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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 focu? 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 19908 

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 1 990s. 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 1 960s. 

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
iey 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 
19605 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 generallyl 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 1 991 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 given a 
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 they are 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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1 990s, 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 measures 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 instrument 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. 



Paying for What We Value 15 

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 recommendations 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 a result, 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 ''''ith 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 1 7  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. 

Approximate�y 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 orr 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 we like 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. 



26 Introduction 

In coming to our conclusions, we had to 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 goyernment, 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 

1 An excellent summary of alternatives to taxation appears in the Carter Report (1966, 
voL 2, 1-5). 
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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 society to resist or avoid compulsory transfers, such 
transfers produce an arbitrary and inequitable distribution of the 
costs of providing public goods and services. Not surprisinglYi 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 tithes 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; 
• redistributing economic resources among individuals in society; 
• 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; 
• providing a mechanism for compensating society for actions of 

individuals which impose costs on society as a whole; and 
• stabilizing economic activity 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.2 Gasoline taxes 

2 See Thirsk and Bird (n.d.). 
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and/ or toll charges may achieve this result in the case of highway 
expenditures, while property taxes and/ or user charges may serve 
this purpose in the case of municipal services.3 . 

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 a result, 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.4 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. 
4 See Carter Report (1966, vol. 3, 3-5), and Smith Committee (1 967, 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.6 

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 p articular 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.7 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.8 

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.). 
8 See 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 .9 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 

9 On related intergeneratio
'
nal 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 b e  
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.10 

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 within society. 

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

10 See 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 



Fairness and Other Criteria in Taxation 45 

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 systew 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 affested 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 i t  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. 



Fairness and Other Criteria in Taxation 47 

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) . 1 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 

1 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 case for 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 measure2 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 modem 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.3 

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 

3 Government student loan plans/guarantees are ",vidence 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.4 

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.5 

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, marginai 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."6 

The debate changed somewhat in the late 1 9th 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 1 959, 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 public services 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 ofthe 
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, aild 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 rightto  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." 
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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 1 993, 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 painted 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 i s  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.8 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 o f  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.9 
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). 
9 Similar 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. lO 
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. 
It is 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 1 1, 

10 See, 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 tum, 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 bur 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: 

• the income 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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Overhead 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 tei 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 it 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 1 1  
we explore this issue in  more detail and arrive a t  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, 1 1 2) .  
Ontario i s  increasingly a part of  these enterprise webs as  i t  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 (MNEs) 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 1 992, 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 
cornman 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 I5-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, 1 09). 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 1 986 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 



The Economic and Social Environment 77 

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 effeGtive 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 1 990, 20). From the 
perspective of the taxpayer, "movement, in particular of capital, to 
low-tax locations permits the owner who resides in a high-taxloca­
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.1 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 1 986 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 1 992, 
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 

1 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 af 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 palitically (Daly 1992, 1081). 

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

As international econamic integration continues, the mability of 
financial capital and production will put pressure on jurisdictians 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 an 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 avaid 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 1 988 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 1 988, 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 
1 990, 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 CDP, 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 CDP 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 1 7  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 will have 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 continue 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.z 

2 Fair Tax Commission calculation based on Statistics Canada (1993f, table A-22). 
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TABLE 5.1 

Distribution of Employment by Occupation in Ontario, 1 976 and 1992 

Percentage Earnings index 
Occupations 1976 1992 change (1990) a 

% 

Managerial and other 
professionals 23 33 +43 1.16 

Clerical 19 17  -11 0.74 

Sales 1 1  1 0  -9 0.97 

Service 1 2  13 -t8 0.73 

Primary occupations 4 3 -25 0.87 

Processing, machining.. and 
fabricating 17 13 -24 0.89 

Construction 6 5 -17 1.01 

Transportation/ transport 
equipment operating 4 3 -25 0.95 

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; 
EmploymentIncome 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 

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 ras 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 sho";'1s 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, 1 7  per cent of em­
ployed Ontarians worked part-time.4 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 1 991, 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 1 967 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 1992g, 
70). This was a significant increase from the numbers in the 1980s, 
which ranged from 84,302 in 1985 to 192,001 in 1 989 (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 1 1  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 1 991 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 1 990c, 1 1 ) .  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 1 00 (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 
Wolfson n.d. ). 

Ultimately, a higher dependency ratio means a reduction in the 
total income available to support those not in the labour force and a 
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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 1 992 
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 1 975 (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 1 991, 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 1 980 the percent­
age of Ontarians in the labour force with some post-secondary edu­
cation has increased from about 37 per cent in 1 980 to over 50 per 
cent in 1991 (Premier's Council 1992, 1 1 ). 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.6 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 1 4  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." l 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 from levying 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,2 
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 

1 Section 92A was added by the Constitution Act, 1 982, reversing the Supreme Court 
decision in Canadian Industrial Gas and Oil Limited v. Government of Saskatchewan 
(1 977), 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 natural resources "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 of Canada 
and taxes on natural resources consumed within the province. 

2 Cairns Construction Ltd. v. Government of Saskatchewan (1959), 16 DLR (2d) 465. 
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the expense of another."3 On this basis, courts have upheld provin­
cial corporate taxes on the grounds that they are intended to be paid 
by corporations themselves, regardless of their ultimate burden.4 
Similarly, they have upheld provincial succession duties, provided 
they are imposed on beneficiaries directly rather than those respon­
sible for administering estates;5 and provincial retail sales taxes, on 
the condition they are levied on consumers, not retailers, though 
they may be collected by retailers as agents of the province.6 
Although courts have ruled that provinces are constitutionally pro­
hibited from taxing provincial imports and exports on the grounds 
that these taxes are indirect and conflict with exclusive federal juris­
diction over customs duties,? provinces are not precluded from 
levying excise-type taxes on particular goods (for example, alcohol, 
tobacco, and gasoline), .provided these levies are imposed on con­
sumers in the form of a retail sales tax.S 

As a result, despite potentially significant constitutional con­
straints on their taxing powers, provincial (and municipal) govern­
ments have been able to levy most kinds of taxes, with the single ex­
ception of customs duties. Similarly, except for natural resource 
taxes, the federal government is constitutionally entitled to levy any 
kind of tax, provided it does not otherwise interfere with provincial 
legislative powers.9 Consequently, apart from customs duties (levied 
federally), resource taxes (levied provincially) , property taxes 

3 J.S. Mill, Principles of Political Economy, book V, chap. 2, cited in LaForest (1981, 78). 
4 Bank of Toronto v. Lambe (1 887), 12 AC 575. 
5 Provincial Treasurer of Alberta v. Kerr, [1 933] AC 710. Because the constitution restricts 

provinces to "direct taxation within the province," it is also argued that provinces 
cannot levy an estate-type wealth transfer tax that would apply to transfers of 
property situated outside Ontario from a deceased resident to a non-resident 
beneficiary. This question is considered in chapter 1 9, on wealth taxes. 

6 Simpsons-Sears Ltd. v. Provincial Secretary of New Brunswick (1978), 82 DLR (3d) 321 .  
7 See, for example, Attorney-General of British Columbia v .  McDonald Murphy Lumber Co., 

[1930] AC 357. These taxes also violate section 121 of the Constitution Act, 1 867, 
which provides that goods from any one province are to be admitted into any other 
province free of any duty. This subject is discussed in LaForest (1981, 94--96). 

8 Atlantic Smoke Shops Ltd. v. Con/on, [1942] AC 550. For this reason, it is often argued 
that provinces are constitutionally precluded from levying a multi-stage sales tax 
like the federal Goods and Services Tax. 

9 In re Insurance Act of Canada, [1932] AC 41, 53. This additional constraint, which is 
mainly concerned with the proper characterization of federal measures as regulatory 
or revenue-motivated, is discussed in LaForest (1981, 41-45). 
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(levied only by provincial and municipal governments), and wealth 
taxes (no longer levied by either level of government), virtually ev­
ery major tax that is collected in Canada (personal income taxes, cor­
porate taxes, payroll taxes, sales taxes, and excise taxes) is levied by 
both the federal government and the provincial governments. In fact, 
the federa.l government derived over three-quarters of its tax revenue 
in 1987-88 from these so-called "shared tax fields," while the corre­
sponding figure for provincial and municipal governments was just 
under two-thirds (Boadway and Flatters 1991, 93). 

Spending 

Although the constitutional distribution of taxing powers has had 
little effect on the structure of fiscal federalism in Canada, the impact 
of the constitutional distribution of spending responsibilities has 
been considerable. Based on the Constitution Act, 1867, provincial 
(and by extension municipal) governments have been given exclu­
sive constitutional responsibility for spending on education, health, 
and social services, among other areas. The federal government is 
generally responsible for all subjects not exclusively assigned to the 
provinces, but areas of exclusive federal responsibility are limited to 
matters such as trade and commerce, the postal service, national de­
fence, money and banking, aboriginal peoples, the crirninal law, and 
federal penitentiaries. As a result, although the federal government 
acquired additional responsibilities over unemployment insurance in 
1 940 and over old age pensions in 1954,10 the main areas of growth in 
government expenditures during the postwar period (education, 
health, and social services) have fallen within the exclusive constitu­
tional responsibilities of the provincial governments. 

Despite this constitutional allocation of spending responsibilities, 
however, the federal government has played an important financial 
role in the areas of post-secondary education, health care, and social 
services, both through its constitutional authority to tax and through 
the use of what is referred to as federal spending power. Through 

10 While section 91(2A) gives the federal government exclusive jurisdiction over 
unemployment insurance, section 94A establishes joint responsibility for old age 
pensions and supplementary benefits on the part of the federal and provincial 
governments. 
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the tax system, the federal government provides indirect support to 
these areas of provincial expenditure responsibility in the form of tax 
credits such as those for tuition fees, medical expenses, and disabili­
ties. More importantly, the federal government has provided direct 
support to provincial spending in the areas of post-secondary educa­
tion, health care, and social services through various kinds of rev­
enue transfers to provincial governments. These transfers are consti­
tutionally justified under several sections of the Constitution Act, 
1867, which have been held to allow the federal government to 
spend funds for any public purpose, including purposes within areas 
of exclusive provincial jurisdiction, provided that this spending is 
consistent with ultimate provincial authority to make laws and de­
liver programs in these areas.11 Since provincial governments are free 
to refuse these funds, it is also legitimate for the federal government 
to attach conditions to these transfers, requiring funds to be spent in 
specific ways or programs to satisfy certain criteria. 

Economic Union 

The constitution also contains specific provisions defining Canada's 
character as an economic union.12 Of most importance to the tax 
system in Canada, section 121 of the Constitution Act, 1867, provides 
for free trade among all provinces iIi. goods produced in any 
province, while section 6 of the Canadian Charter of Rights and 
Freedoms guarantees that citizens and permanent residents of 
Canada have the right "to move to and take up residence in any 
province" and "to pursue the gaining of a livelihood in any 
province." Together, these provisions prohibit any level of govern­
ment from erecting tax barriers to the free movement of goods and 
people from one province to another. 

11 The key sections on which this spending power has been based are section 91(1A) 
authorizing the federal government to make laws respecting the public debt and 
property, section 102 granting the federal government the right to appropriate funds 
from the consolidated revenue fund for the "Public Service," and the preamble to 
section 91 directing the federal government to make laws for the "Peace, Order and 
Good Government of Canada," On the constitutional basis of the spending power, 
see LaForest (1981, 45-51). 

12 See Sheppard (1986, 154-59). 
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Further, section 36(1) ofthe Constitution Act, 1982, establishes a 
constitutional obligation for the federal and provincial governments 
to promote equal opportunities, to further economic development, 
and to provide "essential public services of reasonable quality to all 
Canadians," while section 36(2) commits the federal government to 
the principle of . making equalization payments "to ensure that 
provincial governments have sufficient revenuesto provide reason­
ably comparable levels of public services at reasonably comparable 
levels of taxation." In addition to the spending obligations that these 
provisions impose on the federal arid provincial governments, this 
section has practical implications for the allocation of taxing powers 
between levels of government by requiring the federal government 
to raise sufficienf revenues to finance equalization payments to eco­
nomically disadvantaged regions. 

Institutional Framework 

The constitution establishes the foundation on which fiscal federal­
ism is based, but the structure of this system is actually defined by 
the institutional arrangements agreed to by the federal and provin­
cial governments. This institutional framework involves arrange­
ments both for the collection of taxes and for the transfer of revenues 
from the federal government to the provinces. 

Tax Collection 

The current federal-provincial framework for tax collection in 
Canada originated during and immediately after the Second World 
War, both as a response to the wartime revenue needs of the federal 
government and as a reaction to the complicated tax system that had 
developed immediately before the war. During the 1930s, several 
provinces had decided· to levy their own income taxes - creating 
what the Rowell-Sirois Commission later described as a "tax jungle" 
in which the federal government and the provinces each levied sepa­
rate income taxes With different bases, rate structures, and residence 
rules. 

During the war, the provinces agreed to abandon their personal 
and corporate income taxes to the federal government on a tempo­
rary basis in exchange for "rental" payments. While this arrange­
ment-created a centralized or unified tax system in the areas of per-
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sonal and corporate income taxation, diversity persisted in the areas 
of sales taxation and wealth transfer taxation - both of which were 
levied by both levels of government,13 with little or no coordination. 

In 1947 the wartime tax rental agreements were renewed and 
broadened to include federal and provincial succession duties. 
Participating provinces received 50 per cent of tax revenues collected 
in the province plus a cash transfer of a flat dollar amount per capita. 
Only Quebec and Ontario opted out of this arrangement, choosing 
instead to collect their own corporate income taxes and succession 
duties. In turn, the federal government granted a 50 per cent ctedit 
against federal corporate income taxes and succession duties payable 
in each of these two non:participating provinces - thereby providing 
a measure of "tax room" equal to the amount of revenue that the 
federal government would otherwise have collected from these taxes 
on behalf of the province. 

From 1947 to 1957 this arrangement for collecting taxes in Canada 
changed little. In 1957, however, the federal government changed the 
method of determining rental payments by eliminating the equal per 
capita cash transfer and calculating payments solely on the basis of 
tax reverwes actually collected in the province. At the same time, 
however, the federal government also introduced an explicit equal­
ization scheme to transfer revenues to poorer provinces regardless of 
whether they participated in the agreements. Quebec continued to 
opt out of the agreements entirely, while Ontario proceeded to 
"rent" its personal income tax to the federal government but to levy 
its own corporate income tax arid succession duty. As before, for 
provinces that chose to opt out of the scheme, the federal govern­
ment granted credits or "abatements" equal to the share of federal 
tax collections otherwise payable under the formula. 

The last major step in the evolution of federal-provincial arrange­
ments came with the negotiation of the Tax Collection Agreements 
(TCA) in 1962. This arrangement has required provinces to levy their 
own personal and corporate income taxes, under an agreement 

13 Provincial governments entered the sales tax field in the 193Os, joining the federal 
government which had introduced a sales tax on manufactured goods in the 1920s. 
With respect to wealth transfer taxes, the federal government followed the 
provinces, introducing a succession duty only in 1941, whereas most provincial taxes 
originated in the 1890s. 
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whereby the federal government will collect these taxes provided 
they meet . certain conditions - specifically, acceptance of a common 
federally defined base and agreement to a common method for allo­
cating personal and corporate income among provinces. 

With personal income taxes, the Tax Collection Agreements pro-' 
vide that provinces will levy their tax on Basic Federal Tax (tax on 
tax). With corporate income taxes, provincial governments levy their 
tax on federally defined taxable income (tax on base). According to, 
the TCA, personal income is taxed in the jurisdiction in which the 
taxpayer was . resident on 31 December of the taxation year, while 
corporate income is allocated among provinces in which the corpo- . 
ration has permanent establishments according to a formula based 
on the percentage of total gross revenue earned in the province and 
the share of total wages and salaries paid in the province (with spe­
cial ratios in the areas of insurance, banking, and transportation). In 
turn, the federal government has provided tax room for provinces to 
levy their own taxes in the form of "standard" abatements like those 
previously available to provinces opting out of the prior tax rental 
and tax-sharing agreements. 

. 

Although the personal income tax abatement increased substan­
tially over the next 15 years as the federal government transferred an 
increasing amount of tax room to the provinces, the Tax Collection 
Agreements have remained largely unchanged since 1962. In 1962 
the standard abatements were 16 per cent for provincial personal in­
come taxes, and 9 per cent ior provincial corporate income taxes. By' 
1977 they had been increased . to 44 per cent for personal income 
taxes and 10 per centior corporate income taxes: The only major de­
partures from the original framework have been the emergence of 
provincial credits and surcharges beginning in the 1970s and the in­
trod uction of experimental ' flat taxes in . Alberta, Manitoba, and 
Saskatchewan in the 1980s. Ontario and Alberta administer their 
own corporate income taxes, and Quebec operates its own personal 
and corporate income taxes. Otherwise, all provinces participate in 
the agreements pertaining to both taxes. Further, non-participating ' 
provinces maintain the same allocation rules ahd adhere to much lhe ' 
same base for personal and corporate income taxes, although recent 
developments have produced some minor differences in tax bases. In 
Quebec, for example, the personal income tax allows an employment 
expense deduction (recently abolished at the federal level) and per­
mits tuition fees to be claimed as a deductible expense (versus a 
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credit at the federal leveD. In addition, Quebec has taken steps to in­
tegrate its personal income tax with transfer payments to individuals 
(Hartle 1993, 22-36). In Ontario, the most recent provincial budget 
lowers the share of business meals and entertainment that can be de­
ducted for corporate income tax purposes to 50 per cent from theBO 
per cent figure allowed at the federal level. Despite these small dif­
ferences, a considerable degree of harmony in the taxation of income 
has been achieved in Canada, particularly when compared with the 
situation in other federal countries.14 Nonetheless, more recent ex;. 
perience with provincial flat taxes and tax credits designed to en­
courage provincial economic development suggests at least some 
weaknesses in the current arrangement. Indeed, the Report of the 
Royal Commission on the Economic Union and Development 
Prospects for Canada (Macdonald Commission) suggested as early 
as 1985 (234) that the high degree · of harmony and coordination 
achieved by the Tax Collection Agreements was showing "signs of 
breaking down."IS 

. With respect to other shared tax fields, Canadian experience is 
much less harmonious. The federal government continued to share 
its wealth transfer. tax revenues with the provinces after 1962 (and 
provide an equivalent abatement to provinces levying their own suc­
cession duties), and increased the provincial share (or abatement) to 
75 per cent after 1964, but decided . to abolish the federal Gift and 
Estate Tax effective 1 January 1972. This decision left provincial gov­
ernments in the difficult position of trying to administer their own 
succession duties independently at a subnational leveL The last 
provincial succession duty was abolished in 1985. 

The federal government has not been able to persuade provincial 
governments to agree to a national sales tax collected at the federal 
level. Quebec has partially harmonized its retail sales tax with the 
federal Goods and Services Tax (GST) and collects the CST on behalf 
of the federal government; other provinces (except Alberta, which 
levies no sales tax) continue to levy their own retail sales taxes. Even 
without harmonization, however, the federal decision to. introduce 

14 See Bird (1986) and Rounds (1992). 
15 The Tax Collection

-
Agreements are discussed more fully m chapter 13. On the 

history of the agreements and recent variations on the original scheme, see 
Courchene and Stewart (1991). 
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the GST appears to have reduced the tax roo'm available to the 
provinces in this tax field. 

Finally, federal-provincial coordination is largely absent in other 
shared tax fields such as corporate capital taxes, payroll taxes, and 
excise taxes. As a result, the rapid growth in these taxes over the last 
two decades has contributed to federal-provincial discord and could 
lead to the emergence . of a new "tax jungle" in Canada, much like 
that perceived by the Rowell-Sirois Commission over 50 years ago. 

Revenue Trarisfers 

In addition to specific agreements by which provincial taxes are c()l­
lected at the federal level (or vice versa in the case of Quebec and the 
GST), the institutional framework of fiscal federalism in Canada in­
cludes various arrangements through which federal tax revenues are 
transferred to provincial governments both for general purposes and 
to support provinciaL and municipal spending in specific areas 
(especially education, health, and social services). Besides payments · 
to participating provinces under the Tax Collection Agreements, the 
federal government distributes revenues to the provinces via three 
main programs. 

First, through · equalization payments, the federal government 
compensates for the diminished tax capacities of poorer provinces by 
supplementing their per capita tax revenues up to a calculated na.;. · 
tional standard.16 Implicit in the cash transfer component of the 
1947-57 taxrental agreements, and explicitly established with the ' 
shift to a tax-sharing arrangement in 1957, these payments acquired 
constitutional · status in the · Constitution Act, · 1982, as an · essentia.l 
characteristic of the Canadian economic union. Nonetheless, since 

. Ontario has never · qualified as a recipient · province under this 
scheme, these transfers are considered only indirectly in this chapter. 

Second, through Established Programs Financing (EPF), the fed­
eral government provides equal per capita grants to each province in 
the form of personal income tax abatements and cash transfers . . 

16 Although this standard has varied over time, it is currently detennined by the per. 
capita revenue yield in the five "representative" prOvinces (British Columbia, 
Manitoba, Ontario, Quebec, and Saskatchewan). See Boadway and Hobson (1993, 
40-42, 54-60,) and Leslie (1993, 31-35). 
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Enacted in 197T as a successor to federal grant programs for health 
and post-sec()ndary education, EPF was intended to increase 
provincial autonomy by allowing provincial governments to allocate 
these revenues as they chose; it was also to encourage provincial fis­
cal responsibility by limiting future growth in the per capita value. of 
these transfers to increases in GNP per capita, rather than increases 
in average provincial expenditures on health and post-secondary 
educationP At the same time, however, the federal government has 
continued to impose specific conditions on the health component of 
the transfer; a series of penalties reduces cash transfers to the 
provinces to the extent that provincial health care plans disregard 
established "national standards" of uniform availability, 
comprehensive coverage/ portability, and administration on a non-
profit basis.1s . 

Finally, under the Canada Assistance Plan (CAP), the federal gov­
ernm.ent shares the cost of provincial and municipal spending · on 
social assistance (welfareYas well as the operating costs of eligible 
social services. Created in 1966 by combining several transfer pro-: 
grams, CAP was designed to encourage provincial spending on so­
cial · assistance and to influence social assistance eligibility criteria. 
Under the plan, the federal government pays 50 per cent of the cost 
of eligible social serVices in each province provided that assistance is 
made available on the basis of need and that residence is not re­
quired as a condition of receiving assistance. Although a 1978 pro­
posaLsuggested that CAP should be restructured along the lines ·of 
the EPF arrangement, CAP has remained largely unchanged since its 
inception. 

In recent years, however, the federal commitment to each of these 
transfer programs has diminished as successive federal governments 
have attempted to reduce · the federal deficit Since 1982-83, for 
example, the federal government has limited increases in total 

17 Although EPF transfers are based on national average per capita grants for health 
care and post-secondary education in 1975-76, the connection between EPF grants 
and actual expenditures on health and post-seCondary education has diminished . 
over time due to the GNP-related ceiling on increases in the per capita value of the 
grants, 

18 These standards first appeared in 1966 as criteria for transfers under the Medical 
Care Act - one of the predecessore to Established Programs Financing. The cash 

. 
penalty was introduced in 1984 by the Canada Health Act. 
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equalization payments to the rate of growth in GNP. As a result, in 
1991-92 total equalization payments were almost $680 million less 
than they would otherwise have been (Boadway and Hobson 1993, 
58 n43). 

More importantly for Ontario, the rate of growth in Established 
Programs Financing; which was already limited to increases in GNP 
per capita, was further limited to 6 per cent in 1983-84 and 5 per cent 
in 1984-85, limited yet again in 1986-87 to the per capita GNP 
growth rate less 2 per cent, then to per capita GNP growth less 3 per 
cent, and finally frozen for two years in 1989 and for a further three 
years in 1991 .  The combined effect of these changes to the original 
arrangement are estimated to have cost Ontario $2.7 billion in 1992-
93 (Ontario Ministry of Treasury and Economics 1992b, 107). Further, 
since the cash component of the EPF transfer is a residual while the 
value oUhe tax abatements has continued to grow over time, these 
cash transfers have actually begun to decrease and are expected to 
disappear as early as 1997-98 for some provinces and over the next 
10 to 15 years for all provinces (Leslie 1993, 47-48). 

Finally, the federal government amended the Canada Assistance 
Plan in 1990 by introducing a 5 per cent limit on annual increases in 
CAP transfers to each of the three "have" provinces (Alberta, British 
Columbia, and Ontario). Since this ceiling came into effect just as the 
Ontario economy went into a severe recession, the fiscal conse­
quences for the province have been especially severe: from 50 per 
cent as recently as 1989-90, the federal share of eligible social assis­
tance expenditures in Ontario fell to 28 per cent in 1992-93, repre­
senting a revenue loss of $1 .8 billion from CAP payments to which 
the provincial government would otherwise have been entitled 
(Ontario, Ministry of Treasury and Economics 1992b, 103, 108). 

Implications for Ontario's Tax System 

The federal structure described in the previous section raises two 
kinds of issues for Ontario's tax system. The first concerns the rela­
tionship between taxation in Ontario and taxes in other provinces. 
The second concerns the relationship between Ontario's tax system 
and taxation at the federal level. 
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Relationship with Other Provinces 

In one respect, the issues raised by the relationship between 
Ontario's tax system and taxes levied in other provinces are similar 
to the challenges associated with the interaction of different national 
tax systems at the international level. The opportunity for individu­
als and enterprises to choose the jurisdiction in which economic ac­
tivities are located or reported for tax purposes creates competitive 
pressures that may limit the ability of any jurisdiction to pursue an 
independent tax policy. In addition, the potential complexities of 
paying dissimilar taxes in different jurisdictions can lead to substan­
tial compliance costs for individuals and enterprises engaged in eco­
nomic activities in more than one jurisdiction. Finally, where 
economic activities are shared among various jurisdictions, govern­
ments must devise rules to allocate the authority to tax among these 
jurisdictions - both to minimize the unfairness and economic ineffi­
ciency that results when the same activity is subject to tax in two or 
more jurisdictions, and to recognize the legitimate claims of each ju­
risdiction to a share of the tax revenues produced by activities within 
its boundaries .19 

Despite these similarities, there are important distinctions between 
the interaction of different tax systems internationally and the rela­
tionships among different subnational tax systems. On the one hand, 
because economic mobility is much easier within a federation than 
between nations, the effects of tax competition are potentially much 
greater. Similarly, because economic activities are more likely to in­
volve different subnational jurisdictions than different countries,2° 
the complexities and compliance costs associated with dissimilar 
taxes in different jurisdictions are potentially much greater at a sub­
national level - as is the need for rules to allocate taxes among juris­
dictions. On the other hand, since subnational governments operate 
within a federal system in which intergovernmental efforts are 
commonplace and governmental action is possible at the national 
level, measures to limit tax competition, to lessen inter-jurisdictional 
tax complexity, and to allocate taxes among jurisdictions are 

19 To examine these rules in detail, see Musgrave and Musgrave (1993). 
20 Given its lengthy border with the United States and the distribution of most of its 

population close to this border, Canada may be a rare exception to this general rule. 
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undoubtedly easier to achieve. Irdeed, Canada has achieved many of 
these results through federal collection of provincial personal and 
corporate income taxes under the terms of the Tax Collection 
Agreements. 

Support for or opposition to these agreements and to other mea­
sures designed to harmonize provincial taxes depends largely on 
one's views about government in general and federalism in particu­
lar. To some, provincial tax harmonization may be undesirable, since 
it limits provincial opportunities to innovate and experiment in tax 
policy and restricts variations in provincial tax systems that may be 
necessary to reflect different public preferences.21 In addition, tax 
harmonization is sometiIi1es opposed on the grounds that tax com­
petition is necessary to control the size of government.22 

In contrast, there are at least four reasons why interprovincial tax 
harmonization may be preferable to uncoordinated tax competition. 
First, tax harmonization may be necessary to minimize the complex­
ities and compliance costs experienced by individuals and enter­
prises with economic activities in more than one province. Second, 
since tax differentials can influence the allocation of economic activi­
ties among provinces, tax harmonization may be necessary to reduce 
economic inefficiencies associated with the impact of the tax system 
on economic decisions. Third, since the effects of tax and expenditure 
decisions in one province often "spill over" to other provinces, inter­
provincial cooperation may be required to ensure that provincial 
governments account for these "fiscal externalities" - for example, by 
avoiding export-oriented taxes that shift one province's tax burden 
to the residents of another province or by refraining from low-tax 
"beggar-thy-neighbour" strategies that induce business or capital to 
abandon provinces in which they are located. Finally, since inter­
provincial tax competition makes it difficult for governments to levy 
taxes on any basis other than benefits received, and since it is diffi­
cult to fund public goods and services on this basis, tax harmoniza­
tion may be necessary both to permit taxation according to ability to 
pay and to maintain the fiscal capacity of provincial governments. 

21 For an eloquent statement of this position, see Breton (1985). 
22 See, for example, Brennan and Buchanan (1983). 
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The choice between these opposing viewpoints with regard to any 
specific tax requires that a balance be struck among diversity, ac­
countability, simplicity, efficiency, and equity. 

Relationship with the Federal Government 

The structure of Canadian federalism also raises a series of issues 
concerning the relationship between Ontario and the federal gov­
ernment. The first involves the allocation of tax room between the 
federal and provincial levels of government, and the connection be­
tween this allocation and revenue transfers from the federal gov­
ernment to the provinces. A second issue concerns the assignment of 
different tax fields to each level of government, whether by constitu­
tional stipulation or institutional agreement. A third issue emerges 
regarding coordination of federal and provincial taxes where tax 
fields are shared. 

Tax Room and Revenue Transfers 

As the structure of fiscal federalism in Canada illustrates, it is im­
possible to assess the allocation of tax room between each level of 
government without also considering the constitutional distribution 
of spending responsibilities and the role of revenue transfers from 
the federal government to the provinces. Since provinces and local 
governments are directly responsible for the program areas that have 
@xperienced the greatest growth in the last 50 years (education, 
health, and social services), it is understandable that provincial and 
local governments have occupied an increasing share of total tax 
room during much of this period.23 On the other hand, to the extent 
that the federal government provides cash transfers to the provinces 
in the form of equalization payments, EPF transfers, and CAP trans­
fers, it must raise more revenue than it requires to finance expendi­
ture programs for which it is directly responsible. The resulting 

23 According to the Canadian Tax Foundation (1992a, table 3.12), provincial revenues 
(excluding grants) grew from 5.0 per cent of gross domestic product in 1950 to 5.9 
per cent in 1960, 1 1 .8 in 1970, 15.0 in 1980, and 1 7.1 in 1990. During the same period, 
federal revenues remained relatively constant at 15.8 per cent of GDP in 1950, 16.5 
per cent in 1960, 17.4 in 1970, 16.3 in 1980, and 18.8 in 1990. 
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allocation of tax room between the two levels of government is 
described as one of "vertical imbalance" whereby the federal 
government occupies more tax room than it needs to finance its own 
areas of spending responsibility, while provincial governments 
occupy less tax room than necessary to support spending programs 
for which they are constitutionally responsible. 

Like the choice between tax competition and tax harmonization, 
judgments regarding the allocation of tax room between the federal 
and provincial governments depend on one's views about the nature 
of federalism and the appropriate size of government. According to 
classical theories of federalism, national governments should provide 
goods and services with nationwide benefits (for example, national 
defence), provinces should provide goods and services with 
provincial benefits (highways), municipalities should provide goods 
and services with local benefits (waste disposal), and each level of 
government should occupy sufficient tax room to finance these re­
sponsibilities independently .24 Although the ideal distribution of 
spending responsibilities between national and subnational govern­
ments is not always obvious, the essential point for allocating tax 
room between the federal and provincial levels of government is that 
each level should finance its own expenditures and occupy sufficient 
tax room to do so. In principle, this arrangement makes each level of 
government fully accountable for its own tax and spending deci­
sions, and encourages fiscal responsibility and cost effectiveness in 
the delivery of government programs. 

Despite these attractions, there are numerous reasons to depart 
from this classical model in federal systems generally and in the 
Canadian context in particular. First, intergovernmental transfers are 
a useful way to address structural anomalies in the constitutional 
distribution of taxing powers and spending responsibilities. For ex­
ample, where constitutionally defined taxing powers are insufficient 
to support subnational spending responsibilities, revenue transfers 
may be necessary to enable subnational governments to fulfil their 
constitutionally assigned functions. Similarly, where constitutionally 
aSSigned spending responsibilities transcend subnational bound­
aries, intergovernmental transfers can encourage subnational gov­
ernments to take these fiscal externalities into account in determining 

24 This model is described in Musgrave, Musgrave, and Bird (1987, 465-70). 
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the quantity of public goods and services that they provide.25 
Although constitutional limits on provincial taxing powers in 
Canada are relatively minor, several areas of provincial spending 
responsibility (for example, post-secondary education and social ser­
vices) involve interprovincial "spillovers," some of which are 
addressed in part through federal grant programs like the Canada 
Assistance Plan. These transfers imply at least some vertical imbal­
ance in the allocation of tax room between the federal and provincial 
governments. 

A second reason to depart from the classical model of federalism 
involves the principle of regional equalization. It is justified on 
grounds of inter-regional equity, since it enables citizens in different 
regions to obtain similar public goods and services at similar levels 
of taxation, as well as economic efficiency, since it lessens the influ­
ence of fiscal variables on economic decisions (Boadway and Hobson 
1993, 29-33). In Canada, the federal government has made equaliza­
tion payments to poorer provinces since 1957 and has been constitu­
tionally committed to the principle of these payments since 1 982. 
Like the special purpose grants that support provincial spending in 
specific program areas, these payments also imply at least some ver­
tical imbalance in the allocation of tax room between the federal and 
provincial governments. 

A third limitation with the classical framework relates to the stabi­
lization function of government (outlined in chapter 3). Although 
empirical evidence suggests at least some role for provincial stabi­
lization policy in Ontario (Auld 1993), it is generally agreed that this 
function is best fulfilled at the federal level since the national econ­
omy is larger and more self-contained than the economy of any 
province (Macdonald Commission 1985, 232). For the federal gov­
ernment to perform this function effectively, however, it must con­
trol a significant share of total government taxes and expenditures, 
since provincial measures might otherwise counteract federal poli­
cies. As a result, effective stabilization policy may also require some 

25 In theory, provincial governments will be encouraged to take these externalities into 
account properly if the federal government supports these program areas through 
matching grants set at a percentage of provincial expenditures equal to the ratio of 
out-of-province benefits to in-province benefits (Musgrave, Musgrave, and Bird 
1987, 472). 
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vertical imbalance in the allocation of tax room between the federal 
and provincial governments. . 

Finally, other reasons to allocate more tax room to the federal gov­
ernment and less to the provinces stem from advantages associated 
with spending at the sub national level and taxation at a national 
level. While subnational governments are often better placed than 
national governments to provide many kinds of public goods and 
services, national governments are generally better placed to levy 
many kinds of taxes because tax bases are less mobile between na­
tions than within a federation, and because taxes can be collected 
more economically at the national level (Breton 1993, 15, 18). In addi­
tion, tax harmonization is more likely to be achieved if the national 
government maintains a dominant position in various tax fields than 
if tax room is distributed more evenly among national and subna­
tional levels of government (Boadway and Hobson 1993, 33). 

As outlined earlier, throughout the last 50 years the federal gov­
ernment has occupied more tax room than it needs for its own 
spending responsibilities in order to finance various transfer pay­
ments to the provinces: As provincial spending responsibilities ex­
panded during much of this period, the federal government re­
sponded by increasing these transfer payments and by transferring 
additional tax room to the provinces, mostly in the form of credits or 
abatements against federal personal income tax. It is generally 
agreed that this arrangement has served the country well 
(Macdonald Commission 1985, 233). 

In recent years, however, the essential features of this approach 
have begun to disintegrate as the federal government has attempted 
to reduce its deficit. While federal revenue transfers have been lim­
ited through the various caps and freezes summarized earlier, the 
federal government has taken no steps to provide any additional tax 
room to the provinces . Indeed, with the introduction of the GST it is 
arguable that the federal government has actually reduced provincial 
tax room by entering the highly visible retail sales tax area. At the 
same time, ceilings on equalization and CAP transfers and the grad­
ual erosion of the cash component of EPF transfers necessarily in­
crease the degree of vertical imbalance in Canada and encourage 
provincial governments to seek new revenue sources. 
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The implications of these developments for the character of 
Canada's political community are widely discussed in current litera­
ture on Canadian federalism,26 while the impacts on Ontario's fiscal 
capacity are examined in chapter 7. These recent trends are also 
likely to result in less federal-provincial cooperation in tax matters 
and a reduced federal presence in many tax fields such that it will be 
difficult for the federal government to ensure that taxes remain rela­
tively similar across the country (Boadway and Flatters 1991, 107, 
1 1 8). Given the advantages of tax harmonization, we view these 
recent trends as disturbing. 

Tax Assignment 

A further question in the fiscal relationship between Ontario and the 
federal government concerns the assignment of different kinds of 
taxes to each level of government. As indicated earlier, most major 
tax fields in Canada are shared by both levels of government. While 
the constitutional distribution of taxing powers accounts for federal 
jurisdiction over customs duties and provincial control over resource 
taxes, the assignment of other tax fields is unconstrained by consti­
tutional provisions and, therefore, may be altered more easily 
through agreement between the federal and provincial governments. 

Several criteria can be used to assign or share different taxes be­
tween levels of government. The choice among alternative options 
depends on the manner in which these criteria are weighed in the 
context of the tax system as a whole and individual taxes in particu­
lar.27 Simplicity and economic efficiency favour a broad federal 
presence in virtually all tax fields, since this is likely to ensure a rela­
tively uniform tax system across the country. Indeed, it is instructive 
to note that the most complicated and distortionary tax field in 
Canada is generally regarded as resource taxation, which exists only 
at the provincial level.28 

Government accountability, however, suggests that each level of 
government should be assigned entirely distinct tax fields, since this 

26 See, for example, Leslie (1993) and Boadway and Hobson (1993, 133-63). 
27 This analysis is based on the useful discussions in Ip and Mintz (1992, 5-13) and 

Boadway and Hobson (1993, 153-55). 
28 See Ip and Mintz (1992, 81-86). Natural resource taxes are discussed in chapter 23. 
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approach ensures maximum visibility of each government's taxes 
and helps to make federal and provincial governments fully answer­
able for their own tax and spending decisions. Further, to the extent 
that certain taxes (for example, corporate income and personal 
wealth taxes, and to some extent personal income taxes) are more 
vulnerable to interprovincial mobility than others (resource taxes, 
property taxes, user fees, and to a lesser extent sales taxes), common 
sense suggests that federal taxes should apply to more mobile tax 
bases while provincial taxes should concentrate on less mobile bases. 
In fact, recommendations much along these lines were made by the 
Rowell-Sirois Commission in 1940 and the Carter Report in 1966, and 
continue to appear in much of the policy literature on tax assign­
ment.29 

A further criterion by which specific tax fields might be assigned 
to each level of government involves flexibility in the choice of policy 
instruments available to the federal government and the provincial 
governments. To the extent that the tax system is used for purposes 
other than raising revenue (for example, regulation or income redis­
tribution), this flexibility criterion recommends that both levels of 
government should be assigned specific tax fields that complement 
their respective legislative responsibilities. For example, while cus­
toms duties are an essential addition to federal jurisdiction over 
trade and commerce, excise taxes can be effective ways to implement 
provincial regulatory policies in the areas of health and the environ­
ment. Likewise, since welfare payments can be delivered directly or 
through the tax system, provincial participation in the area of per­
sonal income taxation is regarded as a useful complement to provin­
cial responsibility for social assistance. Unlike the criterion of ac­
countability, however, this flexibility principle does not require each 
level of government to be assigned entirely distinct tax fields and is 
fully consistent with joint occupancy of various tax fields. 

Finally, taxes can be assigned to each level of government on the 
basis of fairness or tax equity principles. To the extent that equity is 
conceived to be fair payment for benefits received, this criterion sug­
gests that both the federal government and the provincial govern­
ments should levy user fees, but that these fees should correspond to 

29 See, for example, Musgrave, Musgrave, and Bird (1987, 482), Ip and Mintz (1992, 
119-24), and Boadway and Hobson (1993, 26). 
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the specific goods and services that each government provides. In 
contrast, where fairness is viewed in terms of ability to pay, it is often 
argued that progressive personal income taxes should be levied 
mainly at the federal level, on the grounds that fairness transcends 
provincial boundaries and interpersonal equity should be deter­
mined on the basis of national citizenship (Ip and Mintz 1992, 1 1 ) .  
Similarly, since some provinces have more natural resources than 
others, the existing framework is widely criticized as contrary to 
inter-regional equity (Musgrave, Musgrave, and Bird 1987, 482; 
Boadway and Hobson 1993, 26). But if political communities in 
Canada are regarded as largely provincial in scope, provincial varia­
tions in personal income taxes may be accepted as horizontally equi­
table and provincial resource taxes may be judged to be fair among 
different regions. 

Federal-Provincial Coordination 

However specific tax fields are ultimately assigned, they need not be 
assigned exclusively to one level of government or another. Indeed, 
today in Canada most tax fields are shared by both levels of gov­
ernment. The Tax Collection Agreements permit a harmonizing of 
personal and corporate income taxes levied at the federal and 
provincial levels. Other shared tax fields - sales taxes, corporate 
capital taxes, payroll taxes, and excise taxes - are characterized by a 
general lack of federal-provincial coordination. We wish to 
emphasize our general conclusion in favour of tax harmonization 
both among provinces and between the federal and provincial 
governments. We also see recent developments at both the provincial 
level (the introduction of flat taxes and provincial economic 
development credits) and the federal level (reductions in cash 
transfers from the federal government to the provinces) as a threat to 
the degree of tax harmonization that currently exists in Canada. 
Specific recommendations on these challenges appear later in 
the report. 



7 Preserving the Fiscal Capacity of 
Government 

The central purpose of the tax system is to raise the funds required to 
. pay for activities that society wishes to undertake collectively. As a 

consequence, the overriding constraint facing us as we consider op­
tions for fair tax reform is the need to ensure that a reformed tax 
system has the capacity to meet the fiscal requirements of govern­
ment in Ontario now and in the immediate future. The economic, so­
cial, and federal-provincial political trends discussed in chapter 5 
and chapter 6 pose important challenges for Ontario's ability to raise 
the revenue it requires to finance public services. Each of these fac­
tors influences how much "room" there is for Ontario to raise rev­
enue from various types of taxes. Each of these factors has an impact 
on Ontario's program spending and therefore on its total revenue re­
quirements. In addition, the federal-provincial fiscal relationship has 
an important influence on how much revenue in total Ontario must 
raise from its own revenue sources. 

Challenges Facing Ontario's Fiscal Capacity 

Mobility of Real Economic Activity 

As discussed in detail in chapter 5, barriers to the mobility of goods 
and services, capital, and, to a lesser extent, people are breaking 
down. The evolution of international trading agreements such as the 
General Agreement on Tariffs and Trade (GATT) as well as regional 
trading blocs established through the European Community (Ee) 
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and the Canada-US Free Trade Agreement have substantially re­
duced the limitations imposed by national boundaries on the move­
ment of goods and services. 

These agreements have also reinforced the trend towards greater 
international mobility of capital. This phenomenon has been driven 
by the growing sophistication, integration, and globalization of capi­
tal markets; the operation of formal agreements that reduce restric­
tions on the movement of capital; and the continued growth in the 
importance of transnational corporate organization. 

Although labour in general is not particularly mobile internation­
ally, individuals with specialized skills have become more mobile as 
transnational corporate organization has expanded. 

To the extent that the tax system either influences, or is perceived 
by governments to influence, location decisions, governments will 
have a tendency to respond to the increased mobility of key elements 
of the economy. At a minimum, they may attempt to eliminate their 
tax systems as a negative factor in location decisions, or they may go 
further to use concessionary tax regimes to make their tax systems a 
positive factor in location decisions. Increased mobility creates 
downward pressure, especially on tax rates, towards the lowest 
common denominator. That downward pressure will be felt most 
acutely where the activities that create the tax base are most mobile. 

The threat of mobility of economic activity has two types of impact 
on the ability of governments to raise morley. If tax rates are reduced 
because economic activity will otherwise migrate to a jurisdiction 
with lower rates, the effect on government revenues is direct and 
obvious. If the location of economic activity is actually responsive to 
differences in tax rates and if differentials in tax rates persist, gov­
ernment revenues will be reduced as economic activity and the tax 
base associated with it migrate. The revenue loss from migration is 
potentially greater than the amount of tax that would be paid 
directly by the mobile person or corporation, since taxes paid by 
suppliers and employees will also be affected. 

Mobility of Tax Bases 

Even if economic activity does not move in response to tax differen­
tials, the increased sophistication and integration of international fi­
nancial markets and industrial organization makes it much easier for 
taxpayers to organize their activities to minimize their overall tax 
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liabilities. The activity may not move, but the tax base associated 
with it may. Although mobility of the tax base alone is not as serious 
a problem either for the economy or for the fiscal system as mobility 
of the economic activity that underlies the tax base, it is much more 
difficult to monitor, let alone influence or control (Eden n.d.). 

Greatly enhanced mobility of economic activity and capital has 
profound implications for our system of public finance. The tradi­
tional premise of public finance is that each society decides for itself 
what goods and services should be provided collectively, how in­
come should be redistributed, and how the revenue required for 
these purposes should be raised from each of the three broad cate­
gories of bases - income, consumption, and wealth. Greater mobility 
of economic activity makes it possible to separate the tax bases that 
might support public services from the consumption of the public 
services themselves. Tax base mobility means it is possible to sepa­
rate recorded income and wealth from the economic activities that 
give rise to real income and wealth. For some individuals and corpo­
rations, the combination of tax bases, taxes, and public services is 
being replaced with a kind of cafeteria in which individuals are able 
to make choices among jurisdictions as to where to locate economic 
activity, where to consume public services, and where to pay taxes. 

The impact of these developments on tax revenue will vary from 
tax base to tax base. Consumption tends to be mobile only in border 
communities in which it is possible to live in one jurisdiction and 
purchase consumer goods in another. Employment income - the 
base for payroll taxes - is also a relatively immobile tax base. At the 
opposite extreme, the ease with which transnational corporations can 
manipulate prices charged in transactions internal to the corporation 
(transfer pricing), and arrange international financing to minimize 
tax liability, makes the corporate tax base extremely mobile (Eden 
n.d.).  Personal income from capital and personal wealth are poten­
tially as mobile as corporate income and capital through the use of 
similar tax-avoiding financial arrangements. These arrangements are 
attractive only for individuals with large wealth holdings or large 
pools of income from capital. 

The more mobile the tax base, the more difficult it is for a jurisdic­
tion to sustain levels of taxation that exceed common denominator 
levels of taxation in other jurisdictions. Corporate taxation is the 
most obvious example of this problem. 
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Taxation of Income from Capital: The Gap between Fair and Feasible 

Competitive pressures and the ease with which capital and income 
flows can be adjusted internationally to achieve the lowest level of 
taxation combine to create downward pressure on rates of tax on 
capital to a lowest common denominator. These pressures u nder­
mine the ability of any single jurisdiction to increase the revenue it 
derives from income from capital. This is particularly true for smaller 
jurisdictions with open economies such as Ontario and Canada. 

Aggressive administrative action by government can limit the use 
of such techniques as transfer pricing and the manipulation of inter­
national capital financing by large corporations. This is not, however, 
a solution to the general problem, nor is it realistically available to 
smaller jurisdictions which are not able to mobilize the substantial 
resources required to tackle these issues. As a result, jurisdictions 
that are able to mobilize these resources are likely to benefit at the 
expense of others, such as Canada and Ontario, which are not. For 
example, the United States may succeed in forcing large corporations 
to change their transfer-pricing practices to report more of their cor­
porate income in the United States. The result may be that less cor­
porate income will be reported in Canada. 

These are not problems for Ontario and Canada alone, nor can 
they be solved by Ontario a nd Canada alone. These issues have been 
addressed in a number of individual countries by research institutes 
and governments, including the London-based Institute for Fiscal 
Studies and the US Treasury (Daly 1992, 1 080). Although these re­
ports approach the issue of corporate taxation from different per­
spectives, their common underlying premise is "a growing aware­
ness that existing corporate income taxes may not be the most ap­
propriate basis for taxing corporations in an increasingly integrated 
global economy with a high degree of capital mobility" (Daly 1992, 
1080) . Although there has been little concrete action taken to date, 
consideration of these issues at the official level is most advanced in 
the EC, which is attempting to deal with the taxation policy implica­
tions of the single market. Michael Daly, secretary to the Ruding 
committee which investigated company taxation in the EC from 1990 
to 1992, summarizes the concerns as follows: 

The increased mobility of capital in a single market and the greater 

scope that it provides for aggressive tax planning and tax evasion will 
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increase the extent to which taxes are borne instead by other, less mo­
bile, factors, such as labour (except, possibly, highly skilled and there­
fore more geographically mobile individuals), land, or consumers. That 
may undermine taxpayers' confidence in the fairness of member states' 
income tax laws and thus their acceptability. (Daly 1992, 1 054) 

At least as it affects the issue of the taxation of capital, the impact 
of the single market in Europe is not fundamentally different from 
that of the FTA/NAFTA or, more generally, from the combined 
effect of market- and GATT-driven changes in the world economy. 

The Relationship between Canada and the United States 

The public sector plays a much more important role in Canada than 
it does in the United States. In 1989 the public sector accounted for 
approximately 44.0 per cent of gross domestic product in Canada 
(FTC calculation based on Canadian Tax Foundation 1991, 3:2, and 
Statistics Canada 1993i, 2), compared with 36.4 per cent in the United 
States (Leong et al. 1992, 34). Canadians collectively have decided to 
provide a much higher proportion of the goods and services they re­
quire through government than have Americans. These differences 
are not straightforward. Regional development assistance has been 
an important area of public spending in Canada. In the United 
States, explicit regional development spending is relatively low, al­
though US spending on defence, which is higher than Canada's, con­
tains a significant regional development component. In other areas, 
higher spending in Canada would be expected simply because of 
such unavoidable factors as climate and population density. 

The most striking differences reflect divergences in political cul­
ture in areas of social spending and transfers to people. In particular, 
both the health care system and the education system in Canada are 
to a significant degree more public than they are in the United States. 
In addition, transfers to people through public programs are much 
more significant relative to CDP in Canada than they are in the 
United States. These three factors - education, health care, and trans­
fers to people - explain most of the difference in the relative size of 
the public sectors of the two countries. 

In the United States, spending on health care (not including work­
ers' compensation or public health activities) in 1989 amounted to 
approximately 10 per cent of CDP (FTC calculations based on Leong 
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et al. 1992, 33). The public sector accounted for only 35 per cent of 
that spending (FTC calculations based on Leong et  al. 1992, 33) . In  
Canada, by contrast, 8.8 per cent of  GOP in  1989 was accounted for 
by health care costs (not including workers' compensation); the pub­
lic sector accounted for 73 per cent of all health care spending (FTC 
calculations based on Canada Health and Welfare 1993, table 1) .  If 
the private sector share of health spending were the same in Canada 
as it is in the United States, Canada's public sector would be smaller 
by 3.4 percentage points as a share of GOP. Alternately, if the United 
States provided for health services through the public sector to the 
same degree as Canada, the US public sector would be larger by 3.9 
percentage points as a share of GOP. 

The second major area of obvious difference is in elementary, sec­
ondary, and post-secondary education. In the United States, educa­
tion accounted for approximately 7 per cent of GOP in 1989 (FTC 
calculations based on Leong et al. 1 992, 34, and US Bureau of the 
Census 1992, 141) .  The public sector accounted for about 73 per cent 
of that spending (US Bureau of the Census 1992, 141) .  In Canada, 
education accounted for about 6.8 per cent of GOP in 1989 (FTC 
calculation based on Statistics Canada 1993i, 2, and Statistics Canada 
1 990a, 32) . The public sector made up 91 per cent of that spending 
(FTC calculation based on Statistics Canada 1990a, 32) . If the private 
sector share of education spending in Canada were the same as in 
the United States, the public sector would be smaller by 1 .2 percent­
age points. Alternatively, if education were publicly funded in the 
United States to the same degree as in Canada, its public sector 
would be bigger by 1 .3 percentage pOints. 

The third area of significant difference between the public sectors 
of Canada and the United States is in the area of transfers to people. 
Canada's public pension, unemployment insurance, and social assis­
tance systems are all more generous than those in the United States. 
Such income transfers are equivalent to 5.3 per cent of GOP in the 
United States (FTC calculation based on Leong et al. 1992, 31, 34) and 
7.6 per cent of GDP in Canada (FTC calculation based on Statistics 
Canada 1991c, 96, and Statistics Canada 1993i, 2). 

These three differences combined mean that if the role of the pub­
lic sector in health, education, and transfers to people in Canada 
were the same as in the United States, the Canadian public sector 
would be 6.9 percentage points smaller than it is at present. If, in 
contrast, the public sector played the same role in these areas in the 
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United States as it does in Canada, the US public sector would be 7.4 
percentage points higher than it is at present. Taken together, the 
differences in 1989 between Canada and the United States in trans­
fers to people and in the funding of health and education accounted 
for more than 90 per cent of the difference in the relative size of the 
public sector between the two countries. 

Canada's greater reliance on the public sector in health and educa­
tion, together with our more generous programs of transfers to peo­
ple, makes our public sector relatively bigger than that of the United 
States. That difference has to be paid for. We cannot simultaneously 
have more public services than those available in the United States 
and lower taxes. 

If taxes were raised to fund fully government expenditures, taxes 
in Canada would total 44.0 per cent of GOP to support the Canadian 
public sector and taxes in the United States would total 36.4 per cent 
of GOP to support the US public sector. In other words, the price of 
Canada's greater reliance on the public sector is taxes which on aver­
age will be one-fifth to one-quarter higher as a proportion of GDP 
than those in the United States. 

The key question, then, is what tax· bases are available that can 
sustain differences in taxation levels of this magnitude? It is 
apparent from the analysis above that such differences can only be 
sustained from taxes levied on bases that are not highly mobile in 
response to differences in rates. In particular, it is not reasonable to 
expect that substantial differences in corporate income and capital 
taxation can be sustained between Canada and the United States. 
Canada's larger public sector must be supported from taxes whose 
bases are not as highly mobile - sales taxes, payroll taxes, personal 
income taxes - from taxes on people. 

Statistics from the Organisation for Economic Co-operation and 
Development (OECD) tend to confirm this general proposition. 
Countries with relatively larger public sectors reflecting more com­
prehensive public social services, education, and health systems tend 
to have high sales, personal income, and payroll taxes. Countries 
with less well-developed public services in these areas tend to have 
lower sales, personal income, and payroll taxes (OECD 1992c, 15). 
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Federal-Provincial Issues 

Over the past 50 years there has been a steady increase in the propor­
tion of total public sector spending in Canada that falls under areas 
of provincial jurisdiction (Ip 1991, 42-43). That trend is not likely to 
change in the near future. The spending areas that have grown most 
rapidly in this period include many of the areas of public service ex­
pected to have priority in the next decade. Realigned priorities in in­
dustrial policy will continue to place new demands on our education 
and training systems. Continuing economic adjustment will further 
strain our social insurance and social assistance programs. The age­
ing of the population will increase demands for health care spending 
(Murphy and Wolfson n.d.). The continued importance of the role of 
women in the labour force will contribute to demands for public in� 
vestment in early childhood education and child care. The con­
straints on direct industrial assistance in the FTA and NAFTA will 
increase demand for social services to facilitate economic adjustment 
- a further likely shift from federal to prOVincial responsibilities. 

Although there is no constitutional limit on the ability of provinces 
to raise the revenue required to fund the programs that flow from 
their constitutional responsibilities, the dominance of the federal 
government in every major tax field except one (property tax) gives 
the federal government the upper hand in any conflict with provin­
cial governments over tax room. 

Since both the federal government and the provinces co-occupy the 
major tax bases, and since the federal government can probably be seen 
as pre-empting its desired share of the tax room from these sources, the 
amount of vertical imbalance is the outcome of the resolution of the 
conflict over tax room. The federal government plays a primary role in 
deciding what share of the tax room to retain for itself and at the same 
time decides how much to transfer to the provinces in forms other than 
tax room. (Boadway 1 986, 8) 

The fiscal capacity questions raised by this situation have been ad­
dressed in a number of ways, some constitutional or quasi-constitu­
tional, some fiscal. A national system of unemployment insurance 
was created through a constitutional amendment that permitted the 
federal government to act in an area of provincial jurisdiction. The 
Canada Pension Plan was created on the basis of a federal-provincial 
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agreement, notwithstanding the fact that penSions fall under provin­
cial jurisdiction. 

