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1 Paying for What We Value

Decisions about taxation — about how we spread the costs of public
services among individuals in a democratic society — are decisions
that shape a society. How much we tax reflects the role that we as a
society have decided to assign to government. How we share the
costs of government goods and services reflects the most basic of
values — what we think of as fair. The way we make those decisions
reflects our views about how the democratic process itself should
function.

The search for fairness in the sharing of the costs of collective ac-
tivities, for fairness in taxation, is an enduring quest. That quest en-
dures, not just because we try and fail in our attempts to achieve
fairness, but also because our ideas of fairness evolve over time and
we have to re-evaluate continually the tension between what is de-
sirable and what is possible.

The search for tax fairness should be an ongoing preoccupation of
our political process. Regrettably, it is not. It often gets lost in
budget-making processes, in which ad hoc solutions are devised in
response to the specific problems of the day. Governments create
commissions periodically to bring tax fairness out of the background
of annual budget making and to focus the attention of the public and
eventually of the legislature on tax fairness issues. The work of each
such commission is influenced by the issues current at the time it
was created, by the economic and political environment in which it
operated, and by the specific terms under which it was established.



4 Introduction

The mandate given to us by the government is noteworthy both
for its emphasis on tax fairness and for its requirement that we in-
volve in our process people who are not traditionally part of public
discussions and debate about taxation policy. Through our process,
we have attempted to focus public attention on tax fairness and to
identify the fairness issues of greatest concern to the people of this
province. In our report, we explore those issues and develop re-
sponses we believe are consistent with basic ideas of tax fairness and
the limits we face, both as a province in a federal political structure,
and as a small, open economy in an increasingly integrated interna-
tional environment.

Tax Reform for the 1990s

The context within which the Fair Tax Commission is considering tax
reform options in the early 1990s is dramatically different from that
encountered by the last major inquiry into taxation in Ontario, the
Ontario Committee on Taxation (the Smith Committee) in the 1960s.
The economy was then in the middle of a period of rapid growth
that had continued largely uninterrupted since the late 1930s. The
Canadian economy was thriving as a branch plant operation behind
trade barriers. Ontario’s vehicle manufacturing industry was begin-
ning its adjustment to the Auto Pact, then Canada’s major trade
agreement with the United States. The integrated international capi-
tal market of today was in its infancy. The international exchange
system was still on the gold/dollar standard. The price of gold was
US$35 an ounce.

Governments generally, and provincial governments in particular,
were much smaller relative to the size of the total economy in the
1960s than they are in the 1990s. Before medicare, health care made
up a much smaller proportion of public spending than it does today,
and the rapid growth in public spending on education that accom-
panied the maturing of the baby-boom generation was just begin-
ning. Public finances generally were much less constrained. Canada
had not experienced rapid inflation since the 1920s. The era of
“cooperative federalism,” in which the federal government played
the role of banker and equalizer for provincial governments facing
increasing spending responsibilities with vastly different economic
resources, reached its apex in the late 1960s and early 1970s. The
provincial-local relationship was undergoing rapid change. The
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education system had been transformed by the consolidation of
school boards and by significant increases in provincial funding.
Rapid growth in urban areas was creating pressure for municipal
reorganization. An antiquated local tax system was straining under
the pressures of the rapid development that took place in the 1950s
and 1960s.

Public finances were quite different in the 1960s as well. Income
taxation was dominated by the federal government. The role of
provincial governments in income taxation was clearly that of the
junior partner. New federal-provincial agreements on income tax col-
lection introduced in 1962 allowed provincial governments to de-
termine their own income tax as a percentage of federal income tax,
but the rates of provincial tax were relatively low and provincial pol-
icy flexibility was very limited. The federal government still ac-
counted for 75 to 80 per cent of personal income tax revenues in most
provinces. At the same time, sales taxation was largely a provincial
domain. Although the federal government levied a sales tax on
manufacturers, the tax was hidden in the prices of manufactured
goods and the rate of tax was relatively low.

We have been asked to address issues of tax fairness in a very dif-
ferent context. Canada’s closest economic relationship continues to
be with the United States. But free trade has undermined the basis of
the branch plant economy, forcing dramatic structural changes in the
economy and increasing Ontario’s exposure to international influ-
ences. Integration of national economies and capital markets poses a
threat to the efforts of national governments either to sustain distinct
systems for the taxation of capital or to resist downward pressures
on revenues and tax rates created by actual or threatened capital
mobility.

The philosophy of revenue sharing and interprovincial
equalization that characterized the cooperative federalism of the late
1960s and early 1970s has been replaced by a determination on the
part of the federal government to share its fiscal problems with
provincial governments through reduced transfers. The provincial
government, in turn, has passed on a share of its fiscal problem to
local governments.

Federal-provincial and provincial-local public finances have also
been transformed. Provincial reliance on income taxes has increased
to the point where provincial governments are now responsible for
raising nearly 40 per cent of the income tax collected in Canada. At
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the same time, the federal government, through the Goods and Ser-
vices Tax, plays a major role in sales taxation. In the provincial-local
sphere, more than 100 provincial-local conditional grants programs
in the municipal sector as well as the complex mixture of joint
provincial-local funding, provincial policy control, and local democ-
racy in education have all blurred the lines between provincial and
local responsibilities.

In addition to these changes in the economic and political envi-
ronment, the taxation policy environment itself has changed. Con-
cern about the impact of tax rates on the behaviour of individuals
and corporations has become much more prominent in tax system
design. As a result, rates of tax on the highest income earners have
come down in many countries, including Canada. Top corporate in-
come tax rates have been reduced in response to concerns about cap-
ital mobility. At the same time, tax bases have been broadened, par-
ticularly the corporate income tax base. Many of the incentives that
had been built into the corporate tax system in the 1960s and 1970s
were eliminated. The emphasis in discussions of tax fairness for in-
dividuals has shifted from making the tax system more progressive
to broadening tax bases to address the uneven treatment of individ-
uals in similar circumstances. Despite this new emphasis, however,
federal budgets in the 1980s created new categories of special treat-
ment for income from capital gains and maintained the preferred tax
status of other forms of personal income from capital. In addition,
the expansion in the number of self-employed individuals in Canada
and the growth of the underground economy have widened the gap
between the taxes paid by those who earn their income from em-
ployment and those whose income derives from other sources.

Concern about the impact of the tax system on individual deci-
sions about work, investment, and savings has given rise to a trend
in the academic literature on taxation to favour taxes on consump-
tion over taxes on income. Although this trend in academic thinking
has not had a significant impact on tax system designs generally? in
recent years, some countries, most notably Denmark and New
Zealand, have increased their reliance on consumption taxation.

1 In most countries in the Organisation for Economic Co-operation and Development
(OECD), taxes on consumption have not increased substantially as a proportion of
gross domestic product (GDP) since the 1970s.
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The tax system is being relied on more heavily and more explicitly
in other areas of public policy. In areas as diverse as research and
development, child care, retirement income, services for people with
disabilities, energy conservation, and the prevention of smoking, the
tax system is a major instrument of public policy.

Property taxes are now higher as a proportion of education costs
than they were in 1967, when the Smith Committee recommended
that their share be substantially reduced. Despite several attempts at
reform, the property assessment system is more chaotic today than it
was when the provincial government took over the assessment func-
tion from municipalities in 1970.

Mandate of the Fair Tax Commission

The Fair Tax Commission was established by the Ontario minister of
finance in March 1991 with a mandate to review the Ontario tax sys-
tem and to make recommendations to improve its fairness.2 The
commission was asked by the government to provide advice con-
cerning the design and implementation of a more equitable tax sys-
tem in the province. At the same time as it emphasized fairness as an
objective, the government stressed the need for the commission to
develop workable options for reform, given the constraints faced by
Ontario as a subnational jurisdiction in an open economy under-
going significant structural change. The commission was also givena
mandate to broaden public participation in discussions of tax issues
beyond the experts who often dominate such debates.

We involved the public in our work in a number of ways. In re-
sponse to the direction of the minister, working groups of volunteers
were established to study and report to the minister on specific
issues of tax fairness. We also worked intensively with people in
many communities with the objective of enriching the debate on tax
fairness issues in our public hearings. We published educational
material on taxation at the beginning of our mandate and issued a
discussion paper on tax fairness issues prior to our public hearings.
We held hearings in 17 communities around the province over a

2 The orders in council passed in December 1990 and January 1991 authorizing the
minister to establish the commission are reproduced in full in appendix A to this
report.
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period of nearly three months. We also encouraged and received
thousands of letters and submissions from individuals and
organizations throughout Ontario.

Lessons from the Public

In our interactions with the public throughout our mandate, we
found that the principles and ideals that formed the basis for the rec-
ommendations of the federal Royal Commission on Taxation (the
Carter Commission) in the 1960s have been remarkably durable.
Ontarians believe in progressive taxation. While they disagree about
the extent to which the tax system should be made more progressive,
they hold that people should contribute proportionally more to sup-
port public services as the resources available to them increase.

Similarly, the idea that people in similar circumstances should pay
similar amounts of tax is firmly rooted in our political culture. People
compare themselves to their neighbours. They believe it is unfair that
someone whose living standard is similar to theirs should be able to
get away with paying less tax because their consumption patterns
differ, because their incomes receive preferential tax treatment,
because they have more opportunities to avoid paying tax, or be-
cause theyare able to escape detection of tax fraud.

The concepts of horizontal equity and vertical equity - equal
treatment of equals and appropriately unequal treatment of unequals
— are widely accepted as the principal criteria of fairness against
which the tax system should be measured.

Concerns about property taxes and the appropriateness of using
local property taxes to pay for education dominated our public hear-
ings. People complained about the current residential property as-
sessment system and questioned the fairness of market value re-
assessment as a response to the chaos of that system. A common
theme was that services like elementary and secondary education,
which are seen as entitlements in a liberal democratic society, should
be funded from taxes related to ability to pay. People argued against
the use of property taxes for the funding of education on the grounds
that the residential property tax is not related to ability to pay.

Despite this general acceptance of ability to pay as a measure of
fairness in taxation, the constrained economic circumstances faced by
individuals and by governments in the 1990s have had a profound
impact on their views of how tax fairness can be realized. In the
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1990s, people are very conscious of how their taxes compare with
those in other jurisdictions, particularly those in the United States.
They are prepared to pay higher taxes if, in return, they receive pub-
lic services that contribute to a better quality of life. They strenuously
oppose higher taxes if they think that the money is wasted. In fact,
people believe that no tax can be seen as fair if the money raised
from it is wasted. This concern led many hearing participants to sug-
gest greater reliance on such mcasures as specific fees tied to the use
of some public services, particularly where environmental impact
should be considered, and earmarking of revenues raised from some
taxes for the provision of identified public services. These issues are
addressed specifically in our report.

People are also well aware of the factors in the economic and polit-
ical world that limit our ability to deliver a tax system fully consis-
tent with fairness principles. These concerns came out most clearly in
discussions of tax changes that might affect the ability of Ontario to
attract and retain investment in a world where investors have
choices unrestricted by national policies.

Finally, we found that people are not prepared to accept as fair a
tax they do not understand. In our report, we emphasize the need to
open up the taxation policy process to make it clearer to and more
easily understood by taxpayers.

Our General Perspective

Our judgment, based on the fairness issues raised by the public and
on our assessment of the evidence with respect to the impact of the
tax system on economic behaviour, is that a renewed emphasis on
progressive taxation in Ontario tax policy is both desirable and feasi-
ble. We also believe there is considerable scope for making the tax
system more even-handed in its treatment of people in similar eco-
nomic circumstances. In writing our report, we took into account
concerns about the impact of the tax system on the economic be-
haviour of individuals and on the performance of the economy.
Those concerns had a significant impact on our recommendations in
a number of areas. In keeping with our fairness mandate, however,
we saw our task as one of finding an appropriate balance between
the goal of tax fairness and these other concerns.

In our search for that balance, we were influenced by those who
participated in our public consultations. The involvement of people
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who do not normally participate in discussions of tax reform gave a
different weight to the constraints on fairness in our work than
might have been the case in a more traditional exercise. We noted
that the concerns that have dominated the public finance literature
over the past 20 years, about the impact of taxes on behaviour and
therefore on the well-being of individuals, are not always the issues
about which people in Ontario are most worried.

At the same time, we recognize that Ontario faces practical limits
on its ability to increase the progressivity of its tax system. The mo-
bility of corporations and, to some extent, of high-income individuals
made possible by the integration of the international economy does
not support the single-minded pursuit of tax fairness by individual
nations, much less by provinces. Levels of taxation in excess of inter-
national norms in these areas are difficult to sustain. We believe,
however, that Ontario cannot afford to allow passive acceptance of
international trends to undermine the capacity of government to
provide the public services that Ontarians and Canadians want and
to pay for them in a way that is consistent with broadly accepted
public standards of fairness. Ontario and Canada should push
against those limits, adopting policies that achieve the fairest possi-
ble tax system and strengthen Canada’s ability to resist pressures
towards an international lowest common denominator in the taxa-
tion of income from capital.

In developing recommendations, we addressed issues in the de-
sign of individual taxes as well as the role of each individual tax in
the tax system as a whole. For individual taxes, we deal with issues
that arise from basic structure as well as from the use of the tax to
support other public policy objectives and its impact on tax fairness.
Our report raises questions about the extent to which the tax system
is used to deliver subsidies to individual and corporate taxpayers.
We note that the decision-making process that leads to the imple-
mentation of many such tax provisions is flawed, that accountability
for the costs of and benefits from these provisions is almost non-exis-
tent, and that the widespread use of the tax system to deliver subsi-
dies to individual taxpayers is a major contributor to perceptions
that the tax system itself is unfair. While we do not recommend that
the tax system not be used to deliver subsidies at all, we recommend
that the government introduce much tighter accountability for tax
expenditures as a permanent feature of the tax policy process. We
recommend that some tax expenditures be taken out of the tax sys-
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tem and delivered through direct spending programs, and that oth-
ers be redesigned to be more effective in achieving their objectives.

Ontario levies a variety of different taxes, some of which are pro-
gressive, others, regressive, and still others that bear no systematic
relationship to ability to pay because they are designed to achieve
other public policy purposes. We believe that it is appropriate and
advisable for Ontario to levy a variety of different taxes and that it is
not necessary for every tax to satisfy a specific ability-to-pay crite-
rion. With a variety of different types of taxes, however, the extent to
which Ontario relies on each of the major taxes becomes critical in
determining the fairness of the system as a whole. In fact, changes in
tax mix will have a far greater impact on the fairness of the tax sys-
tem than would the redesign of any individual tax. In our recom-
mendations, the most important step Ontario can take to improve the
relationship between taxes and the ability to pay of taxpayers is to
reduce this province’s dependence on local property taxes as a
source of funding for education and to replace the revenue forgone
by increasing rates in more progressive taxes.

Taxes not intended to be related to ability to pay should be limited
to areas in which their use is appropriate on general fairness princi-
ples. Thus, we recommend that user charges be limited to such ser-
vices as sewer and water supply and garbage collection and disposal,
and not be imposed in areas such as health care. We also recommend
that taxes such as environmental taxes, which are intended to
achieve objectives other than the raising of revenue, be designed
carefully to focus on those other objectives.

It is important to emphasize, however, that we are proposing a
change in direction, not a revolution. The limits that Ontario and
Canada face in the taxation of sources of income that are mobile,
such as capital, are real and cannot be ignored. As a result, while
making recommendations that, taken together, constitute an
endorsement of a more progressive tax system, we have been careful
to put together a set of recommendations that we believe can
reasonably be enacted in Ontario, given all the constraints this
province faces.
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Major Themes

Our recommendations are as wide-ranging as the issues put before
us by the public. However, many of them can be summarized under
a few dominant themes.

Ontario’s tax system should be made more progressive overall.

Our report endorses progressive taxation, recommending action to
eliminate special tax provisions that favour income from capital over
income from employment, a more progressive rate structure in the
Ontario income tax, and the adoption of a national tax on wealth
transfers similar in revenue-raising capability to that in effect in the
United States. All these changes will make the tax system a more
effective insirument for income and wealth redistribution. The report
recommends a significant change in the mix of taxes used to support
public services in Ontario, a shift away from the regressive
residential property tax and towards the progressive income tax. It
also cautions against significant increases in payroll and other taxes
where the base is limited to employment income.

The tax system should be even-handed in its treatment of individuals in
similar economic circumstances.

We question provisions in the personal income tax which, while ap-
parently gender neutral, have a different impact on women than on
men. We recommend that tax provisions based strictly on marital
status be eliminated and that assistance to families delivered through
the tax system be linked to income and focused more on families
with children. We also recommend that the deduction for child sup-
port payments be eliminated and that such payments be tax exempt
for recipients.

We recommend that the base for the retail sales tax be broadened
to include the same general range of goods and services currently
subject to the federal Goods and Services Tax (GST). This will make
the amount of sales tax paid by an individual less dependent on his
or her consumption patterns.

We are concerned about the impact on tax fairness of tax evasion
through the growth in the underground economy. We believe the
most unfair tax is one that most people pay and some people can
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choose not to pay. We recommend that the government take a much
tougher and more aggressive approach to the enforcement of tax
laws on behalf of the vast majority of people who pay their taxes and
thus foot the bill for those who do not.

Taxes should be linked to services only where such links support tax fairness
objectives.

We do not believe that the current link between property taxes and
education spending can be supported on fairness principles. The cur-
rent system for funding education is unfair both to students and to
taxpayers. The quality of education available to students in Ontario
depends on where the student lives and what school he or she at-
tends; the tax we pay to support elementary and secondary educa-
tion depends on the community we live in. We recommend a com-
plete overhaul of the education funding system. To ensure that funds
for education are allocated where they are needed from the perspec-
tive of students, funding would be granted according to a formula
based on student characteristics and needs and on local costs. Educa-
tion would be removed from the residential property tax base, except
for a limited local levy to permit the system to respond to local
needs. The required revenue would be raised at the provincial level,
primarily through the personal income tax. Local non-residential
~ property taxes for education would be eliminated and replaced by a
provincial commercial and industrial property tax.

