold increase in proportional rep­
resentation, rising from 6.6 per cent of the 0-95 group to 31.0 per cent 
of the top 0.1 group, second only to top business employees. 

To lead us into the section on taxes, figure 2 presents the percentage 
shares of income and taxes for the four income groups. The shares are 
calculated as the ratio of total income or taxes for each income group 
to total income or taxes for all Ontarians. Total tax includes federal 
plus provincial taxes, including the repayment of OAS and Family 
Allowances, plus payroll taxes. Total income is income as reported in 
the Greenbook using total capital gains and dividend income plus the 
child tax credit and sales tax credit.8 The bottom 95 per cent of the tax 
filer population receives 77.8 per cent of the income and pays 69.2 per 
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TABLE 4 
Distribution and Mean Incomes of Individual Tax Filers by Occupational Group, 
Ontario, 1990• 

Percent Population by Average Income ($000s) by 
Quantile Income Group Quantile Income Group 

0-9S Top S Top 1 Top 0.1 0-9S Top S Top 1 Top 0.1 

Business employee S0.9 48.3 42.7 S2.9 2S 124 313 1,080 
Government" 16.3 19.7 3.2 32 83 16S 
Farmers/ fishermen 0.8 0.4 0.2 17 107 283 
Accountants 0.0 0.6 0.9 31 127 19S 
Doctors, dentists 0.1 4.9 14.0 4.1 37 16S 214 S93 
Notaries, lawyers 0.1 1.7 4.2 2.4 34 16S 234 682 
Other professional 0.7 1.8 2.2 2.3 22 139 290 999 
Investors 6.6 1S.4 26.0 31.0 21 16S 30S 917 
Property owners 0.8 1.0 1.8 1.4 1S 149 246 884 
Pensioners 12.S 2.8 0.9 18 87 196 
Others 11.3 3.5 3.9 S.1 10 144 349 1,239 
All 100.0 100.0 100.0 100.0 23 12S 286 1,002 

Source: Special tabulations, 1990 Green book file (Revenue Canada 1992) 
• Self-reported occupation from income tax returns. 
b Government includes federal/provincial/municipal employees, teachers, institu­
tions, and Crown corporations. 
- Sample size less than 2S. If the sample size of a particular cell in any of the tables is 
below 2S then the information for that cell is suppressed. 

cent of the taxes, while the top 5 per cent of tax filers receive the 
remaining 22.2 per cent of all income and pay 30.8 per cent of all taxes. 
Note that the ratio of taxes to total income steadily rises with higher­
income groups. 

Effective Tax Rates 

Tax rates are an important indicator of the fairness of a tax system. Tax 
rates in relation to income are a good measure of the vertical equity of 
a system whose basic principle is taxation according to the ability to 
pay. This principle is generally interpreted to mean that those with 
higher incomes should face higher tax rates. However, the tax system 
is not only used as a tool for achieving vertical equity; fairness, or 
equity, also means that people in similar circumstances should be taxed 
in a similar way (horizontal equity). The tax system is also asked to 
meet other goals, such as simplicity, efficiency, revenue generation, 
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FIGURE 2 
Distribution of Income and Taxes by Quantile Income Group, Ontario, 1990 
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and the granting of various concessions and incentives referred to as 
tax expenditures. These goals are often competing and the political 
process determines the appropriate balance. 

There are a number of different tax rates that can be examined. 
Nominal tax rates are the rates provided in legislation. The statutory 
federal personal income tax rates of .17, .26, and .29 are one example. 
A marginal tax rate is the rate at which additional income would be 
taxed (i.e., how much tax is payable on an additional dollar of income). 
These rates are sensitive to the kind of additional income and the unit 
of analysis (i.e., individual or family), as we shall see later. Effective 
tax rates are what we will be focusing on in this analysis. They are 
calculated as the ratio of the taxes paid to the total income of an indi­
vidual or group. 

The general progressivity of thepersonal income tax system, roughly 
indicated by figure 2 above, is shown more directly in figure 3 below. 
There are five sets of bars, one set for each quantile income group, and 
one set for all filers. The height of the bars represents the effective tax 
rate or ETR (the proportion of total income paid in taxes). Tax rates are 
clearly higher in the higher-income groups. The set of two bars shows 
two different ways in which ETRs may be calculated, and, as can be 
seen, the results are somewhat different. The first of the two bars is 
calculated using the more common approach of dividing total taxes 
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Effective Tax Rates by Quantile Income Group, Ontario, 1990 
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paid by all filers in the group by their corresponding total income. Thus, 
according to this method, 20.6 per cent of all income for the non-high­
income population is paid out in taxes. The second bar is calculated 
by first computing each individual filer's ratio of taxes to total income, 
and then averaging these individual ETRs. This gives the average ETR 
across individuals and results in lower effective tax rates. For example, 
non-high-income tax filers paid 14.9 per cent of their income to taxes. 
The key difference is that in the first case the effective tax rate is 
weighted by income, and in the second case by population. We shall 
use the latter method in the rest of the analysis. Either way, however, 
figure 3 shows a generally progressive structure of effective federal 
plus Ontario tax rates. From 14.9 per cent, the rates climb to 30.6 per 
cent, 33.6 per cent, and finally, 37.0 per cent. 