The federal government in the 1960s and 1970s also responded to 
the fiscal needs of provincial governments by creating Significantly 
enriched transfer programs that effectively shifted a substantial share 
of federal tax revenues to provincial governments to enable them to 
meet these demands. Programs such as the Canada Assistance Plan 
and Established Programs Financing, as well as general fiscal equal­
ization, effectively bridged the gap by funding provincial programs 
from federal tax dollars. In addition, expansion of such federal pro­
grams as Old Age Security, the Guaranteed Income Supplement, and 
unemployment insurance responded to individual income-security 
needs to which provincial social assistance programs would other­
wise have had to respond. 

In the late 1 970s and especially in the 1980s, however, the frame­
work changed. The federal government responded to its own fiscal 
pressures by cutting back dramatically on both transfer and income 
security programs. The federal government has concluded it no 
longer has the fiscal capacity to continue the level of support for 
provincial spending on health, education, and welfare that began 
with extensive use of federal spending powers in the 1960s and grew 
to maturity in the 1970s. 

Federal financing for these programs has been declining in real 
terms, and there is no reason to believe this trend will not continue. 
The problem is that, while the financing programs are gradually dis­
appearing, the economic and political conditions that gave rise to 
these programs in the first place have not gone away. 

This leaves a funding gap for provincial governments that must be 
met by increasing provincial taxes. Unfortunately, this federally ini­
tiated shift from transfers to provincial taxes has not been accompa­
nied by corresponding changes to open up more tax room for 
provincial governments. Provincial access to personal income, retail 
sales, payroll, and capital taxes has been limited by federal action or 
inaction. The personal income tax collection agreement system has 
remained essentially unchanged since the 1970s despite the rapid 
growth in the provincial share of total income tax revenues. The lack 
of policy flexibility offered to provincial governments is clearly out 
of step with the greater share of income tax revenue going to provin­
cial governments and with the increasing importance of income taxes 
in provincial revenues. The introduction of the Goods and Services 
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Tax as a retail-level tax has had a significant impact on the ability of 
provincial governments to raise additional reven.ue from sales taxes. 
And the federal government has announced its intention to restrict 
provincial access to additional revenue from payroll and corporate 
capital taxes by limiting their deductibility for corporate income tax 
purposes. 

Provincial governments have not been aggrieved innocents in this 
process. Part of the attraction of payroll and capital taxes to 
provincial governments in the mid to late 1 980s was their 
deductibility from taxable income in the corporate income tax, which 
effectively exported part of the burden of the tax back to the federal 
government. 

Provincial-Municipal Issues 

The provincial government has also responded to the fiscal squeeze 
imposed on it by the federal government's reduced cbmmitment to 
fiscal sharing in part by allowing its own deficit to rise and in part by 
cutting back on its own transfers to municipal governments and 
school boards. As a result, the portion of local education costs 
funded from provincial grants has declined from roughly 60 per cent 
in the early 1970s to roughly 40 per cent in 1992 (Ontario Ministry of 
Education, 1971-92; Municipal Affairs Databases). 

Neither of these responses is sustainable as a long-term strategy 
for dealing with fiscal imbalance. Deficit spending is not a viable re­
sponse to a long-term structural problem. It is clear from the public 
reaction to Ontario's increased reliance on property taxes for educa­
tion funding, not to mention the associated fairness issues, that 
"downloading" is not consistent with fairness objectives and, in any 
case, cannot continue indefinitely without generating energetic resis­
tance from local taxpayers. 

Implications for the Future of Ontario's Tax System 

Public Services and Taxes 

The 44 per cent of our GDP produced in the public sector places 
Canada in the middle range of countries in the OECD - below coun­
tries which provide both a very broad range of public services and 
comprehensive income security programs, but substantially above a 
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number of countries, including the United States, which provide a 
narrower range of public services and more limited income security 
systems (OECD 1992c, 14). 

It is misleading to suggest we can have taxes in Canada that 
compare with those in the United States and, at the same time, 
provide a significantly higher level of public services. The 
commission believes most Canadians are prepared to pay for the 
public services we value. Participants in our public hearings 
confirmed this view. But the consequence is our taxes must be higher 
than those in jurisdictions that do not provide those services. 

Tax Base Mobility and the Funding of Public Services in Ontario 

Taxpayer or tax base mobility would be an important consideration 
in designing a fair tax policy even if the public sector in every juris"' 
diction were the same size relative to the size of that jurisdiction's 
GDP. Depending on tax mix choices, some taxes would be high and 
others low, relative to those in other jurisdictions. Where relative 
revenue requirements differ between jurisdictions, the issue of tax 
base mobility comes into much sharper focus. In jurisdictions with 
relatively greater revenue requirements; however, taxes on average 
will be higher than those in other jurisdictions. 

The key general tax policy question for Ontario is: How can the 
province sustain levels of taxation that are in excess of those in ju­
risdictions to which Ontario tax bases might migrate, most notably 
the United States? 

For very mobile tax bases, the practical reality is that Ontario's tax 
rates cannot be signifieantly different from those of jurisdictions into 
which the tax base can migrate easily. This constrains the ability of 
Ontario to raise substantially more revenue from such tax bases as 
corporate income, the capital income of the very wealthy, corporate 
assets, and the personal wealth of the very wealthy than is raised 
from these bases in Europe, Japan, and, principally, the United 
States. 

For other reasons, resource-based taxes are not a promising source 
of revenue from which to fund this difference. Resource revenues 
have been declining steadily in real terms as the mining and forest 
industries mature and continue to suffer from depressed commodity 
prices worldwide. From 1971-72 to 1991-92 resource taxes have not 
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made up more than 2 per cent of provincial revenue in Ontario 
(Public Account$). 

Ontario's larger public economy is sustainable only on the basis of 
differences in the levels of taxation on relatively immobile tax bases -
taxes on personal income, property, sales, payroll, and, to a lesser ex­
tent, wealth, as well as benefit taxes or user charges. Although, in 
general, concerns about tax base mobility are not as pressing for 
these tax bases as they are for corporate income and capital, special 
attention must be paid in the design of income and wealth taxes to 
the potential for inter-jurisdictional movement of capital and income 
from capital as a tax-avoidance technique. For high-income and very 
wealthy individuals, the incentives may become sufficient to justify 
the higher cost of organizing personal finances to minimize tax liabil­
ity. These incentives for tax minimization would obviously be great­
est where Ontario seeks to tax at substantially higher rates than other 
jurisdictions in Canada. 

People's ability to consume public services in one jurisdiction and 
pay (lower) taxes in another suggests that taxes should, where pos­
sible, be linked to services through benefit taxes or user fees. 
Although such an approach might be effective in ensuring that peo­
ple cannot consume public services without paying for them, it 
creates potential problems for tax fairness. Because these taxes tend 
to be regressive, the prospect of greater reliance on them to support a 
broader range of public services creates a tension between maintain­
ing fiscal capacity and fairness. 

That is not to say the problem of taxation of income from capital 
should simply be accepted as unsolvable. For the reasons cited in this 
chapter, it is an important problem, not only because of its substan­
tive fiscal impact, but also because of its impact on the perceived 
fairness of a tax system that cannot extract a fair share of tax from 
capital income. However, the solution to the problem is neither 
provincial nor national. Recent reviews of corporate taxation contain 
two basic messages, both of which are relevant for countries like 
Canada. First, the systems of corporate income taxation currently 
used in one form or another in most industrialized countries are not 
well designed to deal with the particular problems posed by a world 
of highly mobile goods, investment capital, and, increasingly but to a 
lesser extent, human capital. Second, a significant degree of harmo­
nization of tax rules and agreement on tax rates among jurisdictions 
is essential if the pressures generated by mobility are not to result in 
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a significant erosion of the ability of governments to raise revenue 
from capital and income from capital. 

These messages in turn point to the need for an agreement on tax­
ation equivalent to the GATT (for trade), as a counterweight to the 
tendency for tax base migration and lowest common denominator 
competition. 

Resolving Fiscal Capacity Problems among Governments 

Taxpayers are not impressed by infighting among governments. 
They fail to see how any public interest is advanced when one level 
of government purports to solve a fiscal problem by exporting that 
problem to another level, with the result that instead of paying taxes 
to one level of government, they pay to another. In the interests of 
taxpayer confidence in the fiscal system as well as rationality and 
efficiency, the fiscal relationships among governments must be 
reformed. 

There is a critical need for a comprehensive fiscal agreement be­
tween the provinces and the federal government. Needed as well is 
an ongoing mechanism for identifying and resolving issues between 
the federal and provincial governments, and for involving provincial 
governments in federal policy decisions about shared tax bases. Such 
a comprehensive agreement must address a number of key issues: 

• the large and growing fiscal imbalance between federal revenue 
access and provincial spending responsibility; 

• the impact of decisions by each level of government on the fiscal 
capacity of the other; 

• the differences in mobility among various tax bases; 
• the impact of federal decisions with respect to transfer payments 

on provincial revenues and expenditure responsibilities; 
• the need to minimize administrative duplication and competitive 

tax policies; and 
• the need to coordinate policy and administration so as to mini­

mize taxpayer compliance cost. 

As with the federal-provincial relationship, the provincial-local re­
lationship needs reform in the areas of taxation and responsibility for 
expenditures. A mechanism is required for monitoring that- relation­
ship on an ongoing basis and resolving emerging difficulties . In 
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addition, there is a need for a broader look at the implications of 
fiscal reform for the quasi-constitutional role of local government in 
Ontario. 

Managing Fiscal Capacity 

Maintaining Ontario's fiscal capacity requires difficult trade-offs 
among fairness objectives, economic impacts, non-revenue-raising 
objectives of the tax system, and aggregate fiscal requirements. The 
elements of these trade-offs are not stable. Political and economic 
changes at the national, provincial, and local levels have a significant 
impact both on what is possible and on what is desirable. 
International factors which Ontario is unable to control or even in­
fluence can have a profound impact on Ontario's choices. 

Although Ontario has a system in place for public monitoring and 
review of the expenditure side of its budget, there is no correspond­
ing system for addressing fairness, economic impact, and fiscal 
capacity issues on the revenue side. In our view, such an ongoing re­
view is essential if Ontario is to maintain both the capacity to raise 
the revenue required to finance public services in this province and 
the confidence of taxpayers in the fairness of the system. 
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8 Revenues and Expenditures 
in Ontario 

Tax reform is not the same as designing a tax system from scratch. 
For tax reform, it is necessary to have some sense of the current 
system, how it compares with other relevant jurisdictions, and the 
purposes to which the tax revenues are put. 

In this chapter we address the following questions in order to be­
gin building this picture: 

• What taxes do the people of Ontario currently pay, in what 
amounts, and how has this mix of taxes changed over the past 20 
or so years? 

• What services are funded by these taxes, and how have these ex­
penditures changed over the years? 

• How does our tax structure compare with that of other provinces 
and US states with which the Ontario economy is often compared? 

In chapter 9 we examine how these taxes are distributed among 
the residents of Ontario in relation to their income and by family 
type. In short, chapter 9 is a fairness audit of the current tax system. 

The Taxes Ontarians Pay 

Over the past two decades, residents of Ontario have experienced in­
creased total taxation both in real terms and relative to the size of the 
provincial economy. The composition of the overall tax bill has also 
changed in this period. In part, these tax increases reflect the higher 
costs of delivery for provincial and local government services. 
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FIGURE 8.1 
Provincial and Local Tax Revenue per Person in 1990 Dollars and as a Percentage of 
Average Income, 1971-72 to 1991-92 
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Tax revenue per person: in 1990 $ 

as a percentage of average income 

Sources: Ontario, Ministry of Treasury and Economics, Public Accounts, 
1971-72 to 1991-92; Statistics Canada, Income Distributions by Size in 
Canada, Cat. 13-207, 1971 to 1992; Ontario, Ministry of Finance; Ministry of 
Municipal Affairs, Municipal Affairs databases. 

Towards the end of the period the increases also reflect, in part, a 
less generous system of transfer payments from the federal 
government. These changes have increased pressure on particular 
taxes and on the tax system as a whole. 

Since 1971-72 provincial and local tax revenue has increased from 
12 per cent of gross provincial product (GPP) to 1 6.5 per cent of GPP 
in 1991-92.1 Figure 8.1 shows that tax revenue per person in Ontario 

1 The revenue statistics in the chapter come from Fair Tax Commission calculations 
based on Ontario Public Accounts 1971-72 to 1991-92; Municipal Affairs databases 
(described at the end of this report); Ontario Ministry of Finance (1961-92); Ontario 
Ministry of Treasury and Economics (1986); Ontario Ministry of Education "School 
Boards Financial Statement" (1991); and Statistics Canada (1970-92, 1992e, 1993b). 
Provincial figures in this chapter are reported on a fiscal year basis (from 1 April in 
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FIGURE 8.2 
Shares of Total Tax Revenue from Major Provincial and Local Taxes, Ontario, 1971-72 
to 1991-92 
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Source: Fair Tax Commission calculations based on Ontario, Public Accounts, 
1971-72 to 199J-92, and Municipal Affairs databases. 

Note: Property tax revenue converted to fiscal year basis. 

almost doubled in real terms between 1971-72 and 1989-90 and then 
fell in 1991-92 (left scale) . The figure also shows that per capita taxes 
in Ontario rose from · 1 1  per cent of average individual income in 
1971-72 to 1 7  per cent of average individual income in 1991-92, indi­
cating the extent to which tax revenue in Ontario has increased 
above average personal income over the last 20 years (right scale). 

one year to 31 March in the next) . Municipal governments in Ontario report their 
revenues and expenditures on a calendar year basis (from 1 January until 31 
December). In some cases, property tax revenue, which is collected at the local level, 
is converted to a fiscal year figure in order to add it to provincial figures. Revenue 
and expenditure data from the United States are reported on a calendar year basis. 
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FIGURE 8.3 
Provincial and Local Tax Revenue in Ontario in Constant (1990) Dollars, 1971-72 to 
1991-92 
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Sources: Fair Tax Commission calculations based on Ontario, Public 
Accounts, 1971-72 to 1991-92; Municipal Affairs databases; Statistics 
Canada, Consumer Prices and Price Indexes, Cat. 62-010 (Ottawa, 1993). 

Compared with 20 years ago, Ontario taxpayers now pay a greater 
proportion of taxes in personal income tax and retail sales tax and a 
smaller proportion of taxes in the form ·of excise taxes (levies applied 
to alcohol, tobacco, fuel and gas), health premiums (revenue from 
Ontario Health Insurance premiums from 1971 through 1989

' 
and 

revenue from the Employer Health Tax from 1 990 on), corporate 
taxes, and property taxes (figure 8.2). 

Figure 8.3 shows the growth in revenue from taxes raised at the 
provincial and local levels from 1971-72 to 1991-92 after removing 
the effect of inflation. Revenue from the personal income tax, the 
retail sales tax, and property taxes grew significantly more than 
prices over the 20-year period. The property tax increases partly 
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FIGURE S.4 
Revenue from Major Provincial and Local Taxes as a Percentage of Gross Provincial 
Product, 1971-72 to 1991-92 
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reflected the increased reliance on property tax revenue to fund 
education. Since 1970 an increasing proportion of school board 
revenue has come from property taxes. In the early 1970s school 
boards as a whole relied on property taxes for about 40 per cent of 
their operating revenue. In 1977 their dependence on property taxes 
began to increase. By 1991 the proportion of school board revenue 
from property taxes had climbed to 55 per cent. 

Over this period, revenue from health premiums and excise taxes 
increased only modestly in real terms. Revenue from corporate taxes 
fluctuated with general economic trends. For instance, corporate tax 
revenue declined in real terms in the early 1980s, increased at a rate 
above the rate of inflation during the economic boom in the late 
1980s, and declined again in 1990 and 1991 . 

Tax revenue compared with the size of the economy, as measured 
by GPP, provides another measure of tax change over time. 
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TABLE 8.1 
Personal Income Tax Rate Increases in Ontario, 1977-92 

Year Tax rate as a per cent of Basic Federa l Tax 

1977 Basic rate increase to 44% from 30.5% 
1981 Basic rate increase to 46% 
1982 Basic rate increase to 48% 

1983 2.5% surtax on tax over $110.80 (one year only) 
1984 5% surtax on tax over $110.80 (one year only) 
1986 Basic rate increase to 50%; 3% surtax on tax over $5000 

1988 Basic rate increase to 51 %; additional surtax of 10% on tax over $10,000 

1989 Basic rate increase to 52% 

1990 Basic rate increase to 53% 
1991 Increase in surtax to 12% on tax over $10,000 

1992 Basic rate of 54.5%; increase in surtax to 7% on tax between $5500 and 
$10,000; increase in surtax to 14% on tax over $10,000 

Source: Ontario, Budgets, 1977-92. 

Note: The 1977 increase was in accordance with new agreements on cost­
sharing found in the Federal-Provincial Fiscal Arrangements Act and the 
Established Programs Financing Act of 1977. 

Revenue from the personal income tax increased significantly as a 
percentage of GPP from 1 971-72 to 1991-92, partly as a result of pe­
riodic provincial-level rate changes <table 8.1) . The revenue increases 
in the late 1980s were also partly a result of a growing provincial 
economy combined with the progressive rate schedule. The sharp 
1991-92 decline in personal income tax revenue as a percentage of 
CPP was a result not of a policy change, but of a rapidly declining 
economic situation that reduced tax revenues faster than the GPP. 

Revenue from property taxes remained relatively stable as a pro­
portion of GPP from 1971-72 to 1988-89, ranging between 3 and 4 
per cent of GPP. However, in the late 1980s and early 1990s property 
tax revenue grew relative to the economy, rising to almost 5 per cent 
of GPP in 1991-92. The increase was largely a result of the declining 
economy and the fact that property taxes are not very sensitive to 
economic conditions. From 1971-72 to 1980-81 retail sales tax rev­
enues fluctuated as a proportion of the size of the economy, followed 
by a steady rise in revenue through the 1 980s. The fluctuation in the 
1970s was in part a result of the government's decision to increase 
the retail sales tax rate from 5 to 7 per cent in 1973 and then to pro-
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vide a one-year tax reduction back to 5 per cent in 1975 (Ontario 
Budget 1 973 and 1975). The sharp reduction in retail sales tax revenue 
as a proportion of GPP in 1978 was partially a result of the introduc­
tion of a number of exemptions, many of which were removed in 
1982 (Ontario Budget 1978). The increase in retail sales tax revenues in 
1988 resulted from a rate increase from 7 to 8 per cent and increased 
consumption of taxable goods as a result of a strong economy 
(Ontario Budget 1988). In the early 1990s, retail sales tax revenues de­
clined faster than the economy because of the drop in consumption 
as the economy weakened and because of the increase in cross­
border shopping and activity in the "underground economy."2 (A 
discussion of the underground economy is contained in chapter 12.) 

Provincial Government, Municipal Government, and School Board 
Revenues 

Provincial Government Revenue 

The provincial" government receives revenue from a number of 
sources, including taxes, fees, and transfers from the federal gov­
ernment. In 1991-92 the provincial government raised about a third 
of its revenue from the personal income tax. By way of contrast, in 
1971-72 revenue from this tax represented about one-fifth of the 
provincial government's revenue. The government's reliance on 
revenue from excise taxes has also declined during that 20-year 
period. In 1971-72 these taxes together represented about 16 per cent 
of the total provincial government revenue. In 1 991-92 they 
represent just 10 per cent of the provincial government revenue. 

Before 1979 the province levied a succession duty and a gift tax. 
Together they represented 1 .6 per cent of total provincial revenue in 
1971-72. Revenue from these taxes steadily declined during the 
1970s so that in 1979-80, the year the taxes were abolished, they rep­
resented 0.3 per cent of total provincial revenue (Public Accounts 

2 Throughout 1 991, there were unusually high levels of cross-border shopping by 
Ontarians in Michigan, New York, and Minnesota (Royal Bank 1992, 2). Spiro (1993, 
253) argues that there are a number of indicators supporting the view that there was 
an increase in the underground economy in 1991 .  
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FIGURE 8.5 
Changing Sources of Provincial Government Revenue, 1971-72 and 1991-92 
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1971-72 and 1979-80). Lottery profits, a source of revenue starting in 
1975-76, raised 1 . 1  per cent of provincial revenue in 1991-92 (Public 
Accounts 1975-76 and 1991-92). Taxes on resources (the mining prof­
its tax and stumpage fees) have always been a very small portion of 
provincial revenue, making up 0.6 per cent of provincial revenue in 
1971-72 and 0.3 per cent in 1991-92 (Public Accounts 1971-72 and 
1991-92). Federal government transfers were an important source of 
provincial government revenue in 1971-72 and 1991-92, accounting 
for about 15 per cent of government revenue in each of those years 
(Public Accounts 1971-72 and 1991-92) . However, these figures mask 
a pattern of decline in the major federal transfers to Ontario since the 
mid 1980s. 

The major transfers to Ontario are made through Established Pro­
grams Financing (EPP) and the Canada Assistance Plan (CAP). There 
are also a number of smaller federal transfers for programs such as 
training, native welfare services, legal aid, and farm income assis­
tance. A full discussion of the EPP and CAP transfers is found in 
chapter 6. 
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Municipal Government Revenue 

Municipal government revenue is derived from property taxes (the 
residential property tax, the commercial and industrial property tax, 
and the business occupancy tax), user fees (water billings, sewer sur­
charges, transit fares, waste disposal fees, and recreation charges), 
and transfers from the provincial government. The transfers include 
conditional grants for specific programs and unconditional grants 
that can be allocated by the municipality as it chooses. The condi­
tional grants are provided for a number of services including public 
health units, libraries, roads, transit, social assistance payments to 
individuals, and waste and water infrastructure. The province also 
provides capital grants to municipalities, but these figures are not 
included in this analysis because the data are incomplete. 

In 1992 the municipal portion of the three property-based taxes to­
gether raised about $6.2 billion, or 38 per cent of municipal operating 
revenue; user fees levied · for local services raised about $3.5 billion, 
or 22 per cent of municipal operating revenue; and the province 
transferred about $5.1 billion to municipal governments, or 32 per 
cent of municipal operating revenue. The remaining 9 per cent of 
municipal operating revenue includes payments in lieu of taxes 
which other levels of government pay to municipal governments. 

In 1970 the residential property tax was the single largest source of 
revenue for municipal governments, making up 37 per cent of total 
operating revenue. By 1 992 the residential property tax made up 
only 23 per cent of all municipal-level operating revenue. During the 
period from 1970 to 1 992, municipal governments relied increasingly 
on revenue from user fees and provincial transfers. The share of mu­
nicipal operating revenue made up by user fees increased from about 
12 per cent of total operating revenue in 1970 to about 22 per cent in 
1992. Operating grants from the provincial government made up 23 
per cent of total municipal operating revenue in 1970, but, by 1992, 
these transfers made up 32 per cent of municipal operating revenue 
(figure 8.6). 
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FIGURE 8.6 
Changing Sources of Municipal Operating Revenue in Ontario, 1970 and 1992 
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Municipal government revenue, like provincial government rev­
enue, has been increasing faster than the rate of inflation since 1970. 
Municipal revenue from the three property-based taxes almost 
doubled in real dollar terms from 1 970 to 1992 (figure 8.7). Municipal 
revenue from user fees increased by approximately 500 per cent after 
allowing for inflation in that period, reflecting cost increases in the 
provision of many municipal services. Provincial operating grants to 
the municipalities increased slightly above the rate of inflation from 
1970 to 1992. However, municipal operating revenue in the form of 
provincial transfers increased by 27 per cent in 1991 and by another 
15 per cent in 1992, largely because of the increases in transfers from 
the province for social assistance. 

School Board Revenue 

School boards in Ontario do not exercise independent taxing author­
ity, although separate schools have the constitutional authority to do 
so. School board revenue is derived primarily from provincial grants 
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FIGURE 8.7 
Sources of Municipal Operating Revenue in Constant (1990) Dollars, 1 970-92 
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and property taxes levied at their request by local municipalities. 
Other revenue sources, including tuition fees, federal grants, and 
rental income from school facilities provide a very small amount of 
additional revenue. 

Individual property taxpayers designate a school board for 
property tax support. Each school board raises property tax revenue 
based on the assessed value of property owned by supporters of that 
board. Under a new requirement currently being phased in, the 
assessment of properties owned by public corporations is divided 
among boards based on total school support, measured by the 
assessed value of property owned by each board's supporters. 

In 1991, school boards had total revenues of $12.9 billion: 33 per 
cent from residential property taxes, 15 per cent from commercial 
and industrial taxes, 7 per cent from business occupancy taxes, 40 
per cent from provincial transfers, and 5 per cent from a combination 
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of user charges, tuition fees and grants paid by the federal 
government and transfers from board reserve funds . . 

Since the early 1970s, provincial grants have grown more slowly 
than school board spending. Property taxes increased as a 
percentage of school board revenue from a low of 40 per cent in the 
period 1972-74 to 55 per cent in 1991 . The combined effect of 
increases in education costs and reductions in the share of those costs 
covered by provincial grants caused education property taxes to 
increase more rapidly than municipal property taxes from 1972 to 
1992. By 1992, education property taxes were almost $8 billion and 
more than 2.5 times their level in 1972 in constant dollars. 

Provincial and Local Expenditures 

The taxes Ontarians pay support a wide variety of public services 
that contribute in important ways to the quality of their lives. In 
1991-92 operating expenditures by the provincial government, 
municipal governments, and school boards totalled $65.4 billion. Just 
less than three-quarters of all operating expenditures were made by 
the provincial government, while the remaining quarter was spent 
by school boards and municipal governments . The largest areas of 
expenditure were health care and education (including training) . 
Infrastructure expenditures for services like sewers, roads, highways, 
and transit accounted for 9 per cent of operating expenditures. Social 
assistance, 'or welfare and family benefits, accounted for 8 per cent of 
operating expenditures, while the rest of the social services provided 
in the province accounted for 5 per cent of the total. Interest on the 
provincial government's debt accounted for 6 per cent of all expendi­
tures (figure 8.8).3 

3 Expenditure statistics for provinces, municipalities, and school boards come from 
Fair Tax Commission calculations based on Ontario Budget (1993); Statistics Canada 
(1992e, 1993b); Municipal Affairs databases; Ontario Ministry of Education "School 
Boards Financial Statement" (1991); and Public Accounts (1975-76 to 1991-92) , 
Municipal and school board figures are reported on a calendar year basis and have 
not been converted to a fiscal year basis. 
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FIGURE 8.8 
Operating Expenditures by the Provincial Government, Municipal Governments, and 
School Boards, Ontario, 1991-92 
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Note: Figures may not add to 100 per cent due to rounding. 

The three largest categories of spending in the province are in the 
areas of health care, primary and secondary school education, and 
social services. Between 1984�854 and 1991-92 spending on primary 
and secondary school education increased by 35 per cent in real 
terms. The large increase in education spending over this period 
provides part of the explanation for the increase in property taxes. 

Health care expenditures are made primarily by the provincial 
government largely in the form of transfers to hospitals and pay­
ments to physicians . From 1984-85 to 1991-92 health care expendi­
tures increased by almost 50 per cent after adjusting for inflation. 

4 The year 1984 is the first for which there are accessible municipal-level expenditure· 
and transfer payment data. 
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FIGURE 8.9 
Primary and Secondary School, Health Care, and Social Services Operating 
Expenditures, Ontario, 1 984-85 to 1991-92 
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From 1984-85 to 1991-92 social service spending increased by al­
most 80 per cent in real terms. The increases resulted largely from in­
creased social assistance payments as a result of the recession. 

Over the last 20 years there has been a gap - a deficit - between 
the provincial government's expenditures and revenues in all but 
one year, 1989-90 (Public Accounts 1979-80, 1986-87, and 1991-92) . 
(Only the provincial government's deficits and debt are considered 
in this section since, by law, municipal governments are not permit­
ted to incur debt except for capital projects.) 

Governments frequently express their debt - the total accumulated 
deficits - as a proportion of their gross domestic product (GOP) to 
reflect the size of the debt relative to the size of the economy. From 
1975-76 to 1991-92 the provincial government's debt varied between 
14.3 per cent of the gross provincial product (GPP) and 19.5 per cent 
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of CPP.5 From the mid 1970s to the mid 1980s, the debt to CPP ratio 
hovered around 16 or 17 per cent. The lowest debt to CPP ratios 
occurred in the late 1980s reflecting a strong economy and gradually 
reduced annual deficits. In 1991-92, the last year for which data are 
available, the debt was 19.5 per cent of CPP, reflecting a weakening 
economy, reduced tax revenues, and an increased deficit.6 

Ontario's Fiscal System Compared 

Ontario and the Provinces 

One of the ways people judge the taxes they pay and the services 
they receive is by comparison with other similar jurisdictions. 
Statutory tax rates are one of the first things people compare when 
they discuss the differences between the tax system in Ontario and 
the system in other provinces .  While statutory tax rates are an 
important component of any comparison, they are definitely not the 
whole story. They do not, for example, capture the effects of 
exemptions or credits on the taxes people actually pay. Table 8.2 
compares Ontariq's personal income tax rates with those in Quebec, 
Alberta, and British Columbia. 

Corporate income tax rate comparisons are even more imprecise 
than personal income tax rate comparisons because of the variety of 
preferential treatment accorded specific types of activities and in­
vestments. For example, most provinces offer capital cost allowance 
provisions, tax credits, and tax deductions for investment in specific 
activities and assets. These concessions result in an effective rate of 
tax which varies depending on the activities of the business. Table 
8.3 shows that Ontario's statutory corporate income tax rates are 
somewhat more favourable than the rates in British Columbia al­
though the rates in Ontario, British Columbia, and Alberta are all 
higher than those in Quebec. However, Quebec levies a higher 
capital tax on corporations than either British Columbia or Ontario. 

5 Debt figures before 1975-76 include Ontario Hydro's debt and are not comparable to 
the later figures used here. 

6 FTC calculation based on Ontario Public Accounts 1971-72 to 1991-92; Ontario, 
Ministry of Finance, Ontario Gross Domestic Product (Expenditure Based) 1961:1 to 
1992:2. 
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TABLE 8.2 
Top Personal Income Tax Rates in Selected Provinces, Effective 1994 (%)a 

Top Top Top Top 
federal federal Provincial provincial marginal 
rate surtax rate surtax Flat tax rate 

Ontario 29.0 23 16.8 5.0 b 53.2 
Quebec 26.5 24.0 2.4 52.9 

Alberta 29.0 23 13.2 1.1 05 46.1 

British Columbia 29.0 23 15.2 7.6 54.2 

Sources: Canadian Tax Foundation, The National Finances, 1992 (Toronto, 
1 992); 1993 budgets of Ontario, Quebec, Alberta, and British Columbia. 

a. Includes rates announced in 1993 budgets. 

b. Combined top federal rate and top federal surtax. 

TABLE 8.3 
Corporate Tax Rates in Selected Provinces, 1993 

Province 

Ontario 
Quebec 

Alberta 
British Columbia 

Corporate income tax (%) 

General 

15.5 
8.9 

15.5 
16.5 

Small Manufacturing 
business 

9.5 
5.75 

6.0 

10.0 

and processing 

13.5 
8.9 

14.5 
16.5 

Capital tax 
(%) 

03 
0.56 

03 

Sources: 1 993 budgets for Ontario, Alberta, Quebec, and British Columbia; 
CCH Tax Reporter. 

Note: Quebec rates include a 2 per cent surtax on taxable income. 

Retail sales tax rates are easier to compare than income tax rates, 
although here, too, provinces provide a variety of exemptions from 
taxation for specific goods. In Quebec, selected services are subject to 
the retail sales tax as part of the semi-harmonization of the federal 
Goods and Services Tax and the Quebec Sales Tax. Table 8.4 shows 
that Ontario's retail sales tax is one of the highest among the jurisdic­
tions shown. 
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TABLE 8.4 
Retail Sales Tax Rates in Selected Provinces, 1993 

Province 

Ontario 

Quebec 

Alberta 

British Columbia 

Source: CCH Tax Reporter. 

a. 8 per cent on goods; 4 per cent on services. 

General rate (%) 

8.0 
8.0/4.0a 

6.0 

In order to make a meaningful comparison among the tax systems 
in different provinces, it is necessary to compare how much they 
each rely on different tax bases. There is significant variation among 
provinces in the proportion of total provincial revenue which comes 
from the major taxes. A comparison of the role major taxes play in 
the revenue mix of Ontario, Alberta, British Columbia, and Quebec 
in 1991-92 reveals that there was similar reliance on excise taxes at 
about 5 per cent of total revenue, but on little else. Figure 8.10 shows 
that Ontario and Quebec relied on personal income tax revenue for 
over 30 per cent of total revenue, much more than Alberta at 19 per 
cent and slightly more than British Columbia at 24 per cent of total 
revenue. Alberta is the only province in Canada that does not levy a 
retail sales tax, a tax Ontario relied on for 17 per cent of its revenue in 
1991-92, Quebec for 1 6  per cent, and British Columbia for 12 per 
cent. Alberta's revenue from the taxation of natural resources in 
1991-92 made up 24 per cent of total revenue. Natural resource rev-

. enues made up 7 per cent of total revenue in British Columbia in 
1991-92, but less than 1 per cent in Ontario and Quebec. Revenue 
from health and social service levies, such as Ontario's Employer 
Health Tax, made up between 5 and 8 per cent of revenue in Ontario, 
Alberta, and British Columbia, but represented 11 per cent of total 
revenue in Quebec in 1991-92. 
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FIGURE S.I0 
Revenue from Major Taxes as a Proportion of Provincial Revenue, 1 991-92 
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Priorities with respect to how tax dollars are spent in Ontario, 
Quebec, Alberta, and British Columbia are shown in figure 8.1 1 .  In 
1990-91 Ontario had the lowest total public expenditures as a per­
centage of GPP of the four provinces. The figure also shows that: 

• Ontario and British Columbia spent the same on health care in re­
lation to the size of their respective economies, slightly more than 
Alberta and Quebec; 

• Ontario spent the least on education and transportation and com­
munications, as a proportion of GPP, of all the provinces shown; 
and 

• Quebec spent the most on social services as a percentage of GPP, 
with Ontario and British Columbia spending somewhat less, and 
Alberta spending the least in relation to the size of the economy. 
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FIGURE 8.11 
Provincial Expenditures as a Proportion of Gross Provincial Product, 1991-92 
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Ontario and Selected US States 

Comparisons between Ontario and US states are frequently made, 
but a true comparison is difficult. First, there are significant differ­
ences in the public expenditures made at the national level and in 
sub national jurisdictions in Canada and the United States. For in­
stance, the programs in the United States which provide health care 
for seniors (Medicare) and the poor (Medicaid) are federal expendi­
hires (Leong et a1. 1992, 33), whereas in Canada, the provinces, with 
indirect federal assistance, fund medicare, which provides coverage 
for the entire population. Second, as stated in chapter 7, the public 
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sector in Canada is larger as a proportion of the economy than in the 
United States.7 Having provided these caveats, it is still informative 
to make some selected comparisons simply because individuals, 
owners of businesses, and investors do. 

Tax rate comparisons between the United States and Canada are a 
relatively superficial measure of the differences in the tax systems. It 
is more meaningful to compare the tax mix in Ontario with compet­
ing US jurisdictions . Figure 8 .12 shows that, in 1990, revenue from 
personal income tax and retail sales tax combined made up more 
than 60 per cent of total tax revenue in Ontario and all the states 
shown, and that New York, North Carolina, and Minnesota, like 
Ontario, relied on revenue from the personal income tax for more 
than 40 per cent of total tax revenue. The other two states shown, 
California and Michigan, relied more on corporate income tax rev­
enue than the others did in that year. A second interesting point is 
the greater reliance on consumption taxes (the retail sales tax and ex­
cise taxes) in North Carolina, Minnesota, Michigan, and California 
than in New York or Ontario. Since consumption taxes are less 
clearly related to ability to pay, a greater reliance on these taxes in 
the tax mix will result in a less fair tax system. One major difference 
in the tax mix in Ontario compared with US states is that Ontario 
levies a payroll tax, while, in the United States, payroll taxes are 
levied exclusively by the federal government.8 

Public services are provided by different levels of government in 
Canada and the United States. The different alignment of 
responsibilities in the two countries makes it difficult to compare 
government expenditures in subnational jurisdictions in the two 
countries accurately. 

7 In 1991 government expenditures at all levels in the United States were 37.5 per cent 
of GNP (Leong et al. 1992( 34), and 50.4 per cent of CDP in Canada (OECD 1992b, 1 16). 

8 FTC calculation based on United States Department of Commerce (1991); Ontario 
Public Accounts (1990-91) .  
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FIGURE S.12 
Tax Mix of the Ontario Government and Selected US State Governments, 1990 
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. Source: Fair Tax Commission calculations based on Ontario, Ministry of 
Finance, Public Accounts of Ontario, 1 991-1992; United States, Department 
of Commerce, State Government Finances in 1990 (Washington, 1991). 

Figure 8.13 shows the breakdown of major program expenditures 
in Ontario and selected US states in 1989 compared with the size of 
the economy as measured by gross provincial product (CPP) for On­
tario and gross state product (CSP) for the states. Covernment ex­
penditure as a proportion of CPP /CSP is almost twice as high in 
Ontario as in the US states shown. This difference is primarily due to 
the much higher level of spending on health care as a proportion of 
CPP in Ontario. In the United States, health care expenditures by the 
government are made primarily at the national .level and are much 
lower to begin with, so it is not surprising that Ontario's spending in 
this area is higher than in the United States. While it appears that 
Ontario's contribution to education is about double the contribution 
of the selected US states, most of the states' intergovernmental 
transfer is allocated to the local level for education. In the United 
States, about 70 per cent of primary and secondary school education 
is paid for at the local level (Leong et al. 1992, 8), about 1 0  per cent 
more than is currently the case in Ontario. 
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FIGURE 8.13 
Categories of Government Expenditure as a Proportion of Gross Provincial Product or 
Gross State Product, 1989 
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Source: Fair Tax Commission calculations based on Ontario, Ministry of 
Treasury and Economics, Public Accounts, 1989-90; Ontario, Ministry of Fi­
nance; United States, Department of Commerce, State Government Finances 
in 1989 (Washington, 1 990); United States, Department of Commerce, 
Bureau of Economic Analysis, Survl?lJ of Current Business (December 1991). 

Interestingly, Ontario and the states shown in figure 8.13 spend 
about the same amount as a proportion of CPP /CSP on transporta­
tion and communications and on the protection of persons and 
property. Ontario does, however, spend more in interest on the debt 
as a proportion of the size of the economy than any of the states 
shown here.9 

9 FI'C calculation based on United States Department of Commerce (1990); Trott et aL 
( I991); Statistics Canada (1992e); Ontario Ministry of Finance (1961-92) .

. 
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Appendix 
Major Taxes in Ontario 

Most of the tax revenue raised in Ontario comes from a handful of 
taxes. Table SA. 1 lists each of the major taxes in the province, show­
ing how much each tax raised in the fiscal year 1991-92 and how 
much each tax represented in terms of total taxes paid in Ontario. 

Personal Income Tax 

Personal income tax is the largest single source of rev-enue for the 
Ontario government, as it is for most Western industrialized 
countries . lO In 1990, taxes on personal income represented, on 
average, 12 per cent of CDP and 30 per cent of total tax revenue for 
all OECD countries (OECD 1992c, 79) .  For a history of the personal 
income tax in Ontario, see chapter 6. 

Description 

Ontario's personal income tax is levied on residents of Ontario. A 
resident of Ontario is an individual who either lived in Ontario for 
part or all the tax year or was considered a factual resident. A factual 
resident is an individual who lived somewhere else but kept 
residential ties to Ontario. Residential ties include a spouse and 
dependants, a home, personal property, and eligibility for provincial 
hospitalization. 

Unit of Taxation 

In Canada, the individual is the unit of taxation for the purpose of 
levying personal income tax. Some credits, however, are calculated 
based on family income and marital status. 

10 See Richard Goode (1991, 429). 
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TABLE 8A.1 
Major Sources of Tax Revenue in Ontario, 1991-92 

Selected provincial taxes 
Personal income tax 
Retail sales tax 
Employer health tax 
Corporate taxes 
Gas and fuel taxes 
Other provincial tax revenue 

Local property taxes 
Residential property tax 
Commercial and industrial property tax 
Business occupancy tax 

Total taxes paid in Ontario 

$ (billions) % of taxes 

13.7 
7.5 
2.6 
3.2 
2.0 
3.0 

70 
3.7 
1.6 

44.9 

-------

30.5 
16.7 
5.8 
7.1 
4.4 
6.7 

17.0 
8.2 
3.6 

100.0 

Source: Ontario, Public Accounts, 1 991-92; Ministry of Municipal Affairs, 
Municipal Analysis and Retrieval System (MARS). 

Note: Revenue from property taxes has been converted to a fiscal-year basis. 
In 1991 property taxes raised $12.7 billion, and in 1992 property taxes 
raised $13.7 billion. 

Personal Income Tax Base 

Personal income taxes in Canada are levied on an individual's tax­
able income, which is income less specific deductions. Under the Tax 
Collection Agreements, the federal government defines the types of 
income subject to tax, deductions from income, exemptions, none 
refundable tax credits, tax rates, tax brackets, and indexation factors. 

The types of income subject to tax include the following sources of 
income. 
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Components of Total Income Description 

Employment income Salaries, wages, commissions, gratuities, director's 
or other fees, royalties, net research grants, income 
from wage loss replacement or guaranteed annual 
wage plans, Goods and Services Tax (GST) rebates, 
and other remuneration 

Pension income Old age support, Canada Pension Plan, disability 
benefits, and other pensions or superannuation 

Other income Unemployment insurance benefits, interest in ­
come, alimony or separation allowance, child sup ­
port payments, capital gains: div'idends,* value of 
benefits* (board, lodging, and other benefits re­
ceived or enjoyed by virtue of an office or em ­
ployment)' and other income 

Income excluded from taxation Federal GST and child tax credit, social assistance 
payments, workers' compensation payments, net 
federal supplements, lottery winnings, veterans' 

disability and dependants' pension payments, war 
veterans' allowances, income and capital gains 
from a principal residence, inheritances (earnings 
on an inheritance are taxable) 

* Capital gains, dividends, �nd benefits ar"e only partially taxed under the 
Income Tax Act. 

Social assistance payments and net federal supplements are 
included in total income for the purpose of calculating tax credits, 
but are excluded when calculating taxable income. 

Taxable income equals total income less specific deductions. The 
following list gives an indication of the types of deductions from in­
come that are available: 

Deductions from income • alimony or separation allowance paid 

• registered pension plan and registered retirement 
savings plan contributions 

• annual union, professional, and like dues 

• child care expenses 

• carrying charges 

• social benefits repayments 

• northern residents deductions 

• employment expense deductions, such "as travelling 
expenses 
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TABLE 8A.2 
Marginal Federal Income Tax Rates, 1993 

Rates 

17% 
26% 
29% 

Taxable income 

$29,590 and under 
$29,590-$59,180 
$59,180 and over 

Sources: Canada, Revenue Canada Taxation, Federal and Provincial General Tax 
Guide and Returns: Ontario 1992; Department of Finance, The Budget 1993. 

Basic Federal Tax is calculated by applying federal tax rates to 
taxable income, adding federal tax adjustments for a dependant's 
income, and subtracting federal non-refundable tax credits and other 
adjustments. 

Ontario personal income tax is levied as a percentage of Basic 
Federal Tax, and then a number of surtaxes and tax credits are ap­
plied to the Ontario tax payable. At the time of writing, Ontario's 
personal income tax measures included a two-tiered surtax on high­
income earners, the Ontario Tax Reduction program for those at the 
low end of the income scale, the Ontario property and sales tax cred­
its for seniors, the Ontario home ownership savings plan tax credit, a 
political contribution tax credit, and the Ontario investment and em­
ployee ownership tax credit.ll 

Rate Structure 

For the 1993 tax year, the federal government applies three marginal 
income tax rates to taxable income. A marginal tax rate is the rate of 
taxation that applies to the last (or next) increment of income. This 
measure is generally regarded as the most relevant when considering 
the impact of tax changes on taxpayers' behaviour. 

Thus, an individual with a taxable income of $70,000 will pay a tax. 
rate of 17 per cent on the first $29,590 of income, a rate of 26 per cent 
on income between $29,590 and $59,180, and a rate of 29 per cent on 
the remaining $10,820. In addition to the rates shown in table 8A.2 
for 1993, the federal government applies a surtax on Basic Federal 
Tax at the rate of 3 per cent, and an additional 5 per cent surtax on 
federal tax in excess of $12,500. 

11 A deduction for occupancy costs is also available. For more information, see Canada 
Federal and Provincial General Tax Guide (1992). 
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TABLE 8A.3 
Marginal Personal Income Tax Rates, Ontario, 1993 (%) 

Taxable income (by rate bracket) 

Under $29,590- $46,716- $58,320- $59,180- Over 
$29,590 $46,716 $58,320 $59,180 $62,866 $62,866 

Basic federal tax 17.0 26.0 26.0 26.0 29.0 29.0 

Federal surtax 0.51 0.78 0.78 2.08 2.32 2.32 

Basic Ontario tax 9.86 15.08 15.08 15.08 16.82 16.82 

Ontario surtaxa 3.02 3.02 3.02 5.05 

Regular combined 
rate 27.37 41 .86 44.88 46.18 51.16 53.19 

Sources: Calculated by the Fair Tax Commission from 1993 Ontario Budget; 
Canada, Revenue Canada Taxation, Federal and Provincial General Tax Guide 
and Returns: Ontario 1992. 

a. Annual surtax rate effective 1 July 1993 

Ontario's personal income tax rate in 1993 is 58 per cent of Basic 
Federal Tax. In addition, Ontario levies surtaxes of 20 per cent of 
Ontario personal income tax in excess of $5500, and an additional 10 
per cent of Ontario income tax in excess of $8000 (Ontario Ministry of 
Finance 1993a, 21). 

Table 8A.3 shows the marginal tax rates facing Ontario taxpayers, 
including all federal and provincial income tax rates. 

The current rate structure is further complicated by the fact that 
the income tax system is used as a mechanism for reducing Old Age 
Security payments and unemployment insurance benefits paid to 
high-income earners. In addition, individuals who receive refund­
able tax credits from the federal government or from Ontario also 
face "recapture rates" if their income exceeds certain thresholds. A 
recapture rate is the rate at which a credit is reduced as the relevant 
measure of income increases. The recapture rate for most federal 
credits is 5 per cent of family income over a threshold. For the 
Ontario property and sales tax credits, the recapture rate is 2 per cent 
of net income over $4000. Both the claw-back and recapture rates 
represent additional effective marginal tax rates on individuals with 
incomes above certain levels. 
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Administrative Arrangements 

Administrative arrangements for the collection of Ontario personal 
income tax are described in detail in the section of chapter 13 dealing 
with the Tax Collection Agreements. 

Corporate Taxes 

Under the Ontario Corporations Tax Act, corporations with business 
activities in the province pay a corporate income tax on their profits. 
Ontario, Alberta, and Quebec are the only provinces that levy their 
own corporate income tax. The other provinces have corporate tax 
collection agreements with the federal government. Corporations in 
Ontario with total assets or gross revenues in excess of $1 million 
also pay a capital tax on corporate capital. Ontario levies a premiums 
tax on insurance companies in lieu of this capital tax. In 1993 a new 
corporate tax was introduced, the corporate minimum tax which will 
be levied beginning in 1994. 

Although taxes may be paid by corporations, all taxes are ulti­
mately borne by people; thus, corporate taxes ultimately fall on indi­
viduals as shareholders, owners, employees, or consumers. Still, 
there are a number of reasons for applying taxes at the . corporate 
level. Since corporations retain income for investment, corporate 
taxes ensure that tax is levied as income is earned, rather than being 
delayed until the income is distributed. Without this withholding 
mechanism, there would be significant tax deferrals available on in­
come earned and retained in corporations. Corporate taxes also func- . 
tion to withhold tax on income that will ultimately be distributed to 
foreign shareholders, thus ensuring that Ontario levies tax on income 
from economic activities occurring in the province. Finally, the 
corporate income tax in particular is used as an instrument of 
economic policy. Tax incentives are provided for investment in such 
things as capital equipment and research and development. 

Description 

Unit of Taxation 

Each corporation with a permanent establishment in Ontario is 
subject to the Ontario corporate income tax. Each corporation is 
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treated as a separate entity, files its own return, and calculates its 
own tax payable. 

The fact that the tax applies to each corporation separately can 
have important implications for the level of tax payable by the cor­
poration in Ontario. A corporation operating in Ontario may not be 
generating taxable income even though a related corporation in an­
other Canadian or foreign jurisdiction is reporting taxable income 
and paying tax in that jurisdiction. The reverse situation is also pos­
sible. This may become a concern when the distribution of profits 
and losses is not related to the actual economic results in the various 
jurisdictions, but instead reflects planning by the corporate group to 
report income only in selected jurisdictions. Similarly, a corporation 
may be paying tax in the province, while another corporation with 
the same ownership is experiencing losses. 

Corporate Income Tax Base 

The major categories of income for corporations are income from a 
business or property, capital gains, and certain other items specifi­
cally listed in the act. In calculating income from a business, the 
starting point is income as determined under generally accepted 
accounting principles or "book income."12 It is book income that is 
reported to the shareholders in public corporations. The act then 
specifies certain cases where statutory allowances replace the book 
deduction for capital expenditures - for example, capital cost 
allowances. Finally, certain income or expense items are disallowed, 
such as foreign advertising expenses. The calculation of a 
corporation's taxable income in Ontario is generally similar to the 
calculation of taxable income for the federal corporate income tax. 

There are various reasons why Ontario and other governments de­
fine taxable income differently from book income. For example, 
inter-corporate dividends are deducted for income tax purposes to 
prevent double taxation of income as it flows through the corporate 
sector. Taxable income may also be lower than book income as a 
result of incentives such as accelerated write-offs for some capital 
investment, provisions for exploration and development expenses, 

12 "Book income" is financial statement profits multiplied by the percentage of each 
corporation's taxable income that is allocated to Ontario for income tax purposes. 
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and inducements for research and development which are designed 
to achieve economic policy objectives. 

The Ontario and the federal corporate income tax bases differ in 
only a few areas, including the tax treatment of pollution control 
equipment, scientific research expenditures, resource allowances, 
low or interest-free loans to foreigners, and certain types of  
government grants. 

The income tax system differentiates between public and private 
corporations. Public corporations are generally listed on prescribed 
stock exchanges, while private corporations tend to be closely held -
for instance, by a family. A special class of private corporations are 
identified as Canadian-controlled private corporations. 

Private corporations are subject to special taxes and refunds for 
inter-corporate dividends and other investment income designed to 
integrate the corporate and personal tax systems more closely than is 
the case for public corporations, and to prevent tax deferrals via use 
of personal "investment corporations." 

Corporate Income Tax Rates 

Ontario has three different corporate tax rates: the small business 
rate, the manufacturing and processing rate, and the general rate. 
The small business rate applies to the first $200,000 of active business 
income of a Canadian-controlled private corporation. The manufac­
turing and processing rate (M&P) applies not only to manufacturing 
and processing profits, but also to income from mining, logging, 
fishing, and farming. Ontario has also adopted a measure to claw 
back the value of the lower corporate tax rate for small business. This 
involves an additional 4 per cent surtax for income in the range of 
$200,000 to $500,000 for Canadian-controlled private corporations. 
This effectively creates two further tax rates for manufacturing and 
processing and other income in this range. 
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TABLE 8A.4 
Ontario's Corporate Income Tax Rates, 1993 ('!'o) 
Small Manufacturing and 
business processing rate General Small business deduction 
rate (M&P) rate claw-back 

M&P Other 
9.5 13.5 15.5 17.5 19.5 

Source: Canadian Tax Foundation, The National Finances, 1992 (Toronto, 
1992). 

Integration 

An important aspect of Canadian income tax rules are provisions 
that attempt to integrate the corporate and personal income tax sys­
tems. Integration provisions are designed to recognize that 
shareholders receiving dividends from a taxable corporation pay 
personal tax on the dividends that have already been taxed through 
the corporate income tax. The integration provisions work as 
follows: declared dividends are increased (grossed-up) to bring the 
amount taxable back to the original amount earned at the corporate 
level, which then can be taxed at the appropriate personal rate. A tax 
credit in turn provides an offset for the corporate tax assumed to be 
previously paid. The system distinguishes among small business 
income (first $200,000 earned by a Canadian-controlled private 
corporation), investment income earned by a private corporation, 
and other income, most significantly income earned by public com­
panies. For the first type of income, the dividend gross-up and tax 
credit system is designed, at least notionally, to levy the same tax 
whether the income is earned directly or through a corporation. For 
the other types of income, the structure provides some recognition of 
corporate level tax, but not a full credit. (An example of how the 
integration mechanism works appears in chapter 21.) 

Capital Tax Base 

The base for the capital tax is the taxable capital employed by the 
corporation. This includes paid-up capital stock, retained earnings, 
surpluses, and debt less an investment allowance for investment in 
other corporations. In theory, the tax base presents the liability side 
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of the balance sheet adjusted to prevent double taxation of assets 
employed in the corporate sector. Separate rules apply in determin­
ing the base for the application of the tax to financial institutions 
(banks and trust companies). In particular, the deductions from paid­
up capital for goodwill and investments do not apply. The same allo­
cation formula · is used to determine the portion of taxable capital 
employed in Ontario by multi-jurisdictional firms as is used for the 
income tax. 

Capital Tax Rates 

TABLE SA.5 
Ontario's Capital Tax Rates, 1993 

Eligibility 

Corporations with capital of less than 
$1 million 

Corporations with total assets or gross 
revenue of more than $1 million and 
taxable paid-up capital of not more than 
$1 million 

Corporations with total assets or gross 
revenue of $1-$1 .5 million and taxable 
paid-up capital of $1-$2 million 

Corporations with total assets or gross 
revenue of more than $1 .5 million and 
taxable paid-up capital of not more than 
$2 million 

Corporations with taxable paid-up capital of 
$2-$2.3 million 

Corporations with capital of $2.3 million or 

Capital tax 

Exempt 

$100 

$200 

$500 

Amount by which tax exceeds 1 .S3% 
of the amount by which the $2.3 
million exceeds the taxable paid-up 
capital 

more 0.3% 

Trust companies 1 .0% 

Banks 1 .12% 

Credit unions, mortgage investment corpo -
rations, family farm/ fishing corporations, 
schools, and charitable organizations $100 

Source: Ontario, Corporations Tax Act, RSO 1990, c. 40, 55. 66-69. 
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Payroll Taxes 

In Canada, where payroll taxes are levied by both the federal and 
provincial governments. The federal government levies payroll taxes 
to finance the Canada Pension Plan and the unemployment 
insurance system. Ontario currently levies two payroll taxes - the 
Employer Health Tax and workers' compensation contributions. 
Unlike the payroll taxes levied by the federal government and 
despite its name, Employer Health Tax revenues are not earmarked 
or specifically designated to fund health care. 

The second major payroll tax levied in Ontario is workers' com­
pensation contributions. Revenues from this tax are not included in 
Ontario's budgetary figures, but are used by the Workers' 
Compensation Board to provide compensation to injured workers. In 
this sense, then, workers' compensation contributions are earmarked 
to a specific program. Although contributions are structured as 
payroll taxes, any meaningful discussion of these contributions 
would require a review of the claims system - a review that is 
beyond our mandate. Accordingly, our focus will be on the 
Employer Health Tax (see also chapter 22). 

History 

Between 1959 and 1990 health insurance premiums were used to fi­
nance a large part of provincial health care costs. Premium amounts 
were set on a per capita and per family basis and were not linked to 
use of the health care system (Dahlby 1993, 81) .  This system, which 
later became known as the Ontario Health Insurance Plan or OHIP, 
came under a series of reviews in the 1970s and 1980s. In general, 
governments of the day were concerned about two things. First, the 
premiums were regressive because they were not linked to individ­
ual or family income. Second, the proportion of health care costs 
covered by OHIP premiums had been declining (Dahlby 1993, 82). 
To make the system less regressive, premium assistance for low-in­
come individuals and families was enriched several times during the 
1980s, and in 1985 OHIP premiums were frozen altogether (Ontario 
Ministry of Treasury and Economics 1989b, 6). In 1 989 the govern­
ment eliminated OHIP premiums and introduced the Employer 
Health Tax, which came into effect on 1 January 1990. At that time, 
the new payroll tax applied to total Ontario remuneration paid by an 
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employer and did not apply to the earnings of self-employed indi­
viduals. The 1992 Ontario budget stated that, beginning 1 January 
1993, the tax would also apply to earnings of the self-employed. 