The property tax would be redesigned as a tax to pay for benefits
received from local services. We recommend new systems for as-
sessment for both residential and non-residential property that
would bring consistency to the current non-system and would better
reflect benefits from local services than market value. We also rec-
ommend that the separate business occupancy tax be eliminated.

We recommend significantly increased reliance on user charges to
fund sewer, water, and garbage services; a major reduction in
provincial grants for local services such as transportation, sewer and
water supply, and waste collection and disposal; a significant reduc-
tion in the scope of exemptions from local property taxes; and a
broadening of local powers to set tax rates.
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Ontario’s tax system should be better structured to resist international
trends that undermine tax fairness and to raise revenue more efficiently.

Canadians have chosen to deliver services through the public sector
to a greater extent than have people in some other jurisdictions. Our
analysis shows that more than 90 per cent of the difference in the size
of the public sector between Canada and the United States can be
explained by differences in the extent of public funding for education
and health and the value of transfers to people, most notably
pensions. Our more generous system has to be paid for, through
higher taxes. To protect the tax bases needed to support Ontario’s
public services, we suggest that Ontario explore the potential for
changes in the division of taxing powers between the federal and
provincial governments. The goals would be to simplify the tax sys-
tem and to ensure that tax bases most vulnerable to tax avoidance
are administered by the government in the best position to deal with
problems of avoidance.

We address specifically the problems faced by Ontario, and indeed
by the federal government, in taxing capital and income from capital.
Our report recommends that, to the extent possible, the tax system
be organized to maximize the effectiveness in taxing mobile tax
bases, such as corporate income and wealth. We recommend the
elimination of Ontario-only corporate tax provisions and the devel-
opment of a national approach to corporate income taxation that
minimizes opportunities for avoidance and establishes minimum
rates of corporate tax at the provincial level. While we conclude that
Ontario’s system of corporate taxation is comparable at present to
those in other jurisdictions, we recommend that Ontario maintain a
reasonable relationship between its tax rates and those in other juris-
dictions. We also recommend a new national tax on wealth transfers
at a level comparable with those applicable in the United States and
in the European Community.

We recommend that Ontario seek a new tax collection agreement
with the federal government that gives the province more influence
over its own income tax policy while maintaining the current unified
national administrative structure. We also recommend that Ontario
work towards an agreement with the federal government and the
provinces for a unified national sales tax structure based on a modi-
fication of the Goods and Services Tax.
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The tax system should be well coordinated with other public policies.

We recommend replacement of Ontario’s complex array of tax cred-
its with a simplified system of credits for adults and children that
could be readily integrated with proposed reforms in Ontario’s social
assistance system. We recommend that support for child care and for
persons with disabilities be delivered directly rather than through
the tax system. We also recommend reducing the maximum subsi-
dies available for retirement savings for higher-income individuals.

Our report raises questions about the effectiveness of tax measures
as instruments of economic policy. We propose the elimination of tax
preferences for most capital gains and call for a federal-provincial
review of the effectiveness of the dividend tax credit. We question in
particular those features in the Ontario corporate income tax system
that offer incentives beyond those provided in the federal corporate
income tax.

Our report endorses the use of the tax system as a policy instru-
ment for environmental change. It recommends a comprehensive
carbon tax, a refundable food and beverage container tax, and
increased reliance on environmental taxes as a way to force con-
sumers and businesses to take full environmental costs into account
in their consumption and production decisions.

Tax policy and administration should be open, democratic, transparent, and
accountable.

We conclude in our report that the tax policy process is unnecessarily
secretive and that subsidies delivered through the tax system should
be subject to public disclosure and accountability on the same basis
as other government spending programs. We make a series of rec-
ommendations to open up the tax policy process and to require gov-
ernments to account fully for the revenue forgone when the tax sys-
tem is used to deliver subsidies.

We identify serious problems of transparency in the property tax
system, with its chaotic mixture of different assessment systems and
its intermingled taxation and assessment policies. We recommend
assessment and taxation policy changes that would recognize resi-
dential and non-residential property taxes as different taxes, put the
assessment base for each tax on a consistent basis across the
province, and draw a clear distinction between assessment policy
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and taxation policy. These changes would enable taxpayers to com-
pare taxation policies in different jurisdictions and on different types
of property.

Organization of the Report

Parts one to three of this report set out the bases on which we formu-
lated our recommendations. Part one discusses the principles that
underlie the design of a tax system. Part two reviews the context for
tax reform, with particular emphasis on those characteristics that are
pertinent to a provincial government undertaking tax reform within
a federal structure and in an open economy. Part three summarizes
the major features of the revenue generation and public expenditure
system in Ontario and presents the results of our analysis of the im-
pact of the provincial and local tax systems on individuals.

Parts four to thirteen present an analysis of key issues in tax fair-
ness and our recommendations for reform, and the concluding part
provides an analysis of the impact and implications of our recom-
mendations. The analysis and recommendations in this report are
not intended to resolve every issue that a government would need to
deal with in designing a fair tax system from scratch. They are
intended to provide information, analysis, and policy direction on
major issues of tax fairness in Ontario in the early 1990s as identified
by the commission and by the public. This focus on the issues of
fairness in taxation, rather than on an analysis of the tax system, has
led us to organize our report to reflect the themes and areas of
interest raised by those involved in our consultation process.

Part four deals with the process of making and administering tax
policy: formulating tax policy, accounting for subsidies delivered
through the tax system rather than through the expenditure system,
earmarking tax revenues for particular purposes, administering the
tax system, and dividing income tax responsibilities between Ontario
and the federal government.

Part five presents our findings on income tax issues as they relate
to the economic equality of women and men: specifically, the unit of
taxation, the marital credit, and the tax treatment of child support
payments.

Part six deals with the role of the tax system in social policy. It pre-
sents our reccommendations with respect to tax credits for low-
income adults and children, the tax treatment of seniors and people
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with disabilities, and the retirement savings and child care deduc-
tions from taxable income.

Part seven focuses on tax changes to enhance the progressivity of
the tax system. It deals with income tax provisions that are of par-
ticular benefit to high-income earners, the personal income tax rate
structure, and wealth taxation.

Part eight addresses issues in the taxation of business, including
corporate income tax, payroll tax, and resource tax, and the taxation
of small business and cooperatives.

Part nine sets out our findings on the issues of sales taxation,
whether there should be a single sales tax system in Canada to re-
place the Goods and Services Tax and the provincial sales taxes, and
the potential role for special sales taxes on luxury consumer goods
and services.

Part ten presents recommendations for using the tax system as an
instrument of environmental policy. :

Part eleven provides an analysis of the issues in financing local
government and puts forward recommendations dealing with the fi-
nancing of education, social and environmental services, property
assessment reform, and broader issues in the role of local govern-
ment in tax policy.

Part twelve deals with the fundamental question of the mix of
taxes to support public services in Ontario, and the extent to which
Ontario should be relying on revenue from different taxes.

Part thirteen presents our proposal for a new relationship between
aboriginal people and Ontario in the area of taxation.

The concluding part reviews the impact and implications of our
recommendations and addresses questions flowing from their
implementation.



2  Enhancing Participation
in Tax Policy

To be effective, a commission investigating any area of public policy
must be more than a vehicle for the expression of the views of those
appointed to it, as informed by expert knowledge in the field. It must
also provide an opportunity for the public to be informed about the
important issues at stake, to express their views on those issues, and
to influence the decisions of commissioners as reflected in the com-
mission’s report. As we began our work in the spring of 1991, we
were encouraged to take our role in encouraging public participation
in taxation policy very seriously. Our mandate made specific refer-
ence to our involving people and organizations not normally con-
sulted about tax policy.

The membership of the commission itself reflected that desire for
broad consultation. Three of us are acknowledged experts in taxa-
tion, each with a different perspective. Two of us are business execu-
tives, one from a large corporation and one from a small business.
One of us is a labour leader. Four of us are involved in education and
communications: one an academic and communications specialist
with a background in the cooperative movement, one an educator
with an extensive background in local government, one an academic
and activist in social policy, and one an economist with a back-
ground in public finance and social policy.

Our initial interest in encouraging broad public participation was
reinforced by the input we received from individuals and organiza-
tions. From across the spectrum, people whose advice we sought
stressed the importance of stimulating an informed public debate on
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tax fairness issues. Finally, as we reviewed information gathered by
others about public attitudes towards taxation in Ontario, it became
clear that the widespread feeling among people that their views did
not matter in determining taxation policies influenced their views of
the fairness of the system.

As aresult, our work plan included a number of initiatives of par-
ticipatory democracy to complement our research and policy devel-
opment activities. In response to the specific terms of our mandate,
we established working groups that included a broad cross-section
of people representative of organizations with an interest in the topic
under consideration. We encouraged working group members to
consult and share information with others. To complement the
working groups, we developed an innovative community-based
consultation process, through which “tax forces” of volunteers
became involved in our search for fairness. We published and dis-
tributed broadly two publications designed to inform and to stimu-
late debate about tax reform issues and written to be accessible to the
interested public. We made our hearings as informal and as open as
possible. We engaged hundreds of volunteers directly in our process
on an ongoing basis. We knew when we started that we could not
involve everyone in Ontario who might be interested in issues of fair
taxation, but we strove within the limits of the resources available to
us to attract a more representative group of Ontarians to our process
than would have been possible through a consultation limited to
formal public hearings.

In designing the process, we also recognized the need to ensure
that the people whose volunteer time we used so freely would see
the results of their hard work in our report. The people and organi-
zations that took part through working groups, tax forces, public
hearings, or formal submissions and correspondence played a major
role in helping us to set our agenda of tax fairness issues. We asked
them to bring forward the issues as they saw them; we made a com-
mitment to them that those issues would be reflected in our report —
not that we would agree with the conclusions they reached, but that
we would address the issues seriously.

Working Groups

In September 1991 the Ontario minister of finance (then the minister
of treasury and economics) appointed eight working groups to study
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and make practical recommendations on specific tax issues. These
groups were supported by commission staff, but independent of the
commission, reporting directly to the minister of finance. The
working groups studied fairness issues in corporate minimum tax,
taxation of real estate gains, the relationship between the Ontario
retail sales tax and the goods and services tax, taxation and the
environment, women and tax, low-income tax relief, property tax,
and wealth tax.

The working groups brought together more than 200 people, in-
cluding business executives, representatives of trade unions, farmers,
educators, municipal officials, activists in social action groups, tax
professionals, environmentalists, academics, and members of the
public not affiliated with an organization which had a direct interest
in the tax system.

These groups were made up of volunteers representing a broad
cross-section of interests in the specific tax reform issues under con-
sideration. The Low Income Tax Relief Working Group, for example,
included advocates for low-income people, community analysts with
expertise in social policy issues, a social work professor, a municipal
director of finance, a number of business people, a tax lawyer, a
chartered accountant, and two people employed by trade unions.

Each working group was assigned two commission staff and was
supported by a number of policy analysts from ministries with an
interest in the topic being studied. This structure provided the
working group with access to expertise within the Ontario
government and enabled policy analysts to learn how a broadly
representative group thinks its way through fairness issues in
developing tax policy recommendations.

Working groups were required to produce reports reflecting their
particular response to questions put to them by the minister of fi-
nance. Although they all established their own work plans, they fol-
lowed a similar process of familiarizing themselves with their man-
date, identifying the issues they felt were important to address, de-
veloping an understanding of what various people in the group
thought about the issues and how that influenced their views about
tax reform, coming to an agreement on areas for tax reform, examin-
ing different tax design options, developing their conclusions, and
signing off on a final report. Three of the groups submitted final re-
ports to the minister in March and April 1992, four in November and
December 1992, and one in March 1993.
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Although the working groups were appointed independently to
advise the minister, their reports contributed to the commission in a
number of ways:

* the diverse perspectives on tax issues reflected in the working
group reports provided us with valuable insights into the views of
a broad cross-section of people, some of whom had never been in-
volved in policy discussions on tax reform;

* research provided to working groups was an important part of
our own analysis of tax fairness issues;

¢ the policy directions in working group reports assisted us in iden-
tifying areas on which to focus;

* our substantive recommendations in a number of areas are direct
extensions of the logic and conclusions of working group reports;
and

* working group reports and summaries were distributed across the
province and were used in our community consultation program
to inform public debate about tax reform.

Community Consultation Program

To complement the working groups, we introduced an innovative
consultation program to involve people who were representative of
the broader public. Our community consultation program involved
hundreds of Ontarians in 13 communities (Cobourg, Grey-Bruce,
Hamilton, Kenora, London, Ottawa, Peterborough, Sault Ste Marie,
Sudbury, Thunder Bay, Timmins, Toronto, Windsor). They identified
tax fairness issues of particular concern to them as individuals, to the
organizations with which they are connected, or to the communities
where they live and work.

We hired community animators to work with individuals in
existing groups to identify tax issues of local concern and stimulate
public discussion. Animators also brought together a number of
people to work together at the community level. These volunteer
“tax forces” were encouraged to develop work plans appropriate to
their community, which would stimulate learning and debate about
tax fairness and tax reform among people who traditionally have not
had the opportunity to participate in public policy discussions. Each
tax force organized a variety of activities, from public forums,
debates, and seminars to radio and television open-line shows. They
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produced and distributed material on issues of local concern and
reflected back to us tax issues that were raised by members of their
community.

Tax fairness issues and reform options identified at the community
level were shared with commissioners in a variety of ways: when tax
force members from across the province met with commissioners;
during public community forums sponsored by tax force members
which commissioners attended in the fall of 1992; and in written
reports submitted to the commission throughout the process. Tax
forces contributed to the work of the commission by helping people
who have traditionally been excluded from the process of making
tax policy become more informed and confident about their ability to
debate tax reform options at community events. The inclusion of
these perspectives is reflected in the commission report in the agenda
of issues addressed and in the arguments about reform options.

As a result of the work of the tax forces and the public consultation
program, there is substantially more knowledge about taxation at the
community level, and people are better equipped to participate in
public debate about tax reform. The information distributed during
the life of the commission will continue to be used to inform public
debate about the tax system. Moreover, having participated in tax
policy discussions, the public will expect to be included in develop-
ing tax policy in the future.

Public Input

Commissioners and staff met informally with hundreds of individu-
als and groups to explain the work of the commission, to receive
presentations on technical issues, and to seek input on issues of
particular concern to the individuals and groups affected. We
attracted a large number of submissions from organizations and
individuals on an extremely wide range of issues. A total of 2350
submissions and letters were received by us during our term.

We recognized that part of our mandate was to encourage in-
formed debate in communities among people who might never be-
fore have thought about tax reform, other than in the sense of “I pay
too much tax” and “Other people don’t pay their fair share.” To this
end, we made a conscious effort to distribute accessible materials de-
signed to inform and to stimulate debate. We produced a basic
primer on tax issues in the fall of 1991 and our discussion paper,
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Searching for Fairness, was released prior to the public hearings. This
paper highlighted the major issues we proposed to deal with and
presented data and analysis relevant to those issues. Working group
reports were distributed by tax forces and helped to inform the pub-
lic debate that took place in communities. We also produced seven
newsletters that were mailed to our database of 15,500 individuals
and organizations.

In the more formal part of our consultative work, 21 days of public
hearings were held in 17 communities across the province involving
more than 1000 individuals and organizations.Those who registered
and appeared at our hearings are listed in appendix F. The hearings
were designed to encourage the participation of people who might
have been intimidated by a traditional hearing format. Registration
involved completing a simple form that asked participants to iden-
tify the tax fairness issue they wished to discuss with the commis-
sioners. Formal briefs were not required. When a number of people
indicated an interest in addressing a similar topic, a roundtable for-
mat allowed for discussion among participants and commissioners.
Each hearing also included open periods when members of the
public who had not registered had an opportunity to address the
commissioners. The hearings were recorded, and summaries of
submissions received are part of the record of the commission and
will be available to the public through the Legislative Library.

Research Program

The research program was designed to support the deliberations of
the commission. However, the commission also wanted to ensure
that research and public input did not operate in isolation from each
other, but, rather, informed each other. Tax fairness issues and re-
form options raised by the public were reviewed and discussed by
us throughout our term, and that influenced the research we re-
quested. We were determined to report the research results in a
manner that would be accessible to non-expert readers, and to make
the results of the research studies available.

At the outset of our work, the research program was guided by a
research subcommittee made up of five commissioners, generally
those most knowledgeable about taxation and/or research method-
ologies. An outline of the proposed research program was developed
in consultation with a number of public finance specialists and
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circulated widely to the academic and professional tax communities.
Specific research projects were identified. The research director de-
termined staff availability to undertake specific projects and advised
the research committee on work to be contracted to outside re-
searchers. Proposals were solicited from researchers with established
reputations in the area. In addition, researchers who initiated contact
with the commission, many in response to the program outline, were
invited to submit proposals. The research committee then examined
these proposals and determined which researcher or group of re-
searchers would undertake the accepted projects.

Approximately 50 formal studies were conducted for the commis-
sion, most by external researchers, but some by commission staff. To
make the most of the available research budget, the committee de-
cided not to undertake work in areas where the commission could
draw orn extensive and recent research already in the public domain.
It also determined not to undertake studies on topics where it was
unlikely that another article would settle outstanding debates in the
public finance literature. The studies sponsored by the commission
were a combination of original research (most often involving the
development and analysis of new databases), reviews, and distilla-
tions of the outstanding work in a particular field.