The ETRs in figure 3 may still seem low, averaging well under 20 
per cent overall and about 30 per cent for the top five group, especially 
when compared with the statutory tax rate of 50.2 per cent for Ontario 
residents in 1990. It is critical, however, to keep in mind the difference 
between average and marginal tax rates. 

In order to highlight the distinction between marginal and average 
rates, figure 4 compares average effective tax rates with two types of 
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FIGURE 4 
Simulated Tax Rates by Year for the Top 5 Per cent of Filers and 
the Bottom 95 Per cent of Filers, Ontario, 1988 
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marginal rates using the Social Policy Simulation Database and Model 
(SPSD/M) (Bordt et al. 1990). The tax and transfer system rules, rates, 
and levels from each of the 10 years 1984 to 1993 were applied to a 
1988 population of individual tax filers, and the results were split into 
two income groups: the bottom 95 per cent and the top 5 per cent. Also, 
because the tax treatment of earnings and interest has differed signif­
icantly, marginal rates for each income source have been estimated. 
The simulated average effective tax rates (labelled "Effective" in the 
graph) are at roughly the same levels as calculated using the Green book 
file. They have been generally increasing over the past decade for the 
tax filer population as a whole. In particular, there has been more 
fluctuation in the high-income population due to numerous changes 
to top federal tax brackets and to high-income surtaxes. The "mar­
ginal" tax rates, in contrast, have been estimated by simulating the 
incremental tax liability each individual would have faced if either 
their earnings or interest income had been increased by a small amount. 
The resulting marginal tax rates were then averaged across all filers 
within each income group. They are consistently at least 15 per cent 
higher than the effective rates.9 

Table 5 shows ETRs by demographic group. Male filers have slightly 
higher tax rates than females, as do married couples relative to single 
persons. This is due to their higher average incomes. The elderly have 
among the lowest ETRs - below 10 per cent - in the non-high-income 
group, and among the highest ETRs in the high-income groups. These 
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TABLE S 
Mean Effective Tax Rates of All Individuals by Age, Sex, and Marital Status, 
Ontario, 1990 

Effective Tax Rate 
Quantile Income Group 

0-9S Top S Top 1 

All 14.9 30.6 33.6 
Sex 

Male 17.1 31.0 34.1 
Female 12.7 28.8 31.0 

Marital Status 
Single 12.9 29.7 31.6 
Married 16.6 30.8 34.0 

Age 
0-24 10.0 28.1 30.9 
2S-44 17.4 31.0 34.3 
4S-64 17.0 30.4 33.4 
6S + 8.2 29.8 32.8 

Source; Special tabulations, 1990 Green book file (Revenue Canada 1992) 

Top 0.1 

37.0 

37.3 
34.3 

3S.1 
37.3 

26.6 
37.1 
36.9 
37.0 

results are also consistent with the table 3 figures on average incomes. 
However, 25-44-year-old filers have lower average incomes than the 
45--65-year-old filers but experience higher ETRs in the high-income 
groups. This is likely an income composition effect, where younger 
high-income earners do not have as high a proportion of incomes from 
investments as do their slightly older counterparts. 

Table 6 presents average effective tax rates by occupation. The lowest 
marginal rates in all high-income groups are experienced by investors; 
24.2 per cent in the high-income group, 6.4 per cent below average for 
that group. This is likely due to the more favourable tax treatment 
accorded investment income in comparison to labour income. Thus 
the recipients of labour income - business employees and certain 
professionals - experience the highest rates. 

As a reflection of the general progressivity of the tax system, within 
the non-high-income population, occupations with above-average 
ETRs are the same occupations that had above-average incomes (see 
table 4). However, for the high-income filers, accountants, investors, 
and others have above-average incomesand below-average ETRs. This 
relationship was true of only investors in the top one per cent and 
investors and property owners in the top 0.1 per cent. Again, this is 
likely due to the more favourable tax treatment accorded investment 
income in comparison to la hour income. 

The effective tax rates by occupation show more variability across 
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TABLE 6 
Effective Tax Rates of All Individuals by Occupation and Quantile Income Group, 
Ontario, 1990 

Effective Tax Rate 
Quantile Income Group 

Occupation 0-95 Top S Top 1 

Business employee 17.5 32.1 37.5 
Government 20.2 31.1 36.0 
Farm/fish 9.4 25.6 23.6 

Accountants 15.1 30.2 32.9 
Doctors, dentists 20.7 33.8 36.4 
Notaries, lawyers 19.7 33.8 36.5 
Other professional 13.6 32.0 36.3 

Investors 11 .7 24.2 24.9 
Property owners 10.8 28.5 33.3 
Pensioners 7.2 29.2 35.2 
Others 6.4 30.1 33.5 
All 14.9 30.6 33.6 

Source: Special tabulations, 1990 Green book file (Revenue Canada 1992) 
- Sample size less than 25 

Top 0.1 

41.5 

40.1 
40.0 
40.9 
27.7 
35.7 

40.5 
37.0 

occupations than across the various demographic breakdowns.10 
Another important source of variation in ETRs is differential access to 
and/ or use of various deductions and tax credits. Through use of such 
tax provisions, 225 filers of the top 0.1 per cent of filers had effective 
tax rates of 10 per cent or lower; some 75 filers had reduced their ETRs 
to one per cent or lower.11 While this phenomenon is most striking at 
high levels of income, there are individual tax filers at all income levels 
who experience these low rates. 