Description 

Employer Health Tax Base 

The 1993 base of the Employer Health Tax includes total Ontario re­
muneration paid by an employer and earnings of the self-employed. 
Under the Employer Health Tax Act, remuneration includes "all 
salaries and wages, bonuses, taxable allowances and commissions 
and other similar amounts fixed by reference to the volume of sales 
made or contracts negotiated, but does not include a pension, annu­
ity or superannuation benefit paid by an employer to a former em­
ployee after retirement of the employee" <Employer Health Tax Act, 
1989, 2). The act also specifies total Ontario remuneration to mean 
remuneration paid to employees who "report for work at a perma­
nent establishment of the employer in Ontario" or are "paid from or 
through a permanent establishment of the employer in Ontario" 
(Employer Health Tax Act, 1989, 2). It should also be noted that the 
Employer Health Tax Act specifically includes the Government of 
Canada as an employer for tax purposes, as well as Ontario munici­
palities, universities, schools, hospitals, non-profit organizations, and 
charities. Under the current system, only embassies, consulates, and 
Indians employed on reserves do not pay the Employer Health Tax. 

The Employer Health Tax is levied on individuals who are operat­
ing a business or working for themselves in an unincorporated form. 
Accordingly, professionals, farmers, and fishers, and anyone carry­
ing on a business in the form of a sole proprietorship or partnership 
must pay the tax on net income over $40,000. Depending on how re­
muneration is structured, individuals carrying on a business in the 
form of a joint venture or syndicate may also have to pay the tax on 
net income over $40,000. Corporations, limited partners, trusts (in 
most cases), and status Indians who are self-employed and operating 
an unincorporated business on a reserve do not pay the Employer 
Health Tax for the self-employed. It should also be noted that self­
employed individuals who have employees must pay the health tax 
on their payroll. 
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TABLE 8A.6 
Rate Structure of Employer Health Tax 

Rate (%) 

0.980 
1 .101 
1 .223 
1 .344 
1 .465 
1 .586 
1 .708 
1 .829 
1 .950 

Source: Employer Health Tax Act, 1989. 

Total remuneration ($) 

200,000 and under 
200,001-230,000 
230,001-260,000 
260,001-290,000 
290,001-320,000 
320,001-350,000 
350,001-380,000 
380,001-400,000 
Over 400,000 

The Employer Health Tax is deductible from Ontario's corporate 
income tax and the federal corporate income tax, but is not de­
ductible under the Personal Income Tax Act. This means that, unlike 
an employer, self-employed individuals cannot deduct the health tax 
to reduce their taxable income. To address this inequity, the 1993 
Ontario Budget stated that "a tax credit of 22 per cent of tax other­
wise payable will be provided in lieu of a deduction for Ontario per­
sonal income tax purposes" (Ontario Ministry of Finance 1993a, 23). 
This credit will reduce the effective tax burden of the tax for self-em­
ployed individuals. 

Rate Structure 

There are two separate rate schedules for the Employer Health Tax. 
One rate schedule applies to total Ontario remuneration paid by em­
ployers, while the other applies to the earnings of the self-employed. 
Under the employer rate schedule the general health tax rate is 1 .95 
per cent of total Ontario remuneration paid. Employers with annual 
payrolls of less than $400,000 have lower rates applied to them. For 
example, employers with annual payrolls of less than $200,000 pay 
the tax at approximately half the general rate, or 0.98 per cent of total 
Ontario remuneration paid. Employers with annual payrolls be­
tween $200,000 and $400,000 pay graduated rates. 
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TABLE 8A.7 
Employer Health Tax Rate Schedule for Self-Employed Individuals 

Ratea Net self-employment income ($) 
--------------------------------------��------------

Exempt from tax 40,000 and under 
0.98% 40,001-200,000 
$1568 plus 2.726% on net income over $200,000 200,001-400,000 
1 .95% on net income over $400,000 Over 400,000 

Source: 1 992 Ontario Budget. 

a. Prior to application of the 22 per cent non-deductibility tax credit. 

Unlike the Employer Health Tax rate schedule for employers, 
which is based on the total annual gross wages, salaries, and other 
remuneration paid to employees, the payroll tax applied to self-em­
ployed individuals is based on net income. The Employer Health Tax 
rate schedule for the self-employed exempts the first $40,000 of net 
income earned from tax. A three-level graduated rate structure ap­
plies to net income over $40,000. 

The higher rate on net self-employment income between $200,001 
and $400,000 is designed to claw back the preferential rate for indi­
viduals with net incomes between $40,001 and $200,000. 

Administrative Arrangements 

The Employer Health Tax is administered by the Ontario Ministry of 
Finance. Employers with annual payrolls of over $400,000 are re­
quired to submit their health tax payments to the Ontario Minister of 
Finance on a monthly basis. Employers with annual payrolls of less 
than $400,000 are required to submit their payments on a quarterly 
basis. To reduce the administrative burden on small businesses, the 
1992 Ontario budget announced that "employers with total annual 
Ontario remuneration not exceeding $200,000 and employers with 
once-a-year payrolls will be permitted to remit Employer Health Tax 
once a year, with their annual EHT returns" (Ontario Public Accounts 
1992, 35) . Self-employed individuals must remit their health tax to 
the Ontario Minister of Finance on a semi-annual basis. 



Revenues and Expenditures in Ontario 163 

TABLE 8A.8 
Revenue from Retail Sales Tax in Ontario 

RST revenue ($ millions) 
% of provincia l own-source revenue 

1971-72 
759 
18.9 

Source: Ontario, Public Accounts, 1972, 1982, 1992. 

Retail Sales Tax 

1981-82 
2853 
19.6 

1991-92 
7487 
21.7 

A retail sales tax of 3 per cent was first introduced in Ontario in 1961 . 
Since then the rate has increased several times to its present rate of 8 
per cent. Since its introduction, the sales tax has been among the top 
four sources of revenue for the Ontario government, making up al­
most 20 per cent of revenue in any given fiscal year. 

Sales taxes are levied by nine provinces. Alberta and the two 
territories do not levy a consumption tax of this kind. The federal 
government also levies a sales tax, called the Goods and Services Tax 
(CST), which is set at 7 per cent. Table 8A.9 sets out sales tax rates for 
the provinces and territories as well as the federal CST. 

Description 

Retail Sales Tax Base 

The retail sales tax is levied on the sale price of most goods and some 
services. Although it is associated with the sale or purchase of 
"tangible personal property," this tax is in fact a tax on the use of a 
good or service in the province. Thus, items attract retail sales tax 
when they are sold or resold, and items purchased outside the 
province attract the tax if they are used in the province. In turn, items 
purchased in Ontario for use outside the province may qualify for a 
refund. 

Ontario provides the following exemptions from the retail sales tax: 

• groceries 
• prepared meals costing less than $4 
• energy used for heating, cooking, and lighting 
• children's clothing 
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TABLE 8A.9 
General Retail Sales Tax Rates across Canada, 1993 

Province / territOlY 
Newfoundland 
Prince Edward Island 
Nova Scotia 
New Brunswick 
Quebec 
Ontario 

Manitoba 
Saskatchewan 
Alberta 
British Columbia 
Northwest Territories 
Yukon 

Federal Goods and Services Tax 

% 

12 
10 
10 
11  
8 
8 
7 
9 

None 
7 

None 
None 

7 

Source: "Provincial Budget Summary - 1993," Arthur Andersen Tax Forum, 
5(6). 

• footwear costing $30 or less 
• prescription drugs 
• specified reading material (books, newspapers, subscriptions to 

periodicals) 
• production machinery and equipment 
• certain aids for the physically disabled 
• certain equipment and materials used by commercial farmers, 

fishing crews, and trappers 
• purchases by status Indians 

Beyond the exemption for most services, the majority of exemp­
tions are provided to meet social policy objectives. Some purchases 
are also exempt for jurisdictional reasons. Since the retail sales tax is 
meant to be a tax on the use of a good or service in the province, it 
makes sense that visitors from the United States or abroad who pur­
chase items here are not liable for the tax. 
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TABLE SA.IO 
Rate Structure of Ontario's Retail Sales Tax, 1993 

Rate (%) 

5 

8 

10 

Good/Service 
Transient accommoda -
tion and car insurance 
premiums 

General rate 

Alcoholic beverages sold 
through licensed 
establishments and 
admission to events over 
$4 per person 

12 Liquor, beer, or  wine 
sold through retail stores 

Comments 
Other services or goods provided along with 
transient accommodation at a single price (e.g., 
recreational camps) are taxed at the 5% rate 

General rate applies to a small number of 
services, including telecommunication services 
(including telephone and television services), 
insurance premiums other than for cars, labour 
to repair or install goods that are taxable, and 
parking services 

"Events" include movie theatres, concerts, 
sporting events, amusement parks, hotels, 
hostels, camps; some exemptions include live 
theatre and charity events 

Source: Ontario, Ministry of Finance. 

Rate Structure 

Although the general Ontario retail sales tax rate is 8 per cent, there 
are a number of different rates for selected goods and services as 
well as a number of excise taxes that are collected under the sales tax 
legislation. 

Administrative Structure 

The retail sales tax is administered by the Ontario Ministry of Finance 
through individual vendors. Every person or business that sells 
taxable goods or a taxable service is required to obtain a vendor's 
permit, and there is a fine for failure to do so. Vendors are obligated 
to collect the applicable tax from purchasers and to hold the tax in 
trust as agents of the province. Normally a vendor will remit all the 
tax he or she has collected on the 23rd of the following month. In 
some cases, such amounts are relatively small and the filing period 
may be adjusted so that the filing is done bi-monthly, quarterly, or 
semi-annually. The province pays compensation to vendors to help 
offset the costs associated with collecting and remitting the tax. The 
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compensation is 5 per cent of the tax, to a maximum of $1500 per year. 
Failure to file a return on time will result in an automatic penalty of 
10 per cent of the amount of tax due up to a maximum of $1000. 

Property Taxes 

History 

Property taxes were first collected in Ontario by local governments 
in 1793 (Smith Committee 1 967, 28). Over the years, municipalities 
established their own systems of valuing property. As a result, 
similar properties were taxed differently and there were often great 
disparities in assessment between areas (Ontario Ministry of 
Revenue 1991b). In the 1960s a committee appointed to examine 
Ontario's tax system (the Smith Committee) recognized these in­
equities and recommended that the province take over responsibility 
for property tax assessment. As a result, in 1970 Ontario assumed the 
assessment function. Since then, the province has attempted to es­
tablish a single method for assessing property based on the market 
value of the property. While some progress in this direction has been 
made, Ontario still does not have a consistent or uniform property 
tax assessment system. 

Description 

Property Tax Base 

There are three property-based taxes levied in Ontario: a residential 
property tax, a commercial and industrial property tax, and a 
business occupancy tax . 

• RESIDENTIAL PROPERTY TAX applies to all owner-occupied or rental 
property and is paid by the homeowner or tenant. Residential 
properties include single-family dwellings, multiple residences, 
such as apartments or rental townhouses, condominiums/ 
cooperatives, mixed -use residential! commercial rooming houses 
and retirement homes, and cottages and recreational properties. 

• COMMERCIA L AND INDUSTRIAL PROPERTY TAX applies to all non-residential 
property and is paid by the owner of the property or by com­
mercial and industrial tenants through their rents. Commercial 
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properties include office buildings, medical/professional office 
buildings, plazas, commercial condominiums, commercial con­
versions, single-storey commercial buildings, first-storey commer­
cial with upper-level residential properties, purpose-built and free­
standing restaurant buildings, fast-food restaurants, automotive 
commercial buildings, gas stations, owner-occupied establish­
ments, and special use commercial buildings, such as instant teller 
booths. Industrial properties generally include all properties used 
for manufacturing, fabricating, tooling, retrofitting, repairs and 
related activities, warehousing, or wholesaling. Industrial 
properties may take any one of the following forms;; free standing/ 
single occupant buildings; industrial malls with multiple tenants; 
multiple storey industrial buildings with multiple tenants; 
industrial condominiums; older multiple storey / single occupant 
buildings; large industrial complexes with a multiplicity of 
buildings; special use industrial/heavy industrial buildings; and 
mini-storage properties. 

• THE BUSINESS OCCUPANCY TAX applies to all residential or non­
residential property occupied by a business. To calculate the tax, 
the market value of the property is multiplied by a rate that varies 
according to the type of business occupying the property. The 
business occupancy tax is paid by the business operator rather 
than the owner of the property. 

Assessment 

Since 1 970, property tax assessment has been carried out by the 
provincial government. In theory, these assessments are based on 
market value, where market value is defined as "the amount that the 
land might be expected to realize if sold in the open market by a will­
ing seller to a willing buyer" (Assessment Act, 1 990, s. 19). The prop­
erty tax base then should be the market value of all residential and 
non-residential property. However, in most municipalities property 
is assessed at a percentage of market value. This percentage varies 
from municipality to municipality depending on the base year used 
when the municipality was assessed. Within each municipality this 
percentage also varies for different property "classes" or types of 
property - for example, single-family residential, multi-residential, 
commercial, and industrial. 
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TABLE 8A.1l  
Ontario's Business Occupancy Tax Rates, 1993 

Rate (%) 

25 
30 

50 

60 
75 

Type of property 

Car parks 
Race tracks, telephone and pipeline companies, most small 

retail businesses 
Most offices of professionals; radio stations, newspapers and 

magazines, printers, stock or commodity exchanges, depart­
ment stores, retail chains with 5 or more outlets in Ontario 

Manufacturers, mines, smelters and concentrators 
Wholesalers, financial institutions, brewers and distillers 

Source: Ontario, Assessment Act, Revised Statutes of Ontario 1990, c. A31 .  

Rate Structure 

Municipalities determine the rate at which property is taxed, or the 
mill rate. Mill rates represent the amount of tax to be paid per $1000 
of assessed property value. According to Ontario legislation, the mill 
rate for residential property must be 85 per cent of the rate for com­
mercial and industrial properties, and the mill rate applied to indus­
trial properties must be 100 per cent of the mill rate applied to com­
mercial properties. 

The rate structure for the business occupancy tax varies with the 
type of business. The tax is calculated by multiplying the commercial 
and industrial tax on a property by a percentage that varies with the 
type of business. The percentages of the commercial and industrial 
tax levied as the business occupancy tax for major categories of 
property are set oulin table 8A. l l .  

Administrative Arrangements 

While provincial governments conduct property tax assessments, 
property taxes are levied and collected by local governments. Local 
governments, however, do not have complete control over the prop­
erty tax revenues they collect. Under provincial legislation, school 
boards have a direct claim on local property tax revenues. Each 
school board determines its revenue requirements and effectively 
tells the local government how much in local property tax revenues 
it requires. 
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TABLE 8A.12 
Ontario's Gas and Fuel Tax Rates, 1993 

Type of gas/fuel 

Gasoline 
Aviation fuel 
Propane 
Diesel fuel 

-------------------------------

Cost in rt 
per litre 

14.7 
2.7 
4.3 

14.3 

Source: Canada, Department of Energy, Mines and Resources, Federal and 
Provincial Petroleum Product Taxes, 7 (July 1993). 

Gasoline, Fuel, and Motor Vehicle Taxes 

The first Ontario tax on gasoline was introduced in 1925 at a rate of 3 
cents per gallon. Today, drivers in Ontario face a wide assortment of 
taxes and fees, including levies on gasoline for automobiles and 
propane, licence fees, vehicle registration fees, and commercial li­
cences. In addition, a special "gas guzzler tax" (the tax for fuel con­
servation) on the purchase of automobiles with a low fuel efficiency 
rating was introduced in 1989. The taxes on gas, other fuels, and fuel 
inefficient cars are levied under the Gasoline Tax Act, the Fuel Tax 
Act, and the Retail Sales Tax Act, respectively. 

Description 

The gasoline tax is levied on gasoline, propane used as transporta­
tion fuel, and aviation fuel. Generally, any fuel for a vehicle required 
to be licensed under the Highway Traffic Act or used for pleasure is 
taxable under the Gasoline Tax Act. 

The fuel tax applies to diesel fuel and gaseous or liquid substances 
that can be used to power internal combustion engines. Fuel used in 
vessels of visiting armed forces, and marine vessels, fuel used for 
any objectives other than to operate a licensed motor vehicle, and 
fuel purchased in Ontario for use outside Ontario is exempt from 
fuel tax. Railway fuel is taxed at a reduced rate where the equipment 
is operated in conjunction with a public transportation system. 
Residential and commercial heating fuel are also exempt from tax. 
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TABLE 8A.13 
Rate of Tax for Fuel Conservation, Ontario, 1993 

Highway fuel consumption Tax on passenger Tax on sport 
__ ra_tJ_

'
n�g_s�(L_/_1_00_k_m __ ) __________ v_eh_i_cl_es�($_) _________ u_t_il_it�y_v_el_li_cl_e_s�($�) 

Over 18.0 7000 3200 

15.1-18.0 4400 1600 

12.1-15.0 2400 800 

9.5-12.0 1 200 400 

9.0-9.4 250 ZOO 
8.0-8.9 75 75 
6 0-7.9 75 0 
Under 6.0 100 rebate 0 

Source: Ontario, Ministry of Finance. 

The tax for fuel conservation is a levy on the sale of an automobile 
with a highway fuel consumption rating equal to or greater than six 
litres per 100 kilometres. The legislation also provides a $100 rebate 
for passenger vehicles with a highway fuel consumption rating of 
less than six litres per 100 kilometres. 



9 Who Pays Taxes in Ontario? 

Determining the distribution of  taxes under the current tax system is 
an important step in designing reforms to enhance tax fairness. 
Information on the way the burden of taxation is distributed among 
individuals and families in different economic circumstances is nec­
essary to understand the fairness of the current system and to point 
to areas for reform. Unfortunately, determining this distribution is 
not straightforward. As we will see later in this chapter, a compre­
hensive view of who pays taxes requires many assumptions to be 
made and conclusions to be drawn, all of which lead one to interpret 
the final results with caution. 

Nevertheless, these studies of who pays taxes - tax incidence anal­
yses as they are called - contribute to our understanding of the im­
pact of the current system. They also use the best analytical tools and 
techniques available. For this reason, the commission's research pro­
gram included a tax incidence analysis of the Ontario tax system. 
Some results from this study are reported in this chapter and provide 
the necessary "fairness audit" of the tax system now in place. 

Following the ability-to-pay criterion, judgments about the 
fairness of taxes are generally based on their relationship to tax­
payers' incomes or wealth. We therefore begin with a brief overview 
of the distribution of income and wealth in Ontario. This is followed 
by the results of our "fairness audit" for all families and individuals 
and, finally, by an indication of the impact of taxes on different types 
of families. 
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Distribution of Income and Wealth in Ontario 

A frequently used way to portray the distribution of income is to di­
vide families and unattached individuals into 10 income-based cate­
gories, .each containing one-tenth of total family units. Each group is 
called a decile group. The first decile group includes the tenth of the 
population with the lowest incomes, and the tenth decile includes 
the tenth of the population with the highest incomes. I In 1991 the top 
two income decile groups (that is, the highest-income 20 per cent of 
family units) received about 43 per cent of the total income of all 
households and unattached individuals. By contrast, the two decile 
groups with the lowest incomes received just under 5 per cent of to­
tal income.2 Figure 9.1 shows that, in Ontario, the proportion of in­
come from all sources, including transfers, received by each decile 
group has changed somewhat from 1971 to 1991. Over the 20-year 
period shown, the proportion of total income received by the poorest 
10 per cent of families and unattached individuals has increased 
slightly from 1 per cent of total income to about 1 1 /2 per cent; the 
proportion received by the second decile group has remained almost 
the same; and the proportion of income received by each of the third 
to the seventh decile groups has declined. In contrast, the one-tenth 
of families and unattached individuals with the highest incomes 
received a higher share of the total income in 1991 than in 1971 . 
These patterns indicate that the distribution of income in Ontario 
was more unequal in 1991 than it was in 1971 ,  and that over the last 
20 years the proportion of income received by middle income 
earners has declined. 

I The estimated income ranges for the 10 decile groups in Ontario in 1993 are: 
1 Under $12,952 6 $44,599-$53,104 
2 $12,952-$20,076 7 $53,105-$62,957 
3 $20,077-$28,345 8 $62,958-$76,425 
4 $28,346-$35,839 9 $76,426�$99,950 
5 $35,840-$44,598 10  $99,951 and over 

2 Data in this section are from Statistics Canada, Household Surveys Division, Survey 
of Consumer Finances, W, published data. 
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FIGURE 9.1 
Distribution of Pre-tax Income of Families and Unattached Individuals by Income 
Decile Group, Ontario 

30 

2 3 4 5 6 7 8 9 10 
Income decile groups 

• 1971 r"l 1981 1IJ 1991 

Source: Statistics Canada, Household Surveys Division, Survey of Consumer 
Finances, unpublished data. 

Low-income people tend to receive their income from quite differ­
ent sources from high-income individuals. In 1991 government 
transfers to individuals (payments of unemployment insurance, 
social assistance, and Canada Pension Plan benefits) made up more 
than half the income of Ontario families and unattached individuals 
in the two lowest decile groups, while wage and salary income made 
up about one-quarter of their total income (figure 9.2) .  In each 
successive decile group, wages and salaries represented larger 
proportions of income to a maximum of 83 per cent in the ninth 
decile group, while transfers represented successively smaller 
proportions of total income. For the families and unattached 
individuals in the highest income group, the proportion of total 
income made up of wages and salaries was 77 per cent of total 
income, while income from self-employment constituted 1 1  per cent 
of total income and investment income contributed about 6 per cent. 
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FIGURE 9.2 
Sources of Income of Families and Unattached Individuals by Income Decile Group, 
Ontario, 1991 
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Source: Statistics Canada, Household Surveys Division, Survey of Consumer 
Finances, unpublished data. 

Distribution of Wealth in Ontario 

The distribution of wealth in Ontario is more unequal than the dis­
tribution of income. For example, in 1989 the wealthiest 20 per cent 
of households held 74 per cent of household wealth, while the 20 per 
cent of households with the highest pre-tax income received 42 per 
cent of income in the province.3 Even more strikingly, the wealthiest 
5 per cent of households held 46 per cent of household wealth in the 
province, and the wealthiest 1 per cent of households held about 23 
per cent of household wealth (FTC calculations based on special 
tabulations and Ernst & Young 1990). 

3 FTC calculations based on special tabulations from Statistics Canada, Survey of 
Consumer Finances, and Ernst & Young (1990). Wealth is much more difficult and 
costly to measure than income. As a result, there are fewer studies of wealth than of 
income or earnings. The data on the distribution of wealth used in this report are 
from a study by Ernst & Young (1990), which estimated the net wealth of Ontarians 
for 1989 by updating data from a 1984 Statistics Canada survey. Wealth is generally 
defined as the market value of assets minus liabilities at a given time. 
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HGURE 9.3 
How Wealth Is Divided: Distribution of Household Wealth in Ontario, 1989 
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Note: The definition of household in the Ernst & Young study includes all 
persons - even if unrelated - who share a common dwelling. 

Low-Income Individuals in Ontario 

In 1991 just over one million people in Ontario, or 10 per cent of the 
population, lived in low-income households. The low-income mea­
sure used in this report is the after-tax low-income cut-off (LICO) 
calculated by Statistics Canada based on family/household size and 
the population of the area of residence. For instance, the LICO is dif­
ferent for rural areas and urban areas and is different for urban areas 
with different populations (Statistics Canada 1993m, 5) . The LICO is 
the most widely used standard of low income and, in our opinion, the 
most credible. As a measure of low income, the LICO falls in the mid 
range of other frequently used standards (Wolfson and Evans 1990). 

The incidence of poverty among individuals varies for different 
kinds of households. In 1991,  57 per cent of women and children 
living in sole-support mother families were poor and were almost six 
times as likely to live in a low-income household as the rest of the 
population. In the same year, almost a quarter of unattached indi­
viduals had a low income. Couples with and without children were 
the least likely to live in poverty in 1991 . For example, only ? per cent 
of couples with children had a below LICO income. 
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FIGURE 9.4 
Distribution of Low-Income Individuals by Household Type, Ontario, 1991 
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Source: Statistics Canada, Household Surveys Division, Survey of Consumer 
Finances, unpublished data. 

Figure 9.4 shows the distribution of low-income Ontarians by 
household type in 1991 . Almost 60 per cent of low-income 
individuals live in families with children, almost half that group 
consisting of female-led one-parent families. Almost 30 per cent of 
low-income Ontarians lived alone in 1991, about a quarter of them 
being 65 years and older. 

Variations in the depth of poverty experienced by low-income 
individuals and families are, to a large extent, correlated with 
household structure. The depth of poverty is measured by the 
amount by which family income falls below the after-tax low-income 
cut-off, described as the household's level of income deficiency. The 
level of income deficiency is not adjusted for household size. In 
Ontario in 1991  the average income deficiency for below LICO 
households was $5200. Figure 9.5 shows that, in 1991, 42 per cent of 
all low-income households in Ontario had an income deficiency of 
more than $5000, but that low-income families with children had 
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FlGURE 9.5 
Depth of Poverty by Household Type: 
Low-Income Households with After-Tax Income Deficiencies of $5000 or More, 
Ontario, 1991 

Female-led 
one-parent families 

Two-parent families 
with children 

Non-elderly 
unattached individuals 

Elderly families 

Elderly unattached 
individuals 

All households 

o 10 20 30 40 50 60 
Per cent of category with income deficiency of $5000 or more 

Source: Statistics Canada, Household Surveys Division, Survey of Consumer 
Finances, unpublished data. 

greater income deficiencies than individuals living alone. In 
particular, poor elderly people living in families and alone did not 
experience the depth of poverty of families with children. 

Measuring the Impact of Taxes 

The measurement of taxes is complicated because, in the final analy­
sis, who actually bears the burden of a tax depends, in part, on how 
market prices, wages, and interest rates are affected by the imposi­
tion of a tax. Taxes levied directly on people or on institutions such 
as corporations and other types of businesses lead to changes in eco­
nomic behaviour. Individuals acting on their own or as decision 
makers for a business will tend to change their decisions (or choices) 
in response to a tax. These altered decisions, which affect the be­
haviour of people and firms in markets (for example, work 
behaviour in paid labour markets, savings and investment choices in 
capital markets), may result in the tax effectively being passed on to 
someone else. This occurs because, as markets adjust to the changes 
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in behaviour, prices of goods and services, wages, or rates of return 
on investments may be affected. 

If the taxes levied on a business are reflected in the form of higher 
prices for the goods it sells, then the taxes are ultimately paid by con­
sumers. If the taxes levied on a business are passed backwards in the 
form of lower wages, then employees ultimately pay the taxes. If the 
taxes levied on the business are shifted to shareholders or the in­
vestors who own the capital invested in the business, then capital 
owners ultimately pay the tax. Ultimately, taxes on institutions are 
paid by people. 

Similarly, the effect of the imposition of a payroll tax will ulti­
mately depend on behavioural responses and the relative market 
power of employers and employees. The imposition of a payroll tax 
increases labour costs for employers. The cost of the tax could remain 
with employers, resulting in lower profit for the owners of the busi­
ness; alternatively, the cost could be shifted, through lower wages, to 
workers. In the short term, when employment contracts (both formal 
collective agreements and informal agreements) are in place, firms 
will likely face a reduction in profits. In the long term, however, 
faced with added costs per worker, firms will attempt to reduce their 
labour costs either by negotiating for lower wage rates than would 
be the case in the absence of the tax or by laying off workers. If the 
reduction in labour costs is not achieved through lay-offs, a decrease 
in the wages of workers who remain employed is likely.4 These 
lower wage rates result in workers bearing the burden of the tax. In 
the final analysis, the share of the costs borne by workers and by 
employers will depend on their relative market positions. 

Similar processes come into play when considering income or cap­
ital taxes on corporations. Under certain market conditions, changes 
in behaviour will result from the imposition of corporate income 
taxes. In the short term, the tax will reduce the rate of return on capi­
tal invested in corporations. In the long term, however, owners of 
capital will change their behaviour in response to the reduced rate of 
return they are receiving on their capital. If the Ontario tax rate is 
higher than the tax rates in other jurisdictions, investors will move 

4 This reduction will be in inflation-adjusted or real wage rates rather than nominal 
wages. As a result, the reduction could. be brought on by a slowdown in the growth 
of wage rates, not by a drop in the level of wages. 
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their capital to different locations where the after-tax income from 
capital is higher. This movement of capital out of the province will 
reduce the pool of capital available in Ontario. As Ontario corpora­
tions compete for this smaller pool of capital, they will bid up the 
rate of return. This increase will continue until the after-tax rate of 
return on capital is equal to the after-tax rate of return outside the 
province, and an investor will receive the same after-tax rate of re­
turn on investment in or outside Ontario. However, the resulting 
outflow of capital will have reduced the level of investment in 
Ontario, which in turn will have reduced the productive capacity of 
the economy. The result will be lower productivity than would 
otherwise have been the case. This, in turn, will both increase the 
cost of consumer goods and decrease the wages paid to workers. As 
a result, in this scenario workers and consumers bear the burden of 
the corporate income tax. 

A different set of market conditions would result in a different 
adjustment to the imposition of a tax on corporate income. Once 
again, in the short term, a corporate income tax would reduce the 
rate of return on capital. However, if markets for capital are local 
rather than international and interprovincial, then the decrease in the 
rate of return would not result in capital moving outside the 
province. Instead, capital would move from the corporate to the 
unincorporated sector of the economy. Thus, while the aggregate 
amount of capital would remain the same, the after-tax rate of return 
to all capital would fall and the tax would be borne fully by the 
owners of capital. 

The imposition of a residential property tax can set into motion a 
similar range of market responses. Economists think about property 
taxes as split into two portions: one portion based on the land, and 
the second based on the buildings. The property tax that is based on 
the value of the land will tend to reduce its value or the price that 
will be paid for it in the future. Because the total amount of land is 
fixed, the tax cannot be shifted by the owners. However, the portion 
of the tax based on the value of the building can set behavioural 
changes in motion. In the short term, the imposition of the property 
tax will result in a decrease in the rate of return on capital invested in 
structures. In the long term, in response to the tax, investors will 
move their capital out of buildings and into other forms of invest­
ment. This investment could be either in Ontario or outside the 
province. This change will decrease the supply of residential rental 
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accommodation and the supply of commercial/industrial space. In 
the case of the residential property tax, this means an increase in 
rents through which tenants will bear the cost of this share of the 
property tax. 

Once again, different market conditions could result in different 
responses. If capital markets are not seeri. as international, and the to­
tal amount of capital available did not change with the rate of return, 
owners of residential rental accommodation would move their capi­
tal to other forms of investment that were not subject to property tax 
and had a higher rate of return. The increase in the supply of capital 
to these other forms of investment would reduce the rate of return in 
these other sectors. Eventually, the rate of return to capital would be 
equal among the · different uses. As a result, all capital owners, not 
just those who owned residential rental accommodation, would bear 
the burden of the tax.s 

These examples illustrate that a range of scenarios could be devel­
oped about the way markets respond to taxes. Even from this brief 
discussion, it is clear that there is considerable room for debate and 
disagreement among economists about market responses to corpo­
rate, property, and sales taxes. For other taxes such as personal in­
come tax and payroll taxes, however, there is widespread agreement 
about their incidence. 

Thus while one must proceed with caution and try not to read too 
much into the results, tax incidence studies can provide information 
about the distribution of taxes. Incidence estimates of individual 
taxes show which elements of the current tax system are regressive 
(where the tax accounts for a decreasing share of income as income 
rises) and which elements are progressive (where the tax accounts 
for an increasing share of income as income rises) .  Estimates of the 
incidence of individual tax bases can also be used to provide infor­
mation on the impact of a variety of potential policy changes on the 
distribution of taxes. 

We undertook a study that estimated the incidence of taxes paid 
by Ontarians in 1991 (Block and Shillington n.d.). These estimates 

5 In the case of the commercial! industrial property tax on structures, the tenants 
(businesses) would be intermediate bearers of the tax. Further behavioural responses 
would result in the tax ultimately being shared among consumers, employees, and 
the owners of the business. 
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included four cases that encompassed the range of shifting assump­
tions put forward by economists. The "standard" case reflected the 
general consensus about what tax-shifting assumptions are appro­
priate given the characteristics of Ontario's economy. A critical char­
acteristic for these incidence estimates is that Ontario is a small, open 
economy in which capital is internationally and interprovincially 
mobile. The result that emerges from this mobility assumption is that 
the rate of return to capital is set internationally. This means that 
should the rate of return in Ontario drop below this international 
level, there would be capital outflows from the province until the 
amount of capital had fallen sufficiently to raise the after-tax rate of 
return to the international level. The (standard case) incidence as­
sumptions for each of the major tax bases are outlined below: 

• Taxes on corporations are split among the owners of the corpora­
tions, workers, and consumers. 

• Personal income taxes are borne by the individuals on whom they 
are assessed. 

• Property taxes on owner-occupied residential property are paid 
by the owners. 

• Taxes on residential rental accommodation are split between 
owners and tenants; taxes on commercial and industrial proper­
ties are split among owners, consumers, and workers. 

• Sales and excise taxes are borne by consumers of taxed goods. 
• Payroll taxes are split between workers and employers. 

The other cases used different assumptions about the incidence of 
corporate, property, and payroll taxes. These estimates provided in­
formation about how the distribution of taxes across income groups 
would change when the assumptions change. These results showed 
that the overall incidence of the tax system did not change signifi­
cantly with the changes in assumptions. 
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FIGURE 9.6 
Incidence of Taxes, Ontario, 1991 
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Source: Sheila Block and Richard Shillington, "Incidence of Taxes in Ontario 
in 1991," in Taxation and the Distribution of Income, ed. Allan M. Maslove, 
Fair Tax Commission, Research Studies (Toronto: University of Toronto 
Press, forthcoming). 

Incidence Estimates 

Incidence of Taxes by Level of Government 

Figure 9.6 shows the incidence of the total tax system on Ontarians, 
as well as the combined impact of the provincial and local tax sys­
tems. Each data point shows the average percentage of household in­
come paid by each decile group of the households in the province. 
The total tax burden of Ontarians had a progressive profile over the 
first six decile groups in 1 991 .  The average total tax rate for the first 
decile group is about 28 per cent, rising to about 40 per cent for the 
sixth decile group. The total tax system is roughly proportional over 
the next three decile groups, with an average total tax rate of about 
40 per cent. For the highest income group the average rate is about 
43 per cent. The combined provincial and local tax system is roughly 
proportional over the first nine decile groups because of the interac­
tion of the regressivity of the local tax system and the progressivity 
of the provincial tax system. 
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FIGURE 9.7 
Incidence of Taxes by Level of Government, Ontario, 1991 
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Source: Sheila Block and Richard Shillington, "Incidence of Taxes in Ontario 
in 1991," in Taxation and the Distribution of Income, ed. Allan M. Maslove, 
Fair Tax Commission, Research Studies (Toronto: University of Toronto 
Press, forthcoming). 

Figure 9.7 compares the incidence of federal, provincial, and local 
taxes. It shows that the economic burden of local taxes falls over the 
first nine decile groups and then rises in the tenth decile group. On 
average, local taxes represent about 7 per cent of income in the first 
decile group, falling to about 4 per cent in the ninth group, then ris­
ing to about 5 per cent in the tenth group. Provincial taxes are mildly 
progressive over the first six decile groups. Provincial taxes account 
for about 10 per cent of average income in the first decile group, ris­
ing to about 14 per cent in the sixth decile group. The average rate 
fluctuates between 14 and 15 per cent between the seventh and tenth 
groups. Federal taxes are also progressive over the first eight decile 
groups. The average tax rate rises from about 1 1  per cent in the first 
group to 22 per cent for the eighth group. Between the eighth and 
tenth decile groups the average federal tax rate fluctuates between 22 
and 23 per cent. 
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FIGURE 9.8 
Incidence of Selected Provincial Taxes, Ontario, 1991 
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in 1991," in Taxation and the Distribution of Income, ed. Allan M. Maslove, 
Fair Tax Commission, Research Studies (Toronto: University of Toronto 
Press, forthcoming). 

Incidence of Taxes by Tax Base 

The incidence patterns in figures 9.6 and 9 .7  result from the combina­
tion of varying incidence patterns across tax bases. Figures 9.8 and 
9.9 compare the incidence patterns of the major Ontario taxes. Figure 
9.8 shows that Ontario's personal income tax is progressive overall. 
While the average percentage of income paid in personal income tax 
is less than 1 per cent for the first decile group, it rises to 7 per cent 
for the tenth group. The figure also shows that the retail sales tax is 
regressive across all income ranges. While the tax accounts for about 
5 per cent of income in the first decile group, this drops off to about 3 
per cent of income in the tenth group. 

In the context of internationally mobile capital, corporate taxes (on 
both income and capital) are roughly proportional. Because the bur­
den of the tax does not fall entirely on holders of corporate capitat 
the average corporate tax rate fluctuates around 1 per cent across all 
income ranges. Portions of the burden also fall on owners of other 
forms of capitat on workers, and on consumers. 
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FIGURE 9.9 
Incidence of Property Taxes, Ontario, 1991 
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Figure 9.9 shows that residential property taxes are regressive 
across all deciles except the last. While the tax accounts for 4 per cent 
of income in the first decile group, it drops off to 2 per cent of income 
in the ninth group, rising to just above 2 per cent in the tenth group. 
Property taxes on commercial and industrial property show a more 
proportional pattern up to the ninth decile, with the tax representing 
between 1 and 2 per cent of average income in the first nine decile 
groups. In the tenth decile group, commercial and industrial prop­
erty tax represents about 2.5 per cent of average income. This 
increase results from the assumption that a substantial proportion of 
these taxes is borne by capital and thus affects income from capital. 



186 Where We Are 

Conclusion 

The combined local and provincial tax systems in Ontario appear to 
be proportional, as the share of income paid out in taxes does not 
vary with income levels. However, total tax incidence estimates 
mask differences in progressivity across tax bases. There are progres­
sive, regressive, and proportional elements in the Ontario tax system. 
This mix points to two possible directions for reform: increasing the 
progressivity of individual tax bases, or shifting the relative shares of 
the progressive and the regressive elements of the tax system. 

Family Types 

To complement the analysis of taxes by income groups, we also ex­
amined the impact of taxes on particular types of families and 
unattached individuals. In this section we consider the impact of 
only those taxes that we pay directly, including the personal income 
tax, the provincial sales tax, the federal Goods and Services Tax, the 
residential property tax, and Ontario and federal excise taxes. 

It is important to note that the federal GST rebate for low-income 
taxpayers is not shown in the sales tax line of the figures, and so the 
proportion of income paid in sales tax is inflated for the first few in­
come groups. The GST rebate (as well as the provincial property and 
sales tax credits) is, however, accounted for in the line showing total 
taxes. 

In general, those in higher income groups pay a greater proportion 
of their income in federal and Ontario income taxes, while those in 
lower income groups pay a greater proportion of their income in 
taxes on consumption, including excise and sales taxes. Residential 
property tax makes up less than 5 per cent ofthe income of all but 
the lowest income groups in all family types. 

In 1993 the average income of couples . with children in: Ontario 
was $71,153. Figure 9.10 shows that at this income level, a couple 
with children in Ontario directly pays about 33 per cent of their 
income in taxes. In the lowest income range, from $0 to $10,000, a 
couple with children pays an astounding 46 per cent of their income 
in taxes, much of it in sales tax. However, it is important to note that 
very few families with children are in this income group, since 
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FIGURE 9.10 
Distribution of Taxes Paid by Couples with Children, Ontario, 1993 
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couples who have children and are on social assistance receive more 
than $10,000 per year. At the lowest income group, this category 
probably includes those living outside the cash economy. 

In 1 993 the average income of single parent families in Ontario 
was $36,477. Figure 9.1 1  shows that at this level of income, the single 
parent family directly pays about 24 per cent of income in taxes. 
Below an income level of $20,000, single parent families spend 13 to 
15 per cent of their income on taxes. Single parent families with 
income of over $90,000 pay 44 per cent of their income in taxes. 

The average income for elderly unattached individuals in 1993 was 
$19,91 6 (Statistics Canada 1992d, 100). Figure 9.12 shows that at this 
income level, the elderly unattached individual in Ontario directly 
pays about 12 per cent of his or her income in taxes. However, at 
income levels of $10,000 and below, the elderly unattached 
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FICURE 9.11 
Distribution of Taxes Paid by Single Parent Families in Ontario, 1993 
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individual pays about 20 per cent of his or her income in taxes, 
largely in sales taxes and residential property tax. Interestingly, those 
in the income bracket above $90,000 pay less of their income in taxes 
than those in $70,000-$90,000 bracket. 

In 1993 the average income of non-elderly unattached individuals 
in Ontario was $25,471 . Figure 9 . 13  shows that non-elderly 
unattached individuals at this income level directly pay about 30 per 
cent of their income in taxes levied at the local, provincial, and fed­
eral levels. Just over half of the taxes paid are in the form of federal 
and Ontario income tax. Non-elderly unattached individuals with a 
higher than average income pay an increasing proportion of their 
income in personal income tax, but a lower proportion in sales tax, 
excise taxes, and property tax. The total taxes . directly paid as a 
proportion of income reaches 38 per cent for those unattached 
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FIGURE 9.12 
Distribution of Taxes Paid by Elderly Unattached Individuals in Ontario, 1993 
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individuals with income of $90,000 or more. Those with lower than 
average income pay a smaller proportion of their income in income 
taxes, but pay proportionately more in taxes on consumption, 
although the sales tax level has not been adjusted for the CST rebate. 

The national average income of Ontario couples without children 
in 1993 was $55,897. Figure 9.14 shows that in this income range, 
about 32 per cent of income is directly paid in taxes, 19 per cent of 
that in income taxes and 6 per cent in sales taxes. Couples without 
children pay a greater proportion of their income in income taxes 
than couples with children in the same income ranges and, except in 
the very lowest income range, about the same level in sales taxes. 

Table 9 .1  summarizes the major results from the analysis of the 
direct impact of taxes on family types. 
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TABLE 9.1 
Ranges of Tax Impacts by Family Type, Ontario, 1993 

Couples with children 
Single parent families 
Unattached individual 

(non-elderly) 
Elderly unattached individual 
Couple without children 

Impact of total 
taxes for 

Impact of total 
taxes in lowest 

Impact of total 
taxes in highest 

average income income range income range 

Taxes as % of average income 

33 46 35 
24 15 44 

30 18 38 
12 20 30 
32 27 38 

Source: Fair Tax Commission estimate based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD 1M) and Statistics Canada, 
Income Distributions by Size in Canada, 1991, Cat. 13-207. 

FIGURE 9.13 
Distribution of Taxes Paid by Non-elderly Unattached Individuals in Ontario, 1993 
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FIGURE 9.14 
Distribution of Taxes Paid by Couples with No Children, Ontario, 1993 
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10 The Stage for Tax Reform 

In the preceding chapters we set the stage for our consideration of 
specific fairness issues in the Ontario tax system. In particular, we 
developed the notion of tax fairness to the point where it can serve as 
a guideline for developing recommendations for tax reform; we 
examined the economic and institutional context in which tax reform 
initiatives would be pursued; and we audited the fairness of the 
current tax system. 

The idea of tax fairness is best captured by the ability-to-pay 
criterion - namely that, overall, the amount of taxes people pay 
should be related directly to their economic capacities as measured 
by their incomes. Two distinct principles emerge from this criterion: 
taxpayers with comparable economic capacities should pay com­
parable amounts of tax, and taxpayers with greater economic 
capacities should pay appropriately more than taxpayers with lesser 
capacities. Within this general pattern, there is room for specific taxes 
to be determined in accordance with the benefits people derive from 
selected public services. Indeed, there is room for reliance on these 
benefit taxes to increase in some areas. 

Tax reform in Ontario cannot succeed if governments do not take 
into account the economic responses of taxpayers (both individuals 
and corporations) to tax changes. These long-standing concerns with 
issues such as decisions involving savings, investments, and partici­
pation in paid labour markets have taken on a new dimension with 
the rapid internationalization of many markets. This "globalization" 
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of national and subnational economies further circumscribes tax 
policy in the 1990s and beyond. 

The current tax system in Ontario can most aptly be summarized 
as not being strongly related to taxpayers' incomes. Certainly indi­
vidual taxes exhibit clear patterns: income taxes tend to be progres­
sive while property taxes tend to be regressive. Yet overall we have 
not found any strong patterns that one could characterize as being 
regressive or progressive. The most one could fairly say is that the 
combined provincial-local tax system is basically proportional, while 
the pattern for total taxes (including federal taxes) is progressive 
over the lower half of the income spectrum and, thereafter, basically 
proportional. Moreover, as we shall see in later chapters, in some 
cases, particularly the retail sales tax and property tax, there are sig­
nificant tax differences among taxpayers at the same income levels. 

What broad conclusions can be drawn from these foregoing dis­
cussions? First, it is clear that the tax system, as it stands, does not 
correspond very well to a fair system in which overall tax responsi­
bilities increase along with the taxpayer's ability to pay. Second, the 
fiscal system is under increasing pressure from international market 
forces, creating a challenge as to how we can generate the revenues 
needed to maintain levels of public services in areas such as health 
care, education, and social services. The fiscal system is also subject 
to pressures of a different sort as governments grapple with their 
large deficits. Thus the federal government has cut back significantly 
on its transfers to Ontario, and provincial transfers to local govern­
ments - particularly for education - have not kept pace with costs. 

One response to the dilemma of maintaining public services in the 
face of increasingly mobile tax bases is to increase reliance on benefit 
taxes, which are directly or indirectly related to the levels of con­
sumption of these public services. Benefit taxes also have an advan­
tage in terms of conserving scarce resources and fostering more 
efficient production and use of these services. However, as we have 
seen, while they do have a place in the overall mix of taxes, benefit 
taxes do not promote the objective of an ability-to-pay system. 
Indeed, they may in some circumstances run directly counter to this 
objective.  
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In subsequent chapters we analyse areas where benefit taxes can 
and should be used, and in some cases we argue for expanded re­
liance on these taxes. These include areas such as: 

• municipal services such as water and sewer, 
• environmental concerns, and 
• transportation services. 

We also discuss and develop recommendations about when 
benefit-type taxes would not be appropriate mechanisms to fund 
public services. These areas include: 

• primary and secondary education, 
• social assistance, and 
• children's services. 

More generally, however, we are convinced that the tax system of 
Ontario can be reformed to reflect better the ability-to-pay criterion. 
The constraints imposed by tax base mobility and the responses of 
individuals and businesses are real and must be accommodated, but 
they do not deprive the Ontario government of room to act. In the 
following parts of the report, we develop recommendations that col­
lectively promote the ability-to-pay criterion while paying healthy 
respect to the constraints. These recommendations address the 
criterion in terms of: 

• the overall pattern of taxation relative to incomes, 
• the more equal tax treatment of individuals with comparable lev­

els of income, and 
• the relationship between the tax system and the social assistance 

system, particularly with respect to low-income workers. 
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11 Improving Accountability in 
the Tax System 

We begin our discussion of specific recommendations for tax reform 
by addressing the subject of democratic accountability, for two 
reasons. First, tax fairness begins with democratic decisions and can 
only be maintained to the extent that the democratic process makes 
decision makers accountable for the fairness of the system as a 
regular part of the process of government. An unfair process will 
tend to produce unfair results. The most unfair process is one in 
which access is privileged and decision makers are not accountable 
for their actions . Second, issues of process are important in their own 
right. Our system of government depends on voluntary acceptance 
by individuals of their obligation to pay tax. People are more likely 
to accept decisions that are made openly and that they feel they can 
influence and understand. 

In public hearings, formal submissions, and letters from individu­
als, we heard a great deal about accountability of government. This 
degree of attention, however, did not produce agreement, even on 
exactly what is meant by accountability, much less on how it might 
be improved. As a federal royal commission (the Lambert Commis­
sion) that investigated the issue in the 1970s put it, "accountability, 
like electricity, is difficult to define but possesses qualities that makes 
its presence in a system: immediately detectable" (Canada Royal 
Commission on Financial Management and Accountability 1979, 9). 

In our consultation process, public concern with accountability 
took a number of different forms. For some, government spending 
was "out of control." By this they meant that government had 
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become too large, or that the priorities reflected in the combination 
of government-provided services in Ontario were "wrong," or both. 
For others, the dissatisfaction was more directly focused on taxation. 
Their complaint was that the total tax burden placed upon them by 
all governments was too heavy and, particularly, that it did not 
adequately reflect their changed circumstances in the recession of the 
early 1990s. A third variation on the theme of accountability focused 
on the process through which tax policies were formulated and 
administered. Many people and groups felt they were shut out of the 
process; the process was designed for and responded to the input of 
others. 

Not all these matters fall within the mandate of the Fair Tax Com­
mission, the concerns with public spending being the clearest exam­
ple. Nevertheless, other issues of accountability have important im­
plications for the tax system. Several such issues are taken up in this 
part of the report. 

In this chapter, we address how government accountability can be 
strengthened insofar as the tax system is involved. The chapter dis­
cusses the overall tax policy process, sets out our general position on 
tax expenditures, and examines recent calls for greater earmarking of 
tax revenues. 

The Tax Policy Process 

Why Process Matters 

There are many reasons for Ontarians to be concerned about the tax 
policy process. In a democratic system, how policies and decisions 
are made is often as important as what decisions are made. That is 
especially true for areas such as tax policy, where the substance is 
obscure or confusing, yet the impact of the decisions is significant 
and personal. Process and procedure are important in influencing 
people's sense of the fairness of their tax systems. 

The tax policy process matters in several ways. The government in 
general, and the minister of finance in particular, are accountable to 
the legislature and, through the legislature, to the people of Ontario. 
Accountability in this context means that ministers must face the 
questions and scrutiny of the elected members. The presentation of 
the budget is probably the most important opportunity for 
accountability that any government faces. But accountability in a 
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parliamentary system also carries with it the corresponding right of 
the government to govern. Hence, there is a corollary right of the 
government to be able to fashion a budget and secure its passage in a 
reasonable time period, in part because citizens and businesses are 
dependent upon the predictability associated with firm budgetary 
decisions. 

Process matters in that fairness of access to political leaders is itself 
a valued feature of representative and participative democracy. As a 
result, all groups in society who wish to participate in · tax policy 
choices and decisions should have a reasonable chance to do so. Tax 
choices reflect and alter political power. In this sense, they influence 
the legitimacy of the tax system and of government itself. In fact, the 
capacity of the government to collect revenue is dependent in the 
long run on such an ongoing sense of legitimacy. 

In a modern society and economy, where complex interdependen­
cies and relationships are the norm, a fair process is important to 
public acceptance of the system. The tax policy process must contain 
opportunities for the scrutiny and application of independent and 
objective data and analysis. 

How Tax Policies and Decisions Are Made 

The tax policy and decision process must be defined flexibly (Doern 
et al. 1988) . In its broadest context, the process includes four pro­
cesses: the multi-year process through which basic federal-provincial 
tax and fiscal agreements are forged; the annual process leading to 
the budget speech given by the provincial minister of finance in 
which tax measures are announced or changed; the everyday process 
through which tax decisions are administered and revenue is col­
lected, with appropriate appeal measures for taxpayers; and periodic 
general tax reform exercises such as the work of the Fair Tax Com­
mission. Although all these processes are important, the focus here is 
on the annual process leading to the budget speech. 

The Ontario tax pOlicy process must be set in the context of the 
major influence of decisions of the federal government. Though 
Ontario is Canada's largest and richest province, it is not a tax or 
budgetary island. When Ottawa gets a cold, Ontario sneezes, if not 
first, then often the loudest. The federal influence is both substantive 
and procedural. In recent years, the substantive influence has been 
through the harsh reality of federal budget cuts, and caps or freezes 
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of transfer payments to the provinces, and in federal tax changes that 
limit Ontario's room to move on tax policy. The timing of the Ontario 
budget is influenced by the need for the provincial government to 
consider the contents of the federal budget, usually tabled late in 
February, before presenting its own budget. Ontario budgets and 
budget processes can also be influenced by other federal-provincial 
fiscal arrangements (the first of the four processes identified earlier), 
including periodic tax agreements and federal tax reform initiatives 
such as the flattening of the rate structure in 1987 and the introduc­
tion of the Goods and Services Tax in 1990. 

The Nature of Budget Secrecy 

Budget secrecy is a central feature of the Ontario tax policy and deci­
sion process. It is a British parliamentary practice originally designed 
to prevent individuals from profiting personally because of privi­
leged prior knowledge of the contents of a budget speech. It is a con­
cept forged in the 19th century at a time when the main revenue 
sources were tariffs and excise taxes. Lindquist (1985) and Maslove et 
a1. (1985) analyse its rationale. The doctrine holds that if a budget 
leak occurs, the minister must resign. In theory, the resignation 
should take place whether or not someone has actually been able to 
gain financially from prior knowledge. 

Budget secrecy has three important political effects. First, it pro­
tects the minister of finance from excessive and unrelenting pressure. 
Second, it basically excludes all but two cabinet ministers (the minis­
ter of finance and the premier) from what is arguably the cabinet's 
most important annual decision. To avoid a budget leak, discussion 
and consultation must be severely restricted within the government 
as well as outside it. Third, it enhances the drama of the budget 
speech as a political occasion. 

Budget secrecy in Ontario is influenced by the larger British tradi­
tion and by developments at the federal and provincial levels. In 
1983, when some pages of the Ontario budget were found by a jour­
nalist in a waste bin, charges arose that a budget leak had occurred. 
Opposition critics called for the resignation of the treasurer. This 
event led to a legal review within the government of what the prece­
dents said about the practical meaning of the principle. The legal 
review concluded it was quite erroneous to assert there is a clear 
tradition that the leak of any budget information must lead to the 
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resignation of the financial minister. Accordingly, the treasurer of the 
time was advised that resignation is appropriate only in the case of 
improper financial gain or a grave indiscretion on the part of the 
minister concerned. 

The almost comical nature of a federal incident, also in 1983, where 
a television camera caught a glimpse of the finance minister's speech 
page with some data on it, helped prompt more discussion of 
budgetary reform. As a result, subsequent federal discussion papers 
advocated a substantial loosening of the concept. 

The Expenditure and Tax Budget Cycle - and the Key Players 

The annual expenditure, tax policy, and decision process spans most 
of the year and involves a set of key players whose roles start with a 
wide-ranging set of interactions in the early stages of the expenditure 
process, but end with a concentration of power in actual tax policy 
choices. 

Within the government and bureaucracy, the annual cycle starts in 
the fall with an expenditure review and allocation process culminat­
ing in the tabling of the budget and expenditure estimates in the leg­
islature in the spring. This process involves all ministries and minis­
ters, with particular responsibilities resting with the Treasury Board 
and the Policy and Priorities Board of cabinet (which consists of the 
premier, the minister of finance, the chair of the management board, 
and five senior cabinet members). 

MINISTER OF FINANCE, PREMIER, AND MINISTRY OF FINANCE. In contrast to the 
multi-minister, multi-departmental nature of the expenditure part of 
the budgetary process, the tax and revenue side is firmly centred on 
the minister of finance and the premier and within the Ministry of 
Finance. The ministry is clearly the analytical centre of operations 
both in judging Ontario's economic outlook for the coming budget 
and in setting out the fiscal framework - the net stimulus or restraint 
and deficit or surplus that will guide the budget as a whole. 

WHIITLING DOWN THE "PRESSURES" LIsT. The internal process is character­
ized by the need to sift through a list of ministerial requests and 
pressures. Often described as the "pressures" list, the requests typi­
cally reflect additional funding required for existing programs 
and/ or unfunded expenditure priorities identified by the ministry. 
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The list is reviewed, aided by evaluation provided by key Ministry of 
Finance staff, and is gradually whittled down by a process of ulti­
mate political judgment in the context of the fiscal plan by the Trea­
sury Board and the Policy and Priorities Board of cabinet. 

The overall tax and revenue cycle is shorter than that of the spend­
ing side of the budget plan. Revenue projections and economic anal­
ysis are ongoing within the Ministry of Finan�e, but it is not until 
early in the new calendar year that pre-budget consultations with in­
terest groups occur and specific tax and revenue measureti begin to 
be considered seriously. One reason for this timing is that the On­
tario government prefers to wait for the federal government's budget 
to be tabled (usually in mid to late February) to determine whether 
adverse or favourable federal measures might alter provincial bud­
getary and fiscal plans. A federal budget may also serve as a target of 
political blame should circumstances warrant, as they often do. 