The research studies, for the most part, were in three broad areas.
First, a number of studies addressed the question of “where we are,”
by examining aspects of the current Ontario tax system, its distribu-
tion and economic effects. A second issue explored was “where
would welike to be,” that is, what properties would we ideally wish
to see embedded in a reformed tax system with respect to fairness
and other concerns. The third issue was “what intervenes” to affect
the ability of the government to reform the tax system to achieve the
desired structure. The work in this area focused on economic or
market factors such as increasing globalization and mobility of capi-
tal, goods, and, to a lesser extent, labour. It also examined institu-
tional factors such as the way the Canadian federal structure affects
provincial tax design.

Most of the studies are to be published by the University of
Toronto Press. The remainder are available through the Ministry of
Finance Library. A list of these studies appears in appendix G at the
end of this report.

The databases we developed are an important part of our work.
One project used a wealth database constructed by the accounting
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firm Ernst & Young, as well as other information, to construct a data
set that could be used to estimate the revenue yields and distribu-
tional impact of several wealth tax models. The commission assisted
the provincial Ministry of Finance with the development of an
Ontario corporate tax database, and analytical results from those
data were made available to us. Commission work also led to the
development for. the first time of a model of the Ontario mining tax.
Results from this model were used in the analysis of the impact of
various options for cash flow taxation in the mining sector.

To make it possible to analyse the local government finance sys-
tem, we developed a database that integrated information about the
municipal finance system drawn from the Ministry of Municipal
Affairs” Municipal Analysis and Retrieval System (MARS) and vari-
ous administrative databases in the Ministry of Education. Related
databases for particular analyses were developed integrating census
data, Revenue Canada income tax data, and data from the Ministry
of Education and the Ministry of Municipal Affairs.

In addition, our research program made extensive use of a number
of research models. The Social Policy Simulation Database and
Model (SPSD/M) developed by the Analytical Studies Branch of
Statistics Canada was the main tool used to analyse the distribution
of the existing tax system among the people of Ontario as well as the
impact of alternative reform proposals. Aggregate economic
projections and the impact of various reform options were analysed
using the FOCUS and FOCUS-ONTARIO models of the Institute for
Policy Analysis at the University of Toronto. The Caledon Institute of
Social Policy, under contract to the commission, developed the
Caledon Tax/Transfer Model to analyse the impact of the tax and
social assistance systems, and alternatives to them, on a wide range
of family units.

Bringing It All Together

This commission differs from other commissions studying tax reform
in a number of ways: the range of perspectives and expertise we
brought to bear on the task as commissioners, the emphasis on in-
cluding those traditionally excluded from tax policy development in
our process, and our commitment to integrating our consultation
efforts with our research and policy development work.
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In coming to our conclusions, we had t6 consider the tax fairness
issues of concern to the people of Ontario, the ideas and recommen-
dations presented in working group reports, the existing body of re-
search, and the results of new research we commissioned. We looked
for a balance among conflicting views on tax issues and preferred
options for reform. With all this information at hand, we worked in-
tensively to respond in ways that were consistent with principles of
tax fairness, at the same time taking into account the unavoidable
economic and institutional constraints. As with our other published
work, we have maintained our commitment to accessibility, so that
our reasoning and recommendations for tax reform are clear to all.
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3 Purposes of the Tax System

Most of us think of the tax system without reference to either the
benefits we receive from public services or the other purposes for
which taxes are levied. This separation of taxes from the services for
which they pay is reinforced by the language we use to describe the
impact of taxes on people. We refer to tax burdens as if taxes were
unrelated to any benefit; we would never refer to the price of a car or
a stereo system in such a way. Often the public debate on taxation
reinforces the distinction. Contrived media events like “tax freedom
day” perpetuate the impression that the taxes we pay have nothing
to do with the benefits we receive from public services. Tax cuts,
deficit reduction, and the need to maintain public services are often
debated as if they have nothing whatsoever to do with each other.
Not surprisingly, public opinion surveys often reveal that significant
majorities support both reductions in taxes and increases in levels of
service in all major areas of public spending.

This separation of taxes and public services emerged in our public
consultations as well. Many of the arguments put to us about tax
fairness were actually complaints about taxes generally being too
high in Canada or in Ontario, particularly in comparison with levels
of taxation in the United States. These arguments imply that
Canadians have decided on the basis of some perverse and inexpli-
cable logic to have high taxes and could easily decide to lower them.
In fact, what Canadians have decided to do is to provide more ser-
vices through the public sector than Americans have.
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Linking taxes to the services for which they pay is important in
distinguishing issues of the role of government from issues of tax
fairness. In addition, for some services and for some taxes, improv-
ing the link between taxes and services can contribute directly to
greater fairness in the tax system.

Relationship between Taxation and Democracy

For society in general, taxation depends on choices made collectively
about what goods and services should be provided through gov-
ernment, what proportion of the income of society should be redis-
tributed among its members, how the revenue needed to provide
those goods and services should be raised, and how the tax system
should be used to influence the decisions of individuals and corpora-
tions. These choices reflect fundamental ideas about the kind of soci-
ety we want. The decisions are political, and in a democracy they
should reflect broadly accepted social values. The democratic process
tests those values constantly and measures the performance of our
institutions of government against those values.

Although taxation is currently the chief method by which gov-
ernments obtain resources, it is not the only way to provide for pub-
lic goods and services, nor has it always been the principal way for
governments to obtain resources.! Conceptually, and perhaps histor-
ically, the first method of providing for public goods and services in-
volved voluntary transfers. In a world without any government, in-
"dividuals might voluntarily agree among themselves to provide col-
lectively for such common needs as a system for self-defence.

As communities increase in size and complexity, however, this
sort of arrangement becomes inefficient and unstable. Since it is im-
possible to exclude non-paying individuals from the benefits pro-
vided by public goods and services, all individuals would have an
incentive to “free ride” on others by contributing less than they
would actually be willing to pay. As a result, the quantity of public
goods and services would almost certainly be less than individuals
would prefer, and the stability of even this diminished public sector
would be highly uncertain. In addition, since individuals might be

T An excellent summary of alternatives to taxation appears in the Carter Report (1966,
vol. 2, 1-3).
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unwilling to make payments for redistributive purposes, it is ar-
guable that voluntary taxation would be unfair as well as inefficient.
In fact, it is likely that a successful system of voluntary taxation can
function only in small, tightly knit communities, where social bonds
function to ensure adequate contributions by all individuals. One
could imagine, for example, closely knit and isolated tribal societies
in which social bonds are so strong that collective activity can thrive,
based on voluntary contributions by individuals, or family
groupings of labour and resources. In large and diverse societies like
a modern nation-state or in a province like Ontario, it is
inconceivable that voluntary transfers alone could constitute a fair
and efficient means of public finance.

Compulsory transfers of human and physical resources were the
most prominent sources of revenue for the earliest governments. By
expropriating land and agricultural output and especially by
conscripting labour, early governments obtained the resources to
conduct many of their activities, including waging war.
Expropriation without compensation of the property of their own
citizens is rare in modern societies and, where it does take place, it is
usually carried out in the context of a political revolution rather than
as a method for financing ongoing government activities.
Conscription of citizens’ labour is also rare, except in times of war or
national crisis. Neither has been a prominent feature of the system of
public finance in Canada.

Although compulsory transfers are more stable than voluntary
contributions, their efficiency and fairness are questionable as pri-
mary methods for governments to obtain resources. By requiring
contributions in kind instead of in monetary form, physical and hu-
man resources may be transferred from higher-valued private uses
to lower-valued public uses, with considerable efficiency losses as a
result. Further, by falling disproportionately on those who are unfor-
tunate enough to possess the particular physical or human resources
sought by the government at a particular time, or who lack the
power in the socicty to resist or avoid compulsory transfers, such
transfers produce an arbitrary and inequitable distribution of the
costs of providing public goods and services. Not surprisingly, this
method of transferring resources from private to public use corre-
sponds more closely to societies without a well-developed monetary
economy than to societies in which exchanges are typically con-
ducted through monetary transactions. Indeed, the development of
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an integrated monetary economy is probably essential to the emer-
gence of a general system of taxation.

The line between compulsory transfers and taxes cannot be drawn
solely with reference to such factors as the presence of a monetary
economy or the form of the tax/transfer relationship between the
citizen and the government. For example, it would be difficult to
draw a firm distinction between taxes levied by a conquering power
on the citizens of a subject state and the more straightforward exact-
ing of tribute by force. The individual citizen of one of the Roman
provinces would be hard pressed to distinguish between the taxes
levied in some provinces and the forced labour extracted in others. In
the same vein, taxes levied in an authoritarian regime, in which the
citizen has no ability to influence either the method of raising taxes
or the spending of revenue from the taxes would be difficult to dis-
tinguish from medieval tithcs levied against regional barons who, in
turn, generated the revenue from the labour of serfs.

The point of these examples is that there is a close relationship be-
tween taxation and democracy. Decisions about taxation — about the
proportion of society’s production that should be devoted to collec-
tive consumption and to individual consumption, and how the obli-
gation to pay taxes should be divided among the members of the
society — reflect that society’s most fundamental values. Taxation
also symbolizes the delicate compromise between the voluntary and
the compulsory that is the essence of democratic society. In a
democracy, we agree voluntarily to be compelled by the will of the
majority. In establishing systems of taxation for the purpose of pay-
ing for collectively provided services, we consent to be compelled to
contribute towards the provision of those services on a basis de-
termined by the will of the majority.

Taxes can generate economic distortions and can entail collection
and compliance costs. However, the adverse economic impact from
taxation is generally lower than that associated with other methods
of public finance. Unlike the alternatives, taxes permit the burden of
government expenditures to be allocated in a manner that is neither
hidden nor arbitrary, but instead reflects generally accepted notions
of fairness. Thus, governments rely on taxation as a primary means
of public finance not because there are no available alternatives, but
because taxation is generally regarded as a superior way to raise rev-
enue for public services and the only way consistent with liberal
democratic values.
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Purposes of the Tax System

Understanding the purposes of the tax system is important to un-
derstanding the issues of tax fairness. Those purposes fall into six
general categories:

* raising revenue to pay for public services;

e redistributing economic resources among individuals in society;

e influencing economic decisions, thereby performing a function
equivalent to regulation;

¢ delivering benefits to individuals which are similar to those pro-
vided in direct expenditure programs;

e providing a mechanism for compensating society for actions of
individuals which impose costs on society as a whole; and

* stabilizing economicactivity over the business cycle.

Raising Revenue

All other purposes of a tax system are incidental to the need to raise
revenues to pay for public services. It is extremely unlikely that we
would have a tax system at all if taxes were not needed to pay for
public services.

Although our mandate is to review the fairness of the tax system,
and not the effectiveness or value of public expenditures, the con-
nection between taxation and government expenditures is crucial to
an inquiry into the tax system for two reasons. First, to the extent
that taxation is the main source of revenue used to pay for public
goods and services, the total of all taxes levied in any jurisdiction is
determined largely by the quantity and quality of goods and services
that are provided through its public sector, and by the efficiency
with which these goods and services are delivered.

Second, the kind of government expenditures that are financed by
tax revenues may influence the desirability of one type of tax versus
another. For expenditures on public highways and municipal ser-
vices, for example, strong arguments can be made that a fair and ef-
ficient tax system should allocate these costs according to the value
of the good or service received by each taxpayer.? Gasoline taxes

2Gee Thirsk and Bird (n.d.).



36 Principles of the Tax System

and/or toll charges may achieve this result in the case of highway
expendltures while property taxes and/or user charges may serve
this purpose in the case of municipal services.

For expenditures on services such as education and social assis-
tance, however, the notion that taxes should correspond to the value
of the benefit to each recipient is much less compelling. In the case of
education, the ultimate distribution of public benefits is difficult to
determine: students, parents, future employers, and society as a
whole may all share in the benefits of public spending on education.
Moreover, since primary and secondary education are considered to
be a universal right in a liberal democracy, it would be inappropriate
to ration access on the basis of a benefit-related tax. With social assis-
tance, taxing recipients according to the value of the benefits con-
ferred upon them would undermine the very purpose of this type of
public expenditure: since social assistance is intended to transfer re-
sources to specific groups of qualified individuals, it would be con-
tradictory to require recipients to pay for the benefits they receive.
As aresult, it is generally agreed that these kinds of public expendi-
tures should be financed through comprehensive taxes based on a
suitable measure of each taxpayer’s economic capacity.* However,
where social insurance schemes are intended to provide insurance
only, without deliberately redistributing resources, it is arguable that
they should be financed through taxes applied on the basis of the
benefits received (with risk-rated premiums designed to cover ex-
pected costs among specific categories of those who are insured).

Other Functions

The tax system is one of the main points of contact between individ-
uals or organizations and government. As a result, although it is un-
likely that taxes would be enacted to fulfil other objectives if the tax
system did not already exist to raise revenues, it is not surprising
that the tax system is used to achieve a variety of purposes besides
its most obvious function of raising revenues to finance public goods
and services.

3 Taxation for municipal services is examined in part eleven.
4See Carter Report (1966, vol. 3, 3-5), and Smith Committee (1967, vol. 3, 11).
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Distribution

The tax system also has a role to play in government policies de-
signed to influence the distribution of economic resources — income
and wealth — among members of society. As is the case for taxation
as a regulatory instrument, taxation policies may act either as substi-
tutes for or complements to non-taxation policies with the same ob-
jectives. Expenditure programs can have an impact on the distribu-
tion of income and wealth either directly, by transferring income to
individuals, or indirectly, by increasing access to public services
which, in turn, influence the distribution of income.

For example, a major federal direct spending program intended to
alter the distribution of income in Canada is transfers to the elderly,
including Old Age Security and the Guaranteed Income Supplement.
In Ontario the largest provincial expenditure category for transfer
payments is for social assistance. The most significant spending pro-
grams with an indirect impact on distribution involve education and
training and health care, both of which fall primarily under the ju-
risdiction of provincial governments.

The tax system contributes to redistribution in two ways. First, it
‘contributes to the ultimate aim of direct spending programs de-
signed to redistribute income by raising the revenue required to fund
these programs. Second, the tax system itself can play a redistribu-
tive role irrespective of the public goods and services these taxes pay
for. Progressive income taxes, for example, create a more equal dis-
tribution of disposable income by imposing a larger burden on high-
income taxpayers than on low-income taxpayers. Taxes on wealth
and wealth transfers can influence both the distribution of wealth
and the distribution of income generated from wealth. Similarly, var-
ious exemptions and credits (such as the exemption for food under
the retail sales tax, and income tax credits for sales tax and property
tax paid by low-income households) are intended to alter the distri-
bution of purchasing power by reducing the total tax burden on less
affluent taxpayers.

Although redistribution is widely regarded as an important func-
tion of the tax system, opinions differ over the relative effectiveness
of taxation and spending policies in achieving redistributive objec-
tives. Similarly, there are debates over the extent to which a single
province, as opposed to the federal government or all provinces in
concert, can and should use the tax system to redistribute resources,
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given that economic activities can be moved to other provinces more
easily than they can to other countries.

Regulatory Taxation

Because taxes can be applied in different ways to different kinds of
transactions or activities, they are often used as substitutes for or
complements to the government’s more general regulatory pro-
cesses. Taxes can be structured to provide economic decision makers
with incentives to make decisions that are more consistent with the
public interest than those that would be made in the absence of the
tax. They can also be structured to extract compensation from those
whose decisions impose costs on society generally. Taxation and
regulation are not perfect substitutes. Taxation is a fairly blunt in-
strument. It is difficult to fine-tune taxation regimes to achieve the
complex results that are often required of regulation. Taxation is also
not the appropriate instrument to use if the objective is to exercise
control over an activity, or to prevent it from taking place. Taxation
comes into its own as a regulatory instrument in situations where
there are far too many transactions taking place to be regulated ef-
fectively, or where the objective is to use incentives to reduce an ac-
tivity that it is either impractical or impolitic to prevent.

Ontario’s tax system is used extensively to regulate economic be-
haviour.5 One of the purposes of taxes such as those on alcohol, to-
bacco, fuel-inefficient vehicles, and gasoline and motor vehicle fuel is
to provide economic incentives to reduce consumption. Other regu-
latory taxes involve adjustments to general tax arrangements, such as
those disallowing deductions for advertising in US magazines sold
in Canada.

As with direct regulation, regulatory taxes and tax provisions are
meant to advance a number of economic and social policy objectives,
such as adjusting prices so that market signals more accurately re-
flect the full social costs associated with the discouraged activity (for
example, alcohol taxes, tobacco taxes, and environmental taxes),
conveying public censure for certain socially undesirable activities
(drinking, smoking, polluting), and encouraging specifically desired

5 For a summary of regulatory taxation at the federal and provincial levels, see Poddar
(1992).
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activities by penalizing close substitutes (encouraging Canadian
cultural industries by discouraging Canadian advertising in US pub-
lications destined for Canada). Views on regulatory taxation vary
widely, with supporters highlighting the flexibility and visibility of
this form of regulation and critics noting that many regulatory taxes
fall disproportionately on low-income families.®

Because many taxes serve a number of purposes, even the classifi-
cation of certain taxes as regulatory in nature is controversial. For ex-
ample, one of the traditional arguments for substantial taxes on alco-
hol and tobacco rests on a premise that is the exact opposite of the
premise of the regulatory argument: because high levels of taxation
result in substantial changes in consumption, taxes on these com-
modities can raise significant revenue without distorting economic
behaviour. The steady decrease in tobacco consumption over the
past decade suggests that the premise on which this argument is
based is weak. Another argument for such taxes is that, by imposing
additional costs on people whose addiction to tobacco imposes costs
on the health system, these taxes in effect compensate society for the
impact of smokers” behaviour on the public health system.

Expenditure Program Delivery: Tax Expenditures

In addition to raising revenue, the administrative mechanism in the
tax system can be used to deliver benefits to individuals or
corporations which might otherwise be delivered through direct
spending programs. In effect, the same administrative system that
causes funds to flow from taxpayers to the government is used to
direct funds from the government to taxpayers. It is often difficult to
distinguish between taxation itself and spending through the tax
system, or tax expenditures. The two transactions, paying taxes and
receiving a benefit, generally take place simultaneously and often
simply offset each other, resulting in a lower net tax bill for the
taxpayer.