Figure 5 below highlights the relationship between income and 
ETRs. The bars indicate the proportion of filers with ETRs of 10 per 
cent or lower ("low" ETRs) by percentile income group across the 
horizontal axis, and the solid line gives average ETRs. The width of 
each bar is proportional to the size of the population it represents. As 
was implied by figures given earlier, average ETRs rise steadily with 
income at all income levels. Virtually all filers in the first two decile 
groups have ETRs below 10 per cent. The proportion drops quickly 
over the next seven decile groups, with 1 .6 per cent of filers in the ninth 
decile having "low ETRs." The final three bars represent the 90th-95th, 
96th-99th, and the top percentile. While the ETRs continue to increase 
for these groups, the percentage with "low ETRs" actually increases 
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as well. The top percentile group have a greater proportion of filers 
with "low ETRs" than do filers in all decile groups above the median. 

Income and Tax Profiles 

We now turn to examine the composition of income and the use of 
deductions and tax credits. Table 7 has two sets of four columns. The 
first set presents the share of total income by income source. So, for 
example, 74.5 per cent of total income in the 0-95th percentile group 
was employment income (wages, commissions, and gratuities). The 
second set of columns gives the per cent of filers reporting income from 
each particular source. 

Wages and salaries form the majority of total income in all four 
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TABLE 7 
Per Cent Shares of Total Income by Source and Per Cent of Filers Reporting Different 
Types of Income by Quantile Income Group, Ontario, 1990 

Per Cent Share of Total Income Per Cent of Filers Reporting 

Quantile Income Group Quantile Income Group 

0-9S Top S Top 1 Top 0.1 0-9S Top S Top 1 Top 0.1 

Employment 
Subtotal 74.5 S8.6 47.7 S4.3 73.0 80.0 69.1 82.5 

Investment 
Interest 7.4 9.9 10.5 10.9 S3.9 84.2 90.9 96.4 

Partnership -0.1 -0.5 -0.7 -0.9 0.4 8.7 22.1 31.9 

Dividends 0.7 S.1 7.4 9.S 7.9 38.0 S2.1 6S.8 

Capital gains 0.6 8.2 12.2 11.9 2.7 20.8 36.1 4S.O 

Other 4.2 3.0 1.9 1.3 18.2 29.4 33.2 38.3 

Subtotal 12.9 2S.8 31.4 32.7 S8.8 90.2 9S.2 98.9 

Self-employment 
Business 1 .3 1.2 1.3 2.2 6.1 6.6 7.5 13.S 

Professional 0.8 10.5 1S.5 6.0 1.4 13.S 26.2 14.5 

Other 0.3 0.5 0.3 0.2 2.1 3.7 s.s 4.9 

Subtotal 2.5 12.1 17.2 8.4 9.4 22.4 3S.8 29.7 

Transfers 8.7 1.2 0.6 0.2 6S.3 S4.3 S8.3 S3.7 
Alimony & other 1.4 2.4 3.1 4.4 12.3 22.3 32.0 34.4 
Total 100.0 100.0 100.0 100.0 99.9 100.0 100.0 100.0 

Multiple income sources 
Employment or self-employment and investment 39.7 74.8 76.8 84.7 
Employment and self-employment and investment 1 .3 6.1 9.0 10.9 

Source: Special tabulations, 1990 Green book file (Revenue Canada 1992) 

income groups, but are more predominant among the first 95 per cent, 
where this source makes up 74.5 per cent of income. Self-employment 
income shows the most dramatic relative increase in importance-from 
2.5 per cent for the non-high-income population to 12.1 per cent for 
high incomes and 1 7.2 per cent for the top one per cent. Professional 
income forms the lion's share of self-employment income but does 
decline somewhat in importance at the highest incomes. Business 
income on the other hand, while much smaller in absolute share, 
increases in importance for the top tenth of one per cent of filers. Not 
surprisingly, investment income also shows an increased importance 
for high-income filers. While dividends and capital gains are a rela-
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tively small 10  per cent of investment income for non-high-income 
filers, they form 65 per cent of investment income for the top 0.1 per 
cent of filers. 

The second part of the table, which reports the percentage of tax 
filers reporting income from the various sources, supports the per­
centage share numbers. The dip in the reporting of employment 
income for the top one per cent is offset by the increase in self-employ­
ment income. A key feature is that it points to the underlying trend of 
higher-income groups more often reporting multiple sources of 
income. This point is made directly in the bottom portion of the table. 
The percentage of filers simultaneously reporting employment, self­
employment, and investment income rose from 1 .3 per cent of the 
non-high-income group to 10.9 per cent of the top 0.1 group. 