The tax budget cycle culminates in the presentation of the minis­
ter's budget speech, usually in April or May of each year, but its 
overall cycle is shorter than that of the spending side of the opera� 
tion. The process begins in earnest only in late fall and early winter. 

PRE-BUDGET CONSULTATION AND INTEREST GROUPS. Pre-budget consultation 
with interest groups can, in one sense, be considered to be going on 
all year in that groups are constantly lobbying ministers for 
favourable policies and fiscal measures (Doern n.d . ) .  But it occurs 
formally in the dozen or so weeks immediately prior to the budget 
speech. Historically, consultation in the pre-budget period has been a 
fairly ritualistic affair. The minister of finance typically meets in 
camera with groups that have requested consultations or have been 
invited by the minister to give their views. These views are ex­
pressed either through written briefs or verbally, or both. Typically, 
written briefs are not made public. Many ministers have had a strong 
preference for one-on-one in camera sessions. This is partly because 
of tradition, but some ministers have simply felt that one-on-one 
sessions allow them a chance to engage people in discussion. 

Such sessions are ritualistic in the sense that, although the minIster 
of finance can engage in general discussion with the groups, he or 
she cannot reveal, or even hint at, possible tax changes for fear of 
breaking the rules of budget secrecy. This does not mean that such 
consultations have no value for either side. Good information is of­
ten exchanged and the minister can gain a real sense of the group's 
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fears and concerns. The government's overall views about the econ­
omy can also be communicated to such groups, often quite frankly. 

While pre-budget consultations were once confined mainly to 
business interest groups, by the 1980s those involved spanned both 
the business and social sides of the political continuum. As many as 
80 groups and interests, including policy institutes, have been in­
volved, though the numbers depend on the time available and the 
format used. 

THE LEGISLATURE AND PRE-BUDGET HEARINGS. The legislature's role in the 
tax budget process is essentially four-fold. First, as a centre for parti­
san party politics and criticism, the legislature'S main opposition par­
ties offer comment and criticism prior to the budget speech. They are 
also often an important conduit for key interest group criticisms. 
Second, opposition parties may occasionally suggest preferred tax 
alternatives (other than reduced taxes) or worst-case tax choices to 
avoid. The minister of finance has to take some political notice of 
these pressures, but is often disposed to think of them as posturing 
by his or her political adversaries. Ministers of finance almost never 
consider the opposition parties' views to be objective advice. Third, 
the legislature and its committees scrutinize and ultimately approve 
tax measures. The formal role of the legislature arises quite late in the 
budgetary cycle, after the government has already reached its deci­
sions. Even the pre-budget hearings held by the Standing Committee 
on Finance and Economic Affairs often occur quite late in the deci­
sion process. Fourth, the governing party's caucus often supplies the 
frankest and most brutal criticism, in part because meetings are in 
camera and in part because discussions are, as it were, "within the 
family." 

The budget, however, is also fundamentally a matter of 
"confidence" according to parliamentary rules. Party whips exert 
maximum party discipline since defeat on a budget measure implies 
the defeat of the government. The debate over the budget speech is 
the main order of business of the legislature for the first few days 
following the budget speech .  But it continues intermittently 
throughout the session until a final vote is taken months later. Tax 
bills are also subject to a full process of three readings in the legisla­
ture and its committees, with the average tax bill taking two months 
for approval. 
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TABLE 11 .1  
Submissions to Pre-budget Hearings of Standing Committee on Finance and 
Economic Affairs 

Written Groups 
Year submissions appearing Dates 
1987 70 30 Early February-late March 
1988 40 20 15-23 February 
1989 70 41 8 January-9 March 
1990 54 40 15-25 January 
1991 90 60 21 January-8 February 
1992 20 10-12 February; but November 

1991 hearings held for 
transfer institutions b 

Source: G. Bruce Doem, "Fairness, Budget Secrecy and Pre-budget Consulta­
tion in Ontario: 1985-1992," in Taxing and Spending: Issues of Process, ed. 
Allan M. Maslove, Fair Tax Commission, Research Studies (Toronto: 
University of Toronto Press, forthcoming). 

a. Data not available in source. 
b. Institutions receiving provincial transfer payments include municipalities, 

school boards, hospitals, universities, and colleges. 

Since its establishment in 1986, the Standing Committee on 
Finance and Economic Affairs has also been a player in pre-budget 
consultation. Table 1 1 . 1  illustrates some of the basic facts about the 
committee's pre-budget processes. These data show widely varying 
levels of activity. Both the number of written submissions and the 
number of actual appearances by interest groups before the commit­
tee fluctuate from year to year. The period for the consultations 
ranges from less than a week to more than eight weeks. 

The views of the MPPs on the process they were a part of is per­
haps better revealed by some of the contents of their own reports on 
the hearings. For example, in 1988 the hearings involved meetings on 
both the budget and on federal tax reform.- The 1989 hearings were 
preoccupied less with the budget as a whole and more with the then 
recently tabled Social Assistance Review Committee Report. 
Throughout this period the committee noted that there were some 
groups it wanted to hear but could not, and that groups from the 
Greater Toronto Area overwhelmingly dominated the hearings. The 
1990 hearings involved, for the first time, testimony and discussion 



Improving Accountability in the Tax System 207 

with firms and institutions that were involved in economic and 
financial forecasting (Doern n.d.). 

THE MEDIA AND THE BUDGET PROCESS. The media is involved in the budget 
process in three main ways. First, in the run-up to the budget, the 
media tends to focus on the inherent partisan conflict involved in 
budgetary politics. Second, especially through the business press, it 
is an important conduit for how "the market," including interna­
tional financial markets, views the government's overall financial 
and economic credibility and soundness. This reporting is more often 
centred on the substance rather than the political process of bud­
getary policy, albeit slanted to the fiscal concerns of business. Third, 
just prior to and on budget day, it contributes to the theatrical nature 
of the budget speech. It is especially carnivorous in the degree to 
which it seeks to find a "leak," an infringement of budget secrecy. 
The coverage of real or imagined leaks can often detract from the 
content of the budget itself. 

Media coverage, mainly in the print media, will occasionally fol­
low the pre-budget consultations, but not consistently or extensively. 
In part, this sporadic coverage is a function of print space or time, 
but it is also because the parade of interests lining up for the in cam­
era sessions with the minister of finance is not perceived to be 
newsworthy. This coverage did not appear to change in 1992, when 
the process became more public. 

THE TAX POLICY COMMUNITY. A final but by no means unimportant set of 
players in the tax budget process is the tax policy community (Good 
1980). This community consists primarily of tax lawyers, accoun­
tants, and financial experts who not only represent corporate and 
other clients, but also are among the few who actually understand 
and work with the details of the tax system and its laws. The tax 
community often presents briefs to governments, as well as interact­
ing frequently with government tax professionals. 

Efforts to Reform the Tax Policy Process 

The 1985 Reforms: Strengthening the Legislature's Role 

In its first economic statement to the legislature in July 1985, the 
government of David Peterson indicated its intent to reform the 
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pre-budget consultation process. In October 1985 the provincial trea­
surer, Robert Nixon, presented a discussion paper to the legislature 
outlining his proposals for reform (Ontarib Ministry of Treasury and 
Economics 1 985). The recommendations for reform were cast pri­
marily in terms of the Ontario legislature's role in pre-budget consul­
tation. The minister expressed his wish to open up and demystify the 
process and particularly wanted to give the process a multi-year fo­
cus. The institutions that receive provincial transfer payments - uni­
versities, colleges, municipalities, school boards, and hospitals - had 
long been advocating that their funding be decided upon earlier in 
the year and be presented as five-year commitments. 

The proposals dealt with both revenue and expenditure issues and 
centred on a recommendation that a new Standing Committee on 
Economic and Fiscal Affairs be struck to: 

• receive the Ontario Economic and Fiscal Outlook report; 
• hold pre-budget hearings; 
• review all tax legislation arising from the budget; and, 
• prepare a recommendation on the overall level of provincial rev­

enues, expenditures, and net cash requirements (Ontario Ministry 
of Treasury and Economics 1985, 9). 

The outlook report would provide basic background information 
on the economy and on the fiscal outlook. It would be widely dis­
tributed to groups prior to their presentations in the pre-budget 
hearings. The proposals expressed the hope that participation in the 
hearings would be encouraged from groups "that have not previ­
ously taken part and from private individuals" (Ontario Ministry of 
Treasury and Economics 1 985, 9). Hearings would occur both in and 
outside Toronto and be open to the media. 

The standing committee would also be asked, among other things, 
to prepare guidelines on budget secrecy. The discussion paper ac­
knowledged from the outset that the "convention of budget secrecy 
imposes restrictions on open consultations" and that the new pro­
posals were intended to "minimize the effects of the convention by 
holding open pre-budget hearings and sharing information." How­
ever, the discussion paper also asserted that ''budget secrecy cannot 
be eliminated entirely from the budget-making process" (Ontario 
Ministry of Treasury and Economics 1985, 8, 9). 
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There is little doubt that the 1 985 reform proposals were viewed 
by the government as a genuine effort to reform pre-budget consul­
tation. But the reforms were still firmly rooted in the de facto stric­
tures of budget secrecy. 

The 1990-92 Reforms: Ending the "One-on-One" Process? 

While an early objective of the present government was to reform the 
budget process, it had to do so in the context of a deep and lingering 
recession, and a deteriorating situation for public revenues and the 
deficit (Daigneault 1993). The first budget speech by Minister of Fi­
nance Floyd Laughren, on 29 April 1991,  drew attention to three el­
ements of the budget process which the government set out to re­
form. First, the minister announced that a cabinet treasury board 
would be established because the budget control system "inherited 
from previous administrations simply cannot do the job." He said 
that "there was no effective mechanism for examining the structure 
of entire programs," nor any clear responsibility for expenditure 
management. Second, he argued that it was important "to look for 
new ways to involve members of the legislature and the general 
public, as well as our employees, in contributing to the solutions 
needed" in program review and reform (Ontario Ministry of Trea­
sury and Economics 1991c, 1 6) .  

The third reform was to the pre-budget process. The minister of fi­
nance simply said he intended lito ask for the views of the Standing 
Committee on Finance and Economic Affairs on ways to open up the 
budget process to involve more public participation" (Ontario Min­
istry of Treasury and Economics 1991c, 16) .  In fact, in the run-up to 
the 1991 budget speech itself, Laughren had sought to widen the 
scope of public participation, primarily through an effort to meet 
with a broad range of social interest groups. Many such groups had 
not participated in previous budget cycles; they were added to the 
list of economic, business, and established social interest groups that 
had been regulars in the process. 

But it was prior to the 1992 budget that evidence of these new re­
forms was really apparent. The 1992 pre-budget process differed in 
three ways from any previous Ontario, federal, or other provincial 
budget: in the nature of the information that underpinned it; in the 
nature of the forums and meetings held with interest groups; and in 
the internal evaluation of the process. 
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Pre-budget information consisted of three documents. First, an 
economic outlook paper was released in December 1991  as the pre­
budget consultation program w�s announced (Ontario Ministry of 
Treasury and Economics 1991d) .  Written as an "accessible" docu­
ment, it set out the general state of the Ontario economy. Second, a 
fiscal outlook paper was released late in January 1992. It set out data 
on the revenue and expenditure forecasts for the government's fi­
nances, including estimates of "what would happen with Ontario's 
finances under a 'no-change' set of assumptions" (Ontario Ministry 
of Treasury and Economics 1992d, 9). Third, although too late for 
actual consultations, was a budget guidebook (Treasurer of Ontario 
1992). It included summary information on the fiscal situation, a de­
scription of the budgetary process, and a copy of Premier Bob Rae's 
21 January television address about the state of Ontario's economy. 

The consultations in 1992 were markedly different. Rather than 
one-on-one sessions, various discussions were held. The major ses­
sions in which the minister of finance participated were usually 
three-hour meetings, with interaction among representatives of up to 
a dozen interest groups; 

Discussions were organized along sectoral or thematic lines, 
including, for example, training, health, industrial renewal, 
agriculture and food, and many others. Sessions had to deal with 
both the spending and tax sides of the fiscal equation and were 
chaired by the appropriate line ministers, with the minister of 
finance present at all sessions. 

In addition to the thematic sessions, roundtable discussions were 
held between the minister of finance and selected members of 
groups such as the Premier's Council on Economic Renewal and or­
ganizations such as the Ontario Business Advisory Committee. Sohle 
ministers, at the invitation of the minister of finance, also held pre­
budget consultations, including Culture and Communications, 
Municipal Affairs, and Housing. The legislature'S Standing 
Committee on Finance and Economic Affairs also held pre-budget 
hearings prior to the 1991,  1 992, and 1993 budgets. 

Minutes were kept of the sessions with the minister of finance. The 
minutes were copied to those who attended and to the government's 
budget steering committee. The minister of finance wrote to partici­
pants after the budget had been tabled, indicating the government's 
decisions on the recommendations made at each forum. 



Improving Accountability in the Tax System 21 1 

Should Budget Secrecy Be Ended? 

While these efforts at reform are important initiatives, the issue of 
budget secrecy remains a key to a more open tax policy process . !  
Budget secrecy is  intended to ensure that individuals do not have the 
opportunity for private financial gain owing to prior, exclusive 
knowledge of specific tax decisions. It is the duty of the minister of 
finance to see that such opportunities do not arise. If they do occur 
through a budget leak, then the minister is obliged to resign. As we 
have seen, the immediate effect of this principle is that it causes the 
tax budget decision process to be confined to a very small set of 
players - namely, the minister of finance and the premier, and their 
immediate senior officials and advisers. Therefore, decisions on the 
tax budget are not discussed among a wider set of ministers as are 
other expenditure and regulatory choices. As a result, they do not 
benefit from the expertise resident in various ministries with respon­
sibility for policy areas to which the budget measures relate. Nor can 
the tax deliberations benefit from full and open consultation with in­
terest groups. 

There are three arguments against budget secrecy that address in­
consistencies in practice and undemocratic effects that arise from its 
non-observance or selective observance. 

First, ministers generally do not resign when a violation occurs or 
is believed to occur. Therefore, the principle is not honoured and has 
no real political consequences other than embarrassment and an op­
portunity to score partisan paints. Second, such a principle should 
not be the basis on which ministers in an elected government are ex­
cluded from involvement in some of the most vital decisions any 
government must make. The exclusion of ministers and ministries 
has, over the years, resulted in several budgetary "mistakes" that 
might have been avoided through broader ministerial consultation. 
Third, other types of government decisions - such as expenditures, 
regulations, and loan guarantees - may offer equal opportunities for 
financial gain through prior knowledge, but these decisions are 
made more openly and without apparent concern about such gains. 

! The Public Policy Forum, in a recent report proposing a broad range of reforms to 
the federal government, argued that the elimination of budget secrecy was the single 
most important reform. 
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The central case for budget secrecy is that it prevents persons from 
profiting by arranging their affairs with prior knowledge of budget 
changes. However, the case depends on showing that when secrecy 
is violated, the ultimate culprits - namely, those who actually could 
and do gain from prior knowledge - are caught and suffer the con­
sequences. This implies a legal and investigative certainty and ca­
pacity that does not exist, in part because budget secrecy is a conven­
tion and not a statutory rule. The core principle of budgetary secrecy 
is often likened to insider trading issues in securities markets. In a 
broad sense there are similarities in the spirit of the principle, but not 
in the legal apparatus to enforce it. The legal system comes into play 
in insider trading, and both the persons giving and receiving the ille­
gal information are investigated and could, if guilty, suffer the con­
sequences of the law. 

What would a tax decision process without budget secrecy look 
like? In principle, such a process might look much like other expen­
diture and regulatory decision processes. In short, many ministers 
and ministries would be involved, but one would be ultimately 
responsible. Consultations would occur over quite detailed tax possi­
bilities. At some point, the main minister responsible would an­
nounce the decisions and table legislative bills. Outside interests and 
individuals would participate and be consulted by both the minister 
and the legislative committee. Business and social interest groups 
would lobby other ministers as well as the provincial minister of fi­
nance. The tax policy community would continue to represent clients 
and interact with tax professionals in the government. As the day of 
the announcement approached, these outside interests or individuals 
might second guess what the decision might be. Some may guess 
correctly and others may not. In theory, at the point of announce­
ment, no one would have prior knowledge. 

If this is a rough portrait of a tax decision process without budget 
secrecy, the natural question is: What is the problem with it? What 
other features would have to be considered either in principle or in 
relation to the practical politics of cabinet government? For example, 
if budget secrecy disappeared, would other forms of secrecy replace 
it? The answer is yes. 

In cabinet parliamentary systems, the budget is a central feature in 
want-of-confidence rules, whereby the government must maintain 
the confidence of the house. Defeat on any major piece of legislation, 
especially on the budget, normally results in the defeat of the 



Improving Accountability in the Tax System 213 

government. Party discipline is the vehicle through which 
confidence is maintained. Therefore, regardless of budget secrecy 
provisions, the premier and minister of finance would undoubtedly 
have to ensure that the central political leadership's view of overall 
tax and expenditure positions prevailed. 

In addition, budget rules in Parliament are such that tax provisions 
are deemed to take legal effect immediately on being announced and 
tabled in the legislature. Accordingly, tax budgets in particular have 
a reasonably fixed and quite consequential point of announcement. 
In this sense they are different from expenditure and regulatory 
decisions. Because of these announcement realities, and especially 
because of the central issue' of confidence, the government will 
inevitably be somewhat secretive in that it will want an orderly 
announcement at a specific time. It will not want its decisions to 
dribble out in a way that would both look, and be construed as, 
politically disorganized or incompetent. 

Another link with defined announcement times is that some tax 
measures have to be considered and announced in relation to the 
exact kinds of economic behaviour or results it is hoped they will 
produce in the time period envisaged. For example, a temporary 
reduction in the sales tax on automobiles should have a date of an­
nouncement timed to encourage economic activity at a certain time. 
The intention is not to have citizens postpone current purchases 
knowing that a tax reduction is coming later. These policy realities 
may also cause a government to limit knowledge of an impending 
change, but that is not the same issue as preventing a few individuals 
from acquiring prior knowledge for private financial gain. 

Beyond these features of cabinet government there is also the issue 
of cabinet secrecy, which is based on a wider set of principles tied to 
the desire to promote cabinet solidarity and genuin.ely responsible 
government. Thus, cabinet discussions and some cabinet information 
are kept secret so as to ensure that there is a frank internal discus­
sion, including a full airing of often sharp divisions of opinion 
among ministers. But, once decided, cabinet decisions are to be de­
fended in public by all ministers as definitive government policy, 
even by those ministers who previously disagreed with them in cab­
inet. There is little doubt that these norms of secrecy would also 
apply to the budget process, but they would not constrain it as much 
as direct budget secrecy principles do. 
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There is no principled reason why the doctrine of budgetary se­
crecy should continue. This is not only because of the issues previ­
ously discussed, such as the failure of ministers to resign and the al­
most comical nature of recent alleged budget leaks, but also because 
of the relative lack of importance of preventing private financial gain 
compared with other democratic principles.  This view is 
strengthened when one considers the further fact that often no effort 
is made by any institution involved to pursue those who actually 
might have gained from such prior knowledge, and from the simple 
fact that ministers do not resign. Our view is that the principle of 
preventing private gain from prior knowledge should hot be ele­
vated above other principles, such as opportunities for elected cabi­
net ministers to be involved in and informed about a key decision of 
the government, and full discussion of actual and detailed tax deci­
sion possibilities. Particularly when tax policy decisions affect other 
policy areas, it is counterproductive to ignore the expertise in other 
ministries. The important contributions to the working groups made 
by officials from ministries other than finance give evidence of this 
potential benefit. 

There is little to be gained by adhering to a principle that is not 
only discredited but unenforceable. More importantly, there are pos­
itive gains to be made by having tax decisions made to some degree 
in a comparable way to other decisions such as those in the regula­
tory and expenditure realm. The caveat lito some degree" must 
necessarily be added because a total absence of secrecy is neither 
possible nor desirable. 

Such a new tax budget process could begin in the late fall with the 
tabling of economic and budgetary outlook papers. Business groups, 
social groups, and the tax community would lobby the government 
and be consulted by the government in three ways: normal discus­
sions with various line departments arid ministers whose programs 
affect them; pre-tax budget hearings held by the Legislature's Stand­
ing Committee on Finance and Economic Affairs; and pre-tax budget 
hearings with the provincial minister of finance in which tax issues 
are d irectly and openly discussed. 

Within the government, the tax budgetary process would involve 
broad discussion among ministers and officials on other important 
policy matters. As budget day draws closer, the provincial minister 
of finance and the premier would stop consultations, and the work of 
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writing the budget would be completed. The budget speech would 
be given and the usual legislative procedures would follow. 

This process would be more open and fair, but would not open the 
interest-group floodgates. This is because of other features of cabinet 
government and of the inherent political importance of the budget. 
First, cabinet secrecy (as distinct from budget secrecy) would still put 
strictures on ministers and discipline them into reasonable collective 
choices. Second, the premier and minister of finance have powerful 
political leadership imperatives that would propel them to keep the 
number of players involved within reasonable bounds. Third, the 
announcement of tax measures would have to involve some signifi­
cant confidentiality to ensure the orderly presentation and passage of 
policy. 

R E C O M M E N D A T I O N 1 
Ontario should apply the rule of budget secrecy 
only to the details of tax changes that might enable 
an individual to derive financial gain through 
prior knowledge. 

In general, the process of budget policy making 
should be carried out under the same restrictions 
as those applicable to other policy questions re­
quiring cabinet decisions. 

Improving Pre-budget Tax Consultation 

The Ontario budget process as a whole has become fairer over the 
last decade. There have been, on balance, more opportunities for in­
terest groups to present their views. These groups encompass a 
wider set than a decade ago, when business groups were the most of­
ten consulted. The legislature has had a more extensive opportunity 
to express its views and to hear those of Ontario citizens. Most of this 
improvement has come from the work of the Standing Committee on 
Finance and Economic Affairs. Further improvement in the legisla­
ture's role might be achieved through the holding of pre-budget 
hearings by the Standing Committee outside Toronto as well as in 
Toronto, and through televising some of the Standing Committee 
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hearings, especially those where independent experts on the budget 
are testifying. 

The 1992 experiment of having various interest groups present 
briefs for the response of both the minister of finance and other in­
terest groups has the potential to supply a more accurate picture of 
consensus and division about the economy. We recognize that this 
innovation may be a product of the particular economic times and of 
the personal style of the minister of finance. But we believe these 
changes have continuing merit. Interest group representatives have 
applauded the spirit of the new format but also indicate that their 
support for it could evaporate unless it is accompanied by informa­
tion and equal opportunities to participate. 

R E C O M M E N D A T I O N  2 

Public multi-group presentations to, and discus­
sions with, the provincial minister of finance 
should be a regular part of the Ontario tax policy 
process and form the basis of Ontario's budget 
considerations. The list of participants and any 
formal presentations made in such discussions 
should be made public by the minister. 

The consultation process should be effectively open in that 
members of the public should be able to find out easily who is 
participating - and when and where. Any documents related to these 
consultations, whether produced by the Ministry of Finance or the 
intervenors, should also be made readily available. Meeting a formal 
requirement of being available to the public is not sufficient; conve­
nient access is also required. 

Public Finance Information: Maintenance and Access 

Information is a critical ingredient in the development of a fair taxa­
tion policy process. In the past decade, two developments have con­
tributed to a significant improvement in the quality of information 
available to participants in the budget process in Ontario. First, the 
documents now published by government in conjunction with the 
budget process provide a more objective foundation for public 
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debate than existed previously. Second, more and better information 
is available from outside sources, both from the specialized business 
press and from the greater involvement of those who possess inde­
pendent analytical and forecasting competence. The Standing 
Committee on Finance and Economic Affairs has played a particu­
larly useful role in facilitating the involvement of independent ana­
lysts in the process. 

Despite these improvements, the shortage of consistent publicly 
available data continues to be an impediment to informed debate on 
budgetary issues in Ontario. The sources of data available for budget 
analysis in Ontario are fragmented, and access to them is strictly lim­
ited. In some tax areas, the relevant information is not collected by 
Ontario at all, but is available only through the federal government. 
For personal and corporate income tax analysis, for example, the 
government relies on data collected and supplied by the federal gov­
ernment. In many other areas, the relevant data are the property of 
individual line ministries. In the local government finance area in 
particular, information collected by different ministries is generally 
difficult to compare consistently and is often collected and main­
tained in a form that makes it unsuitable for use in policy analysis. 

The Fair Tax Commission's own work was hampered by the inad­
equacies in the base of information available concerning public 
finance in Ontario. In some cases, we had to devote significant 
resources from our budget to developing new sources of data and 
making existing sources more consistent. In other areas, it was sim­
ply not pOSSible to develop the information necessary to take the 
analysis as far as we would have liked. 

Both the internal decision-making process of the government and 
the constructive involvement of the public would be better served by 
a more coherent and consistent approach to data collection, database 
management, and the provision of information to interested outside 
researchers and the public. 

R E C O M M E N D A T I O N 3 

Ontario should establish a central agency respon­
sible for: 

• maintaining all government databases related to 
provincial or local public finance, 
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• ensuring consistency and comparability of those 
databases, and 

• publishing information about public finance in 
Ontario. 

Access to provincial data sources should be pro­
vided to outside researchers and the public, subject 
to the personal privacy provisions of the Access to 
Information Act and any federal/provincial agree­
ments with respect to confidentiality. 

Accounting for Tax Expenditures 

In addition to raising revenues, the tax system incorporates a series 
of spending programs delivered in the form of tax relief or tax defer­
rals. These provisions, which are not integral to defining and making 
operational the tax itself, are referred to as tax expenditures. Concep­
tually, all tax expenditures are substitutes for direct spending 
programs - that is, it is possible to design a direct expenditure 
program dedicated to the same policy objectives as the tax 
expenditure. In many cases, public policy has moved from one type 
of instrument to the other as political, economic, and financial 
circumstances have changed. 

For example, the tax credit programs governments use to encour­
age firms to increase their research and development spending could 
be replaced by direct grant programs. Instead of the tax expenditure, 
a firm could be required to pay whatever taxes it owes, and the gov­
ernment could issue a cheque to the firm for the amount of its re­
search and development grant. The grant program could be de­
signed so that the effect on the firm and on the government's fi­
nances would be identical to the tax expenditure situation. The tax 
expenditure alternative could then be seeIl as purely an administra­
tive efficiency - the two amounts are netted against each other, and 
only one cheque is written. 

Similarly, the child care expense deduction is a tax expenditure. 
Rather than providing a tax deduction to parents, which costs the 
government forgone revenues, the government could, in principle, 
decide to write cheques to all parents incurring child care expenses. 
Alternatively, the government could choose to spend equivalent 
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amounts providing child care spaces, which could then be made 
available to parents at a reduced (or zero) cost. 

For the purposes of the commission, the policy objectives pursued 
by tax expenditures are not at issue. Rather, our concerns centre on 
using tax instruments to accomplish these objectives. Specifically, the 
concerns are threefold. 

First, is a tax expenditure a fair and efficient means to pursue the 
policy objective, compared with direct spending instruments? For 
example, some tax expenditures, because of the manner in which 
they are integrated into the tax structure, deliver greater benefits to 
higher-income individuals than to lower-income individuals. Take 
the child care example again. Because the provision is in the form of 
a deduction from taxable income, it is of greater value to higher-in­
come parents in higher marginal tax rate brackets. It is difficult to 
conceive of an acceptable direct subsidy system that would operate 
in such a fashion. It is inconceivable that the government would 
choose to write larger cheques to richer parents than it provides to 
low-income parents incurring the same child care expense; yet that is 
precisely the effect of the tax deduction. In terms of efficiency, certain 
tax expenditures that are intended to shift behaviour in some socially 
desired direction (for example, more research and development 
spending, more investment in Canadian corporations) deliver bene­
fits to recipients who are already engaged in the targeted activity. In 
effect, the measure provides windfall gains rather than altering eco­
nomic behaviour; in this sense the measure operates inefficiently. 

The second concern is the process by which tax expenditures are 
developed and enacted compared with the process for direct expen­
diture programs. This issue goes to the heart of the accountability 
question. Generally speaking, direct spending programs emerge 
from decision-making processes that are relatively open (within the 
confidentiality requirements of cabinet-parliamentary government) . 
Interest groups are often consulted in program design; several gov­
ernment ministries may be involved in fashioning the program; the 
authorizing legislation is debated in the legislature, often with a 
wide range of intervenors appearing before the relevant legislative 
committee; the spending authorization must receive, at minimum, 
pro forma legislative approval on an annual basis; and the provincial 
auditor may examine the probity and effectiveness of the program 
after the fact. In contrast, tax expenditures, because they are pre­
sented as tax policy rather than as spending programs, are 
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developed in secrecy as part of the minister of finance's budget 
process. Other ministries are often excluded and their potential 
contributions are lost, even if the objective of the tax expenditure 
involves their mandates; consultation outside government is severely 
restricted for fear of violating what have become rigid budget 
secrecy requirements; and once the tax program is enacted, it need 
never be renewed, examined, or audited. 

Third, tax expenditures may interfere with the desired properties 
of the tax system. These properties, including fairness and efficiency, 
among others, were discussed in chapter 4. Those advocating greater 
scrutiny of tax expenditures question how they affect the account­
ability, the development, and the integrity of tax systems. Advocates 
of greater scrutiny worry about policy makers overlooking tax 
expenditures as a possible means of reclaiming lost revenues. As a 
result, they maintain, tax expenditures tend to lead to gradual corro­
sion of the tax base. Further, tax policy makers have to raise tax rates 
on the remain·ing tax base or search for new streams of income or 
bases to tax. Finally, the result is a more complex tax code which be­
comes increasingly difficult for governments to administer and for 
taxpayers to understand. 

There is nothing wrong with tax expenditures per se. Rather, what 
is at issue is the comparative advantage or disadvantage of tax 
expenditures over other policy instruments. In specific policy situa­
tions, this advantage should be demonstrated through more trans­
parent accountability provisions and processes. 

Currently, Ontario does not publish information on tax expendi­
ture on a regular basis, although such information has been assem­
bled to assist the work of the Fair Tax Commission (Block and 
Maslove n.d.) .  The federal government has published tax expendi­
ture data, but not on a regular basis. These innovations are more 
prevalent in the United States than in any Canadian jurisdiction 
(Lindquist n.d.). 

Recent changes in how tax decisions in Ontario are made hold 
promise for some tax expenditure reforms. The traditional budget 
process is not conducive to the kind of cross-ministerial perspective 
that should be brought to bear on the design of tax expenditures. The 
recent effort to bring line ministries and various stakeholders into the 
process on a sectoral basis is an important step in the right direction. 
If tax expenditures, old or proposed, are put on the table, and if 
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discussion is well informed, final budget decisions can be influenced. 
However, this scenario in turn depends on curtailing budget secrecy. 

We have concluded that improvements in the manner in which tax 
expenditures are developed, administered, and evaluated depend 
upon two reforms. First, the tax policy process in general must be 
more open and accessible to a broader range of inputs from inside 
and outside government. These reforms were the subject of the pre­
vious section. Second, tax expenditures should be developed and 
evaluated using criteria that recognize that they are, in fact, spending 
programs which happen to be delivered through the tax system. 

Accordingly, we recommend several measures to enhance tax ex­
penditure accountability. The recommendations seek, where possi­
ble, to work within existing processes and capacities. A multi-dimen­
sional approach is suggested to draw attention to tax expenditures 
and to encourage broader analysis and debate of their effectiveness 
and of alternatives. Although we recognize that the Taxation Policy 
Branch of the Ministry of Finance will always be the lead unit and 
the centre of expertise for tax policy, and that it has in recent years 
been more receptive to outside contributions, we believe that other 
ministries with responsibilities in the relevant spending areas have a 
role to play in the design and evaluation of tax expenditures. Finally, 
we have also tried to make recommendations that can be institu­
tionalized easily and will be embraced by any government, regard­
less of its views on the merits of particular tax expenditures. 

Criteria for Tax Expenditures 

R E C O M M E N D A T I O N 4 
Programs should be delivered through the tax sys­
tem only if they satisfy the following criteria: ' 

a) The rules for determining eligibility for the sub­
sidy are so simple and easy to apply that applica­
tion for the subsidy can be built into a tax-filing 
process based on self-assessment by taxpayers. 

b) The program can be  administered effectively by 
the Ministry of Finance rather than the govern­
ment department normally responsible for the 
policy area. 
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c) There is a high degree of certainty the progra,m 
will not be abused. 

d) It is appropriate for the subsidy to be delivered 
on an infrequent basis in conjunction with the 
filing of tax returns and the payment of tax re­
funds. 

e) Where monitoring and auditing are considered 
necessary, appropriate provisions are built into 
the design of the program. 

f) The potential for costs to escalate in an open­
ended program can be addressed effectively in 
the design of the tax expenditure program. 

g) The tax expenditure progtam can be designed so 
that it does not affect the operation of the gen­
eral rules governing the tax system. 

If there is doubt as to whether a program should be 
delivered directly or through the tax system, it 
should be delivered directly. 

The Form of Tax Expenditures 

Where it is determined that tax expenditures are the most appropri­
ate form of spending, they should be designed to parallel an equi­
table, efficient direct spending program. 

R E C O M M E N D A T I O N 5 

To ensure that the benefits from tax expenditures 
in the income tax system do not increase with in­
come, tax expenditures should be delivered in the 
form of a tax credit rather than a tax deduction. 

To ensure that tax expenditures are fully equiva­
lent to grants, they should generally be taxable. 
They should also generally be refundable and 
therefore paid whether or not the taxpayer has tax­
able income. 
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We recognize that there may be some cases where refundability of 
tax credits may not be appropriate. For example, a tax credit to busi­
ness obviously should not be structured so that 'fbusinesses" are 
formed primarily to receive the refundable credit. In these cases, the 
presence of taxable income may be a good test of a bona fide busi­
ness activity. A non-refundable credit (in effect, one that does not 
exceed tax otherwise owing on business income) would be a means 
to enforce this test. 

Tax Expenditures in the Budget Process 

The decision process for tax expenditures should be made systematic 
and essentially parallel to that for direct spending decisions. 

R E C O M M E N D A T I O N 6 

All tax expenditures should be dealt with in the 
government's budget-making process in the same 
way as direct spending programs designed to 
achieve the same objectives. 

a) Information on tax expenditures should be 
made available to pre-budget roundtables and 
consultations. 

b) The relevant government department should be 
involved in the design and review of each tax 
expenditure program. 

Monitoring Tax Expenditures 

In general, our goal has been to suggest process changes for tax ex­
penditures that would mirror the process of analysis, review, annual 
accounting and approval, and periodic audit to which direct expen­
ditures are subjected. In the present system, tax expenditures tend to 
disappear from public view and scrutiny as soon as the budget bill 
that creates them is passed by the legislature. We believe this absence 
of scrutiny is inappropriate in any circumstances. It is particularly 
difficult to justify at a time when direct expenditure programs are 
under intense public scrutiny. 
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Our recommendations seek to establish a process for the evalua­
tion and monitoring of tax expenditures that places these types of 
expenditures on the same footing as direct expenditures.  We see no 
reason why tax expenditures should be exempted from annual and 
periodic reviews as part of the regular expenditure-budgeting p�o­
cess. Ontario should publish, as part of its budgetary estimates, a tax 
expenditure account that provides extensive information about the 
purposes, costs, and benefits of tax expenditure programs. This 
would automatically trigger an annual review of tax expenditures by 
the provincial auditor. To strengthen the point, the provincial audi­
tor should be mandated specifically to subject tax expenditures to the 
same type of performance audit to which direct expenditures are 
subjected. 

R E C O M M E N D A T I O N 7 

a) Tax expenditure programs should be monitored 
to ensure that they continue to satisfy criteria 
for delivery through the tax system as opposed 
to the direct expenditure system. 

b) Ontario should include tax expenditures in an­
nual program reviews. In addition, tax expendi­
tures should be subject to periodic in-depth 
evaluations on a rotating basis on the same basis 
as expenditure programs. 

c) Legislation should be introduced to expand the 
authority of the provincial auditor to audit tax 
expenditures on a basis that mirrors the process 
for direct expenditures. 

d) Corporations should be required to disclose the 
benefits received from all tax expenditure pro­
visions in the same way that benefits received 
from direct spending programs are disclosed. 

e) Ontario should publish an annual tax expendi­
ture account. This account should include: 

• the objectives of each tax expenditure; 
• its statutory basis; 
• an estimate of revenue forgone; 
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• a description of the relationship between the tax 
expenditure and corresponding direct expendi­
ture programs; and 

• summary tables showing the distribution of 
benefits from the tax expenditure among differ­
ent categories of beneficiaries. 

The purpose of the account is to draw attention to 
tax expenditures and encourage analysis of whether 
policy objectives are being met or whether other 
approaches would be more effective and efficient. 

The recommendation regarding corporate disclosure would not 
mean that the tax returns or financial statements of private compa­
nies would become public. If all tax expenditures were in the form of 
credits, as we recommend, a company would simply file a separate 
schedule with its tax return, summarizing the amounts of each of the 
credits it received. In this way, grants paid through the tax system 
would be made public data in the same way that direct grants are at 
present. 

Revenue Earmarking 

Theoretical Issues 

A third issue raised in the context of improving accountability is 
earmarking (Thirsk and Bird n.d.) .  The general practice in Canadian 
(and other parliamentary) governments is for tax revenues to be paid 
into a general fund (the consolidated revenue fund), which in turn is 
used to finance government activities. Democratically elected public 
officials are accountable for the taxes they levy and for the funds 
they spend. 

Earmarking, in contrast, occurs where revenues raised from a 
specific source are dedicated to financing a particular set of expendi­
tures. It is both an old and a new idea. Special purpose taxes predate 
consolidated revenue fund accounting by centuries (Webber and 
Wildavsky 1986, 29). Recently, environmentalists have advocated 
the earmarking of "green taxes" for environmental purposes. 
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Earmarking has never been in general favour in Canada and other 
countries with parliamentary traditions because it was thought to di­
lute democratic accountability. According to this view, "special 
funds" would weaken the control exercised by Parliament over pub­
lic spending. Earmarked funds could constitute major elements of 
total public spending and be largely beyond the control of the 
elected representatives who were accountable to their electorates. 

In recent years this argument has been turned on its head. Dissatis­
faction with governments has increased and many people have come 
to believe that they have little or no power to hold their elected rep­
resentatives accountable. In their view, earmarking may be the most 
practical way of solving this fundamental problem because taxpayers 
know what their payment is being used for. However, the difficulty 
is in determining how much people want spent and finding a way of 
linking what is wanted with what it costs and how to pay for it. In 
effect, under earmarked budgeting, tax collections drive expenditure 
levels, the opposite of what seems to happen under consolidated 
revenue budgeting. But like many budgetary concepts, earmarking 
requires careful examination at the level of definition, actual practice, 
and potential future use. 

Other support for earmarking has emerged, somewhat ironically, 
from the political-bureaucratic establishment itself and from interest 
groups seeking new or expanded government spending in specific 
areas. For them, earmarking has come to be viewed as a way of re­
ducing taxpayer resistance to higher taxes. Individuals may be will­
ing to pay a new tax on the condition that revenues are directed to­
wards a specific purpose. People concerned with the environment 
often argue that revenues generated by taxes designed to offset the 
costs to society of environmentally harmful processes, products, or 
behaviour should be used to ameliorate those costs. 

There are many forms of earmarking available to governments. 
These forms involve greater or lesser degrees of flexibility in the 
amount of funds diverted, and the purpose for which these funds are 
used. Under "pure earmarking/' for example, revenues from a cer­
tain tax or fee flow into a special fund and become the sale, or at 
least the primary, source of funding for a set of particular expendi­
tures. By contrast, under "notional earmarking," revenues from a 
certain tax or fee flow into a general fund and finance only a portion 
of the government service in question. A final form of earmarking, 
termed "effective earmarking," involves a formal connection 
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between revenues generated and a specific expenditure, even though 
these revenues first flow into the consolidated revenue fund (Thirsk 
and Bird n.d.). 

A clear distinction should be made between earmarking and user 
fees. User fees may or may not be earmarked to finance related ser­
vices. One of the advantages of user fees is that they can create a 
direct and clear connection between payments made and services 
provided. Proponents of earmarking have gone a step further 
arguing that, where fees are based on the cost of supplying 
additional units of the good or service, earmarking the revenue will 
result in less waste as the level of services provided coincides 
automatically with public demand (Thirsk and Bird n.d.;  Teja and 
Bracewell-Milnes 1991) .  

However, direct user fee revenues are often unlikely to match de­
sired expenditures on the service provided. Earmarked gas taxes, a 
form of earmarked user fee in the United States, illustrate the poten­
tial mismatching between revenues and expenditures. Through the 
Highway Trust Fund, the federal government in the United States 
earmarked revenues from gas taxes, which supposedly represent the 
cost of using transportation infrastructure, for construction of inter­
state highways. These taxes generated revenues that far exceeded 
funds required for highway projects, resulting in excess funds which, 
until recently, could not be directed to other purposes. Under the 
Intermodal Transportation Act of 1991, individual states are now al­
lowed to direct money from this fund to public transportation and 
bicycle infrastructure. 

Ironically, even though earmarking is often advocated on the basis 
of efficiency, a fee level based on the cost of supplying an additional 
unit of the service will often generate revenues insufficient to cover 
costs. If the charge is increased to close the gap between revenues 
and expenditures, the resulting price for the good or service in ques­
tion may be too high and could result in a lower level of consump­
tion than is desired. In these cases, although it is possible to levy a 
fee that generates revenues exactly equal to expenditures, the fee 
may not be desirable from an efficiency perspective. 

Nevertheless, the potential exists for user fee revenues to provide 
at least a rough gauge of the level of service demanded by taxpayers. 
Changes in the level of revenues raised by a user fee may signal a 
public preference for an increased or decreased level of service. For 
example, decreased revenues from a water user fee may signal a 
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decline in demand for water services. Through these types of rev­
enue signals, earmarking may help communicate the public's prefer­
ence for specific government activities. 

Similar arguments are advanced in favour of earmarking excise 
taxes related to social concerns like human health or the environ­
ment. For example, interest groups often expect the tax"revenues to 
be used for research related to the area of concern. These arguments 
do not necessarily suggest a form of pure earmarking. Rather, they 
may suggest a form of notional earmarking as a signal to the public 
that the government's primary concern is the social issue and that 
revenue generation is a secondary consideration. 

However, governments may run into difficulty with notional 
earmarking. The issue of the Ontario Tire Tax, which levied a five­
dollar tax on each new tire sold, was raised time and again in our 
public hearings as an example of the provincial government' s failure 
to direct the revenue generated from the tax to the appropriate 
activity . In this instance, the activity was supposed to be spending 
money on a recycling program for used tires to avoid incidents such 
as the tire fire at Hagersville in 1990, which focused public attention 
on the tax and its obvious shortcomings. The Tire Tax was abolished 
in the 1993 budget. 

Earmarking can also involve much looser connections, but in such 
cases a logical rationale is more difficult to construct. For example, a 
tax on smoking could yield revenues earmarked for health care. The 
problem is that there is no necessarily logical or desirable policy cor­
relation between the level of payments of particular taxes and the 
level of expenditures on specific services provided . Earmarking 
could therefore lead to an extreme mismatch between funds required 
for a particular expenditure and revenues generated by the tax. 

Earmarking in Ontario 

A review of earmarking in Ontario yields two overall conclusions. 
First, there is much less use of earmarking in Ontario than in other 
jurisdictions, but that use is growing. Second, almost all so-called 
earmarking in Ontario is "notional" in the sense that the revenues 
flow into the general fund and are sufficient to finance only part of 
the expenditure in question. 

Research conducted for the commission shows there is no pure 
earmarking at the provincial level in Ontario and only some at the 
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local level. This is understandable at the provincial level where 
about two-thirds of the spending is supposed to be redistributive. 
But, more surprisingly, there is also no earmarking of road user 
charges or other similar charges where such practices might make 
more sense. 

Development charges, which are directed to pay for the capital 
costs of development, are the only example of pure earmarking at 
the provincial or municipal levels of government. In past years, gov­
ernments have notionally earmarked the education portion of prop­
erty taxes, various environmental levies, and lottery revenues. None 
of these taxes, however, is very closely correlated with expenditures 
on the stated programs (Thirsk and Bird n.d.). 

However, notional earmarking has increased in Ontario. A num­
ber of new taxes and tax increases have been justified as measures to 
help finance greater expenditure in areas of health, the environment, 
and transport infrastructure. Provincial lottery proceeds are also 
loosely earmarked for expenditures in areas such as physical fitness, 
sports, and cultural activities. 

Evaluation of Earmarking 

Where earmarking has a real effect on public spending in a policy 
field it may neither advance policy goals nor contribute to clearer ac­
countability. Indeed, the opposite may occur. With earmarking, the 
amount of spending on the program may be wrong, in the sense that 
a responsible government would have set criteria which would have 
resulted in either more or less spending on the program. The result 
of earmarking may be to shield expenditure programs from the 
critical assessment they would otherwise receive from budgetary 
authorities, which could lead to undesirable rigidities in budget 
reallocations. This criticism, and the superiority it implies for the 
consolidated revenue approach, suggests that each instance of 
current or proposed earmarking must be examined closely. 

Earmarking can also be criticized from exactly the opposite direc­
tion. Studies show that spending for a particular purpose does not 
necessarily increase when earmarking is introduced. Furthermore, 
research does not demonstrate any clear link between revenue in­
creases from a particular tax and earmarking of that tax CThirsk and 
Bird 1993). These results can be taken as indications of the ability of 
governments to transfer revenues easily between departments and 
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programs; money from the consolidated revenue fund that would 
have been spent on the earmarked program is diverted elsewhere, 
with the result that earmarking is neutralized. In these instances, 
earmarking diminishes rather than enhances accountability to the 
extent that people are led to believe a relationship exists that, in fact, 
does not. 

The case for earmarking is strongest when the payment of the 
earmarked tax is closely linked to the consumption of a particular 
public service. Such earmarking may contribute to economic effi­
ciency if the supply of the public service is automatically adjusted to 
demand, as measured by the amount of revenue collected. Some 
fairness criteria can also be achieved in the sense that everyone pays 
the same amount for the benefits they receive. 

There are no efficiency arguments in favour of earmarking taxes 
designed primarily to raise revenue. On the contrary, since the level 
of revenues raised by these taxes is divorced from the level of ex­
penditures on any particular service, earmarking would tend to 
result in insufficient funds for some important programs and an 
over-abundance of funds for others . At the same time, if  
governments opt for earmarking taxes with the political objective of 
decreasing tax resistance and boosting revenues, evidence indicates 
that they may fail in these objectives and jeopardize expenditure 
goals at the same time. 

Our recommendation on earmarking reflects our conclusion that 
there appear to be few if any advantages, either substantively or in 
terms of accountability, to loose or notional earmarking. Account­
ability is not served when revenues are linked only rhetorically to 
expenditures in order to garner support for the adoption of a new 
tax. For example, calling the Ontario payroll tax an Employer Health 
Tax is qUite misleading for this reason; it is really a general tax that is 
no more related to health care spending than any of the other 
provincial revenue sources. 

We advocate greater use of earmarking, on a case-by-case basis, 
where better user charges can be designed and implemented . In 
these cases, accountability, efficiency, and fairness goals can be 
advanced. Areas in which such fees could be implemented include 
roads and highways, water and sewage, garbage collection, and haz­
ardous products disposal. 
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R E C O M M E N D A T I O N 8 

Ontario should earmark taxes for specific 
government programs only where: 

• the benefits from the service can be attributed to 
individuals; 

• redistribution is not an objective in providing 
the service; 

• public policy does not require that the service 
be provided as a right; 

• efficiency and public accountability would be 
enhanced; and 

• there is a clear relationship between the ear­
marked fee or tax and the service to be funded. 

Ontario should not create the impression that taxes 
are earmarked by using names that describe an 
expenditure program rather than the base of the 
tax. Ontario should therefore change the name of 
its Employer Health Tax. 



12 Paying Other People's Taxes: 
Problems of Compliance 

Compliance is an important element in determining how fair the tax 
system is for three reasons. First, a tax that is paid by some of those 
obliged to pay and not paid by others who are equally obliged to pay 
is almost by definition an unfair tax . This is particularly true if a tax­
payer's ability to avoid or evade taxation is not random but is linked 
to a characteristic such as income, occupation, source of income, or 
social status. For example, a tax that is more easily avoided by 
higher-income taxpayers or by taxpayers whose income is derived 
from capital makes the system less progressive or more regressive 
than it is intended to be. Second, the ability of some taxpayers to 
avoid or evade taxation while others in similar circumstances pay 
more undermines both basic fairness and the general willingness of 
taxpayers to comply voluntarily with tax laws. For example, the 
abuse of provisions available to the self-employed for tax avoidance 
may create inequities between employees and self-employed people 
in otherwise similar circumstances and undermine overall confi­
dence in the fairness of the tax system. Third, every taxpayer's suc­
cess in avoiding or evading taxation is eventually some other tax­
payer's tax increase. This connection has a direct impact on the 
value-for-money relationship that is central to society's general will­
ingness to be taxed to support common services. 

As we noted in the discussion paper released before our consulta­
tions in the spring of 1993, "for most people, the idea of tax fairness 
is closely linked both to the value they place on the services that 
government provides and to the perception that others are paying 
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less than their fair share of taxes"(5). It is with respect to the latter set 
of perceptions that issues of compliance are so important. We view 
these perceptions with concern. The Canadian tax system is to a large 
degree based on self-reporting and, historically, is considered to 
have enjoyed a high level of voluntary compliance. This has meant 
that taxes have been collected in a relatively efficient and 
unobtrusive manner. If it were to become an entrenched view that 
there was widespread tax avoidance and/ or tax evasion, there could 
be a trend to less voluntary compliance with the tax law. 

When we refer to compliance we refer to taxpayers' ability and 
willingness to follow the tax rules in paying their fair share of taxa­
tion and to the roles of intermediaries in withholding taxes and/or 
providing information to the government. If compliance can be im­
proved and be seen to be improved, then some real gains in fairness 
can be achieved. This is the issue addressed in this section. 

Tax avoidance and tax evasion are behavioural responses of indi­
vidual taxpayers to the tax system. Therefore, in coming up with 
strategies to address these phenomena, it is important to understand 
the extent of this behaviour in our society and the factors that 
influence it. 

Tax Avoidance and Tax Evasion 

Considerable literature is available on factors leading to or deterring 
avoidance and evasion, estimation of the size and nature of evasion 
and underground activities, empirical analysis of the characteristics 
of tax evaders (Brooks and Doob 1990), and assessments of the 
effectiveness of strategies to increase compliance. The literature on 
compliance includes studies that draw on the perspectives of several 
social science disciplines. From the economic perspective, the models 
view tax evasion as a special form of gambling. The taxpayer is 
assumed to choose a level of evasion which is optimal in light of the 
likdihood of detection and the penalties imposed on detected tax 
evaders. This research suggests that policy directed towards tax 
evasion is simply a matter of finding the appropriate mix of en­
forcement activities and penalties, subject of course to financial con­
straints on the level of enforcement activities and cultural constraints 
on the acceptable level of penalties (Srinivasan 1973; Allingham and 
Sandmo 1972; Spicer 1986). 
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This summary statement of research on one element of compliance 
brings out starkly the choices faced in this area. Improving the level 
of compliance probably requires more enforcement activities and 
higher penalties for infractions, but these both have costs to govern­
ment and will also be offensive to the public to some degree. For ex­
ample, additional personnel are required to increase the probability 
of detecting evasion, and larger fines will induce tax evaders to 
mount more costly defences, which may also incur more costly pros­
ecutions (Kesselman n.d.) . More enforcement means more informa­
tion requirements, more audits, and, almost certainly, more situa­
tions where complying taxpayers are subjected to costs and stress in 
dealing with the tax administration authorities. 

It is important to distinguish as clearly as possible between various 
types of non-compliance. Jonathan Kesselman, in a study for the Fair 
Tax Commission (n.d .), distinguishes three types, two intentional 
and one unintentional. While these types are analytically distinct, 
they are not always so easily identifiable in practice. One type of in­
tentional non-compliance is tax evasion or the knowing violation of 
tax law. Evasion includes understating personal income (such as the 
income from tips, casual work in a home or on a farm, or indepen­
dent contracting), not paying sales taxes, and not filing an income tax 
return. Another form of intentional non-compliance is abusive tax 
avoidance, "behaviour which intentionally attempts to reduce one's 
tax liability by actions which satisfy the letter of the tax law but 
which violate its spirit or intent." The third type is unintentional 
non-compliance, which refers to the "failure of a taxpayer or 
intermediary to remit the proper amount of tax on account of the 
complexity, vagaries, or even contradictions of the tax legislation or 
tax administrative procedures." 

Unintentional Non-compliance 

Reducing unintentional non-compliance is largely a matter of mak­
ing the tax system simple enough that people can identify tax provi­
sions that apply to them. As Kesselman (n.d.) points out, the com­
plexity of the tax system has increased with the introduction of pro­
visions to increase fairness or limit what he calls abusive tax avoid­
ance. Unfortunately, increased complexity also increases the chances 
of unintentional non-compliance. If simplifying parts of the tax sys­
tem is not possible because such changes would compromise other 
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purposes or goals, one remedy is to ensure the provision of free ad­
vice to taxpayers. Unintentional non-compliance can also result from 
carelessness on the part of the taxpayer. However, if the cost of 
failing to comply is high, it is likely that individuals will be more 
careful than when the cost is low. 

Intentional Non-compliance 

It is in the nature of the tax system that the existence of rules invites 
taxpayers and their professional advisers to come up with ways 
around them or with interpretations of them that favour their eco­
nomic positions. The more complex the rules, the greater the scope 
for creativity in interpretation. Tax administration has been de­
scribed as a game of chess between tax professionals who work for 
tax authorities and whose goal is to clarify rules and make outcomes 
certain, and tax professionals who advise taxpayers and whose goal 
is to broaden areas open to interpretation in the tax system and then 
to support interpretations that favour their clients. In this game of 
chess, there is a fine but indistinct line between 'Jaggressive tax plan­
ning" (which finds the broadest of grey areas in the tax regulations 
and presents the most favourable interpretation that is still within 
reason) and straight-out non-compliance with tax laws. Drawing the 
line has generated its own rules. The distinction between legitimate 
tax avoidance or tax planning and what is described as abusive non­
compliance has found its way into recent Canadian legislation 
through the establishment of a General Anti-Avoidance Rule 
(GAAR). This rule attempts to make the distinction on the basis of 
whether or not the taxpayer's actions in question were primarily mo­
tivated by a tax purpose (Kesselman n.d.). There is a correspondingly 
fine but indistinct line between aggressive enforcement of tax laws 
and harassment. As the controversy concerning Revenue Canada's 
enforcement activities towards small business in the 1 980s demon­
strated, the drawing of this line can be an intensely political process. 

One way to make the distinction between compliance and non­
compliance easier is to keep the system as simple and as clear, and 
therefore as certain in its outcomes, as possible. The kinds of rough 
justice rules described in the next section are one way to simplify the 
system. Simplifying the basic rules themselves might also be 
productive. 
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Addressing a Grey Area: Accounting for Benefits 

For most people, payment of tax is relatively straightforward, even if 
it may be unpleasant. With respect to sales taxes, we are occasionally 
offered the chance to join the underground economy as a consumer 
and pay a no-tax price in cash. With respect to income tax, opportu­
nities to avoid tax are limited or non-existent for most people. In 
Canada, tax on wage and salary income is deducted at source. Pen­
sion, interest, and dividend income is automatically linked to taxa­
tion records and therefore is automatically known to tax authorities. 
Most of the commonly used deductions from tax are readily traced. 
RRSP contributions must be supported by official receipts. Even a 
child care deduction for a baby-sitter must be supported by reporting 
the social insurance number of the care-giver. In fact, for most 
Canadians, Revenue Canada could generate virtually a complete tax 
return without the taxpayer filing any documentation. 

Taxpayers who are self-assessing because they operate a business, 
either incorporated 9r unincorporated, and taxpayers who receive 
perquisites from their employers whose value is not automatically 
reported to tax authorities face a different situation from most wage 
and salary earners. They are able to make choices about how they 
comply with the tax system and therefore have more options open to 
them for legitimate tax avoidance. Studies of income tax evasion 
show that "the absence of source withholding [and] information 
reporting . . .  is most conducive to evasion" (Kesselman n.d.). 