Tax expenditures are used to deliver benefits designed to redis-
tribute income, to subsidize particular types of economic activity,
and to promote the production or consumption of goods in the pri-
vate sector which might otherwise be provided publicly.

6 These views are summarized in Poddar (1992, 87-95).
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Specific incentives can be found in most of the major taxes cur-
rently levied in Ontario.” Among others, for example, the personal
income tax contains incentives to earn capital gains, to save for re-
tirement, to make charitable donations, to contribute to political par-
ties, and to invest in worker-owned firms and labour-sponsored mu-
tual funds. Similarly, the corporate income tax provides special in-
centives for investment in scientific research and development and in
pollution control equipment, and for lower tax rates for corporate in-
come earned by manufacturing companies and small businesses.
Ontario’s retail sales tax exempts food, children’s clothing, and
footwear under $30. These measures are described as tax expendi-
tures, since they reduce the amount of taxes otherwise payable and
are conceptually equivalent to taxation at the full amount combined
with payment by the government of a subsidy equal to the value of
the tax reduction.?

As with direct subsidies, these tax expenditures are intended to
promote a variety of economic and social policy goals. These include
economic growth (such as incentives for scientific research and de-
velopment), environmental protection (such as incentives for in-
vestment in pollution control equipment), the reduction of poverty
among the elderly (such as subsidies for retirement saving), and en-
hancing the ability of low-income families to afford basic needs (such
as retail sales tax exemptions for food, children’s clothing, and
footwear under $30). ‘

Although tax expenditures have become increasingly popular in
recent years, opinions about their desirability differ widely.
Supporters emphasize their flexibility as instruments of economic
and social policy. Others criticize the hidden character of these sub-
sidies as well as their potentially adverse impact on total tax rev-
enues and the distribution of the tax burden.

Compensation
Other types of taxes are designed not to finance the public provision

of a good or service, but to compensate society for the private use of
publicly owned natural resources. These resources are the property

7 These incentives are itemized and quantified in Block and Maslove (n.d.).
8Gee Surrey and McDaniel (1985).
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of all members of society — received from our predecessors, and in
some sense held in trust for future generations.® By charging
individuals and companies for the use of these resources, the
government ensures that society as a whole obtains a direct benefit
when these resources are used or depleted. The most obvious of
these types of taxes are resource taxes. Ontario levies special taxes
and fees on the mining and forestry industries as payment for the
depletion of non-renewable mineral resources and the use of
renewable timber resources.

Less obvious examples are taxes on discharges of pollution into
the air or water. These taxes are intended in part to complement the
regulatory system and in part to compensate society for the con-
sumption by individuals and corporations of resources — clean air
and water — held in common.

Stabilization

Through monetary and fiscal policies, governments are able to influ-
ence the overall level of activity in the economy by adjusting interest
rates and the money supply (monetary policy) and by altering
aggregate levels of government spending, borrowing, or taxation
(fiscal policy).

Monetary and debt-financing alternatives to taxation as a way to
raise money for public services are important instruments to support
government efforts for economic stabilization. By shifting the em-
phasis in financing public services among taxation, debt financing,
and monetary expansion, governments influence economic activity
by stimulating or discouraging consumption and investment by in-
dividuals and businesses.

Because the federal government alone controls the supply of
money, provincial governments are unable to employ monetary
policies. Subnational governments may, however, have a useful sta-
bilization role to play through provincial fiscal policies. Independent
provincial fiscal policies can be questioned because they are likely to
be less effective than federal initiatives (since fiscal impact tends to
spill over to other jurisdictions) and because they might counteract
federal policies. Yet, research conducted for the commission suggests

® On related intergeneratiohal aspects of fairness, see Osberg (1993).
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that provincial fiscal policies may be both effective, since the fiscal
impact of combined provincial expenditures is as great as that of
federal expenditures, and justifiable, since Canadian economic cycles
display a distinct regional character. The same research also suggests
that, of the array of fiscal policies available to provincial govern-
ments, direct spending policies are more likely to be effective than
taxation policies designed to influence private consumption or in-
vestment decisions. Direct spending policies are also likely to be
more effective in influencing economic activity within the province
because the impact of spending decisions is much more easily tar-
geted than the impact of taxation decisions.®

There are two ways in which fiscal policy can be pursued through
the tax system. First, through changes in the rates, tax base, or mix of
taxes, governments can change the total level of taxation. Lower
taxes will tend to increase private disposable income and stimulate
demand in the private economy. Higher taxes will have the reverse
effect. Second, where tax revenues are themselves sensitive to
current levels of economic activity, the tax system may stabilize
cycles in economic activity automatically by reducing total taxes
during economic downturns and by increasing tax revenues during
periods of inflation.

Role of the Fair Tax Commission

It is not our role to assess the economic and social policy goals of
government as they are pursued through the tax system, nor is it our
role to evaluate those goals as they are pursued through direct
spending and regulation. We believe, however, that we have an im-
portant role to play in evaluating the effectiveness of the tax system
relative to other measures in achieving those goals. We must also as-
sess the impact of these uses of the tax system on its fairness, both in
fact and as it is perceived by citizens; on its effectiveness in achieving
its fundamental objectives of raising money to pay for public goods
and services; and on its ability to support societal goals for the cre-
ation and distribution of wealth withinsociety.

We recognize that the tax system and the tax expenditure system
have potential roles to play in delivering public policies. We are

10GSee Auld (1993).
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concerned, however, that the lower visibility of tax measures has
meant that subsidy programs that would never have been
implemented as direct spending programs have become entrenched
in the tax system. We are also concerned with the potential for
conflict between these policy delivery objectives and the tax system’s
more fundamental objectives.

Although the most obvious answer to the question “What is the
purpose of taxation?” is that taxes are necessary to pay for govern-
ment expenditures, our review of tax purposes reveals a diversity of
possible purposes for the tax system and suggests a variety of criteria
by which to assess specific taxes and the tax system as a whole. Taxes
are intended not simply to finance government, but to do so in a fair
and efficient way; moreover, taxation can serve a number of goals
besides raising revenue, and each goal has its own criteria of fairness
and efficiency.

This diversity creates a special problem for the design of a fair and
efficient tax system. Although some objectives may be broadly com-
patible (as examples, redistributive taxation and taxation according
to ability to pay are often perceived to be consistent), others are
noticeably at odds. For example, to the extent that the burden of
regulatory or benefit taxes is found to be regressive, the effect of
these taxes would seem to contradict the principles of fairness
associated with redistributive taxation and taxation according ability
to pay. Likewise, taxation based on benefits received or resources
extracted may undermine the pursuit of fiscal stabilization through
the tax system.

There are two ways these sorts of conflicts might be addressed
through the tax system. Choices might be made and balances struck
to favour some objectives over others and to limit the number of
purposes that might be pursued through the tax system.
Alternatively, by relying on a mix of taxes, it might be possible to
minimize the conflicts among various objectives. For example, one
potentially regressive tax might be used to achieve a regulatory pur-
pose, but other taxes could ensure that the tax system as a whole re-
flects ability to pay. Although this second approach likely involves a
more complex tax system than the first, it permits a more diverse set
of objectives to be pursued through the tax system. It is this second
approach that Ontario appears to have followed in the development
of its tax system. We favour this same approach in our evaluation of
the provincial tax system.



4 Fairness and Other Criteria
in Taxation

In taxation, as in other areas of public policy, fairness is essential.
The pre-eminence of fairness as a principle of public action is a fun-
damental tenet of our democratic system of government. In Canada,
as in other democratic countries, there is an implied contract through
which individuals cede certain powers and authority to governments
that provide for their collective needs. In return, the state agrees it
will act in accord with certain norms. Fair taxation is one such norm.

Taxation is an important instrument by which governments gain
control over the resources required to meet collective needs. Citizen-
taxpayers need to be confident that these tax revenues are collected
in a just, non-arbitrary manner. They require assurance that the taxes
they pay and that their fellow citizens pay are just or fair. But, im-
portant as it is, fairness cannot be the sole criterion by which people
judge the tax system. Other goals besides fairness must be consid-
ered, among them economic efficiency, simplicity, accountability,
and predictability. Ideally, one would like to achieve all these goals —
as well as fairness — simultaneously.

Judging by popular discussion, including the contributions the
commission has received from Ontarians, there are a number of pos-
sible dimensions to the concept of fairness. What constitutes fairness
for many people is a reasonable balance between the taxes they pay
and the services they receive from government. People who are
convinced that government is too big, or too wasteful, or too out of
touch often express their concerns in terms of the “unfairness” of the
tax system. Others focus more on the appropriate matching of
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revenue sources and expenditure programs. For example, we learned
that much of the dissatisfaction with property taxes in Ontario is re-
lated to the high proportion of education expenditures supported by
the property tax. People do not regard this as an appropriate match.

The concept of fairness dominated discussion at all of our public
hearings. Although participants had different concepts of fairness,
the issues of government spending and accountability were raised in
almost every discussion as fairness issues. What people perceived as
wasteful, ineffective government spending was consistently linked
with taxes and fairness. If governments were seen to be wasting tax
dollars, the taxes were perceived as unfair. This led many people to
comment that the only way we could make taxes fairer would be to
reduce them. In particular, people criticized government extrava-
gance, demonstrated by the tax-free allowances given to members of
the provincial parliament and the practice of “double-dipping”
(collecting a public service pension while still employed elsewhere in
the public sector).

The question of how to achieve social equity objectives through
the tax system coloured the debate at several roundtables. Most par-
ticipants related fairness to ability to pay and agreed that low-in-
come individuals should not be “penalized” by the tax system. Some
agreed that the tax system should be used to redistribute wealth,
while others related tax fairness solely to the benefits consumed.
Heated discussions about the tax treatment of income from wages
and salaries as compared with the tax treatment of income from div-
idends and capital gains illustrated the range of perspectives brought
before us.

Debates about fairness often centred on the perceived effects of a
particular change in tax policy. For example, some representatives
from business organizations, such as chambers of commerce and
other local associations, were concerned about the impact of
potential changes — for instance the taxation of capital gains — on the
province’s climate for investment, while others argued that fairness
issues were far more important than economic incentives or
competitiveness.

Fairness among People

In a formal or legal sense, taxes are levied both on people and on in-
stitutions in various capacities. Corporations, for example, pay taxes
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based on their profits, on their payrolls, on some of the goods they
purchase, and, in some businesses, on other aspects of their opera-
tion as well. However, when considering whether a particular tax, or
an array of taxes, is fair, it is necessary to get behind the legal
responsibility for payment of taxes and to focus on who actually
pays the taxes. In particular, it is necessary to determine who actu-
ally bears the burden of taxes that appear, in the first instance, to be
paid by institutions.

In the final analysis, all taxes are paid by individuals, not institu-
tions. Corporations, for example, exist as legal creations. As such,
they assist in organizing the relationships among individuals who
bear the burden of taxes, but they themselves do not bear the burden
of taxes. As we discuss in detail in chapter 9, to determine who actu-
ally pays the burden of taxes levied on corporations, one must look
to the individuals who are affected by the operation of the corpora-
tion. For example, the owners (shareholders) may pay the tax be-
cause they receive smaller returns on their investments, such as divi-
dends and capital gains, than they would have without the tax.
Alternatively, the purchasers of the corporation’s products may pay
the tax in the sense that they pay higher prices than otherwise would
have been the case. Finally, the tax may result in lower compensation
for the people who work for the company than they would have re-
ceived, and in this sense the employees can be said to pay the tax.
When we speak of tax fairness among individuals it is in reference to
this ultimate distribution of taxes, after allowing for the impacts of
taxes on institutions, prices, wages, and return on investments.

There are two broad approaches to fairness in the taxation of in-
dividuals: fairness based on some measure of people’s ability to pay
and fairness based on the benefits people receive from government
services. From the perspective of the ability-to-pay approach, a fair
tax system will distribute the net burden of taxation in accordance
with the ability to pay of individuals or families. The benefit ap-
proach views fair taxation as an exchange process “whereby taxes
are paid in accordance with benefits received from government-pro-
vided goods and services” (Birch 1988, 1005). We believe that while
individual taxes based on the benefit principle of fairness may be
appropriate, the tax system as a whole must be fair in the sense that
those who have a greater capacity to pay taxes contribute a greater
share of the cost of general government services.
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Ability-to-Pay Principle

The ability-to-pay principle considers tax fairness in relation to the
capacity of individuals (or families) to pay taxes. Its basic premise is
that the economic circumstances of taxpayers differ, and that these
differences should be the basis for allocating responsibility to sup-
port general goods and services supplied by governments. Besides
having an intuitive appeal, the intellectual roots of this approach
emerge from scholarly writings on distributive justice. “Distributive
justice has come to be synonymous with economic justice, that is,
with the distribution of economic benefits and burdens” (Arthur and
Shaw 1978, 5). There are two bases on which to rest the argument for
distributive justice, and, by extension, taxation based on ability to
pay: one is the concept of equal sacrifice and the other is concerned
with reducing inequality in society.

The equal sacrifice approach comes from the school of thought
which believes that distributive justice means achieving the greatest
sum of happiness for all concerned. The greatest sum of happiness is
achieved if everyone makes an equal and minimal sacrifice.
However, to understand the concept of equal sacrifice requires clari-
fication of the meaning of equal.

One can distinguish among equal absolute, equal proportional,
and equal marginal sacrifice (Musgrave 1959, 95-96). Theorists have
argued that as people’s incomes increase, the value they place on an
additional unit of income decreases (declining marginal utility of in-
come).! A fair distribution of the tax burden could be arrived at if
taxpayers made an equal marginal sacrifice: the greater an individu-
al’s income, the larger the proportion of it he or she would have to
give up in order to lose a given proportion of his or her total utility.
The implied outcome of this approach would appear to be
progressive income taxation.

Today, the assumption of diminishing marginal utility is accepted
as a basis for progressive income taxation. The personal sacrifice by
an individual involved in paying a dollar of tax decreases as income
increases. In this argument, progressive taxation is required to

! Hare describes the diminishing marginal utility of income as follows: “a millionaire
minds less about the gain or loss of a dollar than I do, and I than a pauper” (Hare
1978, 125).
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equalize the sacrifice involved in paying an additional dollar of tax.
A related argument in favour of progressive taxation is that as
income increases, the proportion of income that is discretionary (not
required for the necessities of life) increases. In this argument,
progressive taxation is required to ensure that discretionary income
is taxed at a higher rate than non-discretionary income (Musgrave
1959, 95).

The second type of argument for taxation according to ability to
pay is based on the role of the tax system in redistributing income.
This school of thought, represented by John Rawls, challenges the
maximization-of-happiness approach to distributive justice by asking
if an increase in total happiness may be purchased at the price of
pain to some (Arthur and Shaw 1978, 7). Rawls argues that if people
made their choice regarding the principles of economic distribution
without reference to their own circumstances, they would choose to
distribute economic goods “equally unless an unequal distribution
would work to the benefit of all, especially the worst off” (Arthur
and Shaw 1978, 7-8).

Rawls thus presents the casefor an equal (or, at least, more equal)
distribution of income, unless a departure from equality could be
shown to be of absolute benefit to individuals at the bottom.
Progressive taxation has an important, though not unique, role to
play in the Rawlsian society because of its potential as a significant
instrument for the redistribution of income to promote a more egali-
tarian distribution. This argument implies, at a minimum, that the
poorest members of society should not be required to pay tax at the
same rate as those with higher incomes.

The ability-to-pay principle is sometimes described as the equal
treatment of taxpayers in equal economic circumstances, and the ap-
propriately different treatment of taxpayers in unequal positions. In
his study for the commission, Green (1993) suggests that the problem
with this type of maxim is that it tempts policy makers to avoid fun-
damental questions of the distributive principle and to focus instead
on problems of defining terms. Nonetheless, in order to suggest
‘guidelines for fairness, we need to define the terms by exploring
such questions as: Who are the taxpayers? How does one measure
economic circumstances or what constitutes economic well-being?
What time periods are relevant? What is “appropriately different
treatment”? The answers turn in part on empirical evidence, but in-
evitably lead us back into matters of principle.
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Identifying the taxpayer involves identifying the basic unit of eco-
nomic decision making. Fair treatment by the tax system would sug-
gest that if one or more persons constitute the basic unit of economic
decision making (decisions about housing, how much work the unit
should do, how much and what should be consumed, and so on), the
tax system should not intrude into that unit (if more than one person
is involved), nor should it aggregate beyond the unit (treat people
outside the decision-making unit as if they belonged to it). In practi-
cal terms, the issue for tax policy is whether to treat adults living to-
gether (whether legally married or not) as one unit or as separate
individuals. This issue has become particularly acute given con-
temporary concerns over the economic status of women. If the tax
system is structured to treat the household (couple) as the basic
decision-making unit, there is concern that this approach will
impede women’s ability to attain economic independence. On the
other hand, treating individuals separately for tax purposes creates
complications with respect to responsibilities for children and other
dependants.

Ability to pay is clearly related to economic well-being. Ideally,
one would approximate this capacity by measuring income to the
taxpayer unit from all sources (including inheritances) over a long
period, perhaps as long as a lifetime. This concept is sometimes
referred to as lifetime comprehensive income. In practice, there are
two types of accommodation to the pure concept of ability to pay
that must be considered: one having to do with how comprehensive
the income measure? should be; the other, the time horizons that
should apply.