In table 8 we present estimates similar to those in table 7, but for 
allowable deductions from income and for tax credits. The pattern of 
more filers reporting in vestment income in higher-income groups, and 
investment income accounting for a greater proportion of total income 
among those with higher incomes, is reflected in the use of deductions12 
and credits. Carrying charges, capital gains exemptions and exclusions, 
and the dividend tax credit show large increases for the high-income 
groups. The RPP, RRSP, and Other deductions and the personal non­
refundable credits form the overwhelming bulk of "write-offs" for the 
non-high-income population, and are only a small percentage of 
deductions and credits for high-income Ontarians. 

Table 9 presents the share of income, deduction, and tax credits 
disaggregated by sex. In the income shares section of the table we see 
that a significantly higher proportion of females' total income comes 
from investment and other income, while a lower proportion comes 
from employment and unemployment earnings. More striking i? the 
increase in the investment shares across income groups. Men's invest­
ment income as a share of total income rises two-and-one-half times 
between the non-high-income group and the top 0.1  group, while the 
women's share more than quadruples. This income pattern is similar 
for the capital gains deduction and the dividend tax credit. Carrying 
charges, however, are a fairly even proportion of deductions for high­
income females, while they do increase for males. Overall these trends 
suggest that investment income is being split between high-income 
spouses (recall the high proportion of married filers in the high-income 
population). 
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TABLE S 
Per Cent Share of Deductions and Tax Credits and Per Cent of Filers Reporting by 
Quantile Income Group, Ontario, 1990 

Per Cent Share Per Cent Reporting 
Quantile Income Group Quantile Income Group 

0-9S Top S Top 1 Top 0.1 0-9S Top S Top 1 Top 0.1 

Deductions 
RPP 22.0 7.4 1.3 0.3 18.3 31.4 12.4 7.1 
RRSP 38.4 22.1 14.3 6.0 22.0 S8.S 68.2 69.4 
Carrying charges 6.1 1 8.9 2S.7 37.9 16.0 S3.0 60.4 69.6 
Capital gains 

exemption 6.3 34.4 43.2 42.8 2.0 14.5 22.6 26.0 
Capital gains 

exclusion 2.7 16.7 22.6 29.9 2.7 20.8 36.1 4S.O 
Dividend gross up -3.0 -10.3 -13.7 -23.7 7.9 38.0 S2.1 6S.8 
Other 27.5 10.7 6.7 6.9 32.0 41.6 29.6 2S.6 
Total 100.0 100.0 100.0 100.0 S6.2 96.0 97.2 97.5 

Tax credits 
Charity & gifts 2.S 13.1 17.4 21.1 31.1 72.1 76.6 78.0 
Federal political 0.0 0.1 0.1 0.1 o.s 3.2 S.6 8.6 
Investment credit 0.0 0.2 o.s 0.6 0.0 0.1 0.4 0.4 
Dividend credit 1.7 34.0 SS.7 70.7 7.1 37.1 S0.4 64.0 
Personal & other 

credits 9S.7 S2.6 26.2 7.S 100.0 100.0 100.0 100.0 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Source: Special tabulations, 1990 Green book file (Revenue Canada 1992) 

Ontario Tax Filers in 1 990: Summary 

High-income filers in Ontario tend to be middle-aged, married men. 
Business and government employees make up about two-thirds of both 
high- and non-high-income groups. The proportion of investors more 
than doubles between the non-high- and high-income groups. In the 
top 0.1 per cent income group, business employees account for more 
than one-half of tax filers, and investors make up another 31 per cent. 

The general progressivity of the tax system gives rise to the finding 
that non-high-income tax filers receive about 80 per cent of all income 
and pay about 70 per cent of federal and provincial income and payroll 
taxes. The high-income filers receive the remaining 22 per cent of all 
income and pay the balance of 31 per cent of the taxes. Effective tax 
rates experienced by high-income filers are close to three times those 
of non-high-income filers. 
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TABLE 9 
Per Cent Share of Total Income by Quantile Income Group and Sex, Ontario, 1990 

Males Females 

0-9S Top S Top 1 Top 0.1 0-9S Top S Top 1 Top 0.1 

Income source 
Employment 76.9 62.2 S1.1 S7.4 71.2 41.6 26.4 28.3 
Investment 11.3 21.6 27.1 29.2 1S.1 4S.4 S8.3 62.0 
Self-employment 2.9 13.1 18.4 8.9 1 .9 7.7 9.7 4.4 
Transfers 7.9 1.0 0.5 0.2 9.9 2.0 1.0 0.3 
Other 1.0 2.2 2.9 4.3 2.0 3.3 4.S s.o 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Deductions 
RPP 2l.S 7.9 l.S 0.3 22.7 S.8 0.6 0.1 
RRSP 39.8 22.2 13.6 S.3 36.5 21.9 17.7 10.3 
Carrying charges 7.2 21.2 28.7 41.5 4.6 10.7 11.4 12.9 
Capital gains 

exemption S.7 31.8 40.5 40.2 7.2 43.4 ss.s 61.6 
Capital gains 

exclusion 2.6 1S.7 21.3 27.2 2.9 20.4 28.7 48.9 
Dividend gross up - 2.6 -9.6 - 1 2.6 -21.3 -3.6 -12.8 - 18.9 -41.0 
Other 2S.9 10.8 7.1 6.8 29.7 10.5 4.9 7.2 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Tax Credits 
Charity & gifts 3.1 13.2 18.3 23.0 2.0 12.8 13.6 13.0 
Federal political 0.0 0.1 0.1 0.1 0.0 0.2 0.1 0.0 
Investment credit 0.0 0.3 0.6 0.6 0.0 0.1 0.2 0.7 
Dividend tax 

credit 1.6 31.7 S2.8 68.3 1.8 42.3 67.7 81.1 
Other credits 9S.3 S4.8 28.2 8.1 96.2 44.7 18.4 S.2 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Source: Special tabulations, 1990 Greenbook file (Revenue Canada 1992) 