Many of the choices available to taxpayers arise from the fact that 
certain business expenditures provide a personal benefit to an em­
ployee or owner of the business. Examples frequently cited include 
business meals, attendance at entertainment or sporting events, 
business or convention travel, horne office expenses, and the per­
sonal use of a company car or other property of the business. The 
concern arises because these expenditures are deductible as expenses 
to the business, but are not recognized as taxable benefits to the indi­
vidual employees or business operators who benefit from them. This 
means that employees or business owners receiving such benefits are 
in a better position than other employees who receive a taxable 
salary and purchase the same goods or services out of their after-tax 
income. 

The issue of non-taxable benefits such as those described above is 
a difficult one. In theory, the way to achieve equity between those 
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who receive perquisites and those who do not would be to determine 
the value of the good or service received and add it to the income of 
the employee or the business owner for tax purposes. This is done 
for employees when the employer makes certain payments on their 
behalf such as premiums for group insurance programs. However, in 
only a limited number of cases does the employer make specified 
payments on behalf of the employee. 

Many examples are more complex. One relates to meals and enter­
tainment expenses. If the meal or entertainment is a social occasion 
with clients or staff, the expenditures involved may be equivalent to 
personal expenditures on such activities for the employee or owner. 
On the other hand, if the expenses are incurred during regular travel 
or business, there may be no benefit other than replacement of the 
presumably lower costs of eating at home. Indeed, there may be a 
negative element in that the person is forced to be away from family 
and home. However, to the extent that the benefit is compensation 
for being away from home, it is equivalent to a bonus and should, in 
principle, be subject to tax. As a practical matter, it is impossible to 
differentiate in an administratively effective way among the range of 
different situations. If taxable benefits were ascribed to employees or 
owners in all such situations, there would be legitimate complaints 
about fairness, not to mention the outcry about the administrative 
headache of attributing such expenses to individuals. 

Compliance can also be difficult. For example, employees driving 
company cars that are available for personal use clearly derive a 
benefit froni. this arrangement. In theory, employees could keep 
records of the personal versus business use and a taxable benefit 
could be allocated on this objective basis. In practice, this has proved 
one of the most contentious areas in determining benefits. There are 
frequent disputes about the extent of the benefit received, and many 
employees fail to keep adequate records. 

The approach that has gradually evolved federally and provin­
cially is to use rules of rough justice that either provide a formula for 
determining the benefit taxable to the employee or limit the de­
ductibility of expenses involved to the employer. An example of the 
former approach is the so-called stand-by charge for employees who 
have a: company car available for personal use. A taxable benefit of 2 
per cent of the capital cost of the car is assessed for each month the 
car is available. An example of the latter approach relates to meals 
and entertainment expenses, where the employer is allowed to 
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deduct only 80 per cent of the cost of meals and entertainment ex­
penses for federal income tax purposes. In Ontario, beginning in 
June 1993, only 50 per cent of costs of meals and entertainment ex­
penses are deductible for purposes of the corporate income tax, al­
though the limit applicable to unincorporated businesses remains at 
80 per cent because such businesses are taxed through the personal 
income tax and are subject to federal tax policy. The most extreme 
form of this type of rough justice rule denies the deduction of an ex­
pense altogether. For example, since 1971, expenses incurred in using 
or maintaining such property as hunting and fishing lodges, yachts, 
and golf courses have been denied except where these are used in an 
actual business of providing such services for sale. 

As noted above, in theory these items should be allowed as de­
ductible expenses to the business and treated as taxable benefits to 
the employee or proprietor receiving them.} This would result in 
symmetrical treatment between these benefits and other employee 
benefits that are already taxed. It would also impose the tax on the 
individuals who are the most direct beneficiaries of the activities. 
However, this treatment would be difficult to implement. For exam­
ple, in some cases it would be very difficult to distinguish between 
benefits enjoyed by employees of a firm and those enjoyed by its cus­
tomersi if the same approach were not extended to the latter group, 
the opportunities for abuse would be significant. If this approach 
were adopted by Ontario alone, compliance costs would be signifi­
cant for companies operating in more than one province. 

We have concluded that the rough justice approach is the most 
appropriate one to follow in dealing with the difficult issue of em­
ployee and owner benefits from business expenditures. The difficul­
ties are compounded because the issues pertain to both the personal 
and the corporate income taxes, and involve both federal and 
provincial statutes. Governments should work towards developing a 
workable and fair set of rules for these expenses. This approach 
should not be punitive, but should provide a reasonable balance 
between discouraging use of non-taxable benefits, while allowing 
continued deduction of a portion of actual business costs. 

1 In the case of an unincorporated business, this would amount to the same treatment 
as disallowance of expenses when the proprietor or partner is the beneficiary. 
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R E C O M M E N D A T I O N  9 
Ontario should seek the agreement of the federal 
government to establish and strictly enforce rules 
applicable to corporate expenditures which pro­
vide employees with personal benefits such as 
meals expenditures. Where possible, the personal 
element of such expenditures should be attributed 
as income to those who derive the private benefit. 

Where it is not practical to attribute benefit to in­
dividuals, the corresponding deductions by the 
business incurring the expense should be limited. 

The same limits should apply to business expense 
deductions, whether they are claimed by a corpora­
tion or by an individual claiming deductions from 
income from self-employment. 

Ontario should seek the agreement of the federal 
government to disallow any deduction for business 
entertainment. 

Tax Evasion: The "Underground Economy" 

When tax avoidance becomes tax evasion, the taxpayer crosses the 
line between legitimate economic activity and the "underground 
economy." The underground economy is a phrase used to describe 
economic activity in which taxpayers fail to report income or sales 
for tax purposes either completely or in part, and thereby practise tax 
evasion. By this definition, any kind of business, incorporated or un­
incorporated, can engage in underground activities. 

Taxpayers should be concerned about the extent of such activities. 
They lead indirectly to higher taxes on legitimate business activities 
and undermine the fairness of the tax system as it affects individuals. 
However, as Kesselman (n.d.)  points out in his study for the com­
mission, it is individuals who benefit: the "main beneficiaries of in­
come tax evasion may be purchasers of goods and services produced 
by evaders (as well as those workers who are particularly efficient at 
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evasion)." Since it is individuals who often benefit from evasion, the 
challenge facing tax authorities and society in general is to make the 
public aware of the costs to everyone of the underground economy. 

Comments in the commission's public meetings and consultations 
suggest that the public believes that the underground economy is an 
important and growing problem. While we agree that the under­
ground economy is important, we decided at the outset to limit our 
general research on this issue. This was partly because previous re­
search has had difficulty in providing useful information on the size 
and the nature of such activities. It also was partly because we would 
not be in a position to obtain and analyse the crucial internal infor­
mation on compliance at the federal level (through the personal in­
come tax and the Coods and Services Tax); there were therefore strict 
limits on what could reasonably be achieved. 

The introd uction of the GST by the federal government was of par­
ticular interest to those concerned about tax evasion through under­
ground economic activity. The federal government argued that a 
multi-stage form of sales tax would increase compliance: the paper 
trail created by the system of credits and invoices would aid en­
forcement, and the availability of credits for taxes paid on inputs 
would support voluntary compliance. 

Critics argue that compliance is not necessarily assured by the 
multi-stage character of the CST; in some cases it has the opposite ef­
fect. The independent contractor or self-employed person who pro­
vides a service or good without acknowledging a sale avoids paying 
income tax on the profit and collecting and paying CST on the sale 
price. Thus, the CST actually increases the marginal tax associated 
with moving "above ground" and increases the reward associated 
with functioning underground. This effect is somewhat moderated 
for those businesses with high cost inputs because the CST credit for 
these inputs is of significant value. 

The net effect of these influences would determine the actual 
change in compliance. One recent study concluded that the effect of 
higher tax rates has dominated and that there has been an increase in 
the underground economy since the introduction of the CST. The 
study also noted that: 

One cannot pretend that any precise estimate of the underground econ­
omy can be achieved. The actual increase in the underground economy 
could be either larger or smaller than the number estimated . . .  How-
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ever, the preponderance of the evidence suggests that the federal gov­
ernment was over optimistic when it predicted that introduction of the 
CST would actually reduce tax evasion. This suggests that enforcement 
of the CST will require considerable additional auditing effort and 
other measures to increase compliance. (Spiro 1993, 6) 

The public has a right to expect that evasion and underground ac­
tivities not lead to a loss of the essentially self-assessing nature of the 
tax system. As Spiro (1993, 6) observes, "any increase in the under­
ground economy represents a decline in respect for legal modes of 
behaviour and a weakening of the social contract among Canadians." 
Accordingly, we believe that increased attention to the problem of 
tax evasion is warranted at present. Because of the importance of this 
issue for the legitimacy of the underlying values of the tax system, 
the benefits from more stringent enforcement would outweigh the 
financial and other costs involved. 

One approach to the problem is to focus on the kinds of income or 
activity in which tax evasion is prevalent. The study by Kesselman 
for the Fair Tax Commission points out that tax evasion is more com­
mon when no tax is withheld and when reporting of information is 
not required. Changes in administration could introduce improve­
ments. In Australia, for example, tax evasion in the home renovation 
business has been addressed by requiring that the person contracting 
for the work withhold the tax payable on the work. A similar exam­
ple might be to require applicants for building permits to indicate the 
name of the contractor performing the work OIl. the permit. Although 
this kind of approach may not be appropriate in Ontario, it illustrates 
the point that enforcement measures may have to be tailored to meet 
possible underground economy activities. 

Another approach is to return to the basic factor that influences tax 
avoidance behaviour - the taxpayer's perception of the risks and re­
wards associated with tax avoidance which pushes or crosses the 
limits set by law. If aggressive tax avoidance or tax evasion repre­
sents a gamble by the taxpayer, the enforcement response should be 
to increase the probability of inappropriate or illegal behaviour being 
discovered and/or to increase the potential loss associated with be­
ing caught - to make the odds less favourable to the taxpayer and to 
increase the amount at risk for the taxpayer. 

There are a number of ways to raise the probability that tax eva­
sion will be detected. The most obvious is to increase the numbers of 
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taxable transactions subject to audit. The higher the proportion of tax 
returns or retailers or border crossings that is subject to audit or in­
spection, the greater the risk that illegal behaviour will be discov­
ered. Over the years, the provincial auditor has recommended in­
creased audit coverage in particular for the retail sales tax and for 
corporate taxes. 

The coordination of enforcement activities associated with differ­
ent taxes can also increase the probability of detection. Among the 
advantages to the government of raising revenue for public services 
through a mix of taxes is the fact that it is difficult for taxpayers to 
organize their affairs to avoid many different taxes Simultaneously 
and the fact that information collected in connection with one tax can 
be used to enforce improved compliance with others. 

The most obvious way to increase the amount at risk to the tax­
payer in tax evasion is through the fines imposed for evasion. The 
evidence suggests, however, that with relatively low audit or inspec­
tion rates, and therefore relatively low probabilities of detection, 
fines have to be very large to ensure greater compliance (Kesselman 
1993, 15). Since the most common penalty is nothing worse than a 
requirement that tax owing be paid, possibly with a modest penalty 
for late payment, the structure of fines would have to be altered 
dramatically to achieve any appreciable result. It will be important to 
assess the effectiveness of recent initiatives in Ontario that increased 
the penalties for non-compliance for a number of taxes (Ontario 
Budget 1993, 34). 

Adverse publicity, with the attendant impact on the taxpayer's 
public reputation, could also be made part of the enforcement pro­
cess. The problem associated with both of these measures, however, 
is that draconian fines and wide publicity would likely generate 
public opposition. Publicity concerning efforts to enforce compliance 
generally, however, is potentially effective. Because audit rates can 
never reach 100 per cent, much of the benefit from enforcement ef­
forts will inevitably flow from changes in the behaviour of taxpayers 
who are not audited, but who believe that they will be. Strategic 
targeting of audit activities and publicizing cases of detection will 
influence taxpayers' perceptions. If taxpayers believe that the odds of 
tax evasion being detected and punished have gone up, it will likely 
decrease. 

Better coordination of tax policies generally would also help deter 
evasion. For example, the treatment of home offices is an 



Paying Other People's Taxes: Problems of Compliance 243 

enforcement problem in the income tax system. Taxpayers not only 
get the benefits of office space available to them at very low marginal 
cost, they are also able to deduct a portion of the costs of operating 
their homes in determining taxable income. At the same time, for 
municipal tax purposes, they continue to treat their properties as 
entirely residential. One approach to limiting abuse of this provision 
would be for municipalities to recognize home offices as legitimate 
commercial property uses in residential areas and to tax them 
accordingly. The federal government could then require evidence 
that the commercial tax rate has been paid on the portion of the 
residential property claimed as a home office. The double bind faced 
by the taxpayer in this instance would be similar to that created by 
the rule that requires child care expenses to be supported by the 
social insurance number of the care-giver. 

As the examples above suggest, however, there are many creative 
ideas for tax enforcement that would not be acceptable to the public. 
Enforcement of tax compliance must rest on a resolution of the ten­
sion between the need for revenue and the public policy need to en­
courage compliance on the one hand, and the government's sensitiv­
ity to criticism by the public as a result of tougher rules or more ag­
gressive enforcement on the other. 

Finally, it is also clear that there needs to be more cooperation 
among governments and within branches of government. Currently, 
the federal and Ontario governments exchange audit information on 
corporate tax returns. There seems to be scope for increasing this ex­
change of information to include payroll taxes. In many cases, eva­
sion encompasses several tax sources, and this type of activity 
should be given the greatest priority and attention. For example, in 
looking at the implications of changing the tax mix on tax evasion, 
Kesselman (1993, 4) notes that activities most likely to evade income 
and taxes are "ones that operate on a small scale, receive payment by 
cash (or small cheques), escape tax withholding and information re­
porting, and sell their goods or services to the household sector." The 
federal government seems to be moving in the right direction in this 
respect with its intention to integrate its administration of sales and 
income taxes. In addition, every effort should be made to ensure 
greater cooperation federally and provincially in identifying and 
prosecuting underground activities. This would be accomplished 
more easily if a single national sales tax is established as recom­
mended by the commission. Administration and compliance issues 
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particular to the operations of the provincial retail sales tax and the 
CST are dealt with in chapter 24. 

R E C O M M E N D A T I O N  1 0  

Ontario should improve compliance by: 

a) simplifying rules and administrative procedures 
to make compliance with tax laws easier for tax­
payers; 

b) increasing rates of audit and penalties to in­
crease the risk associated with non-compliance; 

c) making the public aware of the enforcement of 
tax compliance; 

d) improving cooperation among tax authorities 
within the provincial government and among 
levels of government to enforce lax compliance; 

e) emphasizing cooperative efforts with other lev­
els of government in identifying underground 
economic activities; and 

f) devising special enforcement, reporting, and 
withholding requirements to address compli­
ance problems in particular areas of the under­
ground economy. 



13 Strengthening Ontario's Role in 
Income Tax Policy 

The personal income tax is the largest single source of revenue for 
both the provincial government and the federal government. It also 
plays an important role as a mechanism for delivering social and 
economic policies. Despite the importance of the personal income tax 
for both levels of government, however, personal income tax policy 
and administration are dominated by the federal government. 
Through the federal-provincial Tax Collection Agreements for the 
administration of the personill income tax, Ontario cedes to the fed­
eral government its constitutional authority to impose its own taxes 
on personal income, agrees to link its personal income tax to the 
federal personal income tax, and relies on the federal government for 
the collection and administration of the tax. While federal 
administration of personal income tax collection conserves the 
administrative resources of governments and the compliance 
resources of taxpayers, the agreements limit Ontario's  ability to 
design the income tax to meet its own needs and social goals. 

In this chapter, we review the extent to which Ontario's policy 
flexibility is limited by the Tax Collection Agreements, consider the 
extent to which these limitations are appropriate given the impor­
tance of the income tax in Ontario's revenue system, and present 
recommendations for changes to the agreements which will enhance 
Ontario's policy flexibility while maintaining the benefits for Canada 
of unified income tax administration.1 

1 Some history of the Tax Collection Agreements is provided in chapter 6. 
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The Federal-Provincial Tax Collection Agreements (TCA) 

Under the current agreement the federal government defines the 
types of income subject to tax; deductions from income, exemptions, 
and non-refundable tax credits; and tax rates, tax brackets, and in­
dexation factors.2 The provincial personal income tax (PIT) rate is 
calculated as a percentage of the Basic Federal Tax. 

Under the terms of the agreements, the federal government bears 
all the costs of administration including forms, processing, audit, col­
lection, and prosecutions. The federal government retains moneys 
from interest in arrears on overdue taxes, fines, and penalties levied 
on both federal and provincial amounts of income tax. As a fee for 
processing claims filed for Ontario's tax credits, the federal govern­
ment charges 1 per cent of all credits processed. Ontario, in turn, 
must follow the federal model in its legislation, regulations, and in­
terpretations. Ontario accepts as final all decisions of the minister of 
national revenue without the benefit of consultation or discussion. 
The federal government has complete power over interpretations 
and advance rulings. There is no interest credited to Ontario on On­
tario PIT collected but not yet paid to the province, but neither is 
there interest charged on overpayments of Ontario PIT. The federal 
government assumes all bad debts for PIT assessed but not collected. 
Ontario receives all of the amount assessed, regardless of whether it 
is collected or not. 

The federal government agrees to audit 2 per cent of all Ontario 
tax credit claims. There is no provincial input into the federal audit 
strategy, which is implemented primarily for federal results. En­
forcement and investigation strategies are the responsibility of the 
federal government; objections and appeals are the sole responsibil­
ity of the federal government. The federal government conducts any 
actions, suits, or prosecutions on behalf of Ontario. Ontario may as­
sist the federal government in the conduct of any matter related to 
the action. 

2 Material from this section comes from Ontario, Ministry of Revenue (1991a). 
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Benefits and Constraints of the TCA 

The benefits of the TeA to Ontario include: 

• charge-free processing, audit, collection, and prosecution; 
• provincial tax amounts being based on tax assessed, whether col­

lected or not; and 
• cost-reduced processing of provincial tax credit schemes. 

Another benefit, argued by the federal government among others, 
is that the tax harmony achieved by the TCA promotes the free flow 
of resources and the efficient allocation of capital and labour, thereby 
increasing Canada's competitiveness in world markets and stimulat­
ing economic growth (Canada Department of Finance 1991c, 5). 

The restrictions that the Tax Collection Agreements place on 
provincial tax policy making relate to the definition of the base, the 
setting of rates, and the use of tax credits. The fact that tax policy is 
developed without provincial participation is also a significant issue 
for many provinces. An important constraint on Ontario's ability to 
reform aspects of the personal income tax is the exclusive federal 
power to define the base. 

The provincial income tax rate is a single rate levied on the Basic 
Federal Tax. As a result, Ontario must accept the federal govern­
ment's definition of taxable income. Some provinces have received 
permission to levy a very low flat tax on net income, but even that is 
federally defined. For instance, Saskatchewan and Manitoba levy a 
flat tax of 2 per cent of net income while the Alberta government 
levies a flat tax of 0.5 per cent of taxable income. These taxes are in 
addition to the basic provincial rate. 

In order to increase the progressivity of the personal income tax at 
higher income levels, some provinces levy a PIT surtax. Ontario's 
surtax as of July 1993 is 20 per cent of provincial tax between $5500 
and $8000, and 30 per cent of provincial tax in excess of $8000 
(Ontario Budget 1993, 21) .  All the other provinces that levy a surtax 
calculate the amount on the provincial tax, except Manitoba, which 
levies its surtax on net income, and Saskatchewan, which levies the 
surtax on the sum of provincial tax and the province's flat tax. 

Ontario must receive federal approval for any tax credit scheme 
that induces investment or investor location exclusively in the 
province. Ontario has received approval for property and sales tax 
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credits, the Ontario Home Ownership Savings Plan (OHOSP) credit, 
which is income tested, and the Ontario Investment and Employee 
Ownership Tax Credit. Other provinces offer credits for investment 
in provincially based companies (Hartle 1993). In Quebec, a deduc­
tion is allowed for strategic investments that encourage investment 
and entrepreneurship in the province. Hartle concludes that it will be 
"increasingly difficult for [Ontario] to abstain from introducing 
similar provisions" (1993, 86) . 

Provinces can initiate tax reduction programs for those with low 
incomes. Ontario has a basic Ontario tax reduction of $205 and a re­
duction of $395 for each dependent child under the age of 19 and 
each dependant with a disability (Ontario Budget 1993, 21). 

Under the existing arrangements, the federal government denies 
the provinces a role in the development of PIT policy. Not only are 
the provinces not consulted on possible changes to the PIT, but the 
federal authorities do not give the provinces prior warning of PIT 
changes. Some argue that the parliamentary rules regarding budget 
secrecy make it impossible to consult the provinces on substantive 
matters. However, the federal government could announce its inten­
tion to consider certain tax structure changes in advance of the bud­
get and consult on these proposals without compromising the impor­
tant aspects of budget secrecy (Hartle 1993, 88-89) .The issue of 
budget secrecy is discussed at greater length in chapter 1 1 .  

The Cost of a Separate Personal Income Tax for Ontario 

The idea of Ontario establishing its own independent personal in­
come tax system is not a new one. The issue was studied most re­
cently by the Ontario Economic Council in the early 1980s. If Ontariq 
were to adopt a separate PIT as Quebec has done, the province could 
design a PIT system more sensitive to its needs and priorities. In ad­
dition, operating its own PIT would allow the province to ensure 
that the taxation of business income is consistent for income of an in­
corporated business, taxed under the corporate income tax, and in­
come of an unincorporated business, taxed under the PIT. There are, 
however, potentially significant costs associated with a separate PIT, 
induding administrative, compliance, economic, and political costs. 
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Administration and Compliance Costs 

. The primary reason Ontario agreed in 1936 to allow the federal gov­
ernment to collect its PIT was that the province could reduce admin­
istrative costs. The Ontario government continues to benefit under 
the TCA from savings in administrative costs, while Ontario taxpay­
ers save in compliance costs. 

The most easily measured costs to Ontario if it were to establish its 
own PIT would be the additional administrative costs. Substantial 
development and operating costs would be incurred to establish a 
separate PIT for Ontario. Cost estimates to administer a separate On­
tario PIT were developed by the Ontario Economic Council (Hartle 
1983, 180-92) and the Ontario Ministry of Revenue (Hartle 1983, app. 
4A). These estimates are presented in table 13 . 1 .  (Note that the esti­
mates are in 1982 dollars. )  

In addition to the cost of operating the system, Ontario's costs 
would include the bad debts on taxes owing, which the federal gov­
ernment absorbs at present. However, it is possible that interest 
penalties the province could collect might offset these losses. This 
has been Quebec's experience (Thompson 1984, 191) .  Finally, even if 
Ontario established its own PIT, the cost of running the federal PIT 
would continue to be borne by all Canadians, including Ontarians. 

Compliance costs which are incurred by taxpayers or by third 
parties, such as employers, would also increase. If Ontario estab­
lished a separate PIT, there would be set-up and ongoing compliance 
costs for both employers and taxpayers. These costs would be in ad­
dition to the costs of complying with the federal tax system. 

Taxpayers incur the following compliance costs: 

• the cost of gathering and reporting tax information, including 
phone calls, travel, and postage; 

• if they choose, the cost of engaging professionals to complete their 
tax returns, engage in tax planning, or appeal decisions .of the au­
thorities; 

• opportunity costs (forgone leisure and labour) for individuals 
who do their own tax planning and complete their own returns; 
and 

• psychic costs including anxiety and, as Adam Smith noted, 
"vexation" (Sandford 1973, 3). 

. 
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TABLE 13.1 
Estimated Administrative Costs of an Ontario Personal Income Tax (1982 $) 

Annual costs Start-up costs 
Basis for estimate (1982) ($ millions) ($ millions) Person years 

Ontario Economic Council 
estimate 75-100 60 3775-4125 

Ontario Ministry of Revenue 
estimate based on Revenue 
Canada costsa 116.3 31 .5-36.5 3764 

Ontario Ministry of Revenue 
estimate based on Revenue 
Canada costsb 56.1 29.2-34.2 1800 

Ontario Ministry of Revenue 
estimate based on Quebec 
Revenue costs 70.5 29.8-34.8 2350 

Sources: Douglas G. Hartle, "The Federal-Provincial Tax Collection Agree­
ments: Personal Income Tax Coordination," in Taxation in a Sub-National 
Jurisdiction, ed. Allan M. Maslove, Fair Tax Commission, Research Studies 
(Toronto: University of Toronto Press, 1993), 192; Letter from T.M. Russell 
to D. Hartle, 26 Nov. 1982, in Douglas G. Hartle, A Separate Personal Income 
Tax for Ontario: An Economic Analysis (Toronto: Ontario Economic Council, 
1983), app. 4A. 

a. This estimate was derived from the estimates for Revenue Canada 
Taxation. 

b. This estimate was derived using an estimated cost of $1.22 for every $100 
tax collected in 1981-82 by Revenue Canada Taxation. 

On the basis of the Quebec experience, the Ontario Economic 
Council estimated that the additional marginal cost of completing 
the provincial return is about 25 per cent of the total cost of prepar­
ing the combined federal and provincial returns. Adding together 
the cost of an estimated number of returns being completed profes­
sionally and the implicit cost to those who do the work themselves, 
the Ontario Economic Council estimated total costs in 1982 of $75 
million to $225 million (or a best guess of $150 million) for taxpayers 
in Ontario to complete a separate PIT form (Hartle 1983, 210). 
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Cost of compliance to third parties (employers) of a separate PIT 
include: 

• the one-time cost of the computer system or software necessary to 
calculate both the federal and Ontario deductions and the addi­
tional costs each time the rules are changed; 

• the annual cost of calculating the appropriate amount of income to 
deduct from employees, remitting that amount to the government, 
and reporting the total to employees at tax time; 

• the cost for those firms that provide assistance to their employees 
in completing tax forms; and 

• the cost of complying with a government-initiated audit. 

In a study prepared for the Fair Tax Commission, Erard and Vail­
lancourt (1993) develop estimates of the additional costs of compli­
ance (for taxpayers and third parties) if Ontario levied a separate 
PIT. They determine that an Ontario PIT system, similar in structure 
and complexity to the current Quebec system, would result in an ad­
ditional $370 million per year in compliance costs. Start-up costs 
would be about $275 million. Under a modified separate PIT system 
that continued to rely on federal administration but with provincially 
determined credits and rates, the estimated increase in ongoing 
compliance costs would be approximately $38 million per year. Ini­
tial start-up costs would be $129 million (Erard and Vaillancourt 
1993, 161) .  Table 13.2 summarizes their results. 

Economic and Political Costs 

If Ontario established a separate PIT, other provinces might follow 
Ontario's lead. Without another coordination mechanism, this could 
result in a patchwork of tax systems across the country, something 
that could hamper the flow of capital and labour across provincial 
boundaries. It might also produce intense competition among 
provinces for mobile capital and skilled labour, which could result in 
"beggar-thy-neighbour" tax policies. 
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TABLE 13.2 
Compliance Costs of an Ontario Personal Income Tax 

�enario 2, case 1 Scenario 2, case 2 

Scenario 1 Ontario PIT sys· Ontario PIT sys-

Ontario PIT tern with federal tern with federal 

system similar taxable income taxable income 

in structure and base; Ontario base; federal ad-

complexity to administration of ministration of 

Quebec PIT provincial PIT provincial PIT 

Groups Changes system system system 

Ongoing Average 

compliance change per 

cost change: taxpayer $23.04 $5.46 $5.19 
taxpayers 

Total change $167.8 million $39.8million $37.8 million 

Ongoing Average 

compliance change per 

cost change: taxpayer $27.59 $27.59 $0.00 
employers 

Total change $200.9 million $200.9 million $0.00 

Ongoing Average 

compliance change per 

cost change: fi- taxpayer $0.53 $0.53 $0.00 
nancial insti-

tutions 

Total change $3.8 million $3.8million $0.00 
----�-.--·-------·-----

Ongoing Average 

compliance change per 

cost change: taxpayer $51.16 $33.58 $5.19 
all groups 

Total change $372.5 million $244.5 million $37.8million 

Total slarl-Lt p Average 

costs: all start-up cost 

groups per taxpayer $38.10 $31.94 $17.69 

Total start-up 

costs $277.4 million $232.6 million $128.8 million 

Source: B. Erard and F. Vaillancourt, "The Compliance Costs of a Separate 

Personal Income Tax System for Ontario," in Taxation in a Sub-National J u­

risdiction, ed. Allan M. Maslove, Fair Tax Commission, Research Studies 

(Toronto: University of Toronto Press, 1993), 161. 
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There could also be a political cost if Ontario established a separate 
PIT (Hartle 1993, 87). Given the relative fragility of national unity at 
this time, Ontario's withdrawal from the TCA could be taken as yet 
another symbol of national disintegration. 

Instead of establishing a separate PIT, a viable option would be to 
renegotiate the TCA to secure Ontario's participation in decisions to 
change the PIT and develop rules regarding measures by which On­
tario can pursue policy goals (Hartle 1993) . In 1954 when Quebec es­
tablished its separate PIT, the federal government was insisting on 
rigid uniformity in its arrangements with the provinces. In 1991 the 
federal government released a discussion paper on the TCA. In the 
preface to the paper, the minister of finance expressed concern about 
"the implications for complexity and tax harmony should provinces 
choose to establish separate tax systems" (Canada Department of Fi­
nance 1 991d, i/. However, the paper did raise for discussion several 
possible changes to the agreements: 

• The definition of taxable income would remain under the federal 
government's jurisdiction; however, the federal government indi­
cated that it might be prepared to allow provinces to levy their tax 
on taxable income rather than the Basic Federal Tax. 

• The provinces would be able to define a multi-rate tax structure 
on federally defined taxable income with no limit to the number 
of brackets and rates. 

• Provinces would adopt the federally defined block of non­
refundable tax credits but would be able to establish their own 
value for the credits, set their own income thresholds and 
reduction rates, determine whether the unused portion of non­
refundable credits may be transferred to related individuals, and 
determine how all of the above change with time. 

In light of recent federal willingness to consider changes to the TCA, 
it is less likely that Ontario would need to establish a separate per­
sonal income tax to achieve its tax policy goals (Hartle 1 993). 

We conclude that if the TeA can be amended acceptably, Ontario 
will be able to accomplish most of its social and economic objectives 
while remaining within the agreements. The additional powers that 
Ontario potentially could exercise through a separate PIT are not 
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sufficient to justify the higher administration and compliance costs 
involved.3 

Although the 1 991 federal discussion paper contains the basic 
framework of an acceptable new arrangement, we recommend sev­
eral specific changes. 

R E C O M M E N D A T I O N  1 1  

Ontario should seek amendments to the federal­
provincial Tax Collection Agreements that permit 
it to: 

a) levy its tax directly on the income base rather 
than the "tax-on-tax" arrangement currently in 
place; 

b) determine the number of income tax brackets 
and the rates applicable to them independently 
of the federal government; and 

c) define and determine the value of its own tax 
credits independently of the federal govern­
ment. 

If either order of government wishes to offer tax expenditures at 
the expense of the PIT base, it should bear the full cost of these pro­
grams and not place the other government in the position of having 
to carry a share of the cost without having any input into the tax ex­
penditure decision. 

R E C O M M E N D A T I O N 1 2  

Ontario should seek amendments to the federal­
provincial Tax Collection Agreements that allow 
both levels of government to determine tax ex­
penditures independently by: 

3 The Fair Tax Commission responded to the federal discussion paper in December 
1991. The recommendations made in this chapter and elsewhere in this report, if 
enacted, would address the issues we raised in that position paper. 
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a) ensuring they are in the form of tax credits 
rather than deductions, exemptions, or exclu­
sions from the base; and/or 

b) empowering the provincial government to de­
fine an "adjusted income" base that would en­
able it to add items back into its base that the 
federal government chooses to exclude. 

The provincial personal income tax relative to the federal govern­
ment's is much larger than it was in 1962, when the Tax Collection 
Agreements were first signed. As a result of this increased provincial 
prominence, we believe that Ontario (and other participating 
provinces) should have greater input into tax policy and administra­
tion. Ontario should be able to determine, along with Ottawa, the 
audit strategy to be followed for tax returns from its jurisdiction. 
Further, more regular consultation and consensus building should 
precede tax policy changes that would affect the provinces. This 
could be done through meetings of federal and provincial ministers 
of finance and their officials. 

R E C O M M E N D A T I O N 1 3  

Ontario should seek amendments to the federal­
provincial Tax Collection Agreements that give it a 
role in income tax policy and administration by: 

a) providing for direct input by the provincial 
government into the audit and enforcement ac­
tivities of the federal government involving On­
tario taxpayers; and 

b) institutionalizing formal consultation in ad­
vance of any federal decision affecting the defi­
nition of the income tax base. 
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14 Equality of Women and Men 

The drive for equality of women and men has been one of the domi­
nant movements of the 20th century in Canada. It has challenged 
virtually every aspect of our economic, political, and social life. By 
drawing attention to inequality between women and men, it has af­
fected the way we deal in public policy with family relationships, the 
raiSing of children, and the role of women in the workforce. By fo­
cusing attention on the different impact on women and men of 
provisions that appear to be gender neutral, it has also affected the 
way we think about fairness. 

The equality of women and men raises important questions for the 
design of the income tax system. The most fundamental issue is the 
choice of the family or the individual as the unit of taxation. With the 
individual as the unit, individuals are taxed solely on the basis of 
their own income. As an alternative, the income subject to tax might 
be the aggregated income of a larger unit defined by mari­
tal/partnership status or by membership in a particular group rela­
tionship or "family." The choice of the tax unit and the way the tax 
system deals with the presence of and the incomes received by other 
family members have important implications for the treatment of 
women and men. 

The Canadian and Ontario personal income tax system (described 
in the appendix to chapter 8) is based on the individual as the unit of 
taxation, with some modifications based on the marital/partnership 
unit. In this chapter, we explore the philosophical and economic 
foundations for the choice of tax unit, examine the tax benefits and 
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burdens currently associated with conjugal and family status, and 
identify those areas in need of basic reform to improve fairness in 
their treatment of women and men. 

Individual or Family Income - Which Should Be Taxed? 

Who Controls Income and Who Benefits from It 

Traditionally, the choice of tax unit reflects acceptance of a theory of 
either control of income or benefit from income. Government may 
assess tax in relation to income over which the taxpayer exercises 
control; this implies that the person who earns the income is the rel­
evant unit and that tax should be assessed on the individuaL Alter­
natively, taxpayer units could be defined to reflect the shared enjoy­
ment or benefit couples or families derive from sharing household 
income. The latter approach places minimal importance on the indi­
vidual rights of members of the group and makes some basic as­
sumptions about how couples and families share resources. 

The 1966 Royal Commission on Taxation (Carter Commission) 
looked at the control/benefit issue and assumed that families pool 
income and share living expenses, providing cost savings unavail­
able to those who live alone. It endorsed the family (husband, wife, 
and minor children) as the appropriate tax unit on the grounds that 
it best reflected ability to pay. 

Individual and Familial Rights and Obligations 

In our view, the choice of tax unit raises issues somewhat broader 
than the question of who controls income and who benefits from it 
(although arguments around this question were considered) .  The 
choice of tax unit also involves questions concerning individual 
rights and can have a profound impact upon their enjoyment. It re­
flects what we as a society think about various kinds of relationships, 
what we assume about how these relationships function, and how 
we value these relationships as individuals and as members of a 
democratic society. It is also a mirror of our beliefs about what eco­
nomic consequences can or should flow from our relationships to 
others and theirs to us. 

At one level, the choice of tax unit ret1ects values contained in the 
general law - for example, family law, the law of contract, trust law. 
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The financial implications of such laws may have an impact upon 
our ability to pay tax, and therefore on the factors determined to be 
relevant to tax law. These legal obligations are based in part on 
judgments reflecting societal views on a variety of issues, including 
the meaning of family and the rights and obligations that flow from 
conjugal and familial relationships. For example, they currently have 
an impact on how we define conjugal relationships for tax purposes 
in relation to sex (the requirement that a spouse must be of the oppo­
site sex) and the presence or absence of contractual relationships 
(marriage or common law). 

A family can be defined by conjugal status, biological 
relationships, or shared economic reliance. The definition of family 
should be responsive to the changing social patterns that reflect the 
various ways people choose to live. Because tax provisions have 
been crafted to address and respond to the rights and responsibilities 
imposed by the general law, tax law not only reflects but reinforces 
the values upon which the general law is based. It is imperative, 
therefore, that we recognize that the choice of tax unit and tax 
definitions can either promote fairness or compound inequity 
embedded in the general law. 

Since the introduction of income tax in Canada in 1917, the indi­
vidual has been the unit of taxation (Lahey 1992, 2). That choice has 
been modified by provisions to reflect the impact of family support 
obligations on the individual's ability to pay, the shared economic re­
liance of the family, the ability of families to use their relationships to 
avoid tax, and the needs of efficient tax administration. Although 
there are a number of exceptions, "family" has been defined tradi­
tionally, largely restricting tax benefits and burdens to married per­
sons and their children. As a result of the Charter of Rights and 
Freedoms, the validity of these provisions has been called into ques­
tion. Since 1985, when the equality rights section (section 15) of the 
Charter was proclaimed operative, provisions applicable to couples 
and families have been subjected to judicial scrutiny to ensure they 
do not offend the principles of the Charter. Underlying these 
challenges is the recognition that the tax system is not purely a 
means of collecting moneys to fund the activities of government, but 
that it serves as a mechanism for reinforcing traditional values or 
stereotypes. 

Court challenges of the tax treatment of women, and common law 
and same sex couples, have illustrated how social and legal policy 
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does not reflect the changing composition of families. In the Febru­
ary 1 992 federal budget, the government introduced a provision, 
effective 1 January 1993, that common law, opposite sex couples 
would receive the same treatment as married couples for tax 
purposes.! Further tax changes may result from the 1992 decision of 
the Ontario Human Rights Tribunal in the Leshner case, which 
found the province's failure to extend survivor benefits to gay and 
lesbian couples discriminatory. In many cases, Charter challenges to 
tax law have attempted to spearhead proposals for change in the 
general law. 

In highlighting the value judgments regarding individual and 
familial rights and obligations underlying the choice of tax unit, we 
do not mean to obscure the fact that the choice is also a function of 
the principles of taxation described earlier in our report - horizontal 
and vertical equity, economic neutrality, simplicity, administrative 
ease, and so forth. However, these fiscal elements should not obscure 
the value judgments such a choice reflects. 

Income Pooling in the Household 

Much of traditional tax policy analysis has been based on the as­
sumption that income is pooled in the household. However, al­
though the study of intra-family distributions of income has been 
limited, the evidence available suggests that a complex process of re­
source allocation within families results in a variety of arrangements. 
It confirms that not all women in couple relationships have complete 
access to, or equal control over, the income of their spouse. As a re­
sult, the assumption in traditional tax policy analysis that all income 
is pooled may be inaccurate (Woolley 1991, 13). 

Some countries - for example, the United States and the United 
Kingdom - use the married couple as the unit of taxation.2 Advocates 
of using this method argue that the appropriate measure of ability to 
pay for family members is total family income. However, using the 

! Under the new definition, a spouse includes both married and common law spouses. 
A common law spouse is defined as a person of the opposite sex with whom an 
individual is currently cohabiting in a conjugal relationship. The two individuals 
must have had such a relationship for at least 12 months or must be the natural or 
adoptive parents of a child. 

2 For a description of their models, see Lahey (1992). 



Equality of Women and Men 263 

couple rather than the individual as the unit of taxation appears 
more equitable only if one assumes that income is pooled. Given this 
assumption, using the individual as the tax unit in a progressive tax 
system results in couples with the same joint income, but split 
differently between them, facing different tax liabilities. Couples 
with only one earner appear to face the greatest burden. However, it 
has been shown that single-earner couples may have greater ability 
to pay than two-earner couples with the same income. This 
conclusion is based on the increased work-related costs of double 
employment and the reduced income in kind that results from 
spending fewer hours in home production activities (Lazear and 
Michael 1990). 

Changes in Family Living 

In addition to the individual and the marital/partnership unit, a 
"family" or other defined group could be considered an appropriate 
tax unit. However, the growing diversity in the living arrangements 
of Canadians makes it difficult if not impossible to base a tax system 
on any one definition of a family unit. 

Although most Canadians live in families} the proportion of 
Canadians living in families is declining (La Novara 1 993, 12-14). In 
1971, 87 per cent of all Canadians lived in a family as a spouse, par­
ent, or never-married child, and by 1991, the proportion had de­
clined to 83 per cent. Seniors, especially women, are much less likely 
than younger people to live in a family; in 1991 just 44 per cent of 
women aged 65 and over lived in a family. Of the 17  per cent of the 
population not living in a family, the largest proportion lived alone 
(8 per cent of the total population) . Presumably, the figures for single 
person households will increase with rising life expectancies and in­
creased pressure on traditional families. 

The structure of families has also changed considerably in recent 
decades (La Novara 1993, 12-14). Married couples still account for 

3 The "census family" as defined by Statistics Canada refers to a married couple or a 
couple living common law (with or without never-married sons and/ or daughters of 
either or both spouses/partners), or a single parent of any marital status, with at 
least one never-married son or daughter living in the same dwelling (Statistics 
Canada 1993e, 229). 



264 Defining the Tax Unit Fairly 

the majority of families, but the proportion has declined to 77 per 
cent in 1 991 from 80 per cent in 1986. The number of common law 
families has increased to 10 per cent of all families in 1991 from 7 per 
cent in 1986. The number of one-parent families, most of which are 
headed by women, has increased, partly because of increases in the 
divorce rate, and also because of a growing incidence of never-mar­
ried women raising children on their own. One-parent families ac­
counted for 9 per cent of all families in 1971, and represented 13 per 
cent by 1991 . Family size has declined; in 1991, 35 per cent of families 
in Canada did not have children living with them. 

As these figures show, there really is no form of family that can be 
described a s  typical. The ways in which the tax unit might be modi­
fied to take into account personal relationships, in light of the variety 
of family structures, are addressed below in the sections on the mari­
tal credit and on child support, and in chapter 16 on the role of the 
tax system in social policy. 

Labour Supply 

Economic literature on the impact of taxes on individuals' willing­
ness to seek paid employment suggests that two offsetting factors are 
at play. One effect - the income effect - is that a lower take-home 
wage because of taxation tends to increase labour market supply as 
(primarily) women strive for a target income level after tax. The 
other effect - the substitution effect - is that labour market supply 
tends to decrease because the lower take-home wage makes non­
market activities relatively more attractive. These two effects influ­
ence behaviour in opposite directions, and the net impact is not clear. 
However, there is some evidence that women's participation in the 
paid labour market is more sensitive to variations in wages than is 
men's.4 

Married women's labour force participation rates in Canada have 
in fact been increasing over the past 20 years, likely as a result of 

4 Many researchers have attempted to measure the net effect of income taxes on labour 
supply decisions. Estimates of the size of the responses vary across studies. For an 
overview of these results, see Munnell (1 980, 261) or see individual studies: 
Killingsworth and Heckman (1986). For a Canadian focus, see Nakamura and 
Nakamura (1981) and Woolley (1991). 
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economic necessity rather than tax considerations. The participation 
rate of married women in Canada in 1992 was 61 per cent (62.9 per 
cent in Ontario); that of married women 45 years and over was 41 .7 
per cent; and that of married women between 25 and 44 was 75.9 per 
cent (Statistics Canada 1993h, table 3, B-8; table 4, B-lO) . If the couple 
is used as the tax unit, women's employment income may bear 
higher marginal tax rates than it would with the individual as the tax 
unit, thus creating a disincentive to women's participation in the 
labour force. A spousal tax unit increases the relative attractiveness 
of domestic activities and strengthens the disincentive for women to 
engage in paid labour. 

Effect of the Tax Unit on the Autonomy of Women 

The choice of tax unit should be founded on broad social principles 
and values as well as ability-to-pay principles. To lump a woman's 
income with that of her spouse conflicts with the goal of women's 
autonomy. 

We agree with the statement that: 

Income tax legislation should not interfere in social relationships. For 
the state to enter the realm of marital or family units has �nderlying it a 
perpetuation of patriarchal values which are anachronistic and unten­
able in a society that is heading, somewhat hesitantly, into an era of 
equality. (Maloney 1989, 187) 

As the Australian Asprey CommitteeS noted: 

The adoption of a compulsory family unit basis must be rejected on 
grounds of general social principle. At a time when women are playing 
an ever greater role in the economic and other affairs of society, the 
withdrawal of this right would certainly be regarded as a retrograde 
step. (Munnell 1980, 261 )  

5 K.H. Asprey chaired the Australian Taxation Review Committee, which reported in 
1975. 
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Concerns with neutrality also underlay the recommendation of the 
Canadian Advisory Council on the Status of Women that recognition 
of marital status in the Income Tax Act should be reduced to a mini­
mum (Canadian Advisory Council 1987).We noted with interest a 
suggested variation on the individual as tax unit, proposed by Julie 
Nelson of the University of California, which attempted to address 
issues of neutrality and equity such as those that arise in the context 
of the Canadian model. Nelson suggests that rather than accepting 
"the (presumably autonomous) individual" or "the (presumably 
unitary) family" as the proper unit of taxation, one should consider 
people as individuals-in-relation, and look at the relationships, eco­
nomic or otherwise, that we consider to be important for tax pur­
poses (Nelson 1991, 22). In the Nelson model, the tax unit is defined 
as an individual earner plus his or her dependants. Earners receive a 
tax credit for each dependant. Dependants are defined as persons 
who are unable to support themselves for reasons such as youth, ad­
vanced old age, or chronic disability and who therefore rely on the 
earner for economic support. Under this definition, as a departure 
from the Canadian model, dependants do not include productive, 
able-bodied adults. 

The Nelson model enhances fairness since tax payable ceases to 
depend on living arrangements and marital status. Moreover, this 
system increases neutrality with respect to paid labour supply and 
divisions of labour within households. If a couple chooses to have 
one partner engage exclusively in domestic labour and the other 
partner exclusively in paid labour, they do not receive a tax subsidy 
unavailable to a couple in which both partners engage in paid labour 
(Nelson 1991). 

In our judgment, the argument that a couple should be the unit of 
taxation because of its ability to pool income and share expense is 
not .persuasive. We view as a serious concern the impact of taxation 
based on family resources on a woman's willingness and ability to 
work outside the home. We cannot ignore the damage that would re­
sult from masking the individual economic contribution made by 
women and sublimating rather than encouraging their economic in­
dividuality within the family unit. Taxation should respect, support, 
and encourage a woman's economic autonomy. 
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R E C O M M E N D A T I O N 1 4  

To continue the recognition in the tax system of the 
economic independence of men and women, the in­
dividual should be retained as the unit of taxation in 
both the federal and provincial income tax systems. 

The Marital Credit 

Although the Canadian income tax, for the most part, takes the in­
dividual as the tax unit, exceptions to the rule are made to: 

• recognize conjugal and family relationships and legal obligations 
imposed by other branches of law (in particular the family laws of 
each province), which may have an impact on ability to pay tax; 

• recognize the economic mutuality of families and to encourage 
and protect the family as a form of social organization; 

• prevent tax planning;6 and 
• permit the efficient administration of the act. 

In the present income tax law, special provisions have been made 
to reflect the impact of family support obligations on the individual's 
ability to pay. Such provisions include the credit for married status, 
the equivalent-to-married credit, the dependant credit, and the child 
care expense deduction. (The dependent child credit was eliminated 
beginning in 1993.) These provisions raise two questions: What rela­
tionships, if any, should be taken into account in determining ability 
to pay? In what way are the relationships relevant? 

The marital credit was of particular concern to the commission. 
The credit is available to a taxpayer supporting a spouse earning a 

----------------

6 Familial bonds, dependencies, and shared interests are also the foundation on which 
tax reduction is based. Many tax-planning techniques to defer or minimize tax 
depend upon the splitting and shifting of income, capital, and other tax benefits 
(losses, tax credits, refunds, costs) to others, often family members or controlled 
entities (corporations, trusts, and so forth). Kroft (1989, 32:4) points out that any 
shifting or splitting of tax benefits usually requires another person. These other 
persons or "tax units" are generally members of the taxpayer's immediate family or 
corporate group. Sometimes intermediaries owned by taxpayers are established 
merely to permit the taxpayer to obtain a tax benefit. 
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low income or earning no income. The amount of the credit is re­
duced by income earned by the spouse with the lower income. In 
1993 the maximum value of the federal credit is $914.60. The maxi­
mum value of the Ontario portion is $530.47, which gives a maxi­
mum total value for an Ontario taxpayer of $1445.07. That amount is 
reduced as spousal income rises above $538. The credit is primarily 
claimed by male tax filers with incomes under $50,000. Prior to 1993, 
it applied only to married couples. Beginning in 1993, it applies to 
common law spouses.The credit has been defended as a means of 
compensating women (albeit through their husband's tax returns) 
for the value of household labour? It has also been argued that the 
marital credit constitutes an indirect social contribution to the cost of 
raising children. The latter argument is not supported by the evi­
dence. 

Table 14.1 presents a profile of those who claimed the marital 
credit in 1989. The table also shows that about half the claimants of 
the marital credit have dependent children; therefore, the other half 
of these who claim dependent spouses do not have dependent chil­
dren. Compared with all tax filers, claimants are under-represented 
at incomes less than $30,000 and over-represented in the other in­
come ranges, particularly those between $30,000 and $60,000. We can 
see no reason why the tax system recognizes spousal dependency, 
especially when it no longer recognizes dependent children and 
when approximately half the couples claiming the benefit have no 
dependent children. (In chapter 16, we present our views regarding 
the role of the tax system with respect to children.) 

In our view the credit should be abolished as a matter of equity be­
tween men and women, and between women who work in the home 
and those in the paid labour market. The credit implies a social pref­
erence to subsidize unpaid work in the home over paid work in the 
formal labour market. In fact, a study for the Royal Commission on 

7 Supporters of compensating household labour argue that labour provided by 
women contributes to the economic well-being of the family and can be quantified 
by comparison with market-based alternatives. It has been argued that valuing 
home-based labour and compensating women for it with a more generous marital 
credit, which would be payable to them, could provide women working in the home 
with income as well as a basis for creating their own pension rights through RRSPs 
or the CPP. 
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TABLE 14.1 
Claimants of the Marital Credit in Ontario, 1989 

Percentage of Percentage of married 
Income category Percentage of married credit credit claimants with 
($) all taxpayers claimants dependent children 

(Loss) 03 03 36 

0-9,999 26.5 9.7 43 

10,000-19,999 21.9 16.8 34 

20,000-29,999 18.8 16.8 39 

30,000-39,999 13.5 19.3 58 

40,000-49,999 8.2 15.2 61 

50,000-59,999 4.6 9.8 62 

60,000-69,999 2.2 4.6 62 

70,000-79,999 1.1 2.6 64 

80,000-89,999 0.6 1 .3 56 

90,000-99,999 0.5 1.0 45 

100,000-149,999 0.9 1.5 59 

150,000 and over 0.8 1 .2 54 

Total 100.0 100.0 50 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file for Ontario, 1989. 

the Status of Women suggested that as the wage-earning spouse 
benefits from this unpaid labour, a value should be assigned to the 
labour so that it can be included in the tax base (Hartle 1971 ) .  One 
estimate sets the value of unpaid household work in Ontario in 1986 
at between 29 and 36 per cent of gross provincial product (Jackson 
1992, 3.8). 

However, although some see the credit as compensation for 
household labour, it is not structured as a credit for women's unpaid 
labour in the home, but as a tax break for dependency. The size of 
the credit and the fact that it is typically payable to the husband do 
not reward women for household duties. The credit is available re­
gardless of what labour is performed in the home or who does it. In 
any event, household labour is not the sole domain of women who 
are full-time homemakers. Many women assume a double burden 
when they work outside the home by continuing to provide the bulk 
of domestic labour in their households in addition to their participa­
tion in the workplace. Research shows that, when wives hold jobs 
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outside the home, their combined workload is significantly greater 
than that of their husbands (Gunderson and Muszynski 1990, 25). 

Is it appropriate for the statute to recognize home-based labour at 
all? Everyone must keep house to some extent or pay for the service. 
As it is an expense that is incurred independently of earning income, 
it is not truly relevant to the determination of an individual's tax lia­
bility. To so recognize it would incorporate an element of personal 
expense into the Income Tax Act which is, and should remain, extra­
neous to the calculation of tax liability. To retain it as a meaningful 
way of compensating for household labour would contradict basic 
tax principles .and complicate the statute. How should household 
labour be valued? Should it differ if performed by a man or a 
woman? What if someone has a particularly small house or is a bad 
housekeeper? If more than one person in the family performs house­
keeping functions, should it be split? What these questions make 
clear is that the labour necessary for maintaining a household is re-
ally not relevant to tax at all.8 

. 

Assumptions regarding the relationships of adults to each other 
and the obligations of support between them are clearly changing. 
Our operating assumption is that the ability of adults to support 
themselves is unrelated to their relationships. The appropriate solu­
tion, then, is to abolish the marital credit. To continue the credit insti­
tutionalizes the presumption that one member of the household, 
usually the woman, is responsible for household work and economi­
cally dependent on the earner, generally the man. 

The issues raised by the marital credit are also raised by provisions 
in the Canadian tax system for the transfer of unused tax credits to a 
spouse. The lower-income spouse is allowed to transfer unused non­
refundable credits to the higher-income spouse. These credits include 

8 It is sometimes also argued that the credit may create a disincentive to women's 
participation in the labour force, and that the effect may be significant given that 
some studies have concluded that married women's labour force decisions are more 
sensitive to taxes than are men's (Woolley 1991, 22). While this may have been the 
case prior to 1988, when the marital provision was in the form of a deduction, a 
credit provision with a credit rate equal to the lowest marginal tax rates essentially 
eliminates this concern. Small exemption differences aside, the rate of tax women 
would pay on the:ir earnings without the marital credit is essentially the same as the 
implicit tax rate with the credit. 
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amounts for age (for a spouse who has reached the age of 65), 
pension income, disability, and tuition fees and education. 

R E C O M M E N D A T I O N 1 5  

If Ontario gains more control over its personal in­
come tax system through amendments to the fed­
eral-provincial Tax Collection Agreements, Ontario 
should eliminate the marital credit and redirect the 
funds through a reformed credit system. 

Ideally, the marital credit should be removed at both the federal 
and the provincial level. Failing that, Ontario could act alone if the 
Tax Collection Agreements were amended to increase its flexibility. 
It should be noted, however, that, acting alone, Ontario could elimi­
nate only about one-third of the marital credit currently available to 
couples. 

In addition to the rules providing for a marital credit and for the 
transfer of unused spousal credits, there are other provisions that 
recognize married and common law couples and that may result in a 
reduction of tax liability. These provisions include the ability to 
transfer dividend income from Canadian corporations; spousal 
rollovers of capital property during lifetime or on death; and provi­
sions with respect to spousal RRSPs and the treatment of RRSPs on 
death. We have not made any recommendations regarding these 
provisions for the following reasons: 

• Dividend income from taxable Canadian corporations can be 
transferred to the higher-income spouse if, as a result of this trans­
fer, the higher-income taxpayer can increase his or her claim for 
the marital credit. If the marital credit is eliminated, taxpayers will 
no longer have reason to use this provision. 

• The provision that capital property can be transferred to a spouse 
or a spousal trust without immediate tax consequences provides 
relief from liability for the capital gains tax which would normally 
arise on a profitable dispOSition of capital property. Instead, the 
property is subject to capital gains taxation only when sold by the 
transferee spouse. We considered it unfair to levy taxes which 
might force the sale of property transferred between spouses 
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when it may in terms of fairness, if not legally, be the property of 
both spouses.This is consistent with our position (chapter 19) that 
a wealth transfer tax should permit the transfer of wealth to a sur­
viving spouse without tax consequences. 

• The provision allowing for a deduction of up to $6000 for periodic 
RPP (registered pension plan) or DPSP (deferred profit sharing 
plan) transfers to a spousal RRSP (registered retirement savings 
plan), over and above the normal contribution limit allowed to the 
contributor, will end in 1994. 

• The provision allowing a taxpayer a deduction for contributing to 
the spouse's RRSP instead of, or in partial fulfillment of, the tax­
payer's own tax deductible contribution is intended to provide an 
incentive to enable the non-income earning spouse or low-income 
spouse to have independent funds for retirement. It is recognized 
that the provision may be used by high-income, one-earner fami­
lies as an income-splitting device, because the funds must be left in 
the plan for only a three-year period before they are taxed on with­
drawal as the non-income earning spouse's income. However, this 
is not seen by the commission as a sufficient reason to recommend 
eliminating the provision when it is weighed against the value of 
encouraging contributions to independent funds for a spouse's 
retirement. Later (chapter 16), however, we do set out some princi­
ples for the reform of the tax treatment of RRSPs more generally. 