Some types of income, while they are real contributions to income
and economic well-being, are treated differently from other types of
income, and other types are not included in measured income at all.
An example of the first type is the difference between the tax treat-
ment of income from wages and salaries and the tax treatment of in-
come from capital — for example, dividends and capital gains. The
equal treatment of all types of income was a fundamental recom-
mendation of the Carter Report (1966) and was best expressed in the
popular adage, “A buck is a buck.” An example of the second type is

2 The modern comprehensive income concept was the developed by Haig (1921) and
Simons (1938).
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imputed income flows that individuals and families “earn” from the
long-lived assets they own. The most important of these assets, of
course, is housing. An individual who lives in a dwelling that he or
she owns in fact earns income from it. One could think of this income
as being equivalent to the rent the individual would have to pay to
live in the dwelling if it was owned by someone else, or, alterna-
tively, the income the owner could earn by renting it out rather than
living in it. In this sense, the owner-occupier is in an advantageous
position compared with another individual with the same money in-
come but who does not own a dwelling, and that advantage can be
measured in terms of a real income difference between them.

In practice, however, no jurisdiction currently includes this im-
puted rent in income for tax purposes. While difficult to justify on
theoretical grounds, we accept this “convention.” Including such el-
ements in income for tax purposes would clearly violate deeply held
values about the importance of home ownership and its special sta-
tus compared with other forms of personal investment.

A further example of the second issue — real income components
that are not included in measured income - illustrates the practical
difficulties even more clearly. Two individuals with the same money
income (or wage) work at two different jobs. One is employed in a
pleasant, healthy environment and enjoys his or her work; the other
works in a hazardous, arduous occupation and hates the work.
Clearly, by any abstract measure, the former is better off than the lat-
ter. The problem in taxation, however, is that intangibles such as
(un)pleasant work environments cannot be incorporated into the tax
base — taxation can deal only with magnitudes that are or can be
readily measured in dollar terms. One can easily think of further ex-
amples that illustrate the difficulties in making the comprehensive
income concept operational.

The second practical adjustment to the ability-to-pay concept re-
lates to the time horizon or accounting period over which tax is de-
termined. One approach, the lifetime perspective, has considerable
appeal on theoretical grounds.

The theoretical foundation of this argument can be traced to theo-
ries of behaviour known as “lifetime consumption” theories. The
basic argument of these theories is that individuals” consumption de-
cisions and conceptions of well-being are related not to current in-
come (this month or this year) but to much longer-term income flows
(many years or a lifetime). Spending patterns can be explained by
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these long-term income flows more successfully than by current
income. Thus, for example, people plan for retirement and do not
consume all their current income in their earning years so their con-
sumption will not have to change dramatically when they retire and
their earnings decline. Similarly, individuals who experience modest
one-time gains or losses that are unlikely to be repeated do not adjust
their consumption habits in the same way they would if they were to
experience the same gains or losses on a permanent basis.
Individuals who invest in their own human capital (often forgoing
current income to do so) are clearly acting in terms of a long-term
plan and not simply in terms of current considerations. Individuals
and families purchasing major assets such as their principal resi-
dences generally make such commitments with their long-run in-
come prospects in mind.

All these behavioural patterns are indicative of individuals acting
on the basis of a long-term horizon, and the lifetime tax advocates
argue that a tax regime based on short-term accounting periods dis-
torts these decisions and is ultimately unfair. While individuals rec-
ognize that their annual incomes may fluctuate around their long-
term income paths, and behave accordingly, an annual-based income
tax does not recognize these year-to-year changes as fluctuations
above or below a longer-term income flow.

The opposing argument starts with a recognition that individuals
do look at long-term considerations when making important deci-
sions, though whether this long term is truly a lifetime perspective is
less clear. For most people, however, their current situations are di-
rectly and strongly related to their sense of well-being and be-
haviour. Long-term income prospects can only be contemplated with
a high level of uncertainty. One may experience unforeseen income
declines, bouts of unemployment, or major illness, any of which
makes planning based on assumed future income flows uncertain.
Moreover, people can insure themselves against these uncertainties
only imperfectly, if at all. Most private contracts, to which most in-
dividuals’ incomes are related (collective agreements, tenancy
agreements, etc.), are of relatively short duration, perhaps extending
for one or more years but much less than a “lifetime.” In addition,
the lifetime perspective presupposes that individuals are able to bor-
row without restriction during periods in which their resources are
below their “lifetime averages” and to repay during the above
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average periods (Davies n.d.). While some such borrowing does
occur, it is clearly not readily available to most individuals.®

Perhaps even more to the point, lifetime income taxation assumes
a policy environment that does not exist in reality. First and fore-
most, the tax system itself is changed frequently. In addition, the
spectrum of services that individuals may receive from government
at various times is certainly not fixed. For example, in recent years
there have been significant changes in the old age security system
and in the child benefits system; it would not be logical to tax indi-
viduals as if all these other elements of the public environment were
fixed. Virtually all other government programs are based on much
shorter accounting periods which implicitly assume a relatively short
planning horizon; indeed, in the case of social assistance and unem-
ployment benefits, the relevant periods are in terms of weeks.
Considerations such as these would put a lifetime income tax con-
cept out of step with most other relevant parameters in both the pub-
lic and the private sectors. Finally, a tax system which, at a given
time, “overtaxed” individuals with current low incomes and
“undertaxed” individuals with current high incomes, based on their
presumed lifetime income flows, would be unlikely to resonate with
prevailing public perceptions. Therefore, a shorter accounting period
is called for, and an annual cycle, because it is so common in other
financial arrangements, is reasonable.

In practical terms the question of annual versus lifetime account-
ing is most relevant to the personal income tax. Expressing the choice
in a somewhat different fashion, the issue is whether income should
be taxed as it accrues or as it is consumed. The difference between
these alternatives lies, of course, in the treatment of saving. The exist-
ing income tax can be regarded as somewhat of a hybrid in that some
savings are accorded differential treatment, particularly savings in
registered retirement savings plans and pension plans, and savings
in the form of accumulated equity in owner-occupied homes. We be-
lieve that it is fairest to tax income as it accrues. This measure is most
relevant to people’s perceptions of their own and of others” well-
being. A comprehensive notion of current income best measures the

® Government student loan plans/guarantees are evidence that capital markets do not
function efficiently in this sense.
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economic resources that an individual controls, and as such is a fair
basis for taxation.*

Having worked through the major issues in the determination of
ability to pay, one is then in a position to specify two basic rules of
fair taxation. The first, known as horizontal equity, requires that all
taxpaying units with equal ability to pay be treated equally by the
tax system. The second, known as vertical equity, requires that units
with different abilities to pay be treated appropriately differently by
the tax system.

Horizontal equity is the idea of fairness that suggests that taxpay-
ers with the same ability to pay should pay the same tax. While this
principle seems so straightforward as to be obvious, it gives rise to a
number of difficult practical questions. Some of these relate to the
characteristics of different taxpayers and their “non-discretionary”
responsibilities. Other difficulties relate to the treatment of income
from different sources, such as wages and salaries, self-employment,
and capital (interest, dividends, and capital gains), which were dis-
cussed earlier in this chapter.

Vertical equity embodies the idea that there is an appropriate de-
gree of inequality in the treatment of individuals with different fi-
nancial resources. The government revenues to support public ser-
vices of a general nature (those for which user fees or benefit taxes
cannot be levied or are not appropriate) should be raised fairly from
taxpayers with different incomes or abilities to pay. In most discus-
sions of vertical equity, two alternative propositions are accorded se-
rious consideration — proportional or progressive taxation. In a pro-
portional tax system, higher-income individuals pay more in tax
than lower-income taxpayers, but the share of income tax paid re-
mains constant. Proportional taxation (what some writers refer to as
“flat” taxation) has an immediate intuitive appeal. Everyone pays the
same percentage of their income to finance the government services
that benefit all members of society. It is fair because all taxpayers are

4 This position does influence how one views the tax provisions relevant to savings.
To be specific, if one adopts current annual income as the basis for the tax, then, for
example, current treatment of retirement savings is correspondingly regarded as a
tax expenditure. We return to this and similar provisions later in this report.
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treated the same, while still requiring those with high incomes to pay
more than those with low incomes.®

In a progressive tax system, taxpayers are obliged to pay a larger
proportion of their incomes in tax as their incomes increase.
Progressive taxation may be justified either by distributive justice ar-
guments or by vertical equity arguments, and the two are conceptu-
ally distinct. For some, the idea of using taxes to achieve some redis-
tribution is so integral to our tax system that redistribution is part of
tax fairness. Whatever one’s reasoning, as a practical matter it is im-
possible to draw a distinction between progressive elements of tax
structure required for tax fairness and progressive elements required
for the tax system to function as an instrument for income redistribu-
tion. Any progressive tax is redistributive.

In tax reform exercises over the last decade or so, principles of
vertical equity as reflected in progressive taxation have taken a back
seat to concerns about the economic impact of high tax rates on the
economic behaviour of high-income individuals. These arguments
suggest that it is not economically efficient to impose disincentives
on those in our society with the highest incomes. As a result of these
recent reforms, the marginal tax rates on higher-income individuals
have come down in many countries. In addition, to varying degrees,
there has been movement away from a progressive rate structure, in
which rates on additional income increase as income increases, to a
flatter structure, in which the rate on additional income is the same,
regardless of the level of income.

We recognize that in a progressive system, marginal tax rates on
the highest-income taxpayers must be a matter of concern.
Nonetheless, after sifting through the arguments we have concluded
that a fair tax system is one based primarily on the ability-to-pay
principle, and that, in turn, requires the overall tax system to be
progressive. Progressivity is a fundamental component of tax fair-
ness. Later in this report we advance recommendations to enhance
the progressivity of the tax system while keeping in mind concerns
such as the practical limits on marginal tax rates.

5 A flat rate income tax combined with a basic exemption will result in a pattern of
effective average rates that is progressive.
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Benefit Principle

One way of judging tax fairness is based on the extent to which there
is a link between the taxes a person pays and the publicly provided
services he or she enjoys. In this view, taxes are akin to the prices
people pay for goods and services in private markets.

The ability-to-pay approach to tax fairness is focused solely on the
fairest way of distributing the net burden of raising revenue from
taxes. The benefit approach, in contrast, views taxation as linked
with government expenditures. Underlying this approach is the
principle of voluntary exchange in which taxes are viewed as fair
when they can be interpreted as a voluntary payment for benefits re-
ceived (Birch 1988, 1006). Although we tend to think of the benefit
rationale for taxation applying appropriately to only a few types of
taxes (for example, user fees, licence fees, and permits), many early
theorists framed their entire discussion of tax fairness in terms of
benefits received.

It is useful to divide interpretations of the benefit principle into
those that focus on the cost of the service rendered to a particular
person and those that focus on what a person (given his or her in-
come and preferences) would be willing to pay (Musgrave 1985, 17).
Early proponents of allocating taxes according to the benefit princi-
ple focused on the cost of the service to particular individuals.

Eighteenth-century proponents of the benefit principle, such as
Adam Smith, argued that equity was achieved by splitting the tax
burden according to the benefits gained from government expendi-
tures funded by taxation. Since government expenditures in this era
were largely for protection, roads, and canals, benefits and tax prices
could not readily be allocated to individuals. As a result, varying
judgments were made regarding who benefits the most and the least
from public services. For example, Smith regarded the wealthy as
benefiting more than the poor from public services, and advocated
taxing individuals “in proportion to their respective abilities; that is,
the revenue which they respectively enjoy under the protection of
the state.”®

The debate changed somewhat in the late 19th century with ex-
pression of the view that “since ... society is based on the freedom of

6 Adam Smith’s Wealth of Nations (1776), as described in Musgrave (1959, 67).
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the individual, it would be unjust to force anyone to contribute to
public services that he does not desire” (Musgrave 1959, 71). Thus,
the benefit principle began to be discussed in terms of what a person
would be willing to pay for a particular public service, or the princi-
ple of voluntary exchange. The voluntary exchange approach sug-
gests that taxes are “more or less voluntary payments rendered by
the individual in exchange for services supplied by the government
in accordance with personal evaluation of such services” (Musgrave
1959, 69).

The voluntary exchange approach to determining a benefit tax has
been criticized in the 20th century because of the “free-rider prob-
lem” of indivisible public goods. Allocating collective benefits based
on what people are willing to pay invites people to understate their
preferences or not reveal them at all, so they benefit from the public
service but do not pay what it is worth to them (Musgrave 1959, 80).
In practice, individuals can express their preferences for indivisible
public goods only through the electoral system. In light of this real-
ity, the benefit principle by itself is insufficient as the basis for de-
termining options for the design of the overall tax system.

Another problem with the benefit approach in general is that it
does not account for differences in ability to express preferences or to
bear the costs of public services because of disparities of income or
wealth. This deficiency was recognized by some 19th-century and
early 20th-century theorists, who acknowledged that justice in taxa-
tion consisted of “the ‘sociopolitical’ problem of creating a just dis-
tribution of income ... and the ‘purely fiscal’ problem of providing
for the satisfaction of public wants while leaving the just state of
distribution undisturbed” (Musgrave 1959, 74).

In the present day, the benefit principle is again thought of as a
useful way of allocating the costs of public services, but only those
costs which are divisible between individuals so that the tax resem-
bles a user fee. In these cases, the benefit principle has an advantage
over the ability-to-pay principle of “providing for a simultaneous
determination of publicservices and tax shares, thus combining both
sides of the budget process” (Musgrave 1959, 62).

Benefit-based taxes may be linked to services on a one-to-one ba-
sis. The analogy with market prices is, of course, quite direct in these
cases. For example, tolls on freeways can be determined on the basis
of the distance travelled; user fees can be charged for recreation facil-
ities such as municipal swimming pools and golf courses; and tuition
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fees can be assessed on students enrolling in public education insti-
tutions. Other benefit-based taxes may be less tightly linked to par-
ticular public services. Instead, a tax may be determined to approxi-
mate the benefits received from a combination of government-
provided goods and services. The property tax may be the best
example, if it relates to the municipal services provided to properties
and benefits residents of a municipality.

Finally, there are at least four categories where one would not
want to rely on taxes determined solely on the benefit principle, and
where the applicability of this rule is limited. First, benefits of many
public services cannot be attributed to particular individuals or
groups of individuals. These benefits are more general in nature, and
there is no reliable method of allocating benefits among individuals.
Examples include the benefits of national defence services, large-
scale environmental programs, and some aspects of public health
services. Second, for some government services it may be possible to
identify direct beneficiaries, but at the same time significant benefits
from these services accrue to society more generally. Thus, while in
principle benefit taxes could be levied on primary beneficiaries, in
light of these “spillovers” into the larger society it would be neither
fair nor efficient to make direct beneficiaries bear the full costs of the
services. Examples include education and public transit. Third, some
government programs are undertaken specifically for purposes of
redistribution, and there clearly would be no point in having the
beneficiaries pay for their own benefits. This group includes pro-
grams such as social assistance, Old Age Security, and other transfer
programs. Finally, society has decided that some public services
should be provided to individuals as a matter of right and that no di-
rect fees or benefit taxes should be related to them for that reason.
Such taxes would inhibit access to these services and would dilute
the universal rightt o their consumption, especially for lower-income
individuals and families. It would be inappropriate to finance essen-
tial services in this way, even if it were technically possible to assign
benefits and benefit taxes. The most important examples of the ap-
plication of this principle in Canada are the universal health care
system and universal public elementary and secondary education.
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Fairness between Generations

The principle of fairness in the tax system can apply between genera-
tions as well as between individuals. Intergenerational equity is in
part the basis for taxes that seek to ensure equality of opportunity for
successive generations by preserving the natural environment, en-
couraging investment in physical infrastructure, and nurturing our
society’s democratic decision-making processes.

The concept of intergenerational equity is obviously associated
with preservation of the natural environment and sustainable devel-
opment.” Wise stewardship of the Earth’s resources by the present
generation is seen as both a benefit today and a necessary investment
in the well-being of subsequent generations. Taxes used to reflect the
full cost of environmental degradation (for example, taxes on carbon
emissions) are one way of achieving greater intergenerational equity
with respect to the natural environment. Taxes can also be used to
encourage conservation or to increase the price of non-renewable
resources, and thereby to promote development of sustainable
substitutes.

In his study for the Fair Tax Commission, Osberg (1993, 80) argues
that current generations bequeath “a physical capital stock of plant,
equipment, and public works” to future generations. He cites such
tax provisions as accelerated depreciation for investment in plant
and equipment as effective incentives for business to increase the
value of society’s capital stock and thus the bequest to subsequent
generations. The unknown quantity is whether future generations
will in fact value the physical stock left by the current generation. It
is reasonable to assume that future generations will place some value
on the physical stock left to them, although the rate and types of
technological changes that occur will change the degree to which
specific assets are valued. The extent to which government policies,
including provisions of the tax system, provide an incentive to invest
in physical infrastructure implies some judgment about the value of
those investments to future generations.

7 The definition given by the World Commission on Environment and Development
(1987, 43) of sustainable development is “development that meets the needs of the
present without compromising the ability of future generations to meet their own
needs.”



Fairness and Other Criteria in Taxation 59

The nurture and transfer to subsequent generations of a system of

governance based on democratic institutions is another component
of intergenerational equity. Advocates of the taxation of wealth ar-
gue that one of the threats to democratic governance is large inequal-
ities of wealth in a society, inequalities that can be alleviated to some
degree by wealth transfer taxes. The basis for this assertion follows.

The most recent available evidence indicates, not surprisingly,
that the distribution of wealth in Canada is unequal, and more
unequal than the distribution of income. Using data from a 1986
Statistics Canada study, the Wealth Tax Working Group estimated
that, in 1984, the wealthiest 1 per cent of Canadian households
owned 16.8 per cent of net wealth, and the top 5 per cent owned
37.5 per cent of net wealth (Wealth Tax Working Group 1993, A9).
The unequal distribution of wealth in our society is due in large
measure to transfers of wealth through inheritances and intergen-
erational gifts. Maloney (1991, 246) cites evidence from the United
States and Britain in support of this claim, noting that a US study
“found that over 50 per cent of wealthy men owed their large
fortune to inheritance ... [and] in England ... over two-thirds of ac-
cumulated wealth is due to inheritance.”