Overall, high-income filers have a greater proportion of investment 
income and self-employment income. High-income filers show more 
multiple income sources as income increases. They therefore make 
correspondingly higher use of the investment-related deductions and 
tax credits. 

High-Income Population over Time 

We now examine the characteristics of high-income Ontario filers over 
time. The database used for this portion of the analysis is the "LAD" 
- Longitudinal Administrative Database. The LAD is a little-known 
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Statistics Canada database that merits some general description.B It is 
a 10 per cent random sample of the 1982 Canadian adult population, 
plus their spouses, constructed from federal tax files. The basic unit of 
observation is the individual (which is how Canadians file taxes), but 
records are matched to identify legal and common-law marriages and 
to add family-level information to each individual's file (total family 
income, number of children, etc.). The 1982-6 longitudinal element 
was achieved by matching these individuals' records over time, prin­
cipally by social insurance number. Thus, Statistics Canada has con­
structed a very large longitudinal sample containing useful tax-based 
information on individuals and their families, with the income and tax 
data -which are key to the present analysis -being of particularly high 
quality.14 

In terms of the LAD's sampling properties, upwards of 90 per cent 
of the adult population is represented in the tax files for the 1982-6 
period covered by the data, and the coverage is undoubtedly even 
better for the high-income population we are interested in here. (Low­
income individuals are often not required to file and, before the growth 
in refundable tax credits, had little incentive to do so.) Checks against 
the Census and the Survey of Consumer Finances (SCF) in terms of 
family structure (marital status and number of children), age, income, 
and other key variables, indicate that the LAD sample is indeed closely 
representative of the Canadian population. 

The specific sample used in the analysis consists of all individuals 
who had greater than three times median individual income in any 
one of the five years covered by the LAD.15 For these purposes, median 
individual income is taken from the Survey of Consumer Finance and 
determined with respect to all individuals having positive income in 
the relevant year (Statistics Canada 1991). The three times median cut­
offs for the years 1982-6 were thus (in current dollars): $36,300, $36,600, 
$37,900, $40,400, and $43,200. Note that high income defined in this 
way is significantly lower than the definition used in the Greenbook 
portion of the analysis, partly because the SCF includes non-filing 
individuals. 

Individuals were dropped from the LAD sample if there were any 
missing records over the five years of data.16 The sample was further 
restricted to include only those filers who had ever filed a return in 
Ontario during one of the five years. The final sample thus consists of 
the five years of data representing the 72,200 Ontario tax filers who 
had "high income" in any year 1982--6_17 As a final verification, the 
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annual data for each of the years in this longitudinal sample were 
checked against Greenbookfigures; the figures line up very closely. 

Table 10 first provides a view of high-income dynamics by showing 
the number of years in which those in the sample had high income 
(remember that all individuals who ever had high income over the 
1982-6 period are included in the data). The figures in the first column 
of the table indicate that a full 25.8 per cent of the "high-income" 
individuals met the working definition of high income - three times 
median income - in only one year out of the five. On the other hand, 
a third of the sample had high income throughout the entire period. 
These findings can be compared with the dynamics at the opposite end 
of the income distribution - those with low incomes - by looking at 
figures reported by the Economic Council of Canada (1992), which also 
come from the LAD data. According to these data, in general, there is 
somewhat more stability at the top of the income spectrum than at the 
bottom. About one-quarter of the ever-high-income population (25.8 
per cent) had high income briefly, while about one-third of the ever­
"poor" were in that category briefly. On the other hand, about one­
third of those who ever had high income were persistently in that 
group in all five years, while less than one-quarter of the ever-" poor" 
had continuously low income for the five-year interval covered by the 
data.18 Again, while the stability in incomes is somewhat greater for 
high- than for low-income filers, the majority (at least two-thirds of 
high-income filers) fluctuate in and out of high income. 

The second column of table 10 presents mean effective tax rates 
(METRs) by the number of years of high income. The METRs are the 
average rates over the five-year period covered by the data.19 Rates rise 
with the duration of high-income status, as expected (since average 
five-year income also rises). The third and fourth columns repeat these 
exercises for very high income - defined as five times median income -
as compared with the three times median used to define "high" 
income. This group was more volatile, with a considerably higher 
percentage of those who ever had very high income being at those 
higher levels for only a year or two, and a smaller percentage having 
very high income all five years, than was the case for the high-income 
classification. Again, not surprisingly, METRs rise with the number of 
years of high income. It is worth noting that only 22.1 per cent of the 
individuals in the high-income sam pie ever had very high income- that 
is, most of those who ever had high income never had very high income.20 