• The provision that RRSPs left on the death of a taxpayer to a 
spouse can be transferred to the spouse's RRSP without tax conse­
quences is the equivalent to a pre-retirement survivor's benefit in 
a pension plan and should be retained. 

Child Support Payments and Alimony 

In 1990 almost half the marriages in Canada ended in divorce 
(Statistics Canada 1992g, 44). The present income tax law also makes 
special provisions regarding support obligations in the case of 
divorce or separation. 

Currently, if one former spouse pays child support to the other, 
the paying spouse (usually the father) deducts the amount from his 
income, and the custodial spouse (usually the mother) adds it to 
hers. In this way some part of the father's income is deemed to be 
part of the mother's income for tax purposes. 
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Participants at roundtables set up at our public hearings to discuss 
women's issues consistently made the point that including child 
support payments in the recipient's taxable income is unfair. Women 
gave countless examples of economic hardship caused by the taxa­
tion of these payments, and questioned why a non-custodial parent 
was, in their view, "rewarded" by being allowed to deduct child 
support expenses from their income, while parents who stayed 
within the family unit could not. 

From a tax policy perspective there are several justifications for the 
current system: 

• If a deduction is claimed by a payer, it follows that the recipient 
should pay tax on it. 

• As a matter of equity, taxpayers with incomes from several 
sources should pay the same amount of tax. 

• A tax deduction offered to a payer may offer an incentive to pay 
child support, and to a greater amount than if the payment were 
not deductible. 

• Because the tax subsidy goes to the payer (usually a higher-in­
come father) and the income is taxable in the hands of the recipi­
ent (usually a lower-income mother), this income is taxed overall 
at a lower rate than it would be if a deduction did not exist for the 
payer. As a result, more after-tax income is available for the needs 
of the children. (Federal/Provincial/Territorial Family Law 
Committee 1992, 84) 

Regarding the first two points, concerns have been expressed about 
the equity of a tax subsidy to either the payer or the recipient. Should 
non-custodial parents receive a subsidy for payments made to sup­
port their children when no such subsidy exists in the tax system for 
intact families? Deductible expenses are generally allowable in the 
Income Tax Act only if they are for the purpose of earning income. 
Clearly child support is a personal expense. Moreover, the principle 
of equal treatment of equal incomes does not hold since child sup­
port payments are not income for the custodial spouse, but the reim­
bursement of costs borne by the custodial parent which both parents 
are obliged to share (Townson 1 993, 19). 

As for the third point, there is no evidence that the deduction is an 
adequate incentive to pay. Seventy-five per cent of support payers in 
Ontario are to some degree in default (Ontario Ministry of the Attor-
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ney General 1992) . Among other things, this situation contributes to 
high rates of poverty for single mothers and especially their high 
rates of dependency on social assistance. Default, however, may 
have less to do with ability to pay than other factors such as dissatis­
faction with access and child custody, or the separation or divorce 
agreement in general (Canadian Institute for Research, cited in 
Zweibel 1 992, 15 ) .  At most, removing the deduction might 
marginally aggravate the non-payment problem. Furthermore, the 
availability of the deduction, which has existed since the 1940s, may 
not be taken into account by the courts or by separating spouses in 
calculating amounts of support (Zweibel I 992, 16) .  

Finally, with regard to the fourth point, it does not appear, despite 
their higher incomes, that non-custodial fathers are in significantly 
higher tax brackets, especially since the reduction in the number of 
tax brackets in 1988 (Zweibel I992, 18). 

We also examined how the tax subsidy promotes, maintains, or 
reduces the disparity in income between separated men and women. 
A 1 990 federal Department of Justice study Evaluation of the Divorce 
Act, reported that women were awarded sole custody of their chil­
dren in three-quarters of cases and that in 98 per cent of cases the di­
rection of support is from the father to the mother. Women and chil­
dren in general bear the greatest financial consequences of divorce or 
separation. In 1991, 42 per cent of poor children in Ontario lived in 
single parent families headed by women, and 44 per cent of such 
families were poor (Fair Tax Commission calculation based on Statis­
tics Canada Survey of Consumer Finances microdata files). The ma­
jority of recipients of support payments9 in Canada in 1990 (64 per 
cent) live in single parent families, and support payments represent 
18  per cent of the average family income of recipients. By contrast, 
the majority of payers are unattached or from husband and wife 
families, and support payments represent only 9 per cent of the av­
erage income of payer families (Galarneau 1993) . Using hypothetical 
examples constructed from data in the Department of Justice study, 
Zweibel (1992, 25-26) has shown that the tax treatment of support 

9 The data used do not distinguish between support payments made on behalf of the 
former spouse and those made on behalf of the children. It is likely that most 
payments are on behalf of children, given the current trend in divorce cases. 
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appears to contribute to rather than decrease this disparity of living 
standards between custodial and non-custodial parents. 

The deductibility of support payments has to be considered in the 
context of what governments should be expected to do about ensur­
ing that non-custodial parents assume their obligations, legal or oth­
erwise, to support their children. If governments should have a role, 
there are far better ways of ensuring obligations are met than provid­
ing a tax deduction to non-custodial parents. One of the implications 
of the deduction is that society is providing a public subsidy for 
those families in which the payments are made, and doing very little 
for those in which the payments are not made. The high rate of de­
fault suggests the need for enforcement, rather than incentive. Ontar­
io's Family Support Plan Amendment Act, which came into effect in 
March 1 992, requires employers to withhold alimony payments 
(payments for the maintenance of a spouse or children) from the 
wages of employees delinquent in their payments. 

In the final analysis, the tax system is not a particularly appropri­
ate way to solve the problems and conflicts of separated and di­
vorced families. And the well-being of children may suffer if they 
lose the support of a parent who has the resources, and has an 
agreement or an order to pay. If the federal government or Ontario 
wants to provide a cash benefit to parents for the support of their 
children, it would be far better to do so through federal or provincial 
child benefits than through a tax subsidy to non-custodial parents. 

In summary, we conclude that current treatment of child support 
payments is inconsistent with the tax unit principles outlined above. 
A parent's support obligation to their children should not change 
when a marriage is dissolved. Therefore, there is no reason why the 
costs of child support for a parent who no longer lives with their 
family should be deductible, any more than there is for a parent who 
continues to live in the same dwelling with spouse and children. 

The tax treatment of support payments for spouses (alimony) is a 
related issue. The 1 968 Divorce Act distinguishes between orders for 
support payments for spouses and those for children. In current di­
vorce law, spousal support payments reflect contributions to the 
spousal relationship through income, property, or domestic labour, 
although with the current trend in divorce cases favouring financial 
self-sufficiency of former spouses, spousal support increasingly is 
neither requested or granted. The income tax treatment of spousal 
support paid periodically is the same as the treatment of child sup-
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port. (Lump-sum payments made as a result of the dissolution of a 
marriage are not deductible.) 

In terms of horizontal equity, it would appear that spousal support 
payments should be deductible by the payer and taxable in the 
hands of the recipient. However, for women with dependent chil­
dren who are receiving both spousal and child support, it may be in­
equitable and difficult to separate the two types of payments for tax­
ation purposes. Under the Ontario Family Law Act, one of the con­
siderations in determining spousal support requirements is ensuring 
that the economic burden of child support is shared equitably, with 
the result that the spousal support amount may be partially based on 
the needs of the children. Furthermore, if spousal support were taxed 
differently from child support, there would be an incentive for non­
deductible child support to be provided in the form of deductible 
spousal support for tax advantage. Finally, spousal support pay­
ments deductible by the payer and taxable in the hands of the recipi­
ent would provide an income splitting opportunity not available to 
married couples. 

R E C O M M E N D A T I O N 1 6  

Ontario should seek the agreement of the federal 
government to abolish the deduction for child 
support and alimony payments in the personal in­
come tax. These payments should not be taxable in 
the hands of the recipient. 

We have not recommended that Ontario act alone to abolish the 
deduction. Federal action applicable to all provinces is necessary be­
cause of cases where one parent lives in Ontario and one outside On­
tario. If Ontario acted alone to abolish the deduction, then either no 
taxation or double taxation would result. A supporting parent living 
outside Ontario could claim a tax deduction, and the custodial par­
ent living in Ontario would pay no tax, with the result that the por­
tion of income provided for support would be untaxed . Conversely, 
a supporting parent living in Ontario would pay tax on the portion 
of income provided for support, and the custodial parent living out­
side Ontario would also pay tax, with the result that the support 
payments would be subject to double taxation. 
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A supplementary issue follows from this recommended change. 
Because existing support arrangements were determined under the 
existing tax provisions, it would be unfair to apply the new ar­
rangements to them. We therefore recommend that existing 
arrangements be "grandparented/; that is, current tax law should 
continue to apply to previously determined arrangements. Over a 
number of years, this arrangement would be phased out 
automatically as the children on whose behalf support is being paid 
become independent. 
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15 Understanding the Tax Transfer 
System 

Most people think of the tax system as a mechanism for taking 
money from people. Few people consider it a mechanism for giving 
money to people. But the tax system is an integral part of Canada's 
income security system. As part of the federal and provincial social 
policy framework, the tax system provides benefits in various forms 
to increase the disposable income of specific groups, including peo­
ple with low income, families with children, people with disabilities, 
and seniors. Tax benefits stand beside unemployment insurance, old 
age pensions, disability insurance, child benefits, and social assis­
tance as part of the panoply of programs that provide support to in­
dividuals and families for a wide variety of reasons. Tax-related 
benefits are so much a part of the Canadian system of income secu­
rity that it is now widely referred to as the tax transfer system. 

Because of this interrelationship between the tax system and the 
transfer system, it is impossible to draw a sharp line between tax is­
sues and social policy issues. As a result, a review of this aspect of 
the tax system must consider the fairness of the system from a social 
policy perspective as well as a tax perspective. We looked at particu­
lar types of income security benefits currently delivered through the 
tax system, and we considered whether or not the tax system was the 
best mechanism for delivering those benefits. We also considered 
general reform options such as a negative income tax or guaranteed 
annual income, since this particular option is often suggested as a 
better alternative to the existing complex array of programs and 
would certainly imply more complete integration of the tax transfer 
system. As well we addressed the specific issue of the very high 
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benefit reduction rates on earned income faced by people who re­
ceive social assistance benefits and the impact of those rates on their 
ability to move into the labour market. Individuals receiving social 
assistance and their advocates raised this issue at our public hear­
ings. They questioned the fairness of a tax system that set up finan­
cial barriers to breaking out of the poverty cycle and entering the 
labour market. Why bother going to work, they said, when you end 
up being financially penalized for earning those few extra dollars? 

The Elements of the Tax Transfer System 

Direct Transfers 

Direct transfers are cash benefits paid to individuals or families and 
administered outside the tax system. These benefits include pro­
grams such as the Canada Pension Plan (CPP), unemployment in­
surance, Old Age Security (OAS), the Guaranteed Income Supple­
ment for seniors, workers' compensation, and social assistance. 

Social insurance programs, like unemployment insurance and the 
Canada Pension Plan, are the cornerstone of the income security 
system. Generally financed through earmarked payroll taxes, they 
provide income replacement for people who qualify because they 
have made contributions over time and because they have lost their 
wages owing to unemployment, maternity, retirement, sickness, or 
disability. 

Governments sometimes provide universal transfers - flat rate 
benefits to all people in an eligible population - as a social right. A 
program that pays the same amount to everyone is called a 
demogrant. Because demogrants are often taxable, higher-income 
people who face higher marginal tax rates actually receive a net 
benefit after tax which is considerably less than someone with a low 
income and a low tax rate. Until last year there were several 
demogrant programs in Canada. In 1992 the federal government 
abolished the flat rate family allowance program and the province of 
Ontario abolished the flat rate property tax grant that was paid to 
most seniors. Although the federal government has retained the flat 
rate Old Age Security program, the fact that since 1 989 high-income 
recipients have been required to pay back some or all of the benefits 
they received means that it is no longer a real demo grant. Flat rate 
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benefits can also be provided through the tax system, and several 
such tax provisions are discussed in chapter 16 .  

Income supplementation programs, such as the Guaranteed 
Income Supplement for seniors or Gains A in Ontario, provide a sup­
plement to certain people with low incomes. These programs are 
often called income-tested because eligibility is determined by a test 
on a family's level of income, with benefit entitlements declining as 

income rises. At some point, which varies with the program in ques­
tion, no benefit is paid because a family's income is too high. Because 
the tax system is a good mechanism for "income testing," govern­
ments are increasingly turning to it to deliver income supplementa­
tion benefits. These we call tax-related benefits, although they are 
really direct transfers which operate either partially or wholly 
through the tax system. 

Social assistance is the system of support for people who have no 
other income and also lack the means to support themselves. 
Eligibility is determined through the application of a rigorous test of 
income, assets, and the costs people in need face. There are two kinds 
of tax-related benefits: tax relief and refundable tax credits. 

Tax Relief Benefits 

Benefits delivered through the tax transfer system involve no direct 
expenditure by the government, but because they reduce the taxes 
individuals would otherwise have to pay, they result in lower tax 
revenues for the government. In this sense, they are "tax expendi­
tures." Such benefits may take the form of "credits" or "tax reduc­
tions" which are amounts deducted from taxes owed. The value of a 
credit or tax reduction to a taxpayer is the same, regardless of the 
taxpayer's income. Other tax benefits or tax expenditures may be de­
livered through the tax system in the form of a "deduction" - that is 
an amount, such as the child care expense deduction, which is de­
ducted from income before calculating the tax owed . Because the 
personal income tax is progressive, the value of a deduction to a tax­
payer increases as the taxpayer's income increases. A non-refundable 
credit is similar to a demogrant, with one important difference: some 
people receive less than the standard amount or nothing at all 
because their incomes are so low that they owe little or zero in 
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taxes.I Non-refundable credits currently in the personal income tax 
system include the disability credit, the age credit, the pension 
income credit, and the medical expenses credit. The Ontario Tax 
Reduction program for taxpayers with low levels of tax payable is, as 
its name indicates, a tax reduction program. Major social policy­
related tax deductions include the deduction for child care expenses 
and the deductions for contributions to retirement savings plans. We 
discuss these measures in detail in chapter 1 6. 

Non-refundable credits reduce taxes for individual taxpayers 
resulting in lower overall tax revenues. Under the current Tax 
Collection Agreements, non-refundable credits are determined by 
the federal government. However, they reduce both federal and 
provincial tax payable. Ontario's tax loss for each non-refundable tax 
credit, which amounts to 58 per cent of the federal tax expenditure, is 
a policy commitment over which Ontario has no influence. 

Many people do not see tax relief as a form of government spend­
ing but its value for recipients is equivalent to cash benefits provided 
directly. For a government, tax relief provided to specific groups can 
achieve the same social policy objectives as if it collected the tax and 
paid a direct cash benefit. However, a major problem with providing 
benefits in the form of tax relief is that the real impact of social poli­
cies is often hidden from public view. The effect of tax system deliv­
ery is to obscure design features of the benefit that would clearly not 
be considered acceptable in the design of a direct grant program. For 
example, a flat rate or demogrant program that provided benefits to 
every senior or every person with a severe disability, but excluded 
those with low incomes, would undoubtedly be considered outra­
geous. Yet the fact is that the age and disability tax credit programs 
have precisely this effect. 

1 Some non-refundable credits are transferable to a spouse if they are unused. See 
chapter 14. 
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FIGURE 15.1 
Elements of a Refundable Tax Credit: Example 

Credit reduction rate 

A B 
Family income ($ thousands) 

� Area of full tax credit iii Levels of income where credit decreases 

A: Credit reduction threshold 

B: Break-even point where credit becomes 0 

C: Maximum credit amount 

Refundable Tax Credits 

A refundable tax credit is a benefit paid to a tax filer in the form of a 
reduction in tax otherwise owing, or a cash payment if the tax filer is 
not required to pay enough income tax to equal the value of the 
credit; it declines in value as income rises. Refundable credits are 
equivalent to income-tested direct transfers that operate under the 
legal and administrative umbrella of the Income Tax Act. In order to 
receive a refundable credit a person must file an income tax return, 
and the tax form is, in effect, the income test. Eligibility and benefit 
levels are based on the previous year's income. Payments can be 
made monthly, quarterly, or semi-annually, in which case they are 
like direct transfers; or they can be paid as part of an annual income 
tax refund, in which case they are like tax relief benefits. 

All refundable tax credits, like all income-tested direct programs, 
have several basic elements. They have a maximum or base amount 
that is paid to people who qualify because of their income level. 
Above a certain level of income (called the credit reduction 
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threshold) the amount paid is reduced by a certain percentage (called 
a credit reduction rate) as income rises. The credit is reduced to zero 
for people above a certain income level (called the break-even point) 
(figure 15.1) .  

Both the federal and the Ontario governments operate refundable 
tax credit programs. At the federal level the Goods and Services Tax 
credit is designed to offset the effects of the regressive GST on low­
income taxpayers. Ontario operates the Ontario Tax Credit program, 
which consists primarily of the Ontario property and sales tax 
credits. 

Concerned about the cost of social programs, governments have 
been eliminating their universal flat rate benefit programs in particu­
lar and reducing social insurance protection in favour of programs 
that provide benefits only to people with low incomes. Because the 
personal income tax system measures people's incomes, it is particu­
larly well suited to delivering lump-sum benefits that are income­
tested. For this reason, the refundable tax credit has become the 
instrument of choice for governments interested in supplementing 
incomes. Interest in tax-related income-testing also stems from a 
desire to avoid the more demeaning and stigmatizing aspects of the 
more intrusive needs-testing associated with social assistance. 

Refundable Credits and Tax-Back Rates 

Each refundable credit has a different threshold, reduction rate, and 
break-even point. Since recipients at some income levels can be eligi­
ble for several credits, reduction rates are added to each other and to 
the marginal tax rates in the income tax system. For example, a recip­
ient at an income level in excess of $25,921 will face the marginal rate 
for federal and provincial personal income tax, plus a 5 per cent re­
duction rate on the federal Child Tax Benefit, plus another 5 per cent 
reduction. rate on the GST credit. In addition, Ontario refundable tax 
credits have reduction rates of 2 per cent, which is added onto the 
marginal tax rate for non-seniors with incomes over $4000, and 4 per 
cent for seniors with incomes over $22,000. The stacking of these 
reduction rates onto marginal tax rates can give rise to high effective 
marginal tax rates for some people at relatively low income levels. 
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Individual versus Family Income 

The relevant unit for measurement of income for personal income 
taxation and non-refundable credits is the individual. Eligibility for 
refundable tax credits and other income-tested programs is deter­
mined on the basis of family, rather than individual, income. Tax 
transfer programs that are designed to relieve low income almost 
always supplement family rather than individual income. In the few 
programs that do not use family income, such as the Ontario Tax Re­
duction, benefits are provided to some low-income individuals who 
live in families with other individuals who have high incomes. This 
results in an inefficient targeting of benefits if the objective is to 
relieve the hardship associated with low income. Lowering the tax 
burden of individuals who live in high-income households should 
not have a higher priority than lowering the tax burden of people 
with inadequate family incomes. It would be preferable, and cer­
tainly less costly, to provide low-income supplements only to fami­
lies with low family incomes. In considering various tax measures to 
relieve low income we found that, when benefits are provided to 
individuals rather than families, the effectiveness of the public 
expenditure in relieving low income is significantly reduced. 

This discussion does, however, bring to the fore what, at one level, 
appears to be an important inconsistency. We have argued that in­
come tax should continue to be determined on an individual basis, 
and indeed that measures recognizing marital relationships should 
be eliminated. Yet, here we argue that income-tested benefits should 
be related to family income. The argument for the individual as the 
unit of taxation is based on the view that tax liability should be re­
lated to the income that one earns and controls, not the benefits one 
enjoys through family relationships with other income recipients. 
However, we cannot ignore the fact that, where individuals live in 
families, resources available to the family from which it can generate 
well-being for all family members may be inadequate. For this 
reason, we take the position that eligibility for benefits designed to 
supplement low income should be based on family income. 

However, it should also be recognized that assumptions about the 
adequacy of family income should to be treated with some caution. 
Men earn considerably more on average than women, and it is not 
dear how this income is shared within family units. If income is not 
shared among family members, then family income-testing to 
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determine eligibility for income supplements can disqualify 
individuals in families who might legitimately qualify for an income 
supplement - for example, a wife who does not have access to the 
income of her husband. As a society we generally assume that the 
distribution of income within families is an entirely private matter 
among family members. Although this assumption may obscure real 
inequities among family members, it is not likely that the tax transfer 
system can resolve the problem. The existing system at least 
acknowledges that distribution of income within families may be a 
problem by making the individual with the lowest income in the 
family the recipient of the benefit. 

Issues in Tax Transfer Reform 

A Negative Income Tax? 

The tax transfer system in Canada is large and extraordinarily com­
plex. Responsibility for programs spans three levels of government, 
different ministries within each level, and different agencies within 
ministries. Each program has its own rationale, objectives, eligibility 
criteria, definition of recipient unit, frequency of payment, and tax 
treatment. There is considerable disharmony among programs, and 
recipients are often confused about what they are entitled to. At our 
hearings we heard a great deal of dissatisfaction with many aspects 
of the tax transfer system. Many of those dissatisfied with the exist­
ing system suggested that the entire system be scrapped and re­
placed with a guaranteed annual income. 

The idea of a guaranteed annual income has become an attractive 
alternative for people dissatisfied with the existing system for many 
different reasons. Most guaranteed annual income proposals include 
a significant consolidation of the existing system, including eliminat­
ing programs like social assistance and unemployment insurance in 
favour of a single program that would provide support to people 
whose incomes fall below a certain level. Guaranteed annual income 
proposals can take different forms, but they are most often associated 
with a negative income tax. A negative income tax would be a single 
large refundable tax credit which would provide a guaranteed level 
of income to eligible low-income families .  Above this floor, benefits 
would be reduced by some fraction (the recapture rate) of the 
family's income from other sources. 
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Because a negative income tax involves a large subsidy, and be­
cause families' incomes from other sources fluctuate, negative in­
come tax programs would involve monthly reporting of income, 
with adjustments to benefits in response to these changes. Refund­
able credits, being generally much smaller, are usually based on the 
previous year's income with reconciliation at tax-filing time. While 
the adoption of a negative income tax would significantly expand the 
benefit provision side of the tax system, the basic elements of a 
negative income tax already exist within the tax transfer system. 

We were disturbed by the complexity and irrationality of the tax 
transfer system and concerned about its fairness. In particular there 
is scope for reform of the system of supports for low-income families 
and the integration of various low-income credits at the federal and 
provincial level. Making recommendations for what overall direction 
social policy reform should take is not within our mandate. How­
ever, although a negative income tax may be a useful instrument to 
achieve certain objectives, it may not be an appropriate way to 
achieve the variety of objectives of the many different tax transfer 
programs that now exist. A negative income tax is in essence a pro­
gram for low-income relief and for adjusting incomes to cover short­
falls in income from wages or other sources on a monthly basis. 
However, low-income relief is but one of the goals of income security 
policy. The purpose of a program such as unemployment insurance, 
for example, is to insure individuals against the loss of wages due to 
unemployment. The fact that unemployment insurance is paid to 
individuals regardless of income level reflects the fact that 
unemployment insurance is designed as a temporary wage 
replacement program, while a guaranteed income is a program of 
low-income relief. 

Unemployment insurance, disability insurance, child benefits, and 
many other social programs cannot be collapsed into a single nega­
tive income tax without undermining the different objectives of the 
various programs. In addition, the Canadian income security system, 
for better or for worse, is divided between federal and provincial 
governments, each pursuing its own social policy objectives. 
Although there is disharmony between the two levels on some pro­
grams, it does not follow that the solution is to reconfigure the entire 
system into an income-tested income security system, which is what 
a negative income tax or guaranteed annual income is. 
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Social Assistance and the Tax System 

Social assistance is a major income security program operated by 
provincial and municipal governments in Ontario. Ontario spends in 
excess of $6 billion a year on social assistance. Case loads have in­
creased dramatically over the past several years because of the reces­
sion and because of cutbacks in federal unemployment insurance. 

Social assistance is poorly integrated into the rest of the tax trans­
fer system. Because social assistance is not taxable, inequities are 
created between low-income people receiving social assistance who 
face no tax on their income and working poor people who face taxes 
on their earnings even though their incomes may be the same as 
those of people on social assistance. For instance, consider the case of 
a single person who was employed for the first four months of the 
year and earned $6000 that was taxable; was on unemployment in­
surance for the next four months and received $4000 that was also 
taxable; and then was on social assistance for the final four months 
and received $2000 that was not taxable. This person's total annual 
income would be $12,000, but only $10,000 would be considered in­
come for tax purposes. Another person working continuously 
throughout the year and earning $12,000 would be taxed on the total 
amount and would pay more tax than the person receiving some so­
cial assistance. This is clearly an inequity, and it sends the wrong 
message to individuals working full time. Low-income earners who 
appeared at our public hearings complained bitterly about this situa­
tion and criticized the government for building this bias into the tax 
system. Governments, they told us, should be creating incentives for 
employment instead of creating barriers. 

Making social assistance a taxable benefit might appear rational 
from the perspective of improved integration. However, we cannot 
recommend it as an objective for the provincial government at this 
point. There are other forms of income, such as the imputed value of 
owner-occupied housing, that remain untaxed, and it makes little 
sense to begin addressing these gaps by taxing the benefits of those 
who have the lowest incomes. Further, almost two-thirds of what­
ever taxes were actually paid by social assistance recipients would 
go to the federal government. This would be unacceptable, especially 
since Ontario's share of social assistanCe costs has increased dramati­
cally because the federal government imposed a cap on its cost­
shared payments to Ontario in 1990. If the federal and provincial 
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governments reformed the tax system comprehensively so that all 
income was treated as taxable, the taxation of social assistance might 
be more appropriate. 

One of the biggest problems with social assistance is that recipients 
have little incentive to earn income while on welfare, a phenomenon 
often referred to as the "poverty trap." Recipients face extremely 
high benefit reduction rates on any income they may earn above 
social assistance. For each dollar of net earnings above a basic 
exemption, social assistance benefits are reduced by 75 cents. These 
administrative tax-backs are part of the social assistance system, not 
part of the tax system. In addition, social assistance recipients face 
reductions on other benefits provided by government, often through 
the tax system, as well as income taxes and social insurance contribu­
tions on any wages they earn. The consequence is that many recipi­
ents of welfare find it financially prohibitive to move from social 
assistance to the labour market. 

We commissioned a major study to examine the interaction of the 
Ontario social assistance system and the federal and Ontario tax 
transfer system.2 This study, "The Interaction of the Welfare and Tax 
Systems in Ontario," found that, as people on social assistance try to 
enter the labour market, they face benefit reduction rates combined 
with income tax rates that result in effective marginal tax rates on 
their earned income sometimes in excess of 100 per cent, far in excess 
of the highest marginal tax rates for high-income earners in the per­
sonal income tax system (figure 15 .2). This means that a family with 
one earner and two children would have to earn $33,000 from work 
in order to increase their disposable income by $5743 over what they 
receive on social assistance (Battle and Torjman n.d., table 2). Clearly 
there is little incentive to supplement social assistance income by 
working. The study found that the welfare tax-back constituted the 
greatest proportion of the overall tax burden on social assistance re­
cipients with earnings. Although federal and Ontario taxes, includ­
ing payroll taxes, contribute to the tax burden, these factors pale in 
comparison to the weight of the administrative tax-back (Battle and 
Torjman n.d.). 

------------------

2 The full report (Battle and Torjman 1993) is available in mimeographed form. A 
shortened version is to be published (Battle and Torjrnan n.d.), 
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FIGURE 15.2 
Marginal Tax Rates for a Single Employable Person, a Single Parent, 
and a One-Earner Couple 
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Source: Ken Battle and Sherri Torjman, "The Interaction of the Welfare and 
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The study explored several options for reducing the heavy tax 
burden on social assistance recipients with earnings and for improv­
ing their situations. It found that the most effective way to do both 
was to reduce benefit reduction by changing the earnings exemp­
tions rates imposed on people on social assistance. However, the cost 
of doing so would significantly increase expenditures on social assis­
tance as the income level at which recipients could still qualify for ' 
assistance would be raised. Reductions in the income tax burden on 
low-income individuals and families would help alleviate the situa­
tion somewhat, but they are insignificant compared with the social 
assistance benefit reduction rate. 

Nevertheless, the study did recommend raising the Ontario tax 
threshold for low-income individuals and families. The Ontario Tax 
Reduction typically removes the Ontario tax payable from all social 
assistance recipients with employment earnings except for single 
employable persons. For reasons we will explore in chapter 16, the 



Understanding the Tax Transfer System 293 

Ontario Tax Reduction is quite inefficient in targeting its reductions 
on low-income families. The Battle and Torjman study recommended 
that Ontario adopt a fully indexed low-income tax credit to remove 
the Ontario tax burden from all low-income households. Tax relief of 
this sort would help not only single employable welfare recipients 
who work, but also working poor individuals and families who 
receive most of their income from wages and who do not apply or 
qualify for social assistance supplements through the Supports for 
Employment Program (STEP). In the case of a family, benefits would 
depend on the family's situation not that of individual members of 
the family. Therefore, government expenditures to raise thresholds 
would be more efficiently targeted. We agree with this general direc­
tion for raising tax thresholds for low-income families and individu­
als and develop it more fully in chapter 16. 

Ontario is already taking steps to address the problems faced by 
people trying to move off social assistance as well as to get rid of in­
equity between the people on social assistance and people with low 
earnings. A plan to reform Ontario's welfare system was outlined by 
the minister of community and social services in July 1993 in the re­
lease of a report entitled Turning Point. The strategy proposed to 
create three new programs as alternatives to welfare: 

• The Ontario Child Income Program, an income-tested child bene­
fit program paid to all low-income families with children. This 
program would replace the child benefit portion of social assis­
tance and would be extended to low-income families with chil­
dren who do not qualify for welfare. 

• The Ontario Adult Benefit, which would provide financial assistance 
to adults, based on need, in a unified system across the province. It 
would replace the existing welfare system for adults, which is 
divided between the provincial and municipal governments. 

• Job Link, a program of supports to help people in receipt of the 
Ontario Adult Benefit to get education, training, and employment. 

The most significant element of the strategy is the introduction of 
the Ontario Child Income Program (OCIP) . Among our recommen­
dations in the following chapter is a proposal for an Ontario Child 
Tax Benefit. Our proposal is consistent with the provincial social as­
sistance reform initiative. In fact, we recommend that if the OCIP is 
instituted, our child tax benefit should be integrated with it rather 
than continue as a separate program. 



16 The Role of the Tax System in 
Social Policy 

The tax system plays an important role in social policy in a number 
of different respects. As we noted in chapter 15, it is used extensively 
as a mechanism for the delivery of cash benefits to individuals based 
on their incomes or other characteristics such as disability or age. It is 
used as a substitute for direct spending programs to deliver subsi­
dies to individuals in such areas of public policy interest as child 
care. It is also used as an administrative mechanism for the income 
testing of benefits provided through other government programs 
such as the Guaranteed Income Supplement for seniors. 

Our consideration of the role of the tax system in achieving social 
policy objectives was focused on five areas of concern: supports for 
people with low income, supports for children and child care, sup­
ports for people with disabilities, supports for seniors, and supports 
for retirement savings. 

Low-Income Tax Relief 

The problem of low or inadequate incomes is a major social policy is­
sue. Persistently high unemployment, economic restructuring, and 
the growth in the numbers of low-wage jobs have increased the risk 
that individuals and families in Ontario will have low incomes. Tax 
transfer policies are critical elements in the struggle to alleviate 
poverty. This struggle is not only about improving the living condi­
tions of people with inadequate incomes; it is also about fairness in 
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society. The existence of poverty is a symptom of the unfair distribu­
tion of society's economic resources. 1 Key questions for the com­
mission were how the tax system currently affects people with low 
incomes and how tax instruments could be used more effectively to 
relieve low income. 

It may come as a surprise to many people that individuals and 
families with low incomes pay income taxes. In 1991, there were 
524,925 people in Ontario who lived in families with incomes below 
Statistics Canada's low-income cut-offs and yet paid income tax. 
Most people in low-income families pay very small amounts of 
income tax. For example, the average tax paid by families in the 
$10,000 to $20,000 income range in 1993 in Ontario was $206, 1 .4 per 
cent of their income. Given that the support for the low-income 
popUlation is a major social policy goal, it is sensible to ask whether 
these same people should also face an income tax burden. We 
concluded that, if the ability-to-pay principle means anything, it 
means that people who have low incomes should not have to pay 
income tax. A requirement that people with low incomes pay income 
tax must, therefore� be considered a violation of a commitment to 
fairness. 

There are basically two ways to assure that people with low in­
comes do not pay income taxes. One way is to increase the basic tax 
threshold. Tax thresholds, which are the levels of income at which 
people start paying tax, are created by the combined effect of tax 
credits (such as the basic personal amount, the married amount, and 
the equivalent-to-married amount), tax rates, and tax brackets. The 
individual is the unit of account for the determination of income tax 
payable; however, low income is almost always measured on total 
family income. Family income is also the unit of account for income­
tested tax transfer programs such as refundable tax credits. Raising 
the basic tax threshold for an individual taxpayer with low income 
will in many cases simply reduce the tax payable of someone who 
has low individual income but lives in a family where the total in­
come is adequate or even very high. The benefits of increasing the 
tax threshold for individuals, by, for example, raising the level of the 

1 The idea that poverty is a relative concept related to the average standard of living of 
society is widely shared and is embodied in the most frequently used standard of 
low income in Canada, Statistics Canada's low-income cut-offs. 
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basic personal amount, are broadly scattered across all income 
groups. Because raising tax thresholds reduces revenues, doing so is 
in our view not the most effective use of scarce government funds to 
relieve the tax burden on people suffering the effects of low income. 

The alternative method, which we favour, is by means of family­
based refundable tax credits that would effectively remove income 
tax from low-income families. Because they are refundable, these 
credits would also augment the incomes of people who have in­
comes so low they have no tax liability to reduce. Ontario has a sys­
tem of refundable tax credits and a tax reduction program to relieve 
the tax burden on people with low income. We believe this system is 
not well designed and should be reformed. 

Ontario Tax Reduction 

The Ontario Tax Reduction (OTR) was explicitly designed to raise 
tax thresholds. It reduces or eliminates the Ontario personal income 
tax payable by low-income tax filers. For 1993 the Ontario Tax 
Reduction is computed by totalling a basic amount of $205 plus $395 
per child under 19 years of age, plus $375 for any disabled depen­
dant over 18 years of age.2 If Ontario income tax is less than or equal 
to this total personal amount, Ontario income tax payable is reduced 
to zero. If it is more, then Ontario income tax is reduced by three 
times the amount less two times Ontario income tax. The estimated 
cost of the Ontario Tax Reduction program in 1992, when the reduc­
tions were slightly lower, was $134 million. It is estimated to cost 
Ontario $151 million in 1993. 

There are critical flaws in the Ontario Tax Reduction program 
which significantly blunt its effectiveness as a low-income tax relief 
measure. Because the Ontario Tax Reduction is provided to individual 
taxpayers based on their income tax payable rather than the family's 
income tax, lower-income family members can benefit from the re­
duction even if they live in families with combined incomes 

2 The basic amount of the Ontario Tax .Reduction was increased from $175 in 1992 to 
$205 in 1993 and the child amount was increased from $375 to $395 in the 1993 
Ontario budget in order to compensate low taxpayers for the 3 per cent increase in 
Ontario income tax. 
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TABLE 16.1 
Ontario Tax Reduction (Estimates for 1993) 

Family income Gross tax expenditure % distribution 
($) ($ millions) of benefits 

10,000 and under 3.3 2.18 
10,001-20,000 12.9 8.53 
20,001-30,000 51.1 33.80 
30,001-40,000 43.1 28.51 
40,001-50,000 16.2 10.71 
50,001-60,000 9.2 6.08 
60,001-70,000 5.2 3.44 
70,001-90,000 4.5 2.98 
Over 90,000 5.7 3.77 

All tax filers 151.2 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M). 

substantially above any low-income threshold. In addition, the 
Ontario Tax Reduction is based on Ontario tax, not income. This 
means that higher-income earners who pay little Ontario tax because 
they take advantage of numerous tax expenditures can also benefit 
from the program. These features of the program appear to be 
inconsistent with its intent, which is · to relieve the tax burden on 
people who have inadequate incomes. 

Our analysis of the distribution of benefits of the Ontario Tax 
Reduction in 1993 estimated that just over 10 per cent of the money 
expended on the Ontario Tax Reduction program, or $16.2 million, 
actually goes to families with incomes below $20,000 (table 16.1) .  Just 
over 1 6  per cent of the benefit, or $24.6 million, goes to families with 
incomes in excess of $50,000. The obvious conclusion is that the pro­
gram is not well targeted. The majority of the tax 'benefit goes to in­
dividuals in families whose incomes are above $30,000. 

By far the most important factor influencing this distribution is the 
use of the individual, rather than the family, as the unit of benefit. 
The majority of beneficiaries of the Ontario Tax Reduction are people 
with low individual incomes and tax payable, but these are also 
people who live in families with combined incomes above the low­
income standard. 
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We evaluated a design for a more effectively targeted Ontario Tax 
Reduction program based on family incomes rather than individual 
tax payable. Such a system would, in effect, transform the Ontario 
Tax Reduction into a non-refundable low-income tax credit .  
Simulations we performed suggest that with such a design, the pro­
portion of tax benefits going to low-income families would increase 
significantly and Ontario would pay much less in terms of its tax ex'" 
penditure for low-income tax relief. However, because refundable 
credits are a more effective means to address the problem of low­
income, we do not recommend that the Ontario Tax Reduction 
Program be changed. Instead, later in this chapter we propose a re­
placement for the program. 

Ontario's Refundable Tax Credits 

Both the federal government and the Ontario government have re­
fundable tax credit programs that provide benefits to low-income 
families and individuals. Ontario was an early leader in the devel­
opment of refundable low-income tax credits, establishing its 
Ontario Tax Credit program in 1972. At the federal level, the refund,.. 
able child tax credit was initiated in 1 978 and has since been replaced 
by the Child Tax Benefit. The federal government also introduced the 
Goods and Services Tax (GST) credit in 1991 . (Another federal sales 
tax credit existed prior to the GST.) 

The Ontario Tax Credit program currently consists of three com­
ponents: the Ontario property tax credit, the Ontario property tax 
credit for seniors, and the Ontario sales tax credit.3 The Ontario Tax 
Credit program is designed to compensate people with low incomes 
for some part of the burden of property and sales taxes. The program 
has also been used at various times to achieve other specific objec­
tives such as to offset home heating costs. Although it is considered 
one program, the three components of the Ontario Tax Credit pro­
gram are calculated separately. The non-senior property tax credit is 
calculated as $250 plus 10 per cent of occupancy cost (rental pay­
ments, property taxes, or college residence fees) and is reduced by 2 
per cent for every dollar of combined net annual income over $4000. 

3 Other refundable tax credits in Ontario are the political contribution tax credit, the 
home ownership tax credit, and the worker ownership tax credit. 
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The property tax credit for seniors is calculated as $500 plus 10  per 
cent of occupancy cost and is reduced by 4 per cent for every dollar 
of combined net annual income over $22,000. The sales tax credit 
amount is the same for seniors and non-seniors, $100 per adult and 
$50 per child (under 19), and the reduction rates are calculated in the 
same way as for the property tax credit.4 

The Ontario Tax Credits are delivered through the personal in­
come tax system. This means that individuals must file a tax return 
to receive a benefit either in the form of a tax offset or a refund. A 
single person earning near the minimmn wage, $12,000 per year, and 
paying $415 per month in rent would have received a net Ontario 
Tax Credit of $290 in 1992. A single senior with an income of $12,000 
and the same rent would receive a net benefit of $700. The maximum 
benefit under the program is $1000. These credits are not indexed to 
increases in the consumer price index but are adjusted on an ad hoc 
basis. Over 2.4 million households received an estimated $860 mil­
lion in Ontario tax credits in 1992. Just over half went to seniors and 
over 90 per cent was estimated to go to individuals and families re­
porting incomes of less than $25,000 per year (Ontario Miilistry of 
Treasury and Economics Taxation Policy Branch 1992, 3, 6). 

A question for us was whether it is necessary to have three sepa­
rate refundable low-income credits in Ontario that provide benefits 
to people with low incomes. We assessed each part of the Ontario 
Tax Credit program in relation to its objectives, and in relation to 
low-income relief in general. 

The sales tax credit is an income supplement paid to individuals 
and families and is sensitive to income and family size. It has a basic 
adult component and a child component. Its relationship to sales 
taxes paid is remote. Households with annual incomes under $20,000 
pay on average just over 3 per cent of their total income in Ontario 
retail sales tax. The average value of the sales tax credit reduces this 
to a net amount of approximately 2.5 per cent. At annual incomes 
over $20,000 the offsetting effect is almost negligible (see figure 16 .1 ) .  

-----------------

4 The property and sales tax credits for seniors were converted from flat rate grants in 
the 1992 Ontario budget. 
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FIGURE 16.1 
Estimated Effect of the Sales Tax Credit in Offsetting the Retail Sales Tax Paid by 
Ontario Households in 1991 
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Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD 1M); 1988 data adjusted to 
1991 values. 

Note: This analysis involved estimating the part of the combined sales tax 
and property tax benefit received that could be attributed to each of the 
sales tax credit and the property tax credit. This was done by first adding 
together the amounts reported on the income tax returns for property tax 
credit and sales tax credit, enabling the calculation of the share of each of 
the reported sales tax credit and property tax credit amounts. These 
percentages were subsequently applied to the combined benefit amount 
that was paid out, to obtain separate benefit amounts for the sales tax 
credit and the property tax credit. This formula was adopted here for 
illustration purposes; other allocation formulas could be used as well. 

The property tax credit is sensitive to income and occupancy cost. 
Households with annual incomes under $20,000 pay close to 8 per 
cent of their total income in property tax either directly or indirectly 
in the form of rent. After the property tax credit, the estimated 



The Role of the Tax System in Social Policy 301 

FIGURE 16.2 
Estimated Effect of the Property Tax Credit in Offsetting the PropeTty Tax Paid by 
Ontario Households in 1991 
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Note: In this example, it is assumed that property tax levied on multi­
residential buildings is passed on to the tenants. See also note to figure 
16 . 1 .  

average net property tax paid drops to just below 5 per cent of total 
income. There is a significant reduction in effective property tax paid 
for households in the $20,000 to $30,000 income range as well. This 
effective reduction tails off quickly over the $30,000 level (figure 
16.2). 

Although a portion of the property tax credit is based on actual oc­
cupancy cost, its value is determined in combination with the sales 
tax credit to a maximum of $1000. This suggests that the credit's oc­
cupancy cost sensitivity is somewhat of an illusion. Nevertheless, 
there is definite political appeal to specific tax offsets for two visible, 
unpopular, and regressive taxes. The existence of these offsets also 
eases pressure for reform, especially of the property tax. In social 
policy terms, however, there is little difference between the specific 
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sales and property tax offsets for low-income people and a general 
refundable credit that is designed to increase those incomes. The ba­
sic purpose of such a program is to improve disposable incomes of 
people with low incomes by reducing their tax burden or providing 
them with a cash transfer. In our opinion, this goal would be better 
achieved through a simplified refundable tax credit without the un­
necessary complication for tax filers of calculating occupancy cost 
and adding the allowable credit onto the sales tax credit. 

A consolidated tax assistance program in Ontario could also re­
place the poorly targeted Ontario Tax Reduction program. Even if 
the Ontario Tax Reduction were to be converted to a family unit 
base, the fact that it reduces tax payable means that such a change 
would not benefit those low-income families who have no tax 
payable. It would be preferable to eliminate the Ontario Tax 
Reduction altogether and achieve low-income tax relief through a 
consolidated refundable low-income credit. 

R E C O M M E N D A T I O N 1 7  

Ontario should consolidate the adult components 
of the Ontario property and sales tax credits and 
the Ontario Tax Reduction program into a new and 
simplified Ontario Tax Assistance Credit. The 
credit should be refundable, delivering its maxi­
mum benefit to adults below a specified family 
income level and declining as income rises. 

Children and Taxes 

Child Benefits 

The cost of raising a child or children reduces the discretionary in­
come and ability to pay of the families with children. Various meth­
ods are available to estimate the minimum costs associated with 
meeting children's basic needs, but inevitably the results are subjec­
tive. One approach is to work with the low-income cut-off (LICO) 
estimates published by Statistics Canada, using the LICO increments 
as a guide (Statistics Canada 1993m, 5). Thus, in 1 991 in a city of over 
500,000 people, raising one child required an additional $5421 in 
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income for a two-earner couple, raising a second child required an 
additional $3847, and raising subsequent children required an addi­
tional $2710 per child. Each amount is the change in the low-income 
cut-off for a two-earner couple with an additional child. 

Another approach is to estimate the costs associated with raising a 
child in a specified locale. For example, the Social Planning Council 
of Metro Toronto provided detailed estimates of the various costs as­
sociated with raising children in 1991 . The costs included in the esti­
mate are expenditures for food, clothing, personal care, special 
school needs, recreation, housing, health, baby-sitting, and day care. 
The cost to a two-parent family of raising an only child, not includ­
ing day-care costs, ranges from almost $3000 per year for an infant to 
almost $7000 per year for an 18  year old. Day care adds another 
$1 600 to $12,000 per year, depending on the age of the child and the 
kind of day care purchased (Social Planning Council 1992, 219). The 
cost of raising a second or third child is somewhat less than the cost 
of the first child, owing to economies achieved on items like food 
and household maintenance. The cost of raising a child over the age 
of two in a single parent family is somewhat higher than the cost for 
a two-parent family (Social Planning Council 1992, 216, 219). 

For many years the tax system contained a provision that recog­
nized the cost of raising children. Before 1988 the dependent child 
provision was a deduction and was explicitly based on the principle 
of tax equity between families with and without children. Families 
with children have essential child-rearing costs and, it was assumed, 
have less ability to pay tax than childless individuals and families. 
Deducting at least part of these costs from income equalized the in­
come on which tax was applied. When the child deduction was con­
verted to a credit in 1988 it became less a tax provision to equalize 
ability to pay than a social benefit in recognition of the costs of rais­
ing children. This non-refundable child tax credit was provided in 
addition to the flagship child benefit program in Canada - the fed­
eral Family Allowance - which paid every Canadian family a flat 
rate benefit for each child under 18  years of age. Together these pro­
grams were based on the idea that children are at least in part a re­
sponsibility of SOciety, not just of parents, and that society should 
contribute to the costs of raising children. In 1978 the federal gov­
ernment introduced an income-tested child benefit program in the 
form of the refundable child tax credit. Together these three pro­
grams constituted the Canadian child benefit system at that time. 
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Further changes to the federal system of child benefits were intro­
duced in the 1992 federal budget and came into effect in 1993. The 
new Child Tax Benefit replaced the old federal system of benefits 
which included the universal Family Allowance, the non-refundable 
child tax credit, and the refundable child tax credit. Families with net 
incomes of up to $25,921 in 1993 receive the maximum benefit of 
$1020 ($S5 per month) for each of the first and second children in a 
family and $1095 ($91 per month) for the third and each subsequent 
child under the age of 17. Benefits to two-parent families with one 
child disappear at an income of approximately $66,000. For families 
with three children, benefits stop at around $88,000. Benefits are paid 
in monthly instalments and are based on the previous year's income. 
In this sense the Child Tax Benefit is a tax benefit only in name. Pay­
ments are separate from the tax system, and the tax system is used 
only to measure eligibility for benefits and for a final reconciliation at 
tax time. 

The removal of all fiscal - tax or transfer - recognition for children 
in families at upper incomes is without parallel among OECD coun­
tries (Kesselman 1993, 1 17) .5 It can be interpreted as the adoption of 
the idea by the federal government that having children is equivalent 
to a private consumption decision, like buying a car or a house. From 
a tax perspective, this federal policy is inconsistent with the fact that 
recognition of the costs of raising children in single parent families 
regardless of income has been maintained through the continued ex­
istence of the equivalent-to-married credit. In addition, the mainte­
nance of the marital credit reflects a public commitment to subsidize 
the costs of having a spouse who does not work outside the home, 
but not the costs of having children.6 This surely suggests both an 
inconsistent set of objectives and misplaced priorities. 

Ontario has its own system of child-related income supplements 
that are provided as tax-related benefits. It is also in the process of 
initiating a new provincial child benefits system. The proposed new 
Ontario Child Income Program (OCIP) is designed to be an 

5 The only exception is the United States. However, the phase-out of tax recognition 
for children in the United States is at taxable incomes above U5$275,OOO, much 
higher than Canada's new CTB phase-out of about Can$80,OOO (Kesselman 1993, 
1 17-1 8). 

6 We have recommended removal of the marital credit. See recommendation 15. 
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alternative to welfare for many families with children. 
Approximately $1 . 1  billion was spent through Ontario' s social 
assistance programs in 1991 specifically for the support of children in 
families who had no other means of support. It is proposed that this 
component of welfare be rolled into a new income-tested program 
similar in many ways to the federal Child Tax Benefit. It will mean 
that working poor and other low-income families who do not qualify 
for welfare will be eligible for some level of a new provincial child 
benefit. However, Ontario also operates several other child-related 
supplements - the Ontario Tax Reduction and the sales tax 
component of the Ontario Tax Credit program. Unless these are 
changed there will be several programs in Ontario providing child­
related supplements to low-income families. 

We would have liked to have been able to recommend to the 
province that it adopt a universal child benefit program that embod­
ies a commitment to social responsibility for children. Our view is 
that children are a social responsibility and it is appropriate that this 
be reflected in some fiscal support for children in families at all in­
come levels, particularly since the federal government has aban­
doned all such commitments. Fairness demands that families with 
children should not be worse off because of the costs associated with 
child rearing than individuals and families without children. 
However, we also recognize that the costs of a provincial universal 
child benefits system would far exceed those of a more tightly tar­
geted system where benefits are provided only to families with low 
incomes. We modelled different designs for provincial child benefit 
systems that included a universal flat rate benefit. All these models 
involved large amounts of additional net spending. Since it was not 
within our mandate to be recommending new social policy spend­
ing, we confined ourselves to considering how best to design family 
income supplementation - given the province's existing commitment 
only to an income-tested child benefit provision - that would remain 
within current expenditure commitments. 

We developed our recommendations for tax-delivered assistance 
to children in the context of the programs existing outside the tax 
system for the delivery of child benefits. The current social assistance 
system does not deliver benefits to children of working poor fami­
lies, and as long as it is the only delivery mechanism in Ontario for 
child benefits outside the tax system, tax-delivered assistance should 
be retained. If, however, a reform proceeds in the general direction 
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outlined in the government's proposal for an Ontario Child Income 
Program, we see no reason to retain two delivery systems with the 
same target population and would recommend that tax-delivered 
assistance be eliminated. 

Given those considerations, we propose an Ontario child tax credit 
that would provide benefits to low-income Ontario families accord­
ing to income levels and number of children. The credit would be 
refundable. We also propose that the equivalent-to-married. credit in 
the current income tax, which provides a tax reduction to single par­
ent families, be replaced with a supplement to the child tax credit 
payable to single parent families. The primary reason for this change 
is to convert the benefit into a refundable credit in order to provide 
assistance to single parent families not having taxable income. 

R E C O M M E N D A T I O N  1 8  

The current system of tax-delivered assistance to 
families with children through the Ontario Tax 
Reduction and the sales tax credit should be ra­
tionalized into an Ontario child tax credit. The 
credit would be refundable and provide a declin­
ing benefit as family income rises. 

R E C O M M E N D A T I O N  1 9  
If Ontario gains more control over its personal in­
come tax system through amendments to the 
federal-provincial Tax Collection Agreements, the 
equivalent-to-married credit should be eliminated 
and replaced with a supplement to the child tax 
credit that would provide benefits to single parent 
families. 
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R E C O M M E N D A T I O N  2 0  

If Ontario establishes an income-tested child 
benefit program which provides benefits to low­
income families regardless of the source of their 
income, Ontario should not implement the child 
tax credit proposed in recommendation 18. The 
assistance to families with children currently 
delivered through the tax system, through the 
Ontario Tax Reduction and the sales tax credit, 
should be eliminated and the additional revenue 
used to augment the benefits delivered under the 
child benefit program. 

Support for Child Care 

The ability of families to find accessible child care contributes to both 
the economic well-being of the family and the economic indepen­
dence of women. Unfortunately, the availability of high-quality, low­
cost child care is an ongoing challenge for many families. The 
Canadian National Child Care Study (1992) estimates that, in 1988, 
483,900 Ontario children were enrolled in at least one paid child care 
arrangement, a figure that represents about 29 per cent of children 12 
years of age and under in the province (Goelman et a1. 1993, 86). 

In 1992 the Ontario Ministry of Community and Social Services es­
timated that there were about 120,000 child care spaces in the 
province for children under the age of 12, but it is difficult to deter­
mine how many spaces are needed. One way to determine the need 
for child care is to estimate the labour force participation of women 
who have children under a certain age. This approach assumes that 
women are primarily responsible for child care, and that care is re­
quired if a mother is in the paid workforce. In 1986 almost one mil­
lion Ontario children under six years lived in a family in which the 
mother was in the labour force'? Child care spaces are not, however, 
required for all these children since some families prefer to hire a 
nanny, and in some families the father remains at home with the pre­
school children. Although the numbers are imprecise, a general 

7 Adapted by Park (1991, 58) from Ram (1990). 
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feeling exists among parents that "the number of licensed (child care) 
spaces need to be increased in all areas of Ontario" (Ontario Ministry 
of Community and Social Services 1992b, 9). 

In 1988 the estimated annual cost of child care in a child care cen­
tre was $7200 for an infant, $5400 for a pre-schooler, and $4200 for a 
school-age child (Ontario Ministry of Community and Social Services 
estimate, in Pence 1992, 396) .  The rates in private-home day care 
ranged from $1 1 to $24 per day, depending on the setting (Pence 
1992, 397). Based on a 260-day child care year, the average annual fee 
for private-home child care would be between $2860 and $6240. It is 
widely believed that informal child care is less expensive than li­
censed child care, but costs are difficult to determine since receipts 
are not provided. In 1988 about 45,000 of the child care spaces in 
Ontario, or 38 per cent of all spaces, were subsidized. Eligibility for a 
full or partial child care subsidy was estimated to start at just over 
$12,000 for a single parent family with one child, and just over 
$20,000 for a two-parent family with two children (Pence 1992, 396). 

Not only is the supply of child care in Ontario inadequate, but the 
cost to parents is significant. Park (1991, 58) found that in 1988 the 
cost of full day care for one child represented between 8 and 13 per 
cent of median family income in Ontario, and that the cost of full day 
care for two children represented 20 per cent of median family in­
come. In 1988 median family income in Ontario was $48,854, well 
above the $20,000 cut-off for a child care subsidy. 

Governments assist families with child care expenses through the 
child care expense deduction in the personal income tax. The deduc­
tion allows child care expenses, up to maximum amounts that vary 
according to the age of the child, to be deducted from taxable in­
come. The 1992 federal budget raised the allowable deduction for 
child care expenses effective in 1993 from $4000 to $5000 for each 
child under seven years of age, and from $2000 to $3000 for each 
child between seven and 14. For a dependent child with a severe 
mental or physical disability, a family may claim up to $5000 regard­
less of age. Low-income families who are unable to deduct child care 
expenses are permitted to claim an additional amount per child un­
der seven years of age ($213  in 1992) through the federal Child Tax 
Benefit. The Income Tax Act requires that, where there is more than 
one supporting adult, the person with the lowest income must claim 
the expense. In order to claim the deduction, the taxpayer must 
supply receipts, if the care-giver is an institution, or a social 
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insurance number, if the care-giver is an individual. The federal gov­
ernment argues that child care expenses are those costs that must be 
incurred by parents to enable them to engage in employment, busi­
ness, training, or research activity. Normally employment-related 
expenses are deductible only by taxpayers who are self-employed. 
The child care deduction stands as a unique item in the tax system 
since all other employment-related expense deductions for employ­
ees were removed with the abolition of the employment expense 
deduction in 1988. 

We can understand the view that child care expenses are an 
expense incurred to earn income, as well as the strong support for 
the child care deduction, especially by parents who claim it. 
However, income tax data indicate that only 642,000 Canadian 
families claimed the child care expense deduction in 1990. In the 
same year, there were 953,000 families with pre-school children 
where both parents, or the single parent in one-parent families, 
worked outside the home. There were 2.2 million such families with 
children under the age of 16. 