The economic power that accompanies concentrations of wealth
results in undue political power for the wealthy, an outcome that
weakens democracy. The relationship between economic and po-
litical power is revealed, for example, in the “selective funding of
sympathetic politicians and political parties” (Duff 1993, 25). In
order to ensure that a vibrant democracy is passed on to future
generations, it is necessary to reduce excessive concentrations of
economic and thus political power in our society. A wealth trans-
fer tax, as the Ontario Committee on Taxation pointed out, con-
trols the amount of capital that passes from one generation to an-
other, thereby controlling the growth of an economically powerful
minority and safeguarding the “fabric of a democratic society”
(quoted in Duff 1993, 24-25).

Concern regarding the level of public debt is frequently expressed

in the language of intergenerational fairness. As Osberg (1993, 81)
states, “the total magnitude of taxation, relative to expenditure, be-
comes an equity issue, in the sense that deficits accumulate and be-
come a debt burden on future generations.” The intergenerational
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fairness of debt accumulation is an issue not of taxation but of the re-
lationship between taxes and expenditures. It is not our mandate nor
is it our intention to comment on the level of public expenditure in
Ontario, but we must determine the fairest way to raise revenue
given public decisions about expenditures and debt.

Nevertheless, at our hearings, the issues of government spending
and accountability were reflected in widespread public concern
about the national and provincial deficits and their effect on the tax
liabilities of future generations.

Fairness in a Multi-jurisdictional Setting

The discussion of fairness in taxation becomes more complicated in a
federal setting. Specifically, issues arise concerning (a) the division or
sharing of tax bases by different orders of government, and (b) the
coordination of taxation of the same base between governments.® The
first issue is central to the operation of federal fiscal relations. The
importance of the second relates to concern about the undertaxation
or the double taxation of income. Decisions about these issues are
made in a context that involves broader aspects of a federal system.
An important rationale for establishing a federal structure in a nation
is to reap the benefits of larger economic markets while ac-
commodating the desire for different combinations of public services
at the subnational level. The relative absence of economic barriers
within a nation means that mobility between the parts of the federa-
tion becomes an important consideration in the design of tax policy.?
Part of this design involves determining which public services are
provided by the regional (provincial) governments and which are
provided by the common (national) government. For example, the
decision whether income redistribution is primarily a central or a
provincial function may affect the allocation of taxing authorities be-
tween the two orders of government.

These issues, and others involving taxation in a federal system, are
discussed in chapter 6. A vigorous debate about the best constitu-

8 These issues are thoroughly addressed in Musgrave and Musgrave (1993).

9Similar concerns arise between separate countries, especially with respect to the
mobility of capital, advances in communications technology, the reduction of trans-
portation costs, and the lowering of trade barriers. See the discussion in chapter 7.
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tional processes and structures to determine these issues is ongoing,. !
The purpose of referring to some of these issues here is to note the
implications for fairness in taxation. Tax fairness can be examined for
one order of government by itself or for some or all of the
components of the federal system combined. Because of our man-
date, we have restricted our attention to the provincial and local lev-
els of government. However, the analysis in this report and the rec-
ommendations drawn from it were developed in the context of
Ontario as a province in the Canadian federation. In some instances
the report identifies fairness problems that can only be solved with
the cooperation of the federal government, and in others where only
the federal government has a role to play.

Fair Process

What the tax statutes say is only part of attaining a fair tax system.
Fairness in taxation is also about how the statutes are developed and
how they are administered. At one extreme, some writers argue that
fairness in process is all that matters — that if the process is inherently
just, one accepts the outcome of that process as being just. The con-
cept, called commutative justice, describes end results as just solely
on the basis that they are the result of a just procedure (Birch 1988,
1006). Fairness in process (broadly defined to include administrative
processes, judicial processes, and policy formation processes) is seen
as the guarantor of substantive fairness in the tax system over time.
Itis an answer to the dilemma of how to prevent the system from be-

_coming eroded again once the structure of the tax system is reformed
to enhance its fairness.

In addition, fairness in process is desired in its own right because
of its central importance in a democratic system of government. In
this context, it is intimately linked to openness. Accessible informa-
tion and open debate over policy options help people to understand
and to have confidence that policy choices are fair, even for those
who oppose the choices made. Openness promotes “civic discovery”
or public learning (Reich 1988, 144-46), an important aspect of fair-
ness in itself. These issues are discussed in more detail in chapter 11,

10 Gee, for example, Breton (1993).
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where recommendations to enhance the fairness and openness of the
tax policy process are made.

Implications

As one thinks through the concept of fairness in taxation it becomes
clear that there are different levels of fairness and, at each level, dif-
ferent dimensions. Fairness lies partly in relating taxes paid to bene-
fits received, and partly in relating taxes paid to ability to pay. Abil-
ity to pay, in turn, has a horizontal and a vertical dimension. Fairness
can be defined across generations as well as within a generation.

Given these and other aspects of fairness, it is unlikely that any
one tax can achieve an acceptable balance among all these dimen-
sions. A mix of taxes rather than one single tax will provide some of
the extra degrees of freedom to address the multiple dimensions of
fairness. Tax fairness, then, should ultimately be judged in terms of
the overall mix of taxes; while we obviously want each individual tax
in the system to be as well structured as possible, we should not ex-
pect to find the various dimensions of fairness adequately repre-
sented in any one tax. In chapter 33 we discuss the issue of the exist-
ing tax mix and how it can be improved. Moreover, tax fairness is
part of a larger concern — general fiscal equity. While our concern is
with fairness in taxation, we are cognizant of the broader picture. We
are aware, for example, that there are limits to what can be accom-
plished through the tax system, especially for a single province. The
fiscal and tax situations in other jurisdictions constrain Ontario’s op-
tions because of the open economic relationships among them.
However, even in a closed economy, limits would exist because of
the responses of taxpaying units to the imposition of various taxes at
various rates.

Some aspects of fairness are difficult to disentangle from the
context in which they are raised, particularly those relating to
particular groups, such as people with disabilities or care-givers. It is
important to distinguish between the tax system recognizing the
special circumstances of these groups as a matter of fairness, and the
tax system providing instruments to benefit these groups. The first is
a matter of horizontal equity; the second is a matter of social policy.
In the following chapters we return to this distinction on several
occasions.
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Most of our discussion of fairness has dealt with the issues in a
“pure” sense, as if we were designing a tax system de novo, without
an existing system already in place. In reality, we recognize that, un-
der the existing tax system, individuals and businesses have commit-
ted themselves to an immense array of formal contracts and agree-
ments, as well as to less formal commitments. As a result, the exist-
ing rules are reflected and embodied in a range of real property val-
ues, other asset values, wages and salaries, and the like. To change
the rules suddenly would be unfair in itself, even if the new rules,
which would eventually be reflected in a new set of arrangements,
are fairer.

The existence of prior arrangements suggests the need for transi-
tional mechanisms when certain tax rules are changed. As a general
principle, the transitional measures should be related to the
longevity of the prior arrangement. Contracts that extend for a pe-
riod of years may be recognized through phase-in provisions or
through arrangements which delay implementation for some years
after the changes are announced. Arrangements that are long lived
or essentially permanent may be appropriately recognized through
“grandparenting” schemes, which allow existing contracts the bene-
fits of the old rules for as long as the contracts exist.

One particular transition problem occurs when the effect of a tax
rule is reflected in the price of an asset; this is known as capitaliza-
tion. For example, if a particular parcel of real estate is favoured by
existing property tax provisions, that advantage comes to be re-
flected in a higher price for that property compared with similar
properties not so favoured. A sudden change in the tax provision
may reduce the price of the property, thereby creating a loss for its
owner, even though the current owner may not be the one who ben-
efited from the tax advantage. Where there is strong reason to
believe that capitalization has occurred, fairness requires that
transition measures be carefully designed to avoid undue penalties
to current asset holders. Later in this report we discuss
implementation issues and, where appropriate, propose transitional
measures to deal with them.

Other Criteria in Tax System Design

While fairness is our dominant principle for tax design, other criteria
are also important. In this section we discuss the other criteria that
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have guided our deliberations, along with some of the relationships
between these criteria and tax fairness.

Economic Neutrality

The criterion of economic neutrality requires that tax provisions in-
terfere as little as possible with the decisions of individuals and
businesses, so there is as little difference as possible between the de-
cisions they make and those they would make in the absence of the
tax provisions. Often these criteria are stated as they relate to specific
taxes. For example:

e theincome tax should affect as little as possible the amount of
paid work people choose to do;

® corporate taxes should only minimally influence whether and
where businesses decide to invest; and

* a payroll tax should affect as little as possible how many workers
a business chooses to hire or the form in which they are paid.

As a general rule, the argument for neutrality can be read as an ar-
gument that private, market-related decisions are, by and large, effi-
cient and that they should be disrupted to the least extent possible.
At the same time, it is important to recognize that all taxes elicit
some behavioural response.

While neutrality may be desirable as a general principle, there are
numerous instances in the tax system where the intent of the tax or
tax provision is to affect the economic decisions of people and busi-
nesses. Examples include taxes on tobacco and alcohol, in part to dis-
courage their consumption; corporate tax incentives for businesses to
undertake additional research and development; tax incentives for
workers to assume ownership of their companies; and provisions to
encourage individuals to save for their retirement. Whether all these
provisions are desirable or effective is another issue. For the moment,
the point is that economic neutrality is not an absolute; it should be
taken as a statement that it is desirable for taxes to affect private
economic choices minimally, unless intrusion is the deliberate
intention of the provision and is advanced as such.
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Owerhead Costs

Overhead costs refer to the administrative costs governments incur
to administer, collect, audit, and enforce the provisions of a tax
statute. They also refer to the compliance costs experienced by indi-
viduals and businesses that pay or remit taxes to governments. These
costs may be out-of-pocket money costs (hiring staff or tax advisers)
and time (filling in forms), or other forms of non-monetary costs.
Clearly, it is desirable that these costs be minimized.

Taxpayer compliance problems can be of two general types. The
_first are problems that arise from lack of knowledge or confusion.
The second are those that arise from deliberate evasion by taxpayers.
Perhaps the most interesting instance of the latter involves the
“underground economy.”

The underground economy, for our purposes, refers to economic
activities that are themselves legal, but which are organized differ-
ently in order to avoid tax. Common examples are work performed
for cash, in order not to leave a “paper trail,” and barter exchanges of
goods and services. The most obvious effect of underground eco-
nomic activities (or grey markets as they are sometimes called) is the
loss of tax revenue to governments, even when the nature of the ac-
tivity itself remains unaffected. A less obvious effect is that economic
inefficiencies are introduced, because “going underground” often
means organizing and performing the underlying activities in more
costly ways. For example, barter arrangements are more costly be-
cause of the need to locate matching partners with whom to trade.
Other costs are sometimes incurred to protect against detection.

Besides revenue and efficiency losses, underground activities lead
to real and perceived unfairness in the tax system. Recorded activi-
ties and incomes are taxed, while unrecorded activities and incomes
escape tax. These perceptions can sow the seeds of further tax avoid-
ance, if they contribute to cynicism about the tax system — a poten-
tially troublesome development for a system that depends largely on
self-assessment and voluntary compliance.

Simplicity/Visibility
Simplicity in the tax system is desirable because it is important that

taxpayers (individuals and businesses) understand the taxes they
pay and the tax implications of activities they may undertake. There
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is no inherent benefit to simplicity per se; rather, simplicity is desired
because of the contribution it makes to meeting other criteria.

In particular, a tax system that is easily understood will contribute
more to accountability, the minimization of overhead costs, and
predictability of revenues than a tax system that is complex and
opaque. Fairness itself, and the perception of fairness, may also be re-
lated to simplicity in the tax system. Many public misperceptions
about the taxes people pay flow directly from the complexity of the
current tax system.

Almost without exception, participants in our public hearings
called for more accessibility. Participants from every community told
us that improving tax literacy and creating a simpler system are the
building blocks of a more equitable tax system. Citing fairness as a
major concern, small business lobbied commissioners to reduce esca-
lating compliance costs due to the system’s complexity, particularly
since the introduction of the Goods and Services Tax.

Having noted the case for a simple and transparent tax system, it
is important not to be deluded as to how simple things can be made.
The tax system operates in a complex and sophisticated economy,
which in turn operates in a sophisticated political and constitutional
environment. People are taxed in their roles as income recipients,
wealth holders, and consumers, and sometimes more than once in
each role. All this means that complexity is inevitable. The challenge
is not to introduce any more complexity than is absolutely necessary.

Accountability

Ideally, the tax system should be consistent with and should rein-
force the precepts of democratic government. Effective democratic
government requires a variety of accountability structures between
elected officials and citizens. This report is not the place to enumer-
ate these links; our concern is their relationship to the tax system.
There are two sides to the accountability coin. First and most obvi-
ous, governments are accountable to their electorates through pre-
scribed processes, elections, conflict of interest rules, openness,
administrative rules, and so forth. Second, citizens must maintain an
interest in keeping governments accountable. They must be prepared
to play the role of watchdog.

Taxation is involved on both sides of the accountability coin.
Governments must account for their financial operations, and
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citizens, because they pay taxes, have an incentive and a reason to
monitor what their governments do with the taxes they pay. In
recent years, there has been concern that accountability is failing.
Governments are seen as distant, fiscally irresponsible, and unre-
sponsive to the needs and demands of their constituents. Participants
at our public hearings were concerned about the relationships
among the taxes they pay, accountability, and government spending.
Often, the notion of the fairness of a particular tax was inextricably
linked to whether governments were wasting public money. One
“reform” idea which has gained considerable currency in this envi-
ronment, and which was expressed to us numerous times, is ear-
marked taxes. Loosely put, the argument is that if a particular tax is
tied to a particular expenditure program, the citizens who pay the
tax will gain a direct measure of control over the services they re-
ceive in return. In short, earmarking would deal with the account-
ability problem by limiting the discretion of government; it argues
that if we cannot hold governments effectively accountable we will
limit their powers, at least with respect to how they choose to spend
our money. At one level this is an appealing argument; at another
level, it may lead to another form of non-accountability. If inter-
preted tightly enough to be a meaningful concept, earmarking stipu-
lates that public spending on a designated program is determined in
some fashion by the amount of revenues generated by the earmarked
tax. This amount may or may not have much to do with the correct
level of the public service from a societal perspective. In chapter 11
we explore this issue in more detail and arrive at some conclusions
and recommendations.

Revenue Predictability

Governments should be able to predict reasonably precisely how
much revenue will be generated by a tax at various levels of
economic activity. This objective, while not of direct concern to
taxpayers individually, is important to governments and therefore to
taxpayers collectively. If governments are to be able to plan
effectively, they must be able to predict revenue flows. Surprises in
revenues, particularly in the downward direction, disrupt budget
and deficit plans, creating pressures for changes in spending and
taxes (rates and/or structures). Revenue predictability for
governments is somewhat akin to visibility/transparency for
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taxpayers, It is desirable for both to know the impact of the tax
system on their financial situation.

Relationships among Criteria

Fairness and the other tax criteria discussed in this chapter are not
independent of one another. Improving the system in one area will,
in general, have positive or negative effects on the others. Three
short examples illustrate the point. First, governments can improve
revenue predictability if they adopt procedures to increase compli-
ance - such as more auditing and more enforcement. However, this
surveillance will increase overhead costs of operating the tax system
in terms of direct administrative costs, and also in terms of taxpayer
compliance costs. Second, improved clarity for taxpayers can en-
hance their ability to play watchdog over government — an example
of simplicity enhancing accountability. Finally, tax neutrality may
conflict with fairness. Designing taxes to minimize their impact on
private decisions may be unfair if it means that capital income will
be treated differently from labour income, or if high-income taxpay-
ers are taxed at the same rate as low-income taxpayers.

In our deliberations we were cognizant of the linkages that exist
among criteria. Our primary concern, however, is with fairness in the
tax system. In our view, then, the net benefits of any tax measures
designed to meet other goals (such as neutrality) must clearly out-
weigh any negative impact these measures might have on fairness.
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5 The Economic and Social
Environment

In the past 25 years, the international economy has undergone
sweeping change. Capital, goods and services, and to some extent
even labour move far more freely from nation to nation.
International trade and financial agreements both reinforce and ex-
tend that mobility. The industries that have traditionally formed the
foundation of Canada’s and Ontario’s economic development —
resources for export, automobile assembly for the North American
market, and light manufacturing for the Canadian market — have
been forced by competitive pressures to undergo substantial restruc-
turing. This continuing restructuring heightens concerns about the
impact of taxes on investment and business location. And by increas-
ing opportunities for tax avoidance, the enhanced mobility of capital,
goods, and services that gave rise to the restructuring in the first
place undermines the effectiveness of the tax system itself. Finally, in
combination with demographic changes within Canada, these
changes are altering patterns of employment, income, and consump-
tion, and thus affecting both public expenditures and the revenue
potential of various elements of the tax system.

Economic Internationalization

International economic integration has profound implications for
taxation in a relatively small, open economy like Ontario’s. Some of
the factors driving economic integration include international sourc-
ing of inputs in the production of goods, the liberalization of trade,
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and the ease with which financial capital can move from jurisdiction
to jurisdiction. These three developments have both diminished the
ability of jurisdictions to tax corporate profits and the capital income
of high-income individuals, and reduced the scope of governments
to use the tax system to achieve economic objectives.

International Sourcing in Goods Production

The emergence of low-cost mass production in the past 20 years in
newly industrializing countries (NICs) has challenged the traditional
mass production manufacturing base of the North American econ-
omy. As some of the early NICs, such as Korea, develop into higher-
wage economies, new centres of low-wage, low-skilled production,
such as Thailand, emerge. Mass-produced goods from these coun-
tries can be shipped for sale to markets all over the world thanks to a
decline in shipping costs, reductions of trade barriers, and the suc-
cess of multinational enterprises in marketing their products in every
corner of the globe.