The METRs shown are significantly lower than those presented for 
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TABLE 10 
High-Income Dynamics: The Number of Years of High (or Very High) Income for 
Those Who Ever Had High (or Very High) Income, and Associated METRs, Ontario• 

High Income Very High Income 

Number of years with (3 Times Median) (5 Times Median)b 

high (or very high) Per cent of METR of Per cent of METR of 
income Population group subsample group 

1 year 25.8 . 19 39.9 .20 
2 years 14.1 .20 15.7 .23 
3 years 12.7 .22 11 .2 .25 
4 years 13.6 .23 10.6 .26 
Ail S years 33.8 .26 22.6 .31 

100.0 .22 100.0 .24 

Estimated population 72,200 16,000 

Source: Special tabulations, LAD file 
• Based on a working sample of the 10 per cent LAD (longitudinal database) of anyone 
in Ontario having more than three times median income in at least one year 1982-6. 
The working sample includes an estimated 72,200 individuals. (Population sizes are 
rounded to the nearest 25 in all the LAD-based tables). See the text for further discus­
sion of the data. 
b This represents the 22.1 per cent of the "high income" working sample who had "very high income" - defined as five times median income - in at least one of the years 
covered by the data (16,000 individuals). The very-high-income groups represent 8.8, 
3.5, 2.5, 2.3, and 5.0 per cent of the full high-income sample across the indicated years. 

1990 due largely to averaging. It should, however, be noted that income 
and payroll taxes have risen since the early and mid-eighties (Grady 
1990). There have also been large income tax increases in Ontario -
especially for high-income filers - from 1991 to 1993 (Grady 1993), 
which are not included in this analysis. 

Table 1 1  gives an alternative view of tax rates by showing how high­
income tax filers were distributed across different METR ranges (these 
are the five-year average ETRs, as described above) . The first column 
shows these tax categories for all individuals in the high-income sam­
ple; the second column restricts the view to those who had high income 
all five years, and the final set of figures is for those who had very high 
income throughout. The figures show that most individuals in the 
sample had average tax rates of between .20 and .30, although the more 
stable high earners tend to be at higher rates - again not surprisingly. 
Indeed, of the "stable very high" group, a full 62.3 per cent were in the 
highest tax rate category of .30 to .40. On the other hand, some of the 
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Distribution (%) of High-Income Filers across METR Ranges, Ontario 

High-Income Group 

High Stable high Stable very high 
(High income at (High income all (Very high income 

METR range least one year) five years) all five years) 

.00-.10 5.8 2.6 2.6 

.10-.20 21.5 8.5 9.7 

.20-.30 65.5 69.7 25.4 

.30-.40 7.2 19.2 62.3 
>.40 0 _o_ 0 

100.0% 100.0% 100.0% 

Estimated population 72,200 24,400 3,600 

Source: Special tabulations, LAD file 
Note: The first column represents the working sample of high-income filers. The sec­
ond and third columns represent particular subsamples of the general group. (See 
notes a and b in table 10.) 

exceptions are interesting. For example, 12.3 per cent of those who had 
very high income in all five years had METRs in the lowest two cate­
gories, representing METRs of less than .2. The comparable figure is 
1 1 .1 per cent for the stable high group. At the other end, 7.2 per cent 
of those who had high income only a single year were in the highest 
METR category. 

Table 12 looks at the income-METR relationship a little differently 
by showing mean METRs by income quintiles (i.e., with the tax filers 
grouped according to their average incomes over the five years). A 
progressive tax system would generate higher METRs at higher income 
levels, and this is indeed generally borne out by the figures. The first 
column reports METRs for the entire high-income sample, and the 
rates rise from .17 to .26 from lower- to higher-income quintiles. On 
the other hand, the rates do not increase substantially; the highest­
income earners still had effective tax rates of just over one-quarter. The 
second and third columns present the results when the sample is 
restricted to only the stable high- and stable very-high-income individ­
uals, respectively. 

Table 13 shows the income-METR relationship in more detail, by 
showing where the population of high-income tax filers lies on a grid 
of income and METR quintiles. In general, we would expect those with 
lower incomes also to have the lowest METRs, those in the middle of 
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TABLE 12 
METRs by Income Quintiles, OntariO" 

High-Income Groupb 

High Stable high Stable very high 
Income quintile (high income at (high income all (very high income 
(1990 $) least one year) five years) all five years) 

Lowest 
(<$41,000) .17 
Second 
($41,000-$46,000) .22 
Third 
($46,000-$52,000) .23 .24 
Fourth 
($52,000-$62,000) .24 .25 
Highest 
($62,000+ )  .26 .27 .31 

Source: Special tabulations, LAD file 
' METRs and income quintiles are based on the high-income sample, and have been 
computed using averages for the five years covered by the data. Each income quintile 
consists of approximately 14,450 individuals. All figures are based on at least 2,700 
observations. 
b See note, table 11 .  The same income quintile groupings are used throughout the table, 
which is why there are missing cells at the lower quintiles for the more stable groups ­
that is, there are no "stable high-" income individuals in the bottom quintiles. 

the high-income group to be in the middle tax ranges, and those with 
the highest incomes to have the highest METRs. That is, the sample 
ought to be heavily concentrated along the diagonal of the table, which 
has been shaded to facilitate this inspection. Income and METR rank­
ings are, in fact, significantly correlated, as seen in the entries along 
the diagonal generally being larger than the off-diagonals, and the cells 
directly adjacent to the diagonal also being quite large. On the other 
hand, there are some clear outliers. In particular, the figures in the 
lower-left area of the table indicate that there were significant propor­
tions of the highest income ranges in the lowest effective tax rate 
groups. These results are consistent with those of the previous tables, 
but show more clearly how significant numbers of high-income recip­
ients paid relatively low taxes year in and year out. 