In our view, the child care deduction should be seen as an element 
of federal policy in support of early childhood development and 
child care. The unique status of the child care deduction suggests 
that it is implicitly viewed as a social policy commitment within the 
tax system. In addition, the child care deduction was clearly seen as a 
critical part of the federal government's national child care strategy 
in 1988-89, when it increased the deduction in order to increase its 
support for child care. 

The fact that, as a deduction, it provides a larger subsidy to higher­
income families with higher marginal tax rates, and no benefit to 
families with no tax payable, is a serious problem. A two-earner fam­
ily with two children and two high incomes that are taxed at a 
marginal rate of 53 per cent will receive a tax benefit equivalent to 
$5300 for child care. A two-earner family with two children, where 
one spouse earns the lower income of $25,000 annually and is taxed 
at a marginal tax rate of 27 per cent, will receive a tax benefit equiva­
lent to $2700 to pay for child care. The average value of the deduc­
tion for families claiming the child care expense deduction in Ontario 
in 1990 ranged from $140 in the under $10,000 income range to $2120 
for those with incomes in excess of $150,000 <table 16.2) . The fact is 
that low-income families derive little or no benefit from this program 
in support of child care. 
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TABLE 16.2 
Analysis of Child Care Expense Deduction, Tax Returns for Ontario, 1990 

Direct tax impact -
Tax filer income for Distribution of aggregate Average tax impact 
tax purposes ($) claimants (%) ($ millions) per claimant ($) 

Nil or negative 0.2 0 0 

10,000 and under 8.4 3 140 

10,001-20,000 253 31 516 

20,001-30,000 29.5 45 634 

30,001-40,000 19.0 52 1 1 39 

40,001-50,000 8.8 27 1257 

50,001-60,000 4.5 14 1310 

60,001-70,000 1.9 7 1480 

70,001-80,000 0.8 2 1200 

80,001-90,000 0.5 2 1 624 

90,001-1 00,000 03 1 2160 

100,001-150,000 0.3 1 1525 

Over 150,000 03 2 2120 

All tax filers 100.0 187 781 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

The total federal and provincial tax subsidy in Ontario given 
through the child care deduction was $187 million in 1990 (table 
16.2). Ontario's portion of this tax subsidy was approximately $63 
million (in 1990). In our view, this money would be better spent out­
side the tax system on child care services that would be available to 
all families regardless of their socio-economic status. A direct spend­
ing program on child care would also be a more equitable way to 
support the needs of parents, whether women or men, for quality, 
accessible non-parental child care services. 

R E C O M M E N D A T I O N  2 1  

If Ontario gains more control over its personal in­
come tax system through amendments to the federal­
provincial Tax Collection Agreements, Ontario should 
eliminate the child care expense deduction and use 
the revenue recovered in direct program spending for 
child care. 
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Disability and Taxes 

According to the Health and Activities Limitation Survey (HALS), in 
1986 about 1 .3 million Ontarians, or 14 per cent of the population, 
had a disability (Statistics Canada 1990b, 1-2, 1-4) .8 The definition of 
disability used for the survey was that of the World Health 
Organization: "any restriction or lack (resulting from an impairment) 
of ability to perform an activity in the manner or with the range con­
sidered normal for a human being" (Statistics Canada 1990b, xxxvi). 
Of the Ontarians with disabilities, just under 8 per cent resided in 
institutions, while the majority resided in households (Statistics 
Canada 1990b, 1-6). About 37 per cent of Ontarians with disabilities 
were age 65 and over, although those age 65 and over made up more 
than 80 per cent of the people with disabilities residing in institutions 
(Statistics Canada 1990b, 1-4, 1 -6). 

Of Ontarians with a disability, aged 15 years and older and living 
in the community, about 6 per cent required assistance with personal 
care and 2 per cent required assistance with moving around at home 
(Statistics Canada 1 990b, 5-8). Of those requiring assistance with 
personal care, 31 per cent were assisted by someone other than fam­
ily, a friend, or a neighbour. Of those requiring assistance moving 
around at home, 26 per cent were assisted by someone other than 
family, a friend, or a neighbour (Statistics Canada 1990b, 5-8) . In 
general, this kind of care would be provided by a paid attendant. 

About 38 per cent of Ontarians with a disability living in the com­
munity used an assistive device or aid of some kind (Statistics 
Canada 1990b, 5-6) . Aids include those required for impaired hear­
ing, for impaired vision, and to assist in agility and mobility. 

People with a disability do not participate in the labour force to the 
same degree as the general population. In 1 986, 50 per cent of 
Ontarians with a disability aged 15 to 64 and living in the commu­
nity were labour force participants (Statistics Canada 1990b, 3-4), 
compared with 69 per cent in the general population (Statistics 
Canada 1993f, 321) .  Of those in the labour force, 13 per cent of people 
with disabilities were unemployed (Statistics Canada 1990b, 3-4), 

8 All the information on people with a disability is based on results of the HALS and, 
as such, is based on self-reporting. 
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compared with 7 per cent of all Ontarians (Statistics Canada 1993f, 
35, 215). 

Ontarians with a disability have lower incomes than the general 
population. In 1986, 51 per cent of individuals with a disability, aged 
15 and over and living in the community had an income of less than 
$10,000, and only 13 per cent had an income greater than $30,000 
(Statistics Canada 1990b, 5-17). By comparison, 34 per cent of 
Ontarians had an income of less than $10,000 in 1986, and almost 24 
per cent had an income over $30,000 (Statistics Canada 1987, 1 1 1 ) .  In 
1986, almost 20 per cent of people with a disability, aged 15 and over 
received income related to the disability, most receiving Canada 
Pension Plan payments or workers' compensation. Just over 3 per 
cent of people with a disability aged 15 to 64 received social assis­
tance payments in 1986. 

People with mental and physical disabilities are among the most 
disadvantaged in Canada. This disadvantage stems from barriers 
they face to full participation in the social and economic life of the 
community, especially in employment. To overcome these barriers, 
both the individual and society generally must incur extraordinary 
costs for a wide range of products and services: wheelchairs and 
other assistive devices; special medical services, equipment, and 
medication; transportation; special housing; workplace adaptation; 
vocational rehabilitation; and attendant care. 

The federal government has provided tax relief in recognition of 
disability-related costs since the 1930s . Starting with sales and cus­
toms duties relief on items for people with impaired mobility, tax re­
lief provisions weH� extended over time to the personal income tax in 
the form of medical expense deductions and deductions associated 
with the disability expenses of individuals. Increasingly these forms 
of tax relief have become transferable in recognition of the fact that 
they may be incurred by a relative who supports a person with little 
or no taxable income. More recently, provisions have been intro­
duced that allow businesses to claim expenses associated with 
accommodating people with disabilities; provide greater recognition 
for the expenses incurred by people with disabilities to earn income 
or to make adaptive renovations to their homes; and encourage peo­
ple with disabilities to take advantage of educational opportunities. 

Disability-related tax relief found its original justification in the 
principle of horizontal equity, the idea that people with the same in­
come should pay the same tax. People with disabilities have higher 
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non-discretionary expenses for daily living than persons without 
disabilities. These expenses create a consistently different ability to 
pay at the same level of total income. Putting the case slightly differ­
ently, if the goal in income taxation can be seen as taxing increments 
to economic power during the taxation year, it would be hard to ar­
gue that expenses required of people with disabilities simply to cope 
with day-to-day life should be counted as increments to their eco­
nomic power. 

While horizontal equity has been the central motive underlying 
disability-related tax relief in the past, the recent expansion of these 
provisions is also a reflection of the struggle for equality rights and 
the expansion of disability-related social policy. As disability groups 
have become more organized and vociferous in their demands for 
more support, governments have become more sensitive to the need 
to reduce barriers to participation in society. Disability-related tax 
assistance has been used to influence behaviour, to encourage em­
ployment, to promote community living as an alternative to institu­
tional care, and to compensate people with disabilities for non-pecu­
niary hardships imposed by their disabilities. 

For governments and for people with disabilities, the tax system 
has become an attractive vehicle for the delivery of disability-related 
benefits. The 1993 report of the House of Commons Standing Com­
mittee on Human Rights and the Status of Disabled Persons, As True 
as Taxes: Disability and the Income Tax System, reflecting an extreme 
but nevertheless telling position, argued that the tax system should 
become the delivery mechanism for benefits to low-income 
individuals with disabilities. Interest in tax-based disability support 
stems in large part from dissatisfaction with other parts of the dis­
ability income security system and frustration with progress in 
achieving badly needed reforms.9 In her presentation to the com­
mission, Diane Richler of the Canadian Association of Community 
Living argued that, because of the general trend towards cutbacks in 
direct social spending, people in social work look to the tax system 
as a surer method of equalization because the tax system can target 
support on an individual basis (Canadian Association of Community 
Living 1 993) . 

9 For a synthesis of the main criticisms of the disability income security system, see the 
Roeher Institute (1992). 
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The question for the commission was whether tax-based disability 
support was the best form of support for disability-related costs, or 
whether there were other mechanisms that would be fairer and more 
effective. We concluded that tax relief in this area as it is presently 
offered is far from the best approach. We are not convinced that the 
tax system is the appropriate foundation upon which to build more 
generous disability-related assistance for Canadians. As in so many 
other areas of social policy, the tax system has been handed respon­
sibility for meeting program objectives that would be better achieved 
outside the tax system through more direct provision of benefits. 

Disability Tax Credit 

The single most important tax benefit for people with disabilities is 
the disability tax credit. The disability tax credit was introduced in 
1988 but was preceded by a disability tax deduction. In 1992 the dis­
ability tax credit had a maximum value of $1 1 14 as a combined 
federal and provincial tax reduction in Ontario. This is a significant 
benefit for people with at least that amount of tax payable. Prior to 
1986 a person had to be blind or confined to bed or a wheelchair to 
be eligible for a disability deduction. In 1 986 the eligibility criteria 
were liberalized to include all individuals who are "markedly 
restricted in activities of daily living." The Income Tax Act (1992, 
section 1 18.4) lists these activities as "perceiving, thinking and 
remembering; feeding and dressing oneself; speaking; hearing; 
eliminating (bowel and bladder functions); and walking." Those who 
are restricted in their ability to perform these functions are con­
sidered disabled and are eligible for a disability tax credit claim. 
Responsibility for assessing eligibility is assigned to the claimant's 
medical professional, who must complete a Disability Tax Credit 
Certificate (Form T2201) to accompany the tax filer's return. Health 
and Welfare Canada acts as the administrative mechanism for 
legitimating claims made to Revenue Canada. 

The disability tax credit is designed to compensate for the non­
quantifiable costs associated with disabilities that are the result of 
"severe and prolonged" mental or physical impairment a,nd that are 
likely to last at least 12 months. Quantifiable and medically related 
disability costs can be claimed as medical expenses under the medi­
cal expenses credit. In addition, a deduction of up to $5000 is avail­
able for attendant care expenses associated with earning business or 
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employment income. The disability tax credit cannot be claimed by 
people claiming the cost of full-time care in a nursing home as a 
medical expense, but can be claimed by people claiming the part­
time attendant care deduction. 

Disability groups including the Coalition of Provincial Organiza­
tions of the Handicapped (COPOH) like the disability tax credit 
because it provides a substantial tax benefit without the need to 
quantify or have receipts for the expenses incurred. However, they 
have two major criticisms of the credit: its limited definition of dis­
ability, and its non�refundability. They argue that, despite the 1986 
liberalization of the disability tax credit, some disabilities are in­
cluded while others are not. In addition, the requirement for doctor 
certification reinforces the medical model of disability, which limits 
eligibility to people with medically certifiable impairments. The 
alternative, which is advocated by groups representing people with 
disabilities, is self-declaration with a non-medical verification proce­
dure to assure appropriate eligibility. This definition would 
undoubtedly expand significantly the number of disability tax credit 
claimants and the associated cost. 

The number of disability tax credit claimants has expanded dra­
matically over the past several years. In 1985 there were 85,000 peo­
ple in Canada who claimed the disability tax allowance. The 1986 
change more than doubled the number of claimants in just one year. 
From 1985 to 1990 the number of claimants in Canada increased by 
420 per cent to 355,840. In Ontario the corresponding number in 1990 
was 149,000. Statistics Canada's 1991 Health and Activity Limitation 
Survey estimated that the range of potential recipients in Canada 
was 360,000 to 490,000. The difference between the number of claims 
and the estimated potential claimants might be attributable in part to 
the fact that the credit provides no benefit to people with insufficient 
income to be taxable. However, expanding the definition of disability 
for eligibility would do little to solve this problem. 

Advocates for people with disabilities believe that non-refundabil­
ity of the disability tax credit is its most important limitation. The av­
erage tax benefit in Ontario in 1990 was $751 per claimant. This 
amount varied only slightly by income group. The fact that the dis­
ability tax credit is a tax relief measure and not a direct transfer 
means that the lowest-income group received the lowest benefit, on 
average $317 (table 16.3). Some individuals receive nothing despite 
having significant disability-related expenses. However, if a person 
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has a spouse or supporting relative with a taxable income high 
enough to use all or part of the unused portion, the family unit can 
still benefit because the disability tax credit is transferable. In 1990, 
about 30 per cent of disability tax credit claims were transferred to 
other taxpayers (Fair Tax Commission calculation based on Revenue 
Canada microdata file). 

Despite the fact that the disability tax credit is transferable, advo­
cates favour converting it into a refundable tax credit to extend the 
benefits now available to people who have a tax liability to those 
who do not have a tax liability. Transferability significantly reduces 
the losses to low-income people with disabilities. But there remains 
an inequity between disabled persons with supporting relatives and 
those without. Transferability is also perceived to reinforce the 
dependency of people with disabilities. A refundable credit has the 
advantage of being paid directly to the relevant person. 

There are several problems with converting the disability tax 
credit to a refundable credit. Cost is likely the Least serious issue be­
cause the transferability option already extends the credit substan­
tially beyond the actual target group. If the disability credit were 
converted to a refundable credit, it would result in a net benefit to 
people with disabilities who receive social assistance benefits only if 
the amount of the credit is disregarded in determining social assis­
tance benefits entitlements. Otherwise, conversion to a refundable 
credit would simply shift a portion of the cost of social assistance for 
people with disabilities from the provincial to the federal govern­
ment. In addition, under the current Tax Collection Agreements, a 
federal initiative to make the credit refundable would have the effect 
of increasing provincial revenues from income taxation of people 
with disabilities, by the amount of the $38 million provincial share of 
the cost of the current non-refundable credit. 

In principle, we support the extension of the support provided 
now by the disability tax credit to non-tax-paying individuals with 
disabilities . The credit is clearly a social benefit that bears no rela­
tionship to the actual spending of individuals on disability-related 
needs or to the degree of their disabilities. It is a reflection of the 
desire of government to provide a general benefit to all people with 
severe disabilities and should be designed to do so. It does not, how­
ever, follow that the best way to do this is to make the disability tax 
credit refundable. 
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TABLE 16.3 
Analysis of Disability Amount 
Tax Returns for Ontario, 1990 

Tax filer income for Distribution of 
Direct tax impact -
aggregate Average tax impact 

tax purposes ($) claimants (%) ($ millions) per claimant ($) --��--�----�----��--�- �------�------�----
Nil or negative 1.1 

10,000 and under 15.3 

10,001-20,000 33.5 

20,001-30,000 23.8 

30,001-40,000 12.0 

40,001-50,000 6.0 

50,001-60,000 3.9 

60,001-70,000 1.7 

70,001-80,000 0.5 

80,001-90,000 0.4 

90,001-100,000 0.7 

100,001-150,000 0.7 

Over 150,000 0.6 

All tax filers 100.0 

° 1 

7 317 

39 793 

30 859 

16 887 

8 868 

5 878 

2 906 

1 858 

112 

862 

838 

1046 

858 

751 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

Originally the disability amount was provided in the form of a de­
duction. As a deduction it was intended to allow people with disabil­
ity-related costs to deduct these costs before calculating their taxable 
income. This was and is the conventional way of assuring horizontal 
equity between people with and without these expenses. When the 
deduction was converted to a credit, it became much more clearly a 
social benefit unrelated to specific expenses. The fact that there are 
refundable credits that provide benefits to very low-income people 
frequently leads people to conclude that non-refundable credits 
should be converted to refundable credits as a matter of fairness. 

Making the disability tax credit refundable would solve the prob­
lem of some low-income people not receiving any benefit. Once the 
decision is made to provide the benefit to all people with disabilities� 
regardless of whether or not they have a liability for tax, the delivery 
question then becomes: Is there an inherent reason why it would be 
better to deliver these benefits through the tax system than to do so 
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directly? In our view, the latter conclusion is the appropriate one. 
Because of the difficulty in defining disability and because it is im­
possible to recognize systematically the degree of disability, the tax 
system is an extremely blunt mechanism for the delivery of benefits 
that are unrelated to tax liability. 

We believe the disability tax credit should be converted to a flat 
rate benefit delivered outside the tax system. Government should 
provide, as a matter of social commitment, a constant dollar benefit, 
regardless of income, to all eligible people with disabilities. The 
superiority of a flat rate approach to the provision of this benefit is 
reinforced by the fact that it would be an open and highly visible 
program administered by the appropriate government department 
responsible for support for people with disabilities, rather than 
federal or provincial departments of finance that have little 
experience with such matters. The attractiveness of a f.lat rate non­
tax-related benefit for disability is also enhanced by the fact that it 
can be made taxable to recover some portion of the benefit from 
high-income people. We favour converting the disability tax credit to 
a flat rate benefit delivered outside the tax system in principle; for 
Ontario we specifically recommend that under a new tax collection 
agreement it convert its disability tax credit to a provincial disability 
flat rate social benefit. 

R E C O M M E N D A T I O N  2 2  

If Ontario gains more control over its personal in­
come tax system through amendments to the 
federal-provincial Tax Collection Agreements, 
Ontario should eliminate the disability tax credit 
and replace it with a flat rate, taxable benefit 
payable to all persons with disabilities. 

In making this recommendation about the structure of the benefit, 
we are not making a judgment about its adequacy. Indeed, there was 
considerable sentiment among us that the current level of support 
for people with disabilities is inadequate. However, as in other cases, 
we believe that a recommendation to spend more in this area 
(whether through the tax system or directly) is not within our 
mandate. 
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Medical Expenses Tax Credit and Attendant Care Deduction 

The medical expenses tax credit is designed to be a measure of sup­
port for the specific and identifiable costs of sickness or disability. An 
individual may claim allowable expenses above a threshold of 3 per 
cent of income or $1614, whichever is less. The value of the credit is 
17  per cent of the claim from the federal income tax, plus an Ontario 
amount equivalent to 58 per cent of the federal tax saving. For people 
with disabilities, the threshold is designed to ensure that compensa­
tion is provided only to those with extraordinary expenses over and 
above those covered automatically by the disability tax credit. For 
example, it is assumed that the disability tax credit will cover ap­
proximately the first $1 100 in disability related expenses. For an in­
dividual with a gross income of $15,000, no other deductions, and 
$1000 in medical expenses, the credit will result in a reduction of 
federal and provincial tax payable of approximately $148. With 
$2000 in medical expenses, the credit will provide a tax saving of ap­
proximately $416. The main criticisms of the medical expenses tax 
credit by people with disabilities are its threshold, its list of allowable 
medical costs, and its non-refundability. 

The problem with the threshold for the medical expenses tax credit 
is that it provides proportionately larger benefits for people who are 
sick and suffer temporary disability and who incur extraordinary 
one-time costs than for those with more severe and permanent , 
disabilities and ongoing costs. Expenses are creditable only above a 
certain percentage of income. Someone with expenses spread over 10 
years loses 1 0  times the threshold amount from the total claim. 
Someone who claims the same amount all in one year has the 
threshold amount subtracted only once, In addition, people with 
disabilities are frustrated that self-employed persons with disabilities 
seem to be able to claim the same items they claim under the medical 
expenses tax credit as business expense deductions with no 
threshold. Since the employment expense deduction for everyone 
was eliminated in 1988, employed persons with disabilities have lost 
an avenue for claiming similar expenses at the same rate as the self­
employed (with the exception of the attendant care deduction) .  
Lowering or  removing the threshold would significantly improve 
compensation for such individuals. 

Disability-related medical expenses most often claimed by people 
with disabilities under the medical expenses tax credit include drugs, 
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assistive devices, medical supplies, health services not covered by 
OHIP, modifications to residences to make them more accessible, 
travel to and from treatments, personal services, home care, rehabili­
tative services, and nursing care (Ontario Ministry of Citizenship 
1990, 19). A list of goods and services eligible for credit is published 
and updated each year by the Department of Finance as new allow­
able items are identified. Critics argue that the list always excludes 
important items. For example, an air conditioner cannot be claimed 
as an expense by a person who requires one for disability-related 
reasons because it is not specifically designed for people with 
disabilities (Sherman 1989, 56). It is estimated that approximately 45 
per cent of the disability-related expenses of those with severe 
disabilities cannot be claimed as medical expenses eligible for credit 
(Canada Department of Finance 1991b, 48). Although many of the 
goods and services not covered, such as special transportation, are 
provided from other sources, there are many obvious gaps in the sys­
tem. For example, although expenses associated with the servicing 
and maintenance of equipment can be claimed for credit, no benefits 
accrue to individuals who pay no income tax. For some equipment, 
the purchase price is relatively small compared with the operating 
and servicing costs. 

Attendant care can be claimed under the medical expenses tax 
credit. As an alternative, an employed person can deduct part-time 
attendant care costs up to a maximum of $5000 from income. As a 
deduction, this provision is more valuable for those earning higher 
incomes and paying taxes at higher marginal rates. In addition, un­
like the medical expenses tax credit, the deduction for attendant care 
expenses has no threshold. This treatment of attendant care expenses 
has been criticized because of its bias against the generally less costly 
and more desirable option of independent living at home. Disabled 
individuals who live in nursing homes or other institutions can claim 
the entire cost of their care as a medical expense. Individuals who 
live at home and participate in day programs or have attendant care 
are limited to a $5000 deduction. The tax treatment of attendant care 
expenses is exceedingly complex. This complexity alone suggests the 
need for reform to make the system easier to understand. As it cur­
rently stands, many people with disabilities require professional tax 
advice and planning to assure they benefit from all the tax options 
for which they are eligible. 
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Finally, disability groups argue that, as with the disability tax 
credit, the non-refundability of the medical expenses tax credit is a 
serious weakness. As is the case with the disability tax credit, the fact 
that the medical expenses tax credit is transferable to a suppor-ting 
relative significantly increases the opportunities for low-income 
people with no tax payable themselves to receive some benefit. 
While we share the view that low-income people should receive 
some benefit from government to offset their specific and identifiable 
costs of sickness and disability, we are not convinced that making 
the medical expenses tax credit refundable is the most effective way 
of doing so. In effect, making the credit refundable means creating a 
separate tax benefit for quantifiable disability-related medical costs. 
The argument against making the medical expenses tax credit re­
fundable is similar to the argument against making the disability tax 
credit refundable. A more direct form of partial or even full reim­
bursement for costs incurred would be preferable. A more direct 
form of compensation would also allow the appropriate authority 
more flexibility to lower thresholds and to expand eligible expenses 
as matters 

,
of social policy. 

R E C O M M E N D A T I O N  2 3  

If Ontario gains more control over its personal in­
come tax'system through amendments to the 
federal-provincial Tax Collection Agreements, 
Ontario should eliminate the credit for disability­
related medical expenses and the deduction for 
attendant care. In their place, Ontario should 
establish a program outside the tax system to 
subsidize the cost of attendant care or medical 
expenses for persons with a disability. 

Seniors and Taxes 

In 1991 almost 12 per cent of the Ontario population was 65 or older 
(Statistics Canada 1992c, 12). The average income of elderly families 
and unattached individuals was $32,018 in 1991, about 66 per cent of 
the average income of all families and unattached individuals in the 
province in that year (Statistics Canada 1 992d, 1 07, 1 14) . The average 
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income of families and unattached individuals where the head of the 
household was 65 to 69 was about 18 per cent higher than that of 
families in which the head was 70 or older. In 1991, 37 per cent of 
elderly Ontario families and unattached individuals had an income 
of between $10,000 and $20,000, compared with 1 6  per cent of all 
families and unattached individuals (Statistics Canada 1 992d, 1 0 7, 
1 14) .  In all income groups from $30,000 and above, there were 
proportionately fewer elderly families and unattached individuals 
compared with the general population of the province. 

In addition to the seniors' portion of the Ontario property and 
sales tax credit discussed earlier in this chapter, the personal income 
tax system supplements the incomes of seniors through two separate 
provisions that give tax relief for seniors: the non-refundable age 
credit and the non-refundable pension income credit. These tax mea­
sures reduce the average tax paid by seniors significantly below that 
paid by non-seniors at the same level of income. As a result, seniors 
at all income levels pay a lower proportion of their income in taxes 
than people under 65 years of age. Ontario shares in the cost of the 
tax expenditures. 

Age Credit 

Every taxpayer aged 65 years and over is eligible to claim the age 
credit. The federal credit was 1 7  per cent of $3482 in 1 992. The 
provincial portion (54.5 per cent of 17 per cent in 1992) is a further 9 .9 
per cent. The total value for someone who pays tax was approxi­
mately $938 in 1992 ($615 in federal tax relief, and $323 in Ontario tax 
relief). Any unused portion of the credit is transferable to the taxpay­
er's spouse. The age credit cost the Ontario government approxi­
mately $227 million in forgone taxes in 1 990, and the federal 
government a further $450 million in Ontario alone for a federal and 
provincial total of $677 million (table 16.4). 

This special treatment of seniors in the tax system has been justi­
fied in several ways. First, it is a way of recognizing the lifelong con­
tribution of seniors to Canadian society. It is argued that this contri­
bution merits a social benefit to all seniors regardless of income. This 
was originally the rationale for the federal Old Age Security pro­
gram, which pays a flat rate benefit of approximately $4600 a year 
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(I993) to every Canadian aged 65 or over who meets a residency 
requirement.lO Second, it is based on the recognition that seniors 
generally experience a drop in income upon retirement and on 
average have significantly lower incomes than other Canadians. It is 
argued that because seniors have less ability to pay tax in general, 
tax relief is justified. Third, it is argued that because a high 
proportion of seniors have low pension incomes, they merit special 
assistance, in this case in the form of tax relief. About 80 per cent of 
people who claimed the age credit in Ontario in 1990 had incomes 
below $30,000. 

Public policy in recent years has moved away from universal 
social programs. For example, although Old Age Security is still 
described as a "universal" benefit, in 1989 the federal government 
imposed a claw-back of Old Age Security payments, which now 
requires higher-income recipients to pay back at tax time part or all 
of the benefit they receive. In addition, restrictions were introduced 
to limit payments of Old Age Security to immigrants. Full benefits 
are now payable only to those who have resided in Canada for 40 
years after the age of 18. 

In this context the age credit stands out as potentially the only fis­
cal measure left in Canada which gives a public benefit to all seniors. 
However, as a universal benefit for seniors the age credit is inferior 
to a direct spending program such as Old Age Security as it was 
originally designed. Because the credit is non-refundable, it is of little 
or no value to very low-income seniors, many of whom are single el­
derly women, who have no tax payable and no spouse to whom to 
transfer any unused portion of the credit. In addition, because it is 
non-taxable (its net value is calculated after tax), it provides the same 
benefit to recipients over a broad income range. Old Age Security is 
taxable and, therefore, before the claw-back gave its largest benefit to 
low-income seniors and a declining net or after-tax benefit to higher­
income seniors with higher marginal tax rates. 

10 There are important differences. Tax relief gives no benefit to those who have no tax 
payable, and Old Age Security is a taxable bcncfit. In addition, there is a special 

claw-back on Old Age Security benefits paid to high-income seniors. 
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TABLE 16.4 
Analysis of Age Amount 
Tax Returns for Ontario, 1990 

Direct tax impact -
Tax filer income for Distribution of aggregate Average tax impact 
tax purposes ($) claimants (%) ($ millions) per claimant ($) 

Nil or negative 0.7 ° 1 
10,000 and under 25.0 67 271 
10,001-20,000 33.4 263 794 
20,001-30,000 19.1 1 62 856 
30,001--40,000 9.1 78 861 
40,001-50,000 4.8 41 862 
50,001-60,000 2.7 23 862 
60,001-70,000 13 11  863 
70,001-80,000 0.9 8 861 
80,001-90,000 0.6 5 860 
90,001-100,000 05 4 860 
100,001-150,000 1.0 8 859 
Over 150,000 0.8 7 861 

All tax filers 100.0 677 684 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

On balance, we believe the most equitable way to distribute the 
support currently provided to seniors through the age credit is in the 
form of a refundable tax credit. This revised credit would provide 
assistance to low-income seniors who are not able to receive any 
benefit (or receive only a small benefit) from the current credit. 

R E C O M M E N D A T I O N  2 4  

If Ontario gains more control over its personal 
income tax system through amendments to the 
federal-provincial Tax Collection Agreements, 
Ontario should eliminate the age tax credit and 
replace it with a seniors tax credit. This credit 
should be refundable and provide a declining 
benefit as family income rises. 
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TABLE 16.5 
Analysis of Eligible Pension Income Amount 
Tax Returns for Ontario, 1990 

Direct tax impact -
Tax filer income for Distribution of aggregate 
tax purposes ($) claimants (%) ($ millions) 
Nil or negative OJ ° 
10,000 and under 6.9 4 

1 0,001-20,000 32.0 54 
20,001-30,000 26.3 49 

30,001-40,000 14.4 27 

40,001-50,000 8.0 15 

50,001-60,000 4.4 8 

60,001-70,000 2.5 5 
70,001-80,000 1.5 3 

80,001-90,000 1.0 2 

90,001-100,000 0.8 

100,001-150,000 1.3 2 

Over 150,000 1.0 2 

All tax filers 100.0 172 

Average tax impact 
per claimant ($) 

° 
83 

229 

251 

254 

253 

256 

254 

252 

248 

251 

247 

251 

233 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

Pension Income Credit 

Seniors in receipt of private pension or annuity income may claim a 
credit of 1 7  per cent of the first $1000 of income received from that 
pension in computing their Basic federal Tax. At the current 
provincial tax rate of 58 per cent of Basic Federal Tax, this generates 
a further benefit of 9.9 per cent of the first $1000 against provincial 
tax. Eligible pension income includes annuity payments under a 
superannuation or pension plan, a registered retirement savings 
plan, a deferred profit-sharing plan, and payments under a reg� 
istered retirement income fund. Eligible pension amounts do not 
in dude payments under Old Age Security, the Guaranteed Income 
Supplement, or payments under the Canada Pension Plan. 

The tax benefit provided by the pension income credit is equal to 
approximately $270 in tax relief for seniors at all income levels if they 
have incomes high enough to pay taxes. The average tax benefit in 
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1990 was $233 per claimant (table 16.5). However, the average benefit 
for tax filers with incomes below $10,000 was only $83. Over 65 per 
cent of claimants of the pension income credit had incomes below 
$30,000. Any unused portion of the credit is transferable to a tax­
paying spouse. In 1 990 the total federal and prOVincial tax 
expenditure in Ontario for the credit was $172 million ($58 million of 
which was Ontario's contribution). 

Prior to 1 988 the tax relief provision for pension income in the per­
sonal income tax was in the form of a deduction that gave tax exempt 
status to the first $1000 of pension income. This was originally 
intended to be an incentive to participate in a private pension plan 
and to maintain a measure of purchasing power of private pension 
income which is generally not indexed to increases in the cost of liv­
ing. However, as a deduction it provided a larger dollar benefit to 
taxpayers with higher incomes and higher marginal tax rates. As 
part of its 1988 tax reform, the federal government converted the 
pension income deduction to a credit. The pension income credit 
now results in an equal dollar amount to all taxpayers with qualify­
ing pension income and sufficient tax. 

The credit delivers up to $270 in tax savings to seniors with income 
from private pensions, while seniors who receive income only from 
the Canada Pension Plan and Old Age Security receive no benefit. In 
effect, the pension income credit provides a supplemental tax benefit 
to elderly Canadians who are on average better off than those who 
rely exclusively on public pension income. In addition, there is an 
inherent bias against women in this provision because women are far 
less likely to have a private pension or annuity income than men. On 
average, Ontario women in retirement receive 50.7 per cent of their 
income from government programs such as OAS, GIS, and CPP and 
only 14.0 per cent from private pensions. Ontario men in retirement, 
on average, receive 39.5 per cent of their income from government 
transfers and 25.1 per cent from private pensions. This reflects the 
fact that historically women did not participate in the labour force to 
the same extent as men, and, when they did, they were employed in 
jobs that did not include penSion benefits as part of the 
compensation package. We see no justification for providing an 
additional tax subsidy to seniors who have private pension income 
that is not available to seniors without such income. 
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R E C O M M E N D A T I O N 2 5  

If Ontario gains more control over its personal 
income tax system through amendments to the 
federal-provincial Tax Collection Agreements, 
Ontario should eliminate the pension income 
credit. The revenue recovered by eliminating this 
credit should be used to increase the value of the 
seniors tax credit. 

Retirement Savings 

Tax assistance for private retirement savings is the biggest single tax 
expenditure in the personal income tax system and, arguably, the 
most important social program delivered through the tax system. 
Taxpayers are allowed to deduct from income their contributions -
up to limits - to individual Registered Retirement Savings Plans 
(RRSPs) or to Registered Pension Plans (RPPs) . In addition, it allows 
for the tax-free accrual of interest in these funds. Tax is imposed on 
withdrawals from pension funds. The combined national total tax 
expenditure for the deductions and non-taxation of interest accruals 
on RRSPs and RPPs was estimated to be $15.4 billion in 1 989 
(Canada Department of Finance 1 992b, 13). The total provincial tax 
expenditure in Ontario was $2.7 billion (Block and Maslove n.d.).  
Only a small part of the revenue forgone was recovered through tax­
ation of withdrawals from these plans. At the federal level, $3.5 bil­
lion in tax was collected from the taxation of RRSP and RPP with­
drawals in 1989; Ontario's share of the tax receipts on withdrawal 
was $720 million. The net provincial tax expenditure for retirement 
income savings in Ontario, after the taxes on withdrawals are taken 
into account, was $1 .98 billion in 1 989. 

The RRSP and RPP tax deductions are intended to help taxpayers 
save for retirement. However, it has been argued that the tax treat­
ment of retirement savings is simply a way for people to spread their 
incomes over a longer period of time for tax purposes, and thus to 
make their tax liability better reflect their incomes over the period. 

The Carter Commission, in its 1966 report, pointed out that "by 
allowing taxpayers to deduct their contributions to pension plans 
from other income, and by taxing them only on what they take out of 
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such plans, thus deferring the imposition of tax on both the contribu­
tions and the current income earned on the assets of such plans, an 
income tax system is converted into a modified form of expenditure 
tax" (Carter Report 1966, vol. 3, 41 1-12). Nevertheless, the principal 
public policy rationale for providing special tax treatment for retire­
ment savings has a lways been to encourage Canadians to save for 
their retirement Ongerman and Rowley 1993). 

These provisions have also become important in stimulating sav­
ings for investment. Because restrictions are placed on the share of  
foreign investment allowed in retirement savings plans - only 18 per 
cent of RRSP funds may be in foreign holdings - they are a critical 
source of investment dollars for Canadian economic growth. In spite 
of these considerations, in our view tax assistance for private retire­
ment savings must be assessed principally on the basis of its role in 
Canada's retirement income policy. These tax expenditures represent 
a major loss of tax revenue, and they are equivalent to almost 42 per 
cent of total government direct spending on retirement income 
through such programs as Old Age Security and the Canada Pension 
Plan (Ingerman and Rowley 1993) . 

Federal personal income tax reforms that took effect in 1991 were 
designed to establish a common limit for tax assistance to all forms 
of private retirement savings, whether accumulated through RRSPs 
or through various types of private pension plans. Among those 
changes was an increase in the limits on contributions to RRSPs to 
match the size of pension that can be generated by an individual in 
an employer-sponsored plan. While various forms of private retire­
ment savings now receive comparable tax assistance, the fundamen­
tal question of whether such assistance is appropriately delivered 
through the tax system remains. 

A number of policy issues are raised by the existing system. If the 
objective of tax assistance for private retirement savings is to help 
taxpayers save for retirement, then all forms of retirement savings 
subsidized through the tax system should be on the same footing. 
Although the 1991 reforms established a common limit of tax assis­
tance to all forms of private retirement savings, whether through 
RRSPs or registered pension plans, there is no requirement that 
funds saved through RRSPs be used for retirement purposes. A tax­
payer may withdraw RRSP funds at any time for any purpose, al­
though when withdrawn, funds must be included in taxable income. 
A taxpayer whose tax-assisted retirement savings are channelled 
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through a registered pension plan may use the fund only to provide 
a pension at retirement. Pension legislation requires that funds from 
a registered pension plan transferred to an RRSP - for example, 
when an employee moves from one employer to another - must be 
locked into the RRSP and may only be used to provide a lifetime 
benefit for the holder at retirement. 

It seems to us that if RRSPs are considered equivalent to pensions 
for tax purposes, there can be no justification for allowing RRSP 
holders to use their tax-assisted funds for purposes other than 
providing a pension at retirement. As long as tax assistance is given 
to RRSP contributions to encourage taxpayers to save for retirement, 
regulatory authorities would be justified in requiring that funds 
invested in an RRSP be locked in and may only be used to provide a 
lifetime benefit for the holder at retirement. 

There are also serious problems with the existing system in terms 
of coverage. Only 50 per cent of men and 39 per cent of women in 
paid employment belong to private pension plans (Statistics Canada 
1991b). With respect to RRSPs, only 27 per cent of men and 19 per 
cent of women who filed tax returns claimed an RRSP deduction in 
1988 (FTC estimates based on Revenue Canada 1990 unpublished 
microdata).  Given the likely overlap resulting from the same 
individual belonging to a pension plan and contributing to an RRSP, 
it would appear that tax subsidies for contributions to these plans do 
not benefit a large proportion of the population. 

In addition, the system of tax assistance is linked to income in such 
a way that the higher the taxpayer's income, the bigger the tax sub­
sidy. First, the limits on tax-assisted retirement saving are tied di­
rectly to earned income up to a maximum amount of tax-free saving. 
Up to this maximum, the higher the taxpayer's income, the greater 
the amount of tax assistance for retirement saving the individual is 
entitled to receive. Second, because the assistance is given in the 
form of a deduction from income, the tax benefit flowing from a 
given dollar amount of retirement saving increases as the marginal 
rate of tax paid by the taxpayer increases. As a result, higher-income 
taxpayers receive proportionately more assistance for a given 
amount of retirement saving than taxpayers whose marginal tax rate 
is below the maximum. While the average tax benefit of the RRSP 
deduction of contributions was $1079 per claimant in 1990, it was 
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TABLE 16.6 
Analysis of RRSP Contributions 
Tax Returns for Ontario, 1990 

Tax filer income for Distribution of 
tax purposes ($) claimants (%) 

Nil or negative 0.0 
10,000 and under 2.4 

10,001-20,000 11.0 
20,001-30,000 20.9 
30,001-40,000 23.1 
40,001-50,000 16.9 

50,001-60,000 9.7 
60,001-70,000 5.6 
70,001-80,000 2.8 
80,001-90,000 1.8 
90,001-100,000 12 
100,001-150,000 24 

Over 150,000 2.2 

All tax filers 100.0 

Direct tax impact -
aggregate 
($ millions) 

° 
3 

61 
167 
366 
309 
201 
161 

89 
71 
50 

108 
131 

1717 

Average tax impact 
per claimant ($) 

° 
80 

352 
502 
998 

1 146 
1306 
1811 
1993 
2435 
2563 
2882 
3663 

1079 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

$3663 for those with incomes above $150,000 and less than $1000 for 
those with incomes less than $40,000 (table 16.6). With the significant 
increase in the maximum RRSP contribution since 1989, this dispar­
ity has almost certainly grown. Not surprisingly, a very high 
proportion of high-income tax filers take advantage of the benefit, 
compared with taxpayers at lower income levels. For the RPP 
deduction the average tax benefit was $713; the average benefit for 
the bracket with the highest number of claimants - $30,000 to $40,000 
- was only $608; and the average for taxpayers in the $100,000-plus 
bracket was in excess of $2000 (table 1 6.7). 

Tax assistance for private retirement saving also delivers benefits 
to individuals with much higher incomes than other forms of pub­
licly supported retirement income. Old Age Security benefits are 
reduced for people with incomes above approximately $53,000 at the 
rate of 1 5  cents in lost OAS benefit for each dollar of additional 
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TABLE 16.7 
Analysis of RPP Contributions 
Tax Returns for Ontario, 1990 

Tax filer income for Distribution of 
tax purposes ($) claimants ('!'o) 

Nil or negative 0.1 
10,000 and under 1.6 

10,001-20,000 7.6 
20,001-30,000 22.0 

30,001-40,000 26.4 

40,001-50,000 17.6 
50,001-60,000 12.2 

60,001-70,000 6.1 

70,001-80,000 2.6 
80,001-90,000 1.4 

90,001-100,000 0.9 

100,001-150,000 12 

Over 150,000 0.4 

All tax filers 100.0 

Direct tax impact -
aggregate Average tax impact 
($ millions) per claimant ($) 

° ° 
25 

12 1 27 
68 244 

203 608 

189 847 
1 81 1176 

1 1 5  1487 

50 1536 
26 1463 

19 1685 

30 2002 
9 1739 

------

902 713 

Source: Fair Tax Commission calculation based on Revenue Canada micro­
data file. 

income. Canada Pension Plan benefits cover only 25 per cent of the 
Yearly Maximum Pensionable Earnings (YMPE), which is equivalent 
to the average wage. In 1993 the YMPE is $33,400. In contrast, by 
1996, when new pension rules are fully phased in, the earnings cor­
responding to the maximum contribution to RRSPs or private pen­
sion plans will be about 2.5 times the average wage. Tax assistance 
for retirement savings through RRSPs and pension plans is available 
at much higher incomes than any other form of public assistance for 
retirement income. 

The working group on Women and Taxation addressed the ques­
tion of the differential impact of tax assistance to private retirement 
savings between women and men. It found that women are less 
likely to belong to a pension plan and have less disposable income 
from which to save for retirement (Women and Taxation Working 
Group 1 992, 18) .  As a result, the use of the tax system to deliver sub­
sidies for retirement savings through RRSPs and private pension 
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plans means that the economic inequality faced by women translates 
directly into lower subsidies for retirement savings for women than 
for men, even though women are more likely to need assistance. 

This imbalance between public pension programs and subsidies 
for private retirement savings has grown dramatically in recent 
years. While public pension programs available to all Canadians are 
being cut back, tax assistance for private retirement savings has been 
increased. Higher contribution limits for pension plans and RRSPs 
are being phased in and will result in even greater revenue loss from 
these programs over the next few years. 

Assuming that the objective of public policy for retirement in­
comes is to ensure that all Canadians have adequate incomes in re­
tirement, we believe that some adjustment should be made to 
achieve a fairer balance between public support for private retire­
ment savings delivered through the tax system and other forms of 
public support for retirement. We can see no justification for subsi­
dizing individuals who are members of registered pension plans or 
who contribute to RRSP to accumulate pensions equivalent to 2.5 
times the average wage, when other forms of public assistance for 
retirement income are set at much lower levels. 

R E C O M M E N D A T I O N 2 6  

The maximum retirement benefit eligible for tax 
assistance through the deduction for contributions 
to registered pension plans and Registered 
Retirement Savings Plans in the personal income 
tax and the deduction of contributions in the cor­
porate income tax is currently 2.5 times the average 
industrial wage. Ontario should seek the agree­
ment of the federal government to reduce this limit 
to 1.5. This lower limit should be phased in by 
freezing the pension maximum and corresponding 
contribution limits at current levels until the max­
imum pension and corresponding limits are 
equivalent to 1.5 times the average industrial wage. 
Thereafter, contribution limits should be indexed 
to maintain the ratio. 
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This recommendation is consistent with that made by the parlia­
mentary committee on pension reform (Canada House of Commons 
1 983) . The committee pointed out that a tax-assisted pension plan of 
one and one-half times the average wage is over six times the maxi­
mum pension now payable under the Canada Pension Plan and 
would be in addition to OAS benefits. 

The parliamentary committee also recommended replacing the tax 
deduction for qualified contributions with a credit. In our view, tax 
assistance to private retirement savings should not provide greater 
support to higher-income earners than to lower earners. 

R E C O M M E N D A T I O N  2 7  

Ontario should seek the agreement of the federal 
government to convert the deductions for contribu­
tions to registered pension plans and RRSPs in the 
personal income tax and corporate income tax to 
tax credits. Withdrawals from plans should con­
tinue to be taxed as ordinary income. 
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17 Taxation of Dividends and 
Capital Gains 

We have presented the general case for increased overall progressiv­
ity in the tax system. Now we turn to the means by which this can be 
achieved, focusing on two specific tax bases. Later (part 12), we rec­
ommend changes in the tax mix that, in part, are also designed to 
achieve a more progressive Ontario tax system. Of the two specific 
taxes investigated in this part, the wealth tax, discussed in chapter 
1 9, is not currently utilized in Canada. The other, the personal in­
come tax, can be made more progressive by adjusting its rate struc­
ture (chapter 18) and by broadening its base to include certain kinds 
of income not now fairly taxed. Indeed, because these sources of in­
come are currently taxed more lightly than others, these base-broad­
ening measures can promote both horizontal and vertical equity. In 
this chapter we assess two such base-broadening measures, involv-

. ing income from dividends and capital gains. This chapter concludes 
with a brief discussion of the tax treatment of owner-occupied 
housing, a matter which was raised at several of our public hearings, 
and which is appropriah�ly considered in the same context. 

Sources of Income by Income Group 

Table 1 7. 1  presents information on the different types of income 
earned by different income groups in Ontario for the taxation year 
1989. The top half of the table shows the percentage of all income 
and of each source of income received by each income group. 
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The bottom half of the table indicates the composition of income for 
all tax filers in aggregate and within each income group. 

Two patterns are clearly apparent in the data on dividends and 
capital gains. First, from the top half of the table, the distribution of 
different sources of income by income group indicates that, of the 
total amount of dividends and capital gains received by Ontario tax 
filers in 1 989, most were received by high-income tax filers with tax­
able incomes of $100,000 or more: 21 .9 per cent of the taxable amount 
of Canadian dividends and 25.2 per cent of taxable capital gains were 
earned by taxpayers with incomes of $100,000 to $250,000; and 28.1  
per cent of dividends and 41 .8 per cent of capital gains were received 
by taxpayers with incomes greater than $250,000. Second, as shown 
in the bottom half of the table, statistics on the composition of in­
come within each income group indicate that dividends and capital 
gains accounted for a much larger share of total income for high­
income tax filers with taxable incomes over $1 00,000 in 1989 than 
they did for all tax filers in aggregate. Dividends accounted for 2.2 
per cent of all taxable income in Ontario in 1989 and capital gains ac­
counted for 3.1 per cent, but tax filers in the $100,000 to $250,000 in­
come group received 6.8 per cent of total income in the form of 
Canadian dividends and 1 0.7 per cent as capital gains, and tax filers 
with taxable incomes above $250,000 received 8.5 per cent from divi­
dends and 1 7.4 per cent from capital gains. 

Similar patterns emerge from a study of high income tax filers 
prepared for the commission (Murphy, Wolfson, and Finnie, n.d.). 
Part of this study focused on the top 1 per cent and the top 0.1 per 
cent of Ontario tax filers in 1 990 (approximately 66,500 and 6600 in­
dividuals, respectively). The average reported income for the top 1 
per cent group was over $283,000, while the average for the highest 
0.1 per cent group was almost $1 million. In 1990, the highest-income 
1 per cent of Ontario tax filers received, on average, about 9 per cent 
of their incomes from each of dividends and capital gains, compared 
with averages of about 6 per cent from each source for the top 5 per 
cent of filers and with less than 1 per cent from each source from the 
rest of the tax-filing population (the bottom 95 per cent). For the top 
0.1 per cent group the shares were about 12 per cent from dividends 
and 9 per cent from capital gains. 
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TABLE 1 7.1 
Sources of Taxable Income by Income Group (Individuals), Ontario, 1989 

- ---------------

Distribution of tax filers (0/0) 
Distribution of income by 
income group (%) 

Employment income 

Taxable transfers (e.g., UI) 
Pensions and annuities 
Taxable dividends 

Taxable capital gains 

Other investment income 

Net self-employment 
income 

Miscellaneous 

Total 

Composition of income by 
incorne source (%) 

Employment income 

Taxable transfers (e.g., UI) 

Pensions and annuities 

Taxable dividends 

Taxable capital gains 

Other investment income 

Net self-employment 
income 

Miscellaneous 

Total 

10 and 10-
under 30 

27.1 40.7 

3.7 28.3 

20.0 55.6 

7.4 47.6 

0.5 9.6 

0.6 3.7 

62 33.6 

45 20.0 

10.9 30.3 
4.6 29.3 

56.9 69.4 

15.0 6.6 

10.1 10.2 

03 0.7 

0.4 0.4 

9.1 7.8 

4.8 33 
3.4 1.5 

100.0 100.0 

Income group ($ thousands) . 

30- 60- 100- Over 
60 100 250 250 

26.1 4.4 1.4 0.3 

45.7 12.1 5.0 5.4 

19.5 3.3 1.2 0.3 

32.1 8.5 3.2 1.1 

21.9 17.9 21.9 28.1 

12.0 16.8 25.2 41.8 

29.9 1 1 .9 93 9.0 

19.2 13.1 28.7 14.4 

25.1 10.5 9.2 14.0 

39.7 11 .8 7.2 7.4 

82.7 73.3 49.2 52.5 

17 1.0 0.6 0.1 

5.1 4.5 2.8 1.0 

1.2 3.4 6.8 8.5 

0.9 43 10.7 17.4 

5.1 6.8 8.7 82 

2.4 5.4 19.4 9.5 

0.9 13 1.8 2.8 

100.0 100.0 100.0 100.0 

All tax 
filers 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

71.9 

3.5 

6.3 

2.2 

3.1 

6.8 

4.9 

1.5 

100.0 

Source: Fair Tax Commission calculations based on Revenue Canada micro-
data file. 

Note: Numbers may not add to 100 per cent due to rounding. 

Deductions related to capital gains accounted for 47 per cent of to-
tal deductions claimed by the top 1 per cent group (46 per cent for 
the top 0.1 per cent group), compared with 37 per cent for the 
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highest-income 5 per cent group and about 6 per cent on average for 
all others. Similarly, the dividend tax credit accounted for 39 per cent 
of all non-refundable credits claimed by the highest 1 per cent (47 per 
cent for the 0 . 1  per cent group), compared with only 25 per cent of 
credits for the top 5 per cent and less than 2 per cent on average for 
all others. These results indicate that not only are these sources of in­
come from capital distributed disproportionately towards higher­
income individuals, but that they are concentrated heavily among 
the top few percentile groups. As a result, the benefits of preferential 
tax treatment accrue mainly to taxpayers with the very highest 
incomes. Measures to reduce or eliminate these preferences can 
therefore be expected to enhance the progressivity of the income tax 
and the tax system as a whole, even if the schedule of rates remains 
unchanged. 

In addition, largely as a result of the preferential treatment ac­
corded these sources of income, horizontal equity is also compro­
mised. The study of high-income Ontarians indicates that there was 
a significant dispersion of average effective income tax rates among 
taxpayers in the highest one-fifth of the income scale over the period 
1982-86. While about one-third of this group had effective tax rates 
between 30 and 40 per cent, almost one-fifth paid less than 20 per 
cent in tax. The average effective tax rate for this group was 26 per 
cent, quite different from the "government takes half my income" 
complaint that is often heard. 

Dividends 

Dividends received from taxable Canadian corporations are subject 
to special treatment under the personal income tax. Although this 
dividend income is taxed at regular income tax rates, the "taxable 
amount" of these dividends is calculated by adding 25 per cent to the 
cash value of dividends actually received . A federal dividend tax 
credit is provided in an a mount equal to two-thirds of this 25 per 
cent "gross-up." Assuming that provincial income taxes are levied at 
50 per cent of Basic Federal Tax, this produces a combined federal 
and provincial dividend tax credit equal to the amount of the "gross­
up." 

This arrangement reflects a view of the corporate income tax as a 
withholding tax, paid by each corporation on behalf of its sharehold­
ers and therefore properly taken into account in the form of a credit 
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for shareholders against their personal income taxes. In theory, the 
gross-up and credit mechanism is designed to "integrate" the corpo­
rate and personal income taxes by requiring shareholders to pay per­
sonal income tax on the gross corporate income (before corporate in­
come tax) they receive in the form of dividends (hence the gross-up), 
and to provide a credit equal to the amount of corporate income tax 
already paid on the dividends they receive (the dividend tax credit). 
In this way, the tax system prevents a tax-induced bias against in­
corporating business enterprises by ensuring that income earned 
through a corporation is not subject to tax twice - once at the corpo­
rate level and again at the personal level. 

Notwithstanding these reasons, the dividend tax credit is defective 
as a device to integrate the corporate and personal income taxes. 
First, although the theory of integration suggests that the credit 
should be available to all shareholders, regardless of their residence 
or the residence of the corporation paying the dividends, the divi­
dend tax credit is available only to Canadian shareholders of taxable 
Canadian corporations. Consequently, foreign shareholders of Cana­
dian corporations and Canadian shareholders of foreign corporations 
do not have access to this provision. Second, while the logic of the 
withholding concept implies that income taxes paid at the corporate 
level should be refunded to tax-exempt shareholders such as 
charitable organizations and pension plans, the dividend tax credit is 
not available to these institutions .  Third, while the integration ratio­
nale dictates that the gross-up and credit should correspond to the 
tax already paid at the corporate level, the existing gross-up and 
credit apply at fixed rates, regardless of whether the corporation has 
paid income tax or the amount of tax paid. As a result, since the cur­
rent gross-up and credit arrangement assumes that corporate income 
taxes are paid at a rate of about 20 per cent,1 the system is overly 
generous where corporate taxes are less than the assumed rate and 
insufficient for dividends paid by companies with income taxes 
greater than this assumed amount. Because combined federal and 
provincial corporate tax rates in Ontario are 22.34 per cent for the 

I In fact, with federal and provincial surtaxes and a basic personal income tax rate of 
58 per cent in Ontario, the corporate income tax rate that achieves perfect integration 
ranges from 21.58 per cent to 26.29 per cent, depending on the shareholder's 
marginal tax rate. 
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first $200,000 of taxable income earned by Canadian-owned small 
businesses, 36.34 per cent for manufacturing and processing compa­
nies,2 and 44.34 per cent for other kinds of corporate income, the 
current gross-up and credit scheme generally fails to achieve full in­
tegration, except where corporate taxes are paid at less than these 
statutory rates on account of various corporate tax incentives. 

Because of these defects - especially for large companies not sub­
ject to the small business tax rate - it is arguable that the dividend 
tax credit functions as an incentive to encourage Canadian owner­
ship of Canadian corporations more than it does as an effective 
method of integration (Couzin 1992, 7:1 1 ) .  Indeed, this incentive is 
often mentioned as a reason why the dividend tax credit is not avail­
able to foreign shareholders of Canadian corporations. Viewed as an 
investment incentive, therefore, the dividend tax credit should be 
evaluated the same way as any other tax expenditure, by asking 
whether the incentive is an effective way to achieve the desired pol­
icy objective and whether it is consistent with other goals of the tax 
system - in particular, fairness. 

The argument in favour of the dividend tax credit as an incentive 
to encourage equity investment in Canadian companies and lower 
the cost of capital to Canadian firms overlooks the increasing inter­
national integration of capital markets that makes it possible for 
Canadian businesses (especially large companies) to obtain equity 
capital throughout the world. In fact, if the cost of equity capital is 
determined mainly by the international marketplace, it follows that 
the ultimate effect of the dividend tax credit is to increase Canadian 
ownership of Canadian corporations; that foreign investment in 
these corporations will decline correspondingly; and that total equity 
investment in Canadian corporations will increase by only a small 
amount compared with this shift. 

Although incentives for Canadian ownership may or may not be 
regarded as desirable for social or economic reasons, the way in 
which this incentive is distributed among taxpayers through the div­
idend tax credit contradicts the basic tax fairness principle of a pro­
gressive distribution of taxes. As our earlier discussion demonstrates, 
high-income taxpayers are the main beneficiaries of the dividend tax 

2 This rate will fall to 35.34 per cent in 1994 owing to a scheduled increase in the 
federal deduction for corporate income from manufacturing and processing. 
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credit, receiving a much larger share of their total income in the form 
of dividends than other taxpayers, and receiving most of all 
dividend income received in Ontario. For this reason, we question 
the fairness of the dividend tax credit as an incentive to increase 
Canadian ownership of Canadian companies. 