At the other end of the spectrum, high value-added products and
services are now frequently created through what Reich refers to as
the “web enterprise” (1991, 87-97). Such an enterprise does not pro-
duce products or services from start to finish, but rather contracts
with working units all over the world to produce the products and
services that meet a particular customer’s need. Reich provides the
example of precision ice hockey equipment which is “designed in
Sweden, financed in Canada, and assembled in Cleveland and
Denmark for distribution in North America and Europe, respec-
tively, out of alloys whose molecular structure was researched and
patented in Delaware and fabricated in Japan” (Reich 1991, 112).
Ontario is increasingly a part of these enterprise webs asit develops
its production of high value-added goods and services.

The challenge for the tax system posed by international sourcing
and production is largely one of allocating profits. As Peggy
Musgrave (1991, 282) notes, it seems reasonable to permit the
country in which income has been earned to tax that income to some
degree even though it is owned or consumed by a foreign resident.
However, without special arrangements between jurisdictions,
double taxation will occur if capital income is taxed in the
jurisdiction in which it is earned (source principle taxation) as well as
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in the jurisdiction where the person who earned the income is
resident (residence principle taxation).

Multinational enterprises (MNESs) are one component of the inter-
nationalization of production. MNEs are firms that have facilities
located in a number of jurisdictions. As Eden (n.d.) explains in her
study for the Fair Tax Commission, MNEs choose locations based on
factors such as the availability of resources (natural and human) and
the cost of operating in that location. Each MNE carries out primary
activities, such as administration and technological development,
and support activities, such as resource extraction and processing,
fabrication and sub-assembly, final assembly, sales and service. In
some cases, different branches of the MNE add value and the final
product emerges after a series of intra-firm transfers (vertical inte-
gration). In other cases, different plants produce the same or similar
product lines, with intra-firm trade occurring to meet excess demand
or supply niche markets (horizontal integration). There is increasing
competition among jurisdictions for the primary activities of multi-
national enterprises because these tend to be high value-added ac-
tivities which have significant spin-offs for domestic economic
growth (Ontario 1992, 5).

The ability of multinational enterprises to shift earnings from ju-
risdiction to jurisdiction to minimize tax liability creates a challenge
for tax authorities in the nations in which they operate or pay divi-
dends. One way MNEs can minimize their tax liability is to locate
patents for new technology in the country with the most favourable
tax system (Gordon 1992a, 84). MNEs can also minimize their total
tax liability by financing debt in a jurisdiction with high tax rates
thereby reducing profits in that jurisdiction and hence taxes payable
(Conklin and Whalley n.d.). A third method by which multinationals
reduce their global tax liability is a practice commonly called transfer
pricing. A transfer price is the price of any non—-arm’s-length trans-
action involving goods, technology, or services between affiliates of a
multinational enterprise. A need for transfer pricing arises where
firms and their subsidiaries operate in two or more jurisdictions, and
there is a need to assign prices for internally traded products to sup-
port decentralized decision-making systems, or to determine income
by jurisdiction or decision-making unit (Eden n.d.). Transfer prices
are set by the multinationals and logically would reflect the price per
unit of the commodity, good, or service as well as the allocated
charges for services such as interest, management fees, and research
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and development charges (Eden n.d.). In some jurisdictions, includ-
ing Canada, multinationals are required to price transactions in the
same way as transactions between unaffiliated firms (referred to as a
reasonable arm’s-length price). The arm’s-length transfer-pricing re-
quirement is difficult to achieve in practice because it is hard to find
comparable transactions among independent firms and because
there is no agreement on a single correct way to allocate common
overhead costs among subsidiaries of a multinational. The concern
with respect to transfer pricing is that multinationals may misrepre-
sent the prices of intra-company transfers “in order to shift profits
from high-tax to low-tax jurisdictions” (Munnell 1992, 38).

Although profits may be shifted extensively by multinationals,
production may not be shifted as much. A study for the Fair Tax
Commission notes that multinationals are more likely to shift profits
to take advantage of low effective tax rates than to shift the location
of production (Conklin and Whalley n.d.). With respect to the
European experience, another study comments that “differences in
taxation appear to have a greater impact on companies’ tax-planning
behaviour, particularly with regard to the choice of financial and
legal structures, than they do on their direct investment decisions”
(Daly 1992, 1063). Thus, transfer pricing and other tax minimization
techniques affect the level of tax revenues a jurisdiction may collect
but not necessarily the level of economic activity in that jurisdiction.

Trade Liberalization

As production processes have become more international, access to
markets for goods and services has become a key concern for nations
all over the world. At the federal level, Canada has signed two major
trade liberalization agreements: the Canada-US Free Trade
Agreement (FTA), and the North American Free Trade Agreement
(NAFTA). Canada is also involved in multilateral trade negotiations
as part of the General Agreement on Tariffs and Trade (GATT). At
the same time, Ontario, the federal government, and some provincial
governments continue to discuss the reduction of interprovincial
barriers to trade.
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Canada-US Free Trade Agreement

The Canada-US Free Trade Agreement was implemented on 1
January 1989 and covers bilateral trade in goods and certain services,
as well as a wide range of issues related to investment. It covers
about three-quarters of Canada’s merchandise exports and two-
thirds of its imports and provides for the phasing out of all tariffs on
bilateral trade by 1998 (GATT 1992, 29). In 1990 the tariff elimination
process was accelerated for 400 items and in 1991, for a further 250
items. At the time of writing, the accelerated elimination of tariffs
was being negotiated for a number of additional categories of goods
including some steel products, household appliances, textiles and
clothing, plywood, and most agricultural products (GATT 1992, 29).

There are both direct and indirect tax policy implications of the
FTA. One of the provisions that may have an impact on Ontario’s tax
system is the “national treatment” provision which ensures that US
imports are not discriminated against in the Canadian market
through, for example, differential tax treatment or regulations. This
article of the agreement effectively reduces the types of subsidization
that Canada can provide for domestic goods in competition with
imports. However, the definition of what is or is not a subsidy is a
subject of some disagreement between Canada and the United States
and is likely to be established on a case-by-case basis. As tariff
protection is reduced, and if direct subsidies are disallowed, firms
may seek alternative kinds of government support for activities to
increase their competitiveness. Such support may take the form of
tax expenditures, although certain kinds of tax expenditures,
specifically ones that benefit a sector or firm, may also be restricted.
Tax expenditures and subsidies may be more acceptable at the “pre-
competition” phase; for example, for training or research and
development. One analyst argues that the national treatment
provisions force Canada and the United States either to eliminate
any tax provisions which favour their own firms or to agree to a
common set of tax distortions to eliminate the differences in the
effective tax rate on different industries (Gordon 1992a, 91).

The FTA has also reduced tax policy options for the Canadian
government and the provincial governments. The FTA allows goods,
services, and investment capital to flow relatively freely across the
Canada-US border. It is likely that investment capital, in particular,
will flow to locations where the return on investment is highest,
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often a lower-taxing jurisdiction. This will put pressure on Ontario to
align its tax system more closely with the tax systems of competing
US states. Further, although the FTA held out the promise of larger
markets for Ontario’s products, “many companies have found that
they can only compete on the basis of significant structural adjust-
ment” (Conklin and Whalley n.d.). Such adjustment has typically
included reducing the size of the workforce and in some cases mov-
ing to another jurisdiction. If firms reduce their labour force or move
to other jurisdictions, the loss of jobs will have a negative impact in
the short term on the revenue governments can raise from personal
income tax, sales tax, payroll tax, and corporate income tax.

North American Free Trade Agreement

Since 1991 Canada has been negotiating a trilateral free trade agree-
ment with Mexico and the United States. The intent of NAFTA is to
eliminate tariff barriers in most sectors and most investment
restrictions among Canada, the United States, and Mexico over a 10-
to 15-year period. With NAFTA’s approval, there is likely to be a
further increase in the international division of labour and the degree
to which different countries specialize in particular products or
product niches within industries which are then traded across
national boundaries (Dobson 1992, 108, 109). This may increase tax
rate competition among Canada, the United States, and Mexico as
each jurisdiction vies for investment capital.

General Agreement on Tariffs and Trade

The current round of GATT negotiations (the Uruguay Round) be-
gan in 1986 with 108 countries involved. The agenda for the round
includes liberalizing trade in services, textiles, and agriculture and
limiting non-tariff barriers like subsidies and government procure-
ment policies. However, there is considerable doubt as to when or if
- agreement will be reached in this round.

If agreement is reached in the Uruguay Round, markets will be
increasingly open to goods and services produced in other jurisdic-
tions. This openness will increase the flexibility firms have with
respect to their location and may increase tax competition between
jurisdictions. As the United Nations’ 1991 World Investment Report
warns, jurisdictions that provide extensive social benefits and levy
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high taxes to support those programs may find their fiscal base
eroded “if business shifts to neighbouring countries with lower taxes
following regional integration” (Campbell n.d.).

Reducing Interprovincial Trade Barriers

During the constitutional negotiations of 1991-92, the federal gov-
ernment proposed a constitutional amendment that would have re-
duced interprovincial barriers to trade. A watered-down version of
the federal proposal was included in the Charlottetown accord,
which was defeated in a national referendum in October 1992. The
question remains whether the federal government will pursue the
reduction of interprovincial barriers in the future. Although discus-
sion of this issue among the provinces and the federal government is
ongoing, few observers feel that any reductions will occur in the near
future (see Dungan n.d.). However, as trade is liberalized through
the FTA and NAFTA and changes to GATT, there may be increasing
pressure on the provinces to negotiate reductions in interprovincial
barriers. The tax implications of such a change are difficult to antici-
pate, although it is certain that, in some industries, rationalization
would occur and jobs would be lost.

Movement of Financial Capital

A third development that has contributed to international economic
integration is the increasing cross-border movement of financial cap-
ital. Flows of financial capital grew at a rapid rate during the 1980s,
greatly exceeding the rate of growth in trade. For instance, from 1983
to 1988 financial capital flows grew by 20 per cent per year compared
with a 5 per cent per year growth rate in trade (Campbell n.d.).
Financial integration has been driven in part by modern methods of
communication, which allow investors, borrowers, and financial in-
stitutions to obtain information easily on opportunities and risks all
over the world. In addition, financial deregulation has opened many
domestic markets, including Ontario’s, to foreign financial institu-
tions (Economic Council of Canada 1990, 59).

Financial capital is perhaps the most mobile of resources
(Musgrave 1991, 283) and thus most likely to flow to locations where
effective tax rates are low. The mobility of financial capital creates an
incentive for jurisdictions to maintain low effective tax rates.
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Unfortunately, this hurts the residents of the country from which the
capital has been attracted and the resultant tax rates “will be too low
compared to a cooperative solution” (Slemrod 1990, 20). From the
perspective of the taxpayer, “movement, in particular of capital, to
low-tax locations permits the owner who resides in a high-tax loca-
tion to act as a free rider enjoying a high level of public services
without contributing to their cost” (Musgrave 1991, 286).

The cooperative solution alluded to by Slemrod is tax coordination
of some kind.! Musgrave argues that cooperation can take the form
of either minimal or full fiscal coordination. Minimal coordination is
characterized as the prevention of one jurisdiction from “engaging in
discriminatory fiscal practices to the detriment of other jurisdictions”
(Musgrave 1991, 293). Provisions this implies include those to avoid
the full double taxation of foreign capital. Full coordination implies
establishing “an inter-jurisdictional fiscal environment which is neu-
tral with respect to flows of trade, factors, and residents, and at the
same time secures fair tax shares by each jurisdiction in gains accru-
ing to non-residents, while preserving standards of taxpayer equity
prevailing in the residence jurisdiction” (Musgrave 1991, 293).

Tax coordination has been considered on a practical level in
Europe. In 1986 the Single European Act was signed with the aim of
creating by the end of 1992 the European Economic Area (EEA), a
single internal market in which the movement of goods, persons,
services, and capital was to be ensured. One of the anticipated impli-
cations of reduced economic barriers is that capital flows would be
increasingly sensitive to international tax differences (Daly 1992,
1053). Another possible tax-related outcome of a single market in
Europe is thought to be the use of special tax incentives by govern-
ments trying to attract certain types of activities (Daly 1992, 1053).
Both of these possibilities raised concerns that investment decisions
would be altered by tax provisions.

In anticipation of the problem of allocating income from capital
between the nation in which it is earned and the nation in which the

! Another school of thought argues that the process of competition between nations
for mobile factors like financial and investment capital promotes efficiency and
responsiveness of governments. Thus, the cooperative solution would be counter-
productive and fiscal competition is desirable (Musgrave 1991, 277). Musgrave
suggests that this school of thought is best represented in Brennan and Buchanan
(1980).
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recipient resides, the Commission of the European Communities es-
tablished the Committee of Independent Experts on Company
Taxation to advise them on ways to improve the harmonization of
capital income taxation within the EEA. The committee concluded
that, in the long term, a fully harmonized corporate tax system was
desirable for the establishment of a single capital market within the
European Communities (Daly 1992, 1076). In its report, the commit-
tee recommended measures to eliminate the double taxation of cross-
border income flows, harmonizing the treatment of foreign source
and domestic source income, and minimizing the differences in ef-
fective corporate tax rates among European nations (Munnell 1992,
43). However, taxation is one of the areas of EC policy which re-
quires unanimous approval of new legislation, and informed ob-
servers feel that increased harmonization of national tax laws will be
difficult to achieve politically (Daly 1992, 1081).

This conclusion is echoed by another observer, who dismisses the
possibility of multilateral cooperation on taxes because “countries
differ enormously in their revenue requirements, capacity to raise
taxes, and their predisposition toward alternative tax systems, in-
cluding the perceived need to use tax policy to affect economic activ-
ity” (Slemrod 1990, 21). A more modest goal that might be achieved,
he suggests, is the harmonization of both statutory corporate tax
rates and withholding taxes on interest, dividends, and royalties to
equalize the ability of countries to impose residence-based taxes.

As international economic integration continues, the mobility of
financial capital and production will put pressure on jurisdictions to
reduce effective tax rates on these factors. As a result, open
economies like Ontario’s will feel pressure to increase their reliance
on taxes on less mobile factors like labour and taxes on consumption.
(But significant levels of cross-border shopping in the late 1980s
showed that consumption can also be relatively mobile for some.) In
addition, Canada may want to enter into tax coordination agree-
ments with competing jurisdictions to avoid the bidding down of
effective tax rates.
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The Changing Economy in Ontario and Canada
Changing Economic Activities

The Ontario and Canadian economies are not isolated from the
international influences on economic activity and investment
outlined in the previous section. The emphasis in much of the recent
literature on structural adjustment in Ontario and Canada focuses on
the central role played by traded goods and services in ensuring our
continued economic well-being. Ontario’s Premier’s Council on
Technology argued in its 1988 report that Ontario’s high-wage
economy and future prosperity would depend on “our ability to
sustain a sufficiently large base of companies competing in world
markets, not on the basis of lower labour or raw material costs, but
rather through technical innovation, skilled labour, adept marketing,
and high productivity” (Premier’s Council on Technology 1988, 35).
The council report argues that businesses which produce traded
goods and services are central to the wealth creation process.

Traded Goods

Ontario’s economy is characterized by a high level of trade. In 1990,
merchandise exports and imports made up 54 per cent of gross
provincial product (Conklin and Whalley n.d.). Traditionally,
Ontario’s exports have been raw materials and manufactured prod-
ucts, such as automobiles, produced as part of a North American
production system (Premier’s Council on Technology 1988, 35). In
1990, 40 per cent of international exports were related to the motor
vehicle industry and in 1992, 93 per cent of Ontario’s international
exports were in the form of fabricated materials or end products
(Conklin and Whalley n.d.). Although Ontario’s resource-based
businesses are internationally competitive and contribute signifi-
cantly to provincial living standards, substantial growth in this area
is unlikely in the future in light of increasing competition from de-
veloping countries and declining world prices for natural resources
(Premier’s Council on Technology 1988, 55). Porter echoes this prog-
nosis in his 1991 report on Canada. He argues that the sustainability
of Canada'’s resource industries is threatened by a number of factors
including resource depletion, the elimination of markets for some of
our resources as synthetic substitutes are found, the emergence of
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low-cost competitors in both developed and developing countries,
and declining real prices (Porter 1991, 156-60).

Traded Services

In 1989 the service sector made up 64 per cent of Canada’s GDP, up
from 55 per cent in 1967 (Betcherman 1991, 58). (The most compre-
hensive information on the service sector is available for Canada as a
whole and is not Ontario-specific.) A 1991 Economic Council report
on the growth and character of the service economy, defines three
types of services: dynamic services, which include transportation,
communications and utilities, finance, insurance, real estate, whole-
sale trade, and business services; traditional services, which include
retail trade, amusements and recreation, accommodation, food and
beverages, and personal services; and non-market services, which
include education, health care, social services, and public
administration (Betcherman 1991, 9). Most of the growth in the
service sector occurred in dynamic services, while traditional
services made up only slightly more of the GDP in 1989 than they
did in 1967 (Betcherman 1991, 58).

Traded services are a small component of Canada’s trade. In 1988,
services, primarily dynamic services, made up 13 per cent of
Canada’s exports and just less than 17 per cent of imports
(Betcherman 1991, 16). Historically, services have been located close
to the customer. This is still true for most traditional services.
However, as Campbell (n.d.) notes, the 1991 World Investment
Report of the UN Centre on Transnational Corporations predicted
that technological developments, specifically the convergence of
computer and communications technology, would make it possible
for information intensive services to be produced in one place and
consumed in another, thereby increasing the tradability of these
types of services. In addition, the internationalization of banking and
other financial services and of telecommunications is increasing their
tradability. The enhanced tradability of dynamic services has made
the providers of these services more responsive to economic factors,
including the level of taxation in a jurisdiction. If Ontario hopes to
nurture the traded services sector, tax policies will have to take into
account the ease with which the production of these services can be
relocated.
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The ability of Ontario’s economy to maintain its traded goods sec-
tor and enhance the traded services sector willhave an impact on the
ability of governments to raise tax revenue. If Ontario is unable to
maintain its traditional high-wage economy by shifting to high
value-added production of goods and services, the ability of the
government to raise revenue will be compromised, especially from
its major revenue sources, the personal income tax and the retail
sales tax.