Table 14 is similar to the previous table, but shows the distribution 
of the individuals in each five-year income quintile across specified 
METR ranges. The generally progressive nature of the income tax sys­
tem is again seen: individuals in the higher income quintiles tend to 
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TABLE 1 3  
Distribution o f  High-Income Filers (%) by Income and METR Quintiles, Ontario 

METR Quinti1e 

Income quintile Lowest Second Third Fourth Highest 
( 1 990 $) ( .00-. 1 8) ( . 1 8-.20) (.22-.25) (.25-.27) (.27+) 
Lowest 49.6 29.7 1 3 .8 6.2 0.7 1 00% 
(<$41,000) 
Second 1 3 .8 28.3 30. 1 22. 1 5.7 1 00% 
($41 ,000-$46,000) 
Third 1 0.4 20. 1 28.0 29.9 1 1 .6 1 00% 
($46,000-$52,000) 
Fourth 1 1 .0 1 2.7 1 9.9 29.8 26.7 100% 
($52,000-$62,000) 
Highest 1 5 .2 9.3 8.3 1 2.0 55.2 100% 
($62,000+) 

100.0% 1 00.0% 1 00.0% 100.0% 100.0% 

Source: Special tabulations, LAD file 
Note: The METR and income quintiles are averages for the five years covered by the data. Each 
income or METR quintile consists of approximately 14,450 individuals (i.e., row or column). 

be in the higher METR brackets. But the significant number of excep­
tions is perhaps ever better illustrated in this presentation. For exam­
ple, of those in the highest five-year income quintile, 19.1 per cent had 
effective tax rates of under .20. Indeed, more of these top-income recip­
ients experienced METRs at this low level than was the case for the 
third or fourthquintiles, with 16.0 and 15.3 per cent respectively in the 
lowest two effective tax rate ranges. The 19.1 per cent for the highest 
income group is in fact just below the 22.8 per cent of the second-lowest 
group, which has similarly low tax rates. 

Conclusions 

Individuals with high incomes in Canada and Ontario have gone 
largely unstudied, while middle- and low-income Canadians receive 
considerable statistical attention. This study provides a profile of high­
income Ontarians focusing on the taxes they paid, and to a lesser extent, 
on their incomes and demographic composition. 

In 1990, 95 per cent of all Ontario tax filers - those receiving less than 
three times median total income or $65,000 - had average incomes of 
$23,000; those with incomes above $65,000 averaged $125,000. These 
so-called high-income filers tend to be middle-aged married men, and 
more often have multiple sources of income. Because of the general 
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TABLE 14 
Distribution (%) across METR Ranges by Income Quintile, Ontario 

Income quintile METR Range Mean 

(1990 $) .00-.10 .10-.20 .20-.30 .30-.40 METR 

Lowest 
(<$41,000) 14.6 48.9 � 36.6 � 100.0% .17 
Second 
($41,000-$46,000) 3.1 19.7 -----7 77.2 � 100.0% .22 
Third 
($46,000-$52,000) 2.9 13.1 83.7 0.3 100.0% .23 
Fourth 
($52,000-$62,000) 3.4 11.9 81.6 3.1 100.0% .24 
Highest 
($62,000+ )  5.0 14.1 48.5 32.4 100.0% .26 

Source: Special tabulations, LAD file 
� Cells merged due to sample size less than 25. 
Note: The METRs and income quintiles are averages for the five years covered by the 
data. Each income quintileconsists of approximately 14,450 individuals. 

progressivity of the personal income tax system, high-income filers 
experience average effective tax rates more than double those of 
non-high-income filers. However, the top income percentile group has 
a greater proportion of filers with effective tax rates of 10 per cent or 
lower than do all income decile groups above the median. The greater 
reliance on investment income, combined with a more favourable treat­
ment of that income compared with labour income in the tax system, 
give rise to these results. 

There is considerable volatility of high incomes, with most individ­
uals who had ever had "high incomes" in any year from 1982 to 1986 
moving in and out of "high income." On the other hand, there also 
appears to be more stability among high-income individuals than 
among those at the bottom end of the income distribution. The general 
relationships between income and taxes, including the existence of 
high income-low tax rate individuals, are stable over time. 

Notes 

The authors gratefully acknowledge the very capable research assistance of 
Ernest Rix and Susan Carruthers. The authors accept full responsibility for 
any errors or omissions and for all views expressed herein. The analysis 
should not be taken as representing the views of Statistics Canada. 
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1 See Wolfson and Evans 1990 for a description of a number of Canadian 
low-income lines. 

2 In this and all subsequenttables, no data for fewer than 25 individuals is 
displayed. All percentiles have been rounded to the nearest $100 and all 
incomes used in the calculation of average income figures to the nearest 
$1000. 

3 Most readers will likely be accustomed to income data presented for fam­
ilies. While family income is important in determining who are the 
"rich," it is outside the scope of this study, largely because of data defi­
ciencies. The data sources with the most complete and reliable data on 
high-income Ontarians (i.e., the Green book) have no family information. 
On the other hand, recent survey data that include good family income 
information, such as the Survey of Consumer Finances, lack a sufficient 
sample of high-income individuals. 

4 The average loss in the bottom five percentile group is due to the averag­
ing of large losses in the first percentile with small incomes in the next 
four percentiles. 

5 Where median family income was adjusted for equivalent adult units. 
6 198 8 Canadian dollars ad jus ted for in temational comparisons using pur­

chasing power parities. 
7 We assume for this calculation that only the basic personal credit is 

claimed. Persons with total incomes higher than $70,000 may not, in fact, 
have to pay any surtax - i.e., because of additional dependents or use of 
tax expenditures. The key point is that no one with total income less than 
$70,000 will ever have to pay the surtax. 

8 The Revenue Canada Taxation Statistics (1992) publication presents taxa­
ble capital gains and taxable dividend income. These components of 
income have been adjusted to represent total income from these sources 
(i.e., dividend income is divided by 5 I 4 and capital gains is divided by 
3 /4). 

9 They are slightly lower than maximum combined federal plus provincial 
statutory rates in the tax system because they have been averaged across 
filers with different levels of income and deductions. The jump in mar­
ginal tax rates for investment income in 1988 was due to the elimination 
of the $1,000 interest deduction. 

10 This variability points to the fact that the highest-income groups having 
the highest ETRs (top 1 or top 0.1) vary as a percentage of the top 5 
group. That is, the upper tail (skewness) of the distribution varies by 
occupation. 

11 The counts are rounded to the nearest 25. 
12 Note that dividends are treated in a special two-step manner for tax pur-
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poses. First they are "grossed up" by 25 per cent to reflect the assumed 
underlying corporate profits tax paid by firms before their profits are 
distributed to shareholders. Then these grossed-up dividends are eligible 
for a non-refundable tax credit intended to compensate for the corporate­
level profits taxes already assumed to be paid. This complex treatment of 
dividend income derives from proposals for corporate and personal tax 
integration made by the Carter Royal Commission in 1966. However, the 
currently implemented version takes no account of corporate-level tax 
expenditures, and thus often assumes full statutory taxes were paid 
when in fact the underlying corporate profits were taxed at much lower 
effective rates. Unfortunately, no data are available to analyse effective 
tax rates on a truly integrated basis. 

13 The construction of the LAD database was a joint undertaking of Statis­
tics Canada and the former Economic Council of Canada. 

14 For a more detailed discussion of the LAD database, see Finnie 1993. 
15 Because the LAD constitutes a 10 per cent sample of tax filers plus their 

spouses, there is an overrepresentation of married individuals in the 
sample. That is, while unmarried individuals are included at the 10 per 
cent rate, some married individuals are in the LAD due to their being 
married to other individuals in the 10 per cent sample, and not just being 
in the 10 per cent sample themselves. On the other hand, the procedures 
used below to select high-income individuals result in such "extra 
spouses," who did not themselves have high incomes in any year, being 
dropped from the working sample. Checks indicate that the remaining 
overrepresentation of married individuals in the high-income sample is 
quite small. 

16 Records are missing when the individual did not file a tax form. Reasons 
for not filing include: being absent from the country, having low enough 
income that filing was not required, late filing, and death. Records are 
also missing if the individual's records were not matched across years; a 
full longitudinal file could not be constructed in such cases. Overall, 90 
per cent of Ontario tax filers who had three times median income in any 
year 1982-6 had records for all five years. 

17 All sample sizes are rounded to the nearest 25, while income figures are 
rounded to the nearest $1,000. 

18 It was noted earlier that the LAD data used in the poverty analysis car­
ried out by the Economic Council probably underrepresent low-income 
individuals. Their results should be seen in this context, although some 
ancillary analysis by the Council researchers suggested that their major 
findings would not be significantly changed by the inclusion of the miss­
ing individuals. Further, while certain income sources that are important 
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to low-income Canadians are excluded from the LAD- social assistance 
in particular - these income sources tend to have little effect on poverty 
status per se (i.e., they are generally insufficient to bring individuals over 
the poverty threshold). In any event, the Economic Council figures are 
the only ones that exist for Canada, and provide a useful broad reference 
for the high-income dynamics revealed in the present study. 

19 That is, we first calculate the ETR for each individual for each year 
(defined as in the previous section as total federal plus provincial income 
plus payroll taxes divided by total income. Income is net of business 
expenses, but not standard individual or personal deductions. CPP /QPP 
deductions and UI premiums are included as taxes). We then calculate 
the average ETR for each individual for the five years covered by the 
data. Finally, the table shows the means of these five-year average rates 
across individuals with the indicated characteristics. 

20 Only 5.0 per cent of the individuals in the entire high-income sample 
have very high income in all five years. 
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