Labour Market Characteristics

The average unemployment rate in Ontario from September 1992 to
August 1993 was 10.8 per cent (Ontario Ministry of Finance, Office of
Economic Policy 1993, table 7). A study for the Fair Tax Commission
projects that the unemployment rate in Ontario will continuc above
10 per cent through 1994 and then fall gradually to about 7 per cent
by the year 2000 (Dungan n.d.). The slow fall predicted for the un-
employment rate reflects structural adjustments that accompany the
current economic recovery. While the Ontario economy is predicted
to grow over the next few years (Dungan n.d.), the growth is gener-
ally expected to be a result of productivity improvements, rather
than employment growth. As a result, the economic recovery of the
early 1990s has been referred to as a “jobless recovery.”

The labour market changes that have accompanied the structural
changes in the Ontario and Canadian economies include shrinking
employment in the relatively highly paid manufacturing and re-
source extraction sector and growth in low-paid consumer service
jobs and part-time and other forms of non-standard employment.
From 1976 to 1992 employment in Ontario’s goods-producing sector
declined by 3 per cent, while employment in the service sector in-
creased by 49 per cent. Within Ontario’s goods-producing sector, the
number of people employed in manufacturing declined by 8 per cent
from 1976 to 1992. A slightly larger decline took place in Ontario’s
primary industries sector (mining, trapping, fishing, forestry, and
agriculture). From 1976 to 1992 the number of those employed in
primary industries declined by about 9 per cent.?

2 Fair Tax Commission calculation based on Statistics Canada (1993f, table A-22).
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TABLES5.1
Distribution of Employment by Occupation in Ontario, 1976 and 1992

Percentage Earnings index

Occupations 1976 1992 change (1990)2
%

Managerial and other

professionals 23 33 +43 116
Clerical 19 17 -1 074
Sales 11 10 9 097
Service 12 13 +8 073
Primary occupations 4 3 -25 0.87
Processing, machining, and

fabricating 17 13 24 089
Construction 6 5 -17 1.01
Transportation/ transport

equipment operating 4 3 25 095

Material handling and other
crafts 4 3 -25 0.79

Sources: Statistics Canada, Labour Force Annual Averages, 1984. Cat. 71-529,
table 22; Labour Force Annual Averages, 1993, Cat. 71-220, table 17;
Employment Income by Occupation, 1993, Cat. 93-332, 142-173.

a. Earnings index is average earnings in each occupation as a percentage of
average earnings for all occupations in 1990 on a full-time, full-year basis.

The large disparities in skills and compensation levels among
types of employment in the service sector mean that employment
growth in this sector cannot compensate for shrinking employment
in the relatively well-paid goods-producing sector. About a third of
service sector employment is in traditional services and a third is in
dynamic services. The final third is employed in the area of non-
market services, services provided by the public sector. Jobs in the
dynamic services sector tend to require high skill levels, while tradi-
tional service jobs require much lower skill levels (Betcherman 1991,
94). Average hourly earnings in the dynamic services sector were
more than 50 per cent above those in the traditional services in 1987.%

3 FTC calculation based on Betcherman (1991, table 8.17).
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Table 5.1 shows employment in the major occupational categories
for Ontario in 1976 and 1992 and how much employment in those
occupations has increased or decreased in that 16-year period. The
table shows that employment has increased only in services, man-
agement, and the professions, and has decreased most substantially
in primary occupations (logging, mining, farming, and fishing) and
in “blue collar” occupations such as processing, machining and fab-
ricating, transport equipment operating, and material handling. The
table also shows that average earnings in service sector occupations,
where employment growth is occurring, are only 73 per cent of the
average earnings for all occupations on a full-year, full-time basis.

Growth is also occurring in non-standard employment
(Betcherman 1991, 81). Non-standard employment is generally un-
derstood to encompass part-time work (less than 30 hours per week),
short-term (less than six months) and contract jobs, certain types of
self-employment, and work within the temporary help industry
(Betcherman 1991, 71, 72). Analysts caution that although data are
available on part-time work, labour force data in Canada do not
permit accurate estimates of all types of non-standard work. A signif-
icant characteristic of non-standard employment is the generally in-
ferior compensation, security, and advancement opportunities
attached to the jobs. According to estimates in a study for the
Economic Council of Canada, 28 per cent of all employment in 1989
was non-standard and 44 per cent of all employment growth in the
1980s was accounted for by non-standard employment (Betcherman
1991, 81).

Part-time employment is the largest and most accurately measured
component of non-standard employment. In 1992, 17 per cent of em-
ployed Ontarians worked part-time.* If the Canadian pattern of part-
time work is assumed to apply to Ontario, about half of all part-time
jobs are in the service sector (Betcherman 1991, 73). Part-time jobs in
the service sector tend to be short-term, compensation is lower than
for comparable full-time workers, and access to fringe benefits is
more limited - in 1987, only about 11 per cent of part-time employees
had work-related pension plans, compared with 46 per cent of full-
time employees (Betcherman 1991, 75).

4 FTC calculation based on Statistics Canada (1993h, table 18).
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Changes in the labour market — the falling number of well-paid
“blue collar” jobs that is characterizing the economic recovery in
1993 and the growth in low-paid service jobs and non-standard em-
ployment — are resulting in a polarization of earnings in Canada. An
Economic Council of Canada study of earnings from 1967 to 1986
cited by Betcherman (1992, 126) found that the middle band of earn-
ers in Canada (the proportion of those making between 75 and 125
per cent of the median earnings) declined from 27 per cent of the
workforce in 1967 to 21.5 per cent in 1986. The phenomenon of polar-
ized earnings has been referred to as the “declining middle” by both
Canadian and US analysts. Betcherman concludes that while the age-
ing of the workforce might moderate this declining middle phe-
nomenon — as fewer workers are available to fill jobs, wages will be
bid up somewhat — “the closely related forces of globalization and
technological change may well continue to be polarizing forces”
(Betcherman 1992, 133).

The implications of the declining middle phenomenon for tax rev-
enues may well be substantial. If incomes become polarized to a
great degree, the larger proportion of relatively low income earners
will reduce revenues from the personal income tax and presumably
revenue from consumption taxes.

A Profile of Ontario’s Population and Labour Force
Population Growth

In 1992 the Ontario population was just over 10 million. The popula-
tion has increased by more than 100,000 each year since 1983
(Statistics Canada 1992g, 85). Part of the increase is due to natural in-
crease (a greater number of births than deaths) and part is due to net
migration. In 1990, the fertility rate in Ontario was 1.8 children per
woman aged 15 to 49 (Statistics Canada 1992g, 10). Net migration
into Ontario per 1000 of the population was 9.3 in 1991 (Statistics
Canada 1992g, 10). The migration figures include both immigrants to
Canada who settled in Ontario and net migration from other parts of
Canada. Although Ontario has experienced a net loss in population
from interprovincial migration since 1989 (Statistics Canada 1992g,
78), this trend was moderated by the large number of immigrants
from outside Canada who have settled in Ontario. In 1990 the federal
government set national immigration levels at 220,000 for that year
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and at 250,000 per year from 1991 to 1995 (Statistics Canada 1992¢g,
70). This was a significant increase from the numbers in the 1980s,
which ranged from 84,302 in 1985 to 192,001 in 1989 (Statistics
Canada 1992g, 71). Employment and Immigration Canada data show
that from 1956 to 1991, between 43 and 56 per cent of the immigrants
to Canada in each year settled in Ontario (Statistics Canada 1992g,
75). Given this steady flow of immigration into the province and a
steady birth rate, the provincial population is expected to continue
growing and to exceed 11 million in the year 2000 (Dungan n.d.).

A growing population will increase tax revenues in the long term
based on the assumption that a growing labour force increases rev-
enue from taxes on income and payrolls and a growing consumer
market increases revenues from consumption taxes. In the short
term, however, a growing population puts more pressure on public
services like education, health care, and social services, particularly
in municipalities that experience large influxes of recent immigrants.

Ageing Population

In 1991 almost 12 per cent of the Ontario population was age 65 or
older (Statistics Canada 1992g, 12). The proportion of the population
age 65 and older is expected to increase significantly when people
born during the postwar baby boom begin to reach that age. It is
predicted that by 2031, almost one-quarter of the Canadian popula-
tion will be 65 and over (Statistics Canada 1990c, 11). This high pro-
portion of elderly may be somewhat moderated in Ontario if high
levels of immigration to the province continue.

One of the results of an ageing population is an increased depen-
dency ratio — the ratio of those in the paid labour force to those who
are not. In Ontario in 1993, there were 107 people not in the labour
force for every 100 labour force participants. The Canadian depen-
dency ratio was higher than Ontario’s at 123 to 100 (Murphy and
Wolfson n.d.). Over the next two decades, the dependency ratio in
Ontario will be influenced by population growth and the labour
force participation rate of women. If population growth increases,
the dependency ratio will rise, while any increase in the participation
rate of women will tend to drive the ratio down (Murphy and
Wolfsonn.d.).

Ultimately, a higher dependency ratio means a reduction in the
total income available to support those not in the labour force and a



The Economic and Social Environment 87

reduction in the revenue per capita that can be raised from the per-
sonal income tax. While retired individuals with generous pensions
continue to consume goods and services, they tend to spend less
than in their pre-retirement years (Statistics Canada 1990c, 30). Thus,
as the proportion of Ontario’s population over retirement age in-
creases, relative revenue from consumption taxes will also tend to
decline, but probably by a smaller amount. In addition to these likely
reductions in tax revenue, the cost of public services to the ageing
population may increase (Murphy and Wolfson n.d.).

Selected Labour Force Characteristics
Labour Force Participation of Women

The most significant change in the labour force over the last two
decades has been the increased participation of women. In 1992
women made up 46 per cent of the labour force in Ontario, up from
43 per cent in 1982 and 36 per cent in 1972.5 The labour force partici-
pation rate — the proportion of the total population working or look-
ing for work — of Ontario women has also been increasing steadily
over the last 20 years. In 1992 the labour force participation rate for
women was almost 60 per cent, up from 56 per cent in 1982 and 44
per cent in 1972 (Statistics Canada 1993f, 323). In contrast, the labour
force participation rate of men has declined over the same period
from 80 per cent in 1972 to 75 per cent in 1992 (Statistics Canada
1993f, 322). Families in which both a female and a male partner were
in the labour force made up 54 per cent of all Ontario families in 1991
(Statistics Canada 1993e, table 7).

Although women’s incomes are lower on average than men’s,
their participation in the labour force increases the revenue raised
from personal income tax. In addition, it is possible that retail sales
tax revenue has increased as families substitute commercially pro-
duced goods for goods previously produced by women working in
the home.

5 FTC calculations based on Statistics Canada (1993f, 36—37).
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Labour Force Participation of Older Men

Another change in the labour force is the reduced participation rate
of men aged 55 to 64. In 1990 only 61 per cent of men in Canada aged
55 to 64 had jobs, compared with 76 per cent in 1975 (Statistics
Canada 1991a, 25). This decline is due in part to job loss and in part
to early retirement. Of those men aged 55 to 64 who did not have
jobs, 36 per cent had retired, 15 per cent were not working due to ill-
ness, and 9 per cent had lost their job or been laid off (Statistics
Canada 1991a, 26). This trend has the effect of reducing income lev-
els, which in turn reduces both personal income tax and retail sales
tax revenues.

Labour Force Participation of Immigrants

In recent years, about half of all immigrants to Canada have settled
in Ontario, and high national immigration levels are planned by the
federal government to 1995. This means that Ontario can probably
expect an additional 100,000 immigrants or so to the province each
year until 1996. The question is to what extent this will have an
impact on the Ontario labour force. Evidence regarding the labour
force impact of immigrants is found in a 1991 study for the Economic
Council of Canada. The study notes that in 1981, the labour force
participation rate for male immigrants, adjusted for age, was 79 per
cent, compared with 78 per cent for Canadian-born males. The
participation rates for female immigrants in 1981, adjusted for age,
was 55 per cent, compared with 51 per cent for native-born
Canadians (Swan 1991, 82). The study notes, however, that labour
force participation rates for immigrants are lower for recent arrivals.
For those immigrants who had arrived in 1980 — 81, the labour force
participation rate was 69 per cent for men and 41 per cent for
women, lower than native-born participation rates (Swan 1991, 82).
The study also notes that the national unemployment rate of
immigrants in 1986 was 8.2 per cent, compared with 10.8 per cent for
Canadian-born individuals, although the unemployment rate is
higher for more recent arrivals (Swan 1991, 81). A popular, though
unproven explanation for the lower participation rates and higher
unemployment rates of more recent immigrants is that immigrants
experience a period of social, cultural, and linguistic adjustment. This
period of adjustment may be more prolonged for refugees than for
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immigrants since the former are selected on humanitarian criteria
and the latter on socio-economic criteria. However, the proportion of
refugees in the total immigration stream remains small - 9 per cent of
the immigrants admitted in 1991 — and their impact on the labour
force characteristics of immigrants will be relatively slight. The
conclusion that can be drawn from this evidence is that in the
medium and long term, high levels of immigration will not
significantly affect the characteristics of Ontario’s labour force.

Educational Attainment of the Labour Force

The level of educational attainment of Ontario’s labour force has
been increasing steadily over the last decade. Since 1980 the percent-
age of Ontarians in the labour force with some post-secondary edu-
cation has increased from about 37 per cent in 1980 to over 50 per
cent in 1991 (Premier’s Council 1992, 11). In 1992, 41 per cent of the
labour force had completed a post-secondary certificate or diploma
or a university degree and an additional 33 per cent had graduated
from high school (Statistics Canada 1993h, table 5). This is an impor-
tant development since an educated labour force is widely regarded
as a key to Ontario’s future prosperity.® According to a study by
Ontario’s Premier’s Council on Economic Renewal, this aspect of
Ontario’s workforce compares favourably with other jurisdictions,
both in Canada and the United States.” According to the study,
among the 14 jurisdictions surveyed, only Massachusetts, California,
and British Columbia had a greater proportion of workers with some
post-secondary education than Ontario (Premier’s Council 1992, 12).

6 Studies by Porter, Reich, the Economic Council of Canada, and the Premier’s Council
have all reached this conclusion.

7 The Premier’s Council study compared the educational attainment levels of the
Ontario labour force with the labour force in three Canadian provinces (Alberta,
British Columbia, and Quebec) and 11 US states (Massachusetts, California, New
York, Illinois, Minnesota, Michigan, Georgia, Ohio, Pennsylvania, Kentucky, and
Tennessee).



6 Federalism and the Tax System

Along with the economic and social conditions facing the province,
_the fact that Ontario is part of a federal system, in which taxes are
collected and government programs delivered both provincially and
federally, is a key consideration for tax reform. In part, our federal
system is defined by the constitutional distribution of legislative
powers in Canada to tax and to provide public goods and services. In
part, it is determined by institutional arrangements through which
taxes are collected both federally and provincially and revenues are
transferred from the federal government to the provinces. Techni-
cally, the institutional arrangements for the collection of taxes in On-
tario can be changed by unilateral provincial decision. As a practical
matter, constitutional and institutional factors both influence the
structure of Ontario’s tax system and limit options for tax reform.

The Structure of Fiscal Federalism
Constitutional Framework

The essential starting point for any description of fiscal federalism in
Canada is the constitutional framework. This framework comprises
legislative powers to tax, federal and provincial spending responsi-
bilities, and constitutional provisions for the Canadian economic
union. Municipalities, which have no distinct constitutional founda-
tion but fall within the constitutional authority of the provinces, are
included in the description of provincial powers and responsibilities.
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Taxation

Constitutional provisions governing the distribution of taxing pow-
ers among the federal and provincial governments are found in the
Constitution Act, 1867 (formerly the British North America Act), as
amended by the Constitution Act, 1982. According to the key sec-
tions, the federal government is permitted to raise revenues by “any
Mode or System of Taxation,” and is granted exclusive control over
customs and excise duties. In contrast, provincial governments are
limited to “Direct Taxation within the Province,” though they are
also allowed to raise revenues through licences and are effectively
assigned primary jurisdiction over natural resource taxes through
the combined effect of sections that confirm provincial ownership of
natural resources, authorize provinces to manage and sell these re-
sources, prohibit taxes on lands or property belonging to either level
of government, and explicitly allow provinces to tax natural re-
sources “by any mode or system of taxation.”! Except in the area of
resource taxation, therefore, provinces would seem to be constitu-
tionally much more limited in their ability to tax than the federal
government — barred from any kind of indirect taxation and pre-
cluded fromlevying customs duties or excise taxes.

Despite these apparent limitations, however, constitutional re-
strictions on provincial and municipal taxing powers have actually
been quite minor. With respect to whether a tax is direct or indirect,
courts have disregarded issues of who in the end pays the tax?
adopting instead John Stuart Mill’s view that a direct tax is
“demanded from the very person who it is intended or desired
should pay it” while an indirect tax is “demanded from one person
in the expectation and intention that he shall indemnify himself at

! Section 92A was added by the Constitution Act, 1982, reversing the Supreme Court
decision in Canadian Industrial Gas and Oil Limited v. Government of Saskatchewan
(1977), 80 DLR (3d) 449, which had struck down a Saskatchewan tax on oil
producers on the grounds that most of the oil was destined for export. According to
section 92A(4), provinces are authorized to tax naturalresources “whether or not
such production is exported in whole or in part from the province,” but are
prohibited from differentiating between taxes on exports to other parts o