Despite these concerns about the dividend tax credit both as a 
mechanism to integrate the corporate and personal income taxes and 
as an incentive to encourage equity investment in Canadian corpora­
tions, measures to restructure the current gross-up and credit mech­
anism cannot realistically be undertaken by a single province acting 
alone. Even if Ontario were to withdraw from the current Tax 
Collection Agreements, a provincially based system could not be 
administered, given that corporate income is often earned in several 
provinces (and allocated among them on the basis of a formula) and 
that dividends are frequently paid by corporations resident in one or 
more provinces to shareholders resident in other provinces. As a re­
sult, we have concluded that these issues can only be pursued effec­
tively at the federal level. 

R E C O M M E N D A T I O N  2 8  

Ontario should discuss with the federal government 
the effectiveness and fairness of the dividend tax 
credit with a view to eliminating or restructuring 
the credit, subject to appropriate measures to ensure 
that small business income is subject to the same 
amount of tax whether it is earned directly through 
self-employment or a partnership, or indirectly 
through a Canadian-controlled private corporation. 

Capital Gains 

Capital gains are also subject to special treatment under the personal 
income tax. Gains are recognized for tax purposes on realization (or 
deemed realization, for example, at death) rather than as they accrue; 
one-quarter of gains are excluded for tax purposes; and taxpayers are 
granted lifetime exemptions of $1 00,000 or, if the gain is from the 
sale of a farm or assets of a small business, $500,000. 

Under a comprehensive system of income taxation, increases in as­
set values should in principle be subject to tax each year, regardless 
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of whether these capital gains are actually realized by selling the as­
sets in question (Simons 1938, 148-69, and Carter Report 1966, 50-
51) .  In practice, however, the concern that taxpayers might have to 
sell these assets to pay the tax has caused most countries to tax capi­
tal gains only when the assets are sold and the gains are actually 
converted into cash. Of OECD member countries surveyed in a re­
cent publication, none taxed capital gains on an annual accrual basis, 
only five taxed capital gains when assets are transferred by gift, and 
only two (Canada and Spain) taxed capital gains at death (OECD 
1988, 140).3 Although any forced "premature" realization in order to 
pay the assessed taxes could be offset by means of an arrangement to 
assess the tax but defer its payment (plus interest) until the cash is 
available (Krever and Brooks 1990, 143-47), no such mechanism is in 
use in any country that taxes capital gains as income. 

Because tax may be deferred until capital gains are realized, it can 
be argued that this type of capital income is treated more favourably 
than other kinds of income on which tax must be paid each year. 
Moreover, capital gains may result in a further tax advantage in that 
taxpayers may be able to minimize tax by choosing to realize these 
gains when other income is low (in order to benefit from lower mar­
ginal tax rates) or when capital losses are available to offset taxable 
capital gains. 

An accrual system for capital gains would require the valuation of 
capital assets on an annual basis. For assets that are non-standard or 
are not traded regularly in markets, accurate and fair valuation 
would be a problem. Whatever the merits and feasibility of an ac­
crual system, it would be impractical for Ontario to attempt to move 
in this direction unilaterally, even if the Tax Collection Agreements 
did not exist. A change could only be implemented by the federal 
government and all the provinces acting in concert. Therefore, we 
determined not to investigate further the feasibility of shifting to the 
accrual system. The current system, however, does create effects that 
are relevant for the remaining discussion of capital gains taxation. 
Specifically, taxation on realization creates a "lock-in" effect that can 
discourage asset sales and reallocation of assets to more productive 

3 In Canada, capital gains tax may be deferred until subsequent transfer or sale 
through a tax-free "rollover," where property is transferred to a spouse or spousal 
trust, or the transfer involves the transfer of farm property to a child. 
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uses. Declaring gains that may have accrued over many years only 
on realization "bunches" together what would otherwise have been 
reported in a more or less even flow over the preceding years. With 
progressive tax rate schedules, the "bunched" gains may be taxed at 
a higher rate than would otherwise have been the case. This creates 
an incentive to hang on to the asset to avoid taxation; in short, the 
investment becomes "locked-in." Though this problem is presum­
ably less significant under the flatter rate schedule in place since the 
federal income tax reform of 1987, it remains a consideration. 

The second capital gains issue we identified is the 25 per cent ex­
clusion: only 75 per cent of total gains from taxable sources are re­
ported as income for tax purposes.4 In 1989 this exclusion resulted in 
a loss of revenue to Ontario of $267 million through the personal in­
come tax system and an additional $300 million through the corpo­
rate income tax system. Table 17.2 provides an indication of the tax 
rates applicable to capital gains income as a result of the exclusion 
compared with other forms of income. 

Several justifications have been advanced for the 25 per cent exclu­
sion. First, it is often argued that the exclusion is a "rough justice" 
compensation for inflation. The tax system taxes nominal capital 
gains, only a portion of which are real gains; the remainder simply 
maintains the real value of the capital asset in the face of inflation. In 
a fair tax system, only real gains should be taxed. Therefore, the 25 
per cent exclusion can be regarded as a method to isolate only the 
real gains, if only approximately. Second, the exclusion is sometimes 
defended as an offset for the lock-in problem. Third, for corporate 
shares that appreciate in value as a result of tax-paid earnings that 
are retained at the corporate level, the exclusion can be viewed as an 
arrangement - like the dividend tax credit - that is designed to inte-

• grate the corporate and personal income taxes and prevent double 
taxation of income earned through a corporation. Finally, the exclu­
sion is sometimes treated as an incentive to increase investment. 

4 Correspondingly, only three-quarters of capital losses are deductible in computing 
income tax. In general, these losses are deductible only against capital gains in the 
same year or other years (except where they result from the disposition of either 
shares or debt of a small business corporation), but they can be used to offset 
ordinary income in the year of the taxpayer's death. 
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TABLE 17.2 
Combined Federal and Provincial Tax Rates and Effective Rates for Capital Gains, 
Ontario, 1993 ('Yo) 

Taxable income (by rate bracket)" 

Under $29,590- $46,716- $58,320- $59,180- Over 
$29,590 $46,716 $58,320 $59,180 $62,866 $62,866 

Basic federal tax 17.0 26.0 26.0 26.0 29.0 29.0 

Federal surtaxb 051 0.78 0.78 2.08 2.32 2.32 

Basic Ontario taxe 9.86 15.08 15.08 15.08 16.82 16.82 

Ontario surtaxd 256 2.56 2.56 4.21 

Regular combined 
rate 27.37 41.86 44.42 45.72 50.70 52.35 

Effective capital 
gains rate 20.53 31 .40 33.32 34.29 38.03 39.26 

Source: Tax rates cited in Coopers & Lybrand Canada, Tax Facts and Figures, 
1993. 

a. Taxable income is calculated after deductions (e.g., RRSP), but prior to 
subtraction of non-refunda:ble tax credits (e.g., personal amount). 

b. 3% on all basic federal tax plus additional 5% on basic federal tax in excess 
of $12,500. 

c. 58% of basic federal tax. 
d. 20% (on provincial tax between $5500 and $8000) and 30% (on provincial 

tax in excess of $8000) rates are effective only after 1 July 1993. Previously 
the rates were 14% and 20%, so effective annual rates for 1993 are 17% and 
25%. 

If the exclusion is a rough justice adjustment for inflation, it would 
appear to be too rough to constitute justice. The 25 per cent exclusion 
is fixed; it is not dependent on how long an individual holds an asset 
or on the rate of inflation over the period in which the asset is held. 
Indeed, in recent years we have seen the inclusion rate rise in stages 
from 50 per cent to 75 per cent in a manner that bears little if any re­
lation to inflation rates. In addition, since allowable interest deduc­
tions are based on nominal rather than real interest costs, a partial 
inflation allowance is already built into the system. Clearly, if an in­
flation adjustment is thought to be necessary, an index adjustment is 
preferable. This, in fact, is what several countries now do, including 
Australia and the United Kingdom. 
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The exclusion is also too blunt to serve as an antidote for the lock­
in problem. The extent of the lock-in effect depends on how long the 
asset has been held, and the relevant difference between the taxes 
payable upon realization and those payable if the gain were taxed on 
an accrual basis. In any event, in Canada the lock-in problem is sub­
stantially reduced by the requirement (subject to various exceptions) 
that capital gains tax is payable when property is transferred by gift 
or at death. 

Similarly, as an integration mechanism, the exclusion is poorly de­
signed. First, on this justification there would be no reason for the 
exclusion to apply to assets other than corporate shares. Second, like 
the dividend tax credit, the capital gains exclusion applies regardless 
of whether or how much income tax was actually paid by the corpo­
ration, and is of questionable value for large corporations that are 
able to obtain equity capital throughout the world. Consequently, 
while it is important to prevent double taxation of income earned 
through a small business and to avoid tax-induced distortions in the 
manner in which corporate income is distributed to shareholders, the 
current exclusion is a poor method of achieving either objective. 

Finally, as an investment incentive, the capital gains exclusion is 
poorly targeted. Presumably one would want to encourage produc­
tive investment in Canada, though, as noted, the predominant result 
may be the displacement of foreign direct investment with Canadian 
investment. But, leaving that aside for the moment, the exclusion ap­
plies to all capital gains, not only those earned on Canadian invest­
ments. Moreover, the incentive effect is provided only when a 
successful investment is liquidated, not when the investment is 
actually made. 

Although we oppose the continuation of the 25 per cent exclusion 
for capital gains, we have concluded, for two reasons, that it is 
impossible for Ontario alone to tax capital gains at the regular 
personal and corporate income tax rates. First, Ontario residents 
could easily avoid this measure by transferring appreciated property 
into a corporation resident in another province (since this is allowed 
on a tax-deferred basis), selling the property in the other province, 
and paying themselves a tax-preferred capital dividend. Second, to 
the extent that the exclusion functions like the dividend tax credit to 
reduce the combined burden on income earned at the corporate 
level, initiatives by a single province acting alone have to be ruled 
out. Since corporate income is often earned in several provinces, and 
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shares can be held and traded in any of the provinces, such a system 
would be administratively impossible. 

R E C O M M E N D A T I O N 2 9  

Ontario should seek the agreement of the federal 
government to end the exclusion of 25 per cent of 
capital gains from taxable income. Similarly, all 
capital gains should be included in corporate in­
come for corporate income tax purposes. 

The third capital gains issue is the lifetime exemption. The first 
$1 00,000 of lifetime capital gains on most investments are exempt 
from taxation.5 The exemption is $500,000 for small businesses and 
family farms. In 1989 the cost of this provision in forgone revenue for 
Ontario was $529 million. (In addition, all capital gains realized from 
the sale of principal residences are exempt.) 

Unlike the 25 per cent exclusion, which is at least partially justified 
in tax design terms, the lifetime exemptions were introduced and 
continue to be justified purely as tax expenditures. The reason for the 
exemption is to provide an incentive for investment and risk taking 
in general, with special assistance for farms and small businesses. It 
is also intended to compensate for the difficulties farmers and small 
business owners encounter in obtaining access to credit. 

In our view, the exemption is too poorly targeted in terms of both 
focus and timing to achieve its stated purposes effectively, and there­
fore its continuation cannot be justified given the measure of tax 
fairness sacrificed. If governments wish to provide incentives for in­
vestment and risk taking to enhance economic growth, more directly 
focused measures would be preferable. An investment subsidy pro­
vided through the capital gains exemption does not direct invest­
ment to activities or sectors that one might identify in an economic 
development strategy. Rather, it offers the same benefits for capital 
gains from a wide array of investments, including those made 
outside the country, and from gains realized from holding assets as 
distinct from real investment. 

5 The federal budget of 1992 made real estate gains ineligible for this exemption. 
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The timing of the benefit is also questionable. Although knowl­
edge that realized capital gains will ultimately be exempt does pro­
vide some incentive, a much more effective incentive would be one 
that subsidizes investors at the time the investment is being made. 
Further, risk taking would be encouraged more effectively by some 
mechanism to address investment losses rather than through the ex­
isting mechanism, which rewards winners after the fact. Moreover, 
tax breaks at the "back-end" of the investment cycle do not address 
the problem of access to capital or credit; they only benefit those who 
have, at least to some extent, solved that problem. 

The exemption for farms is often further defended on the grounds 
that it operates as a form of pension fund and that it supports the 
survival of family farms in Canada. The pension element of farm 
capital would be better and more fairly addressed by creating closer 
parallels between this form of investment and more conventional 
pension funds. For example, on the sale of a farm, the proceeds could 
be deposited in a Registered Retirement Savings Plan or a Registered 
Retirement Income Fund. They would then be taxed as they are 
withdrawn and consumed in the same way that other pensions and 
retirement funds are taxed. The maintenance of family farms is ad­
dressed by other provisions, including a "rollover" provision that 
permits the transfer of a farm to the owner's children by gift or at 
death without tax.6 

In summary, we find the arguments for the lifetime capital gains 
exemption not strong enough to justify the tax fairness sacrificed, 
and on that basis we conclude that it should be abolished. Action by 
the federal government that would affect the federal and provincial 
income tax would be the preferred way to do so. However, since the 
exemption (unlike the exclusion) operates only at the personal level 
and is not linked with the dividend tax credit, Ontario could reform 
its income tax in this area even in the absence of federal action. This 
could be accomplished under an amended tax collection agreement 
that allowed provinces to levy tax on taxable income and allowed the 

6 The ability to transfer a farm under such a tax-deferred "rollover" is contingent on 
the child being a resident of Canada, and that the property was used as a farm before 
the transaction. Ironically, there is no stipulation that the child receiving the property 
continue to operate it as a farm. 
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current capital gains exemption to be added back to "adjusted tax­
able income" for provincial taxation. 

R E C O M M E N D A T I O N 3 0  

Ontario should seek the agreement of the federal 
government to abolish both the $100,000 general 
lifetime exemption for capital gains and the special 
$500,000 lifetime exemptions for farming and small 
business assets. If the federal government does not 
agree to make the changes at the federal level, 
Ontario should make the changes in the Ontario 
income tax. 

Principal Residences 

In several of the submissions made to the commission, the proposal 
to permit tax deductions for mortgage interest (and possibly prop­
erty taxes as well) was advanced. These deductions are permitted in 
the United States and we were urged to follow that example. Our re­
sponse to this idea begins with a description of the current treatment 
accorded to owner-occupied housing. 

Strict adherence to a comprehensive definition of income as an 
ability-to-pay measure would treat housing quite differently from 
the present situation. There are two aspects to the treatment of prin­
cipal residences that raise fairness questions. First, owner-occupiers 
derive implicit income from their principal residences that, in theory, 
should be included in comprehensive income and then taxed. One 
way to think about the case is in terms of a choice facing an individ­
ual investor. He or she could invest in a bond or other income­
earning instrument, pay tax on the earnings, and then pay rent out of 
after-tax income. Alternatively, he or she could invest in a principal 
residence, receive the income from the investment in the form of 
housing services, and under the current income tax, pay no tax on 
this income. In this sense the current tax system is horizontally unfair 
between two individuals with the same money income but making 
different choices. Second, as we noted earlier, capital gains from 
principal residences are exempt from taxation without limit. 
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Under a comprehensive income definition, both the imputed in­
come in the form of housing services and the capital gains would be 
taxable, with allowances made for the costs of "earning" this income, 
including interest payments on mortgages. Whatever the logical 
merits of this argument, we recognize that income in this form is 
perceived quite differently from all other forms. Canadians' attach­
ment to their homes is such that, in terms of popular perceptions, a 
move to tax this income would be widely regarded as creating un­
fairness rather than moving towards fairness. Owner-occupied 
housing is, in addition, regarded as important to maintaining and 
strengthening the social fabric of our communities, and any moves to 
treat it less favourably would be strongly resisted. In addition, taxing 
imputed income again raises the potential problem of taxpayers not 
having the cash to pay the tax. These issues aside, the transitional 
problems would be enormous, given that prices in housing markets 
have probably long since adjusted to the non-taxation of housing in­
come. Therefore, we do not recommend any change in tax treatment. 

To follow the US example and to permit tax deductions for mort­
gage interest, and possibly for property taxes as well, would be rea­
sonable, indeed fairness would require they be permitted, if the in­
come from owner-occupied housing were taxed. In this situation, 
they would rightly be regarded as expenses incurred in the earning 
of income. To allow the deduction of these expenses when no income 
is deemed to be earned, however, is clearly without merit. 



18 The Income Tax Rate 

The personal income tax rate structure is the most visible instrument 
used to achieve the desired relationship between income and the 
amount of tax paid. Many comparisons of tax systems across juris­
dictions start (and sometimes finish) with a simple comparison of 
statutory rate structures.1 Decision makers, such as investors, often 
base their decisions on published rate structures. Although the ulti­
mate effects and impact of a tax result from the interaction of the rate 
and the base, the rate structure appears to be important for percep­
tual as well as substantive reasons. 

Definitions 

Three measures are generally used in discussions of tax rates and 
rate schedules. The first, and probably the one most often used in 
non-technical discussions, is the statutory rate schedule. This mea­
sure is simply a statement of the tax legislation, specifying the rates 
that apply to the various income brackets and defining those brack­
ets. While often quoted, the statutory rate measure is less useful for 
most policy purposes than either the marginal tax rate or the average 
effective tax rate. 

The marginal effective tax rate is the rate of taxation that applies 
to the last (or next) increment in income. The marginal effective tax 

1 Some of these simple studies, along with other more sophisticated analyses, are 
reviewed in Ernst & Young (1993a). 
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rate faced by a taxpayer may vary according to the source of the in­
cremental income (wages, capital gains, dividends, transfer pay­
ments) because the exemptions, deductions, credits, or applicable 
statutory rates may be different. This measure is generally regarded 
as the most relevant when considering the impact of tax changes on 
taxpayers' behaviour. For example, it is the marginal effective tax 
rate that affects a taxpayer's decision to work more hours (or fewer), 
to save more (or less), or to invest in one asset rather than another. 

One way to study the marginal tax rate is in terms of its effect on 
an individual's wage rate. A higher marginal rate corresponds to an 
effective decrease in the individual's net wage rate, and the worker 
may accordingly seek to work more (to maintain after-tax income 
levels) or less (because spending time in non-work activities is less 
costly in terms of forgone income). The theoretical literature indi­
cates that under different circumstances either effect could dominate. 
As a practical matter, most wage and salary earners do not have the 
flexibility to adjust their working hours down, although over time 
this could occur. For example, negotiators of collective agreements 
may opt for differing trade-offs between higher wages and shorter 
work weeks, partly for reasons of taxation. Individuals with the abil­
ity to determine their working hours unilaterally, and the labour 
force participation of some categories of individuals, may be more 
sensitive to marginal tax rates. 

The marginal tax rate may have a similar impact on saving and in­
vestment behaviour. For example, given a nominal rate of interest, 
an increase in the marginal tax rate reduces the net rate of return to 
an investor. Savings behaviour may change as a result. Theoretically, 
savings may eit�er increase because an individual will be required to 
save more to generate a given dollar return, or decrease because fu­
ture consumption becomes more expensive relative to current con­
sumption. Studies of investor behaviour generally conclude that, on 
balance, taxing interest probably decreases savings. If this conclusion 
is correct, nominal rates of return are slightly higher than they would 
be if there were no tax on interest. The composition of savings may 
also be affected if some saving vehicles are sheltered or taxed at 
lower rates. 

The third rate measure is the average effective tax rate. This rate is 
the total tax paid divided by total income. It is the measure com-
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monly used when comparing the taxes paid by various groups of 
taxpayers as, for example, in a comparative incidence study.2 

Under each of these three measures a tax can be classified as pro­
gressive, proportional, or regressive. If the rate of tax increases with 
income, the tax is said to be progressive. If the rate remains constant 
as income changes, the tax is proportional. Finally, if the rate de­
creases as income rises, the tax is regressive. 

While these terms are generally descriptive of the pattern of a tax, 
taxes are often not uniformly progressive or regressive across the 
entire income spectrum. A tax may be progressive over some range 
of incomes, proportional over another range, and regressive over yet 
another portion of the income spectrum. This variability is of inter­
est, from a policy perspective, because achieving progressivity or 
eliminating regressivity may be a greater concern at some income 
levels than at others. 

As we saw in chapter 4, writers who have advocated a generally 
progressive tax system (and progressive personal income taxes in 
particular) have done so on the basis of several arguments. First, they 
argue that a fair system of general taxation is based on the ability-to­
pay principle that calls for equal sacrifice from all taxpayers relative 
to their income. If we accept the view that the marginal utility or sat­
isfaction that a taxpayer derives from income declines as income 
rises, this argument for fair taxation implies a progressive rate 
schedule (Boadway and Kitchen 1 984, 89). 

A separate argument calls for progressive taxation as a means of 
achieving a redistribution of income. We do not need to review the 
philosophical arguments about the desirability of income redistribu­
tion,3 but only to note that this argument leads to essentially the 
same tax policy prescriptions for progressive rate schedules. 

A third, or stabilization, argument made in favour of progressive 
rate schedules is qualitatively different from the first two. In times of 
inflation, with progressive rates, increases in after-tax income are less 
than increases in total income because some taxpayers move up to 
higher tax brackets. The effect is to reduce consumer expenditures 

2 The study prepared for the Fair Tax Commission by Block and Shillington Cn.d.) is an 
example of a comparative incidence study. 

3 See the studies prepared by for the Fair Tax Commission by CaSSin, Green, Head� 
Osberg, and Panitch in Maslove (1993). 
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below what they otherwise would have been, thereby restraining in­
flationary pressures. By the same token, in recession, as incomes fall, 
some taxpayers will move to lower tax brackets, and, as a result, 
their disposable income will not fall as quickly as they otherwise 
would. These changes are part of a progressive rate tax system and 
do not require any discretionary action by government. 

Arguments against progressivity are, to some extent, responses to 
these positive endorsements. First, some writers argue that equating 
higher levels of income with declining satisfaction from income is 
nothing more than an assumption. The opposite might be argued 
just as easily. Second, some economists point out that a progressive 
personal income tax is not a strong stabilizer, and that, with the in­
dexing of tax brackets (which began in 1974, but which reverted to 
partial indexing in 1986), this argument for progressivity has lost 
much of its validity. 

Opponents of progressive taxation argue that the efficiency costs 
of such taxes are high. They point to the potential effects of the 
marginal tax rate on taxpayers' economic decision making. A pro­
gressive marginal effective rate schedule will create a variety of eco­
nomic disincentives for taxpayers facing the higher rates. Moreover, 
certain activities aimed at avoiding taxes are directly related to 
marginal tax rates. In effect, if marginal tax rates were lower, the in­
centive to engage in tax avoidance activity would be weakened. 

A final argument against progressive rates is linked to the annual 
accounting period of the tax system. In an annual-based system, 
progressive tax rates could impose a heavier burden on a taxpayer 
with a fluctuating income over a number of years than on one with 
an equal but stable income flow over the same period. 

There is fairly strong evidence that "high" marginal tax rates have 
undesirable effects (Day and Winer n.d.), though what is high is 
open to question. In the final analysis, a decision on the appropriate 
degree of progressivity is largely a value judgment. 

On several occasions during our public hearings we heard argu­
ments for a "flat" tax system. Generally, the flat tax idea is taken to 
mean that after some basic income exemption, all income would be 
taxed at a single rate, and other deductions, exemptions, and credits 
would be eliminated or severely limited. It would be a simple tax 
system and, because of the larger base, the rate required to raise any 
level of revenue would be lower than the highest rates in a progres­
sive schedule. 



356 Enhancing Progressivity in the Tax System 

We are not convinced by these arguments. While a flat tax system 
would be simpler than the current income tax system (or one simi­
larly structured), the real gains would not be significant enough to 
justify the move. A flat rate tax with a basic exemption would be 
arithmetically progressive in terms of average effective tax rates, but 
it would be impossible to achieve a degree of progressivity consis­
tent with a fair income tax based on ability-to-pay principles. This 
loss is too great a price to pay for achieving greater simplicity. 

Accordingly, we adopt the position that the personal income tax 
should continue to be based on a progressive statutory rate structure, 
and, indeed, that its progressivity should be strengthened to some 
extent. 

PIT Rate Structure 

The current income tax rate structure is described in the appendix to 
chapter 8. As that discussion demonstrates, the current rate structure 
is considerably more complex than it appears. Is this complexity a 
problem? On the one hand, it may not be particularly serious. Gen­
erally, it does not complicate the task facing tax filers because the 
great majority of filers calculate their tax liabilities using tables pro­
vided by Revenue Canada, and, as well, the department is moving 
towards calculating refundable credits on behalf of tax filers claiming 
them. Moreover, this structure of rates allows the tax system to dif­
ferentiate among classes of taxpayers, distinctions that probably 
provide more opportunities for governments to pursue policy objec­
tives than taxing all income the same way. On the other hand, exces­
sive complexity is not desirable; an understandable tax system en­
ables taxpayers to see clearly the tax implications of various courses 
of action they may undertake. For this reason, the complex rate 
structure may pose problems, particularly for those at the two ex­
tremes of the income spectrum who are most likely to face the sur­
taxes and "special" rates. 

We had three objectives in developing our recommendations on 
the rate structure for the personal income tax. First, individuals with 
low incomes should not be called upon to pay Ontario income tax 
(or, ideally, federal income tax). At present, despite complex provi­
sions to eliminate these individuals' tax liabilities, many people in 
Ontario who live below generally accepted measures of low income. 
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do pay personal income tax. The major attempt to alleviate this bur­
den is the Ontario Tax Reduction program (see chapter 16). 

Second, we recommend that the degree of progressivity in the in­
come tax structure be increased. The federal reforms of 1987-88 
greatly flattened the rate structure, moving from 10 to three marginal 
rate brackets. As a result, individuals with considerable income dif­
ferences pay tax at the same rate, and the top rate bracket is reached 
at the relatively modest taxable income of $59,180 (1993) . The 
Ontario rates mirror the federal rates, because a province 
participating in the current Tax Collection Agreements levies its tax 
as a constant percentage of federal tax. 

Several provinces, including Ontario, have tried to reintroduce 
more progressivity through surtaxes. However, because of the condi­
tions of the agreements, these surtaxes must be imposed as special 
levies on provincial taxes exceeding a certain level. The Ontario sur­
taxes are an attempt to restore more progressivity within the 
confines of the agreements. This is a poor method of enhancing 
progressivity because it applies only at the highest end of the income 
spectrum, rather than throughout, and because it is only indirectly 
related to actual taxable income. We have already recommended in 
chapter 13 that the Tax Collection Agreements be amended to allow 
provinces to set their own rate schedules. 

Third, we suggest that the top marginal rate should not become 
exceSSively high. Obviously what is of concern here is the combined 
federal and provincial rates, because that is the marginal rate a tax­
payer actually faces. While we are concerned that the top rate not be 
excessive, there is no clear guidance in the literature or elsewhere as 
to where this threshold lies. A popularly cited upper limit is 50 per 
cent, but there is really no special significance to this number other 
than the possible psychological impact of a taxpayer paying more 
than half of his or her incremental earnings in income tax. Histori­
cally in Canada, and in other countries, the top marginal rates have 
often been much higher. For example, in 1973 combined federal and 
provincial marginal tax rates were over 61 per cent for incomes 
above $60,000 (Canadian Tax Foundation 1992, 7:7) . 

The limit to the top marginal tax rate can, in theory, be determined 
through two approaches. One could ask, as a matter of fairness, 
when the rate becomes excessive: When is it unfair for the state to tax 
away more than a certain percentage of an individual's marginal in­
come? Alternatively, one could view the limit as a constraint, where 
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moving beyond the constraint proves counterproductive because of 
adverse impacts on behaviour. Beyond some level, the effects of high 
tax rates may become strong enough to influence taxpayers' invest­
ment and work behaviour adversely. Further, in an open economy, 
investment in the "high tax" jurisdiction may decline in favour of 
"low tax" areas, and ultimately, high-income individua�s may relo­
cate. While the fairness approach is based purely on value judgment, 
there is some evidence to support the constraint approach, particu­
larly in the location decisions for both investment (Ernst & Young 
1993a) and individuals (Day and Winer 1993). However, as we dis­
cussed in chapter 7, these influences cannot be interpreted simply as 
matters of taxation or reduced to a single number. 

Finally, we also note that tension exists between our second and 
our third objectives. If one is concerned that the top marginal rate not 
become too high, the amount of progressivity that can be introduced 
into the rate schedule is limited. 

Given these objectives and constraints, we recommend that if On­
tario gains control over its personal income tax, the income brackets 
and rate schedule should be designed to reflect certain principles. 

R E C O M M E N D A T I O N  3 1  

If Ontario gains more control over its personal in­
come tax system through amendments to the fed­
eral-provincial Tax Collection Agreements, Ontario 
should adopt a personal income tax rate schedule 
with the following features: 

• a basic personal credit determined by multiply­
ing the lowest Ontario personal income tax rate 
by the basic personal amount in the federal per­
sonal income tax; 

• a rate schedule that is graduated over the 
middle-income range; 

• a top marginal rate which would result in a 
combined federal/provincial top marginal rate 
of no more than 60 per cent and which would 
apply to annual taxable income in excess of 
$250,000; and 

• no more than 10 tax brackets. 
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We tested some options for alternative Ontario income tax rate 
structures that achieve these objectives. In addition to achieving the 
objectives and balances we have described, we considered a number 
of other problems as well. First, we kept in mind the revenue impli­
cations of these alternatives, noting in particular that any major 
changes in revenue might require adjustment elsewhere. Second, we 
realized it is difficult to relate individual income tax payers to mea­
sures of low income that are family or household based. The semi­
official low-income cut-offs, for example, are related to family size. 
There is no simple way to ensure that an individual in a family be­
low this level is relieved of income tax, while an individual with the 
same income, but in a family above that level, is assessed tax at an 
appropriate rate. This conflict is unavoidable if, on the one hand, the 
commitment to the individual as the unit of taxation is maintained, 
and, on the other hand, poverty measures and social assistance pro­
grams are designed on a family unit basis. 

These proposed changes, along with other recommended changes 
in the income tax (elimination of the spousal credit, age credit, and 
pension income credit), are discussed in chapter 33. These changes, 
combined with alterations to other taxes (primarily the property tax) 
recommended elsewhere in this report, are evaluated together in or­
der to simulate their net impact on income groups and family types, 
as well as their economic impacts (see chapter 35). 
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Canada is one of the few member countries in the Organisation for 
Economic Co-operation and Development (OECD) that does not levy 
a tax on wealth, either on an annual basis or when it is transferred 
through gifts or at death. The United States and Japan levy wealth 
taxes, as do all the countries in the European Community. Despite its 
prevalence in other countries, the taxation of wealth in Canada gen­
erates a great deal of controversy. 

In assessing the role for a wealth tax in a fair tax system, we con­
sidered its revenue potential, estimates of the distribution of various 
forms of wealth tax among individuals, and the impact of wealth 
taxes on the economy. We also compared the administrative feasibil­
ity of a wealth tax levied only at the provincial level with that of one 
levied at the national level or by all provinces. 

Because of pUblicity generated by the Wealth Tax Working 
Group's report, and stories in the media about the provincial gov­
ernment's "plans" to impose wealth taxes, many people appeared 
before the commission to express their views. While some urged the 
commission to consider seriously wealth taxes as a means to improve 
progressivity in the tax system, others were strongly opposed to any 
form of wealth tax. We also discovered that many people held mis­
conceptions about the structure and operation of wealth taxes, and 
about who the taxpayers of such a tax are likely to be. 
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Historical Experience 

Wealth transfer taxes were levied by the federal government from 
1 941  to 1 972 and by the Ontario government from 1894 to 1 979. 
Revenues raised by Ontario's succession duty during the 1970s de­
clined steadily from 1 .4 per cent of provincial revenues in 1971-72 to 
roughly 0.5 per cent in 1978-79 (the last full year of its existence). 
For this commission, the origins and development of federal and 
provincial wealth transfer taxes are less important than the reasons 
for their abolition federally in 1 972 and provincially in 1979. 

There appear to be three reasons for the federal abolition. First, 
since federal-provincial agreements provided that the federal gov­
ernment would reduce federal estate taxes in provinces with their 
own succession duties (British Columbia, Ontario, and Quebec) and 
remit 75 per cent of estate tax revenues to the other provinces, the 
federal government obtained little revenue from the tax while bear­
ing the political and administrative costs of its collection. In fact, 
when Alberta and Saskatchewan began to rebate their shares of fed­
eral estate taxes in the late 1960s, the federal government was put in 
the position of collecting taxes, of which a significant share were re­
turned to the original taxpayers. As a result of these federal­
provincial arrangements, the federal government's commitment to 
the wealth transfer tax was weakened. 

The other two reasons for abolition of the federal Gift and Estate 
Tax stem from the 1966 Report of the Royal Commission on Taxation 
(Carter Report) and the federal tax reforms that followed its release. 
On the one hand, the Carter Report recommended that gifts and in­
heritances should be taxed as income to the recipient (a recommen­
dation that was not adopted) and that the federal Gift and Estate Tax 
should therefore be abolished. This undercut the rationale for a sepa­
rate wealth transfer tax distinct from the taxation of income. On the 
other hand, the Carter Report recommended the taxation of capital 
gains and the taxation of "deemed" gains when property that has in­
creased in value is transferred by gift or at death (recommendations 
that were adopted in part when the federal government introduced 
partial taxation of capital gains in 1 971 ) .  This recommendation pro­
voked political opposition to the imposition of two taxes (wealth 
transfer and capital gains) at the same time, and political pressure to 
offset introduction of the new tax on capital gains with the abolition 
of the federal Gift and Estate Tax. When the federal government in-
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traduced legislation in 1 971 to abolish the federal Gift and Estate 
Tax, provincial rebate schemes and taxation of capital gains at death 
were both mentioned as reasons for the decision (Carter 1973, 238). 

For most provinces, the federal government's decision to abolish 
its Gift and Estate Tax was both unexpected and unwelcome. Of the 
three provinces that col lected their own succession duties at the time, 
only Quebec favoured exclusive occupancy of this tax field. British 
Columbia and Ontario expressed concern that federal withdrawal 
would invite tax competition among the provinces, leading to the 
eventual demise of wealth transfer taxes in Canada. Likewise, of the 
other seven provinces, only Alberta continued to oppose wealth 
transfer taxes, whereas the other six provinces sought to regain lost 
revenues by enacting their own succession duties, which the federal 
government agreed to administer until the end of 1974. This initial 
response was short-lived, however. Prince Edward Island never col­
lected its tax, and by the mid 1970s every province but Ontario and 
Quebec had repealed their succession duties. 

After the abolition of the federal Gift and Estate Tax, Ontario in­
troduced its own Gift Tax in 1972 to protect its succession duty, and 
later introduced amendments designed to prevent avoidance of these 
taxes through transfers to Alberta corporations. From the outset, 
though, the provincial government made it clear that it intended to 
abolish its wealth transfer taxes as the capital gains tax matured. In 
1977 an amendment to the Succession Duty Act allowed federal and 
provincial capital gains taxes arising at death as a full credit against 
provincial succession duties . ]  When Treasurer Frank Miller an­
nounced the repeal of Ontario's wealth transfer taxes in his 1 979 
budget, he reiterated the province's "long-run" objective to eliminate 
these taxes as "revenues from capital gains increased . . .  and so avoid 
what many consider to be double taxation." Although Quebec con­
tinued to levy a succession duty after all other provinces withdrew 
from the field and introduced new legislation in 1 978, this tax was it­
self abolished in 1985. 

For our purposes, there are two important lessons to be drawn 
from the history of wealth transfer taxation in Canada. First, the fed­
eral government's decision to abolish its Gift and Estate Tax in 1971 

1 The Succession Duty Act, HSO 1970, c. 449, s. 7a, added by SO 1977, c. 8, s. 2 

(effective 20 April 1977). 
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indicates that the political willingness to tax wealth or wealth trans­
fers depends on both the existence of a specific rationale for such a 
tax (distinct from capital gains taxes) and the net benefits for the tax­
ing jurisdiction in terms of revenues raised versus collection and 
compliance costs incurred. Second, the disappearance of all provin­
cial succession duties a little more than a decade after the abolition of 
the federal Gift and Estate Tax suggests that wealth transfer taxes 
(and perhaps other kinds of wealth taxes) are difficult to maintain at 
a provincial level, especially if other provinces are unwilling to im­
pose similar taxes. The statements of successive Ontario treasurers 
throughout the 1970s also indicate that the decline and eventual abo­
lition of Ontario's succession duty was motivated by a concern about 
the combined burden of the succession duty and capital gains taxes 
as well as by the technical impracticality of taxing wealth transfers at 
a provincial level or by the prospect of the relocation of wealth to 
other provinces. 

Comparative Experience 

Twelve of 24 developed countries considered in a recent OEeD sur­
vey levy an annual net wealth tax, and 21 tax wealth when it is trans­
ferred by gift or at death. Only Australia, Canada, and New Zealand 
levy neither kind of wealth tax, although these countries taxed 
wealth transfers in the past and abolished these taxes only within the 
last two decades (New Zealand abolished its estate tax in December 
1992). Annual net wealth taxes are popular among Scandinavian and 
continental European countries, but they have never existed in de­
veloped English-speaking countries, except Ireland where the tax 
was abolished three years after it was enacted. All the countries with 
an annual net wealth tax also tax wealth transfers. 

Tables 19.1 and 19.2 report data on the share of total tax revenues 
raised by OEeD member countries (all levels of government) from 
annual net wealth and wealth transfer taxes in 1970, 1980, and 1990. 
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TABLE 19.1 
Annual Net Wealth Tax Revenues as a Percentage of Total Tax Revenues 
OECD Member Countries 

Country 1970 1980 

% 

Australia 
Austria 0.65 0.47 

Belgium 
Canada 
Denmark 0.56 0.56 

Finland 0.49 0.21 

France 
Germany 1 .06 0.34 

Greece 
Iceland 0.80 0.61 

Ireland 0.03 

Italy 
Japan 
Luxembourg 0.43 0.18 

Netherlands 0.84 0.74 

New Zealand 
Norway 0.83 0.68 

Portugal 
Spain 0.49 

Sweden 0.70 0.27 

Switzerland 3.31 2.64 

Turkey 
United Kingdom 
United States 

Average % of countries 
with tax (unweighted) 0.97 0.65 

1990 

0.43 

0.24 

O.oS 
0.22 
0.31 

1.29 

0.33 

0.53 

1 .17 

0.62 

0.41 

2.32 

0.66 

Source: Organisation for Economic Co-operation and Development, Revenue 
Statistics of GECD Member Countries, 1965-1991 (Paris: OECD, 1992). 
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TABLE 19.2 
Wealth Transfer Tax Revenues as a Percentage of Total Tax Revenues 
OEeD Member Countries 

Country 1970 1980 

% 

Australia 2.67 0.44 

Austria 0.22 0.17 

Belgium 1.01 0.81 

Canada 1.00 0.07 
Denmark 0.35 0.43 

Finland 0.26 0.25 

France 0.72 0.57 

Germany 0.24 0.18 

Greece 1.28 1.20 

Iceland 0.13 

Ireland 1.25 0.35 

Italy 0.64 0.21 

Japan 0.94 0.71 

Luxembourg 0.39 0.34 

Netherlands 0.58 0.48 

New Zealand 1.SS 0.51 

NOIway 0.24 0.09 

Portugal 1.44 0.24 

Spain 0.85 0.41 

Sweden 0.36 0.21 

Switzerland 1.03 0.75 

Turkey 0.23 0.22 

United Kingdom 1 .98 0.55 

United States 1 .61 1 .09 

Average % of countries 
with tax (unweighted) 0.92 0.43 

1990 

0.14 

0.69 

0.56 

0.44 

0.95 

0.33 

1 .26 

0.21 

0.40 

0.14 

1 .41 

0.31 

0.50 

0.29 

0.15 

0.50 

0.43 

0.19 

0.89 

0.12 

0.65 

0.96 

0.52 

Source: Organisation for Economic Co-operation and Development, Revenue 
Statistics of GECD Member Countries, 1965-1991 (Paris: OECD, 1992). 

Two points are worth noting from these statistics. First, neither 
kind of wealth tax is likely to be a major source of revenue, provin­
cially or federally. Nonetheless, although the revenues raised by 
these taxes tend to be small relative to total tax revenue, they are not 
insubstantial in absolute amounts. Germany's annual net wealth tax 
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collected roughly Cdn $2.2 billion in 1990, while w ealth transfer 
taxes in Japan and the United States each raised almost Cdn $20 bil­
lion in the same year.2 

The second point worth mentioning is the apparent decline in the 
role of wealth taxes over the last two decades, suggesting that 
Canada's experience may reflect worldwide trends associated with 
the increasing mobility of people and capital. It is also interesting to 
note, however, that the share of total tax revenues raised through 
wealth taxes ceased to decline and actually increased slightly during 
the past decade. This shift may indicate an increased international 
interest in wealth taxation. 

The Case for and against Taxing Wealth 

Although the main arguments in favour of introducing wealth taxes 
have to do with the overall fairness of the tax system, fairness con­
siderations are also advanced to oppose wealth taxes. Nor are fair­
ness issues the only questions to be considered in deciding whether 
or not to tax wealth. 

Fairness Arguments for Taxing Wealth 

The most important arguments in favour of taxing wealth involve is­
sues of fairness. Specifically, wealth taxes have a role to play in en­
hancing the progressivity of the tax system, ensuring that taxes are 
levied according to ability to pay and as part of the distributive 
function of the tax system. 

In our view, a key requirement of tax fairness is that the distribu­
tion of the overall tax burden should be progressive. Over the past 
two decades Ontario has eliminated wealth taxes and has come to 
rely on sales taxes to raise revenue, and especially on personal in­
come taxes both for revenue and as the primary way to achieve pro­
gressivity in the overall provincial tax system. In this context, taxing 
wealth is an important way to offset the effect of regressive taxes in 
the overall tax mix and to ensure the progressivity of the overall tax 
system. In addition, since most OECD member countries levy one or 
both types of wealth tax, wealth taxation may be one of the few areas 

2 Canadian equivalents are based on exchange rates existing as of 31 January 1993. 
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where Ontario can enhance progressivity without departing from 
general international practice. 

Earlier chapters have documented various departures between the 
current personal income tax and the comprehensive income base 
proposed by the Carter Report and others. Among other deficiencies, 
we have noted that the existing personal income tax contains a num­
ber of provisions granting favourable treatment to certain kinds of 
capital income, particularly capital gains (see chapter 1 7) .  Even if 
these deficiencies are addressed as we recommend, wealth taxes may 
address other limitations in the personal income tax as an adequate 
measure of people's ability to pay tax. 

First, since wealth taxes apply to the stock of capital from which 
capital income is derived, the taxation of wealth can be viewed as an 
alternative method of taxing capital income. Two arguments can be 
made in favour of wealth taxation on this basis. First, wealth taxes 
are often regarded as an equitable way to increase the tax burden on 
capital income on the grounds that, unlike earned income, which de­
pends on the taxpayer's continued efforts and ceases with illness or 
retirement, income from capital has a considerable degree of perma­
nence and is obtained without having to sacrifice current leisure 
(Institute for Fiscal Studies 1978, 350) . Second, wealth taxes may en­
sure that at least some tax is collected from taxpayers who might 
otherwise avoid or evade personal income taxes and pay little or no 
tax on their capital income. 

A second limitation of the current personal income tax involves 
the transfer of wealth through gifts or at death. According to the 
broadest definitions of income, gifts and inheritances should in prin­
ciple be taxed as income to the recipients. Although this approach 
was recommended by the Carter Report, the federal government has 
never considered. these receipts to be taxable income. Nor are gifts 
and inheritances taxed as income in any OECD member country, al­
though they are generally subject to separate taxes on wealth trans­
fers.3 Wealth taxation represents one way to account for this compo­
nent of people's ability to pay tax. Indeed, it is often argued that gifts 
and inheritances should be taxed more heavily than other kinds of 

3 The United States proposed to tax gifts and inheritances as income under its first 
income tax, enacted in 1896, but for reasons other than this provision, this legislation 
was struck down by the US Supreme Court. 
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receipts (especially earned income) on the grounds that these wealth 
transfers represent windfalls to the recipient that are acquired largely 
without personal effort (Eisenstein 1956, 256). 

Finally, even with a fully comprehensive income tax, it can be ar­
gued that wealth taxes have a role to play in a tax system based on 
people's ability to pay. First, by taxing assets that yield tangible eco­
nomic benefits without producing monetary income (as in owner­
occupied housing), wealth taxes can ensure that the non-monetary 
benefits derived from these assets are subject to tax. Second, to the 
extent that the ownership of wealth provides "opportunity, security, 
social power, influence and independence," it has been argued that 
"however well a system of taxation of income or of consumption 
may be devised, equity requires that wealth itself should be included 
in the base for progressive taxation" (Institute for Fiscal Studies 1978, 
40). 

In addition to the more traditional equity arguments for wealth 
taxes, a further reason to tax wealth involves the contribution that 
wealth taxes can make towards moderating extreme inequalities in 
the distribution of wealth and opportunity. By taxing wealth as it is 
transferred by gift or bequest, taxes can regulate one of the main 
causes of wealth inequality and help to equalize opportunities 
among successive generations. Alternatively, by taxing wealth hold­
ings above a certain threshold and/ or at graduated rates, an annual 
net wealth tax can influence the distribution of wealth in the same 
way that progressive income taxes affect the distribution of dispos­
able income. In turn, since the distribution of wealth has an impor­
tant influence on the distribution of income, wealth taxes have an in­
direct role to play in moderating inequalities in the latter. 

These reasons for taxing wealth are often noted in tax policy dis­
cussions and were emphasized by the Ontario Committee on 
Taxation in 1967 (vol. 3, 1 36) as a reason for Ontario to retain the 
succession duty that was levied at that time.4 

4 Scholarly discussions concerning the distributive purpose of wealth taxation can be 
found in Bird (1972), Wagner (1977), Maloney (1988), Bale (1989), and Duff (1993). 
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Fairness Arguments against Taxing Wealth 

Contrary to the argument that wealth and/ or wealth transfers create 
an ability to pay distinct from the taxable capacity associated with 
income, it is often suggested that assets that are not easily sold or 
that yield little or no monetary income actually confer little or no 
ability to pay tax. For this reason, wealth taxes are often criticized on 
the grounds that they discriminate against non-marketable and low­
yield assets, such as principal residences and family farms, and im­
pose an unfair burden on taxpayers with substantial assets or inheri­
tances but limited incomes, possibly forcing these taxpayers to sell 
assets to pay the tax. 

Although we are sympathetic to the potential hardship that wealth 
taxes may cause taxpayers in specific contexts, we are not convinced 
that liquidity concerns should preclude the taxation of wealth alto­
gether. On the contrary, to the extent that wealth holdings or wealth 
transfers represent measures of ability to pay distinct from income as 
currently defined, it is entirely appropriate that this taxable capacity 
should be taken into account in order to ensure an equitable distribu­
tion of personal tax. Wealth taxes may require some taxpayers to sell 
assets or borrow money to pay the tax, but it is by no means obvious 
that these results are unfair or economically inefficient. The ability to 
sell or mortgage an asset is as much a measure of taxable capacity as 
the receipt of income. Moreover, if assets are sold in order to pay the 
tax, it is likely they will be transferred to more highly valued uses. In 
any event, where undue hardship is seen to result, accommodations 
can be made in the form of specific exemptions or arrangements by 
which tax payments are deferred until assets are sold and converted 
into cash. 

A second objection to wealth taxes argues that taxing wealth 
amounts to unfair double taxation, since the assets that would be 
subject to tax under either kind of wealth tax represent savings ac­
cumulated out of income on which tax has already been paid. There 
are several reasons why we do not find this argument persuasive. 

First, one of the reasons for taxing wealth as part of the overall tax 
mix is to ensure that at least some tax is collected from taxpayers 
who might otherwise pay little or no personal income tax. Where 
wealth taxes fulfil this function, therefore, they do not result in dou­
ble taxation. Second, even where wealth taxes apply to savings on 
which income tax has already been paid, it is questionable whether 



370 Enhancing Progressivity in the Tax System 

wealth taxes constitute double taxation. In the case of wealth transfer 
taxes, income taxes have been paid by donors, not recipients .  
Consequently, recipient-based gift and inheritance taxes cannot be 
regarded as double taxation. Further, to the extent that wealth and 
wealth transfers increase people's taxpaying ability irrespective of 
their income, wealth taxes do not involve double taxation because 
they are directed at the additional taxable capacity associated with 
wealth itself, as distinct from the income from which it may be de­
rived. Finally, since wealth taxes, like consumption taxes, apply to an 
entirely different base from income taxes, it is as inappropriate to 
view wealth as unfair double taxation of income that is saved as it is 
to characterize consumption taxes as unfair double taxation of in­
come that is consumed. In each case, these taxes reflect a decision to 
raise revenues from a mix of taxes involving a variety of tax bases, 
not to subject income to a second level of tax. 

A third fairness argument against wealth taxes applies specifically 
to wealth transfer taxes and concerns the possibility that taxpayers 
might have to pay both capital gains tax and wealth transfer taxes 
when assets are transferred by gift or at death. Concern about the 
simultaneous impact of these two taxes was a key reason why the 
federal government abolished its Gift and Estate Tax in 1971 and one 
of the main reasons why the provincial government repealed 
Ontario's succession duty in 1979. It was also the reason why Ontario 
amended its succession duty in 1977 to allow capital gains taxes 
arising at death as a full credit against provincial succession duties. 
For some, this issue is one of double taxation; for others, the prospect 
of concurrent taxation is simply considered unfair on the grounds 
that the combined tax burden could be substantial. We find neither 
view persuasive as reasons not to levy a tax on wealth transfers. 

It is important to distinguish between taxes on the transfer of 
wealth itself and capital gains tax on deemed dispositions, which is 
levied at the time property is transferred by gift or at death. While 
the former applies to the total net value of all assets transferred by 
gift or at death, the latter applies only to increases in the value of the 
assets transferred and is properly understood as a tax on income 
rather than wealth, applicable only to previous additions to eco­
nomic power which have not already been subject to tax (as would 
occur under a system of accrual taxation). Consequently, it is mis­
taken to describe the simultaneous taxation of capital gains and 
wealth transfers as double taxation. 
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Neither do we view the prospect of concurrent taxation as unfair 
and thus unacceptable, although we recognize that taxation of 
wealth transfers and capital gains when property is transferred is 
rare among OEeD member countries.s Since capital gains tax applies 
to income that has already accrued but has not been realized, it is in 
fact the special arrangements designed to limit the combined impact 
of both taxes that are unfair. By favouring transfers of property that 
have appreciated in value, for example, a credit against wealth 
transfer taxes for capital gains tax paid would discriminate against 
taxpayers who hold assets that do not appreciate in value or who sell 
assets shortly before their death, thereby encouraging taxpayers to 
hold appreciated assets until death (exacerbating the "lock-in" effect 
that the deemed dispOSition provisions are partly designed to 
relieve). Although liquidity considerations may justify some scheme 
for the deferral of tax payments, we are not persuaded that the 
simultaneous taxation of capital gains and wealth transfers is unfair. 

A final set of fairness arguments against wealth taxes emphasizes 
the existence of other taxes on capital and argues that it would be 
unfair to introduce either an annual net wealth tax or a wealth trans­
fer tax without in some way taking account of these existing capital 
taxes. In the case of an annual net wealth tax, attention is often 
drawn to residential property taxes and corporate capital taxes. In 
the case of wealth transfer taxes, mention is frequently made of the 
probate fees charged by the court system for processing a will at 
death. 

As we explain in part eleven of this report, we do not accept the 
idea that the property tax should be considered as a form of wealth 
tax. As it stands, the current property tax is poorly correlated with 
wealth. Further, we believe that the proper role of the property tax is 
to serve as a benefits tax related to the provision of local services. 
Nor do we view the corporate capital tax as an appropriate substitute 
for a direct tax on personal wealth. Like the property tax, the 
corporate capital tax is a tax on the gross value of the assets, not the 

----.... . ---------

5 Of 24 OECD members surveyed in 1986, only Spain taxed wealth transfers and 
capital gains at death, while most countries with wealth transfer taxes exempted 
capital gains at death, or allowed capital gains taxes to be deferred by stipulating 
that recipients of property that has appreciated in value assume the donor's original 
cost basis. Several OEeD member countries levy capital gains tax when property is 
transferred by way of gift (OECD 1 988, 138-41) .  
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net value that would be the normal base for a tax on wealth. 
Although the capital tax has some of the characteristics of a wealth 
tax, its purpose in the tax mix is generally seen as one of filling gaps 
in the corporate income tax system, particularly as they apply to fi­
nancial services corporations. The federal government describes its 
large corporations tax (levied on a base similar to that of the Ontario 
capital tax) as a form of corporate minimum tax. 

Probate fees are not a substitute for a wealth transfer tax. Probate 
fees apply neither to gifts nor to several types of property transferred 
at death, such as pensions, life insurance, and property that is jointly 
owned. Further, we believe that the proper role for probate fees is as 
a user fee to reflect the cost of processing wills. Consequently, the ex­
istence of probate fees should not rule out the introduction of a 
wealth transfer tax. Nonetheless, in the absence of an explicit wealth 
transfer tax, it does seem that probate fees are being used to raise 
revenue and achieve progressivity goals for which a proper wealth 
transfer tax would be better suited .6 If Ontario or the federal gov­
ernment were to introduce a wealth transfer tax, the current struc­
ture of probate fees would have to be reconsidered. 

Other Arguments 

Although fairness is the most important criterion in deciding 
whether or not to tax wealth, the choice also depends on the amount 
of revenue that such a tax might raise and on economic and adminis­
trative considerations regarding the impact of the tax. These issues 
are considered more fully in the context of each kind of wealth tax. 
For now, it is possible to make the following remarks about wealth 
taxes in general. 

It is difficult to assess the revenue potential of either kind of 
wealth tax for the simple reason that reliable data on current wealth 

6 Prior to 8 June 1992, Ontario probate fees were $5 per $1000, or 0.5 per cent of the 
estate assets probated. Effective 8 June 1992, the general rate was increased to 1 .5 per 
cent, while the original 0.5 per cent rate was retained for the first $50,000 of assets 
subject to probate. In 1990-91, Ontario collected $27 million through probate fees, 
but this amount is expected to increase by $40 million as a result of the 1992 rate 
increase. 



Taxation of Wealth 373 

holdings are unavailable.7 Nonetheless, based on wealth tax rev­
enues raised in other countries and on research conducted for the 
commission (Davies and Duff n.d.), we estimate that either kind of 
wealth tax could annually raise between $500 million and $1 billion 
in Ontario, depending on the design of the tax and on whether it is 
levied nationally (with revenues shared among all provinces) or 
provincially. Whether these revenues would justify the introduction 
of a new tax d epend s on the economic and administrative costs, and 
on the value placed on the role of wealth taxes in enhancing the fair­
ness of the tax system. 

From an economic perspective, it is often argued that wealth taxes 
discourage risk taking, capital accumulation, and investments in 
low-yield assets, such as farms. Conversely, wealth taxes are some­
times defended as economically more desirable than progressive in­
come taxes, on the grounds that they are more neutral than high 
rates of personal income tax and that they may encourage the 
movement of assets to more productive uses - stimulating owners of 
assets to seek higher rates of return to pay annual net wealth taxes, 
or prompting beneficiaries to sell or reorganize private enterprises to 
pay wealth transfer taxes (Pechman 1987, 234; Institute for Fiscal 
Studies 1978, 318) .  A further economic concern is that the introduc­
tion of a new wealth tax may prompt an exodus of people and capi­
tal from the jurisdiction that levies the tax, particularly if the tax ap­
plies only at a provincial level and all other provinces do not levy a 
similar tax. However, since location decisions are based on a variety 
of factors, it is the combination of wealth taxes with other taxes that 
is more likely to influence behaviour than the impact of wealth taxes 
on their own. 

Administratively, wealth taxes are criticized as costly for govern­
ments to collect and for taxpayers to comply with, especially because 
neither kind of wealth tax currently exists in Canada. Although gov­
ernments would benefit from a new source of information that might 

7 Statistics on the amount and distribution of wealth are generally based on tax returns 
(where wealth is taxed) or on household surveys. Statistics Canada conducted 
regular wealth surveys every seven years from 1970 to 1984, but did not repeat the 
survey in 1991 and has no plans to do so. Although a more recent Ernst & Young 
study provides estimates of wealth holdings in 1989 and projections up to the year 
2000, this study is itself partly based on Statistics Canada's results from its 1984 
survey. 
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be used to improve collection of other taxes (especially income 
taxes), these administrative costs are an important consideration in 
deciding whether to introduce a wealth tax, and must be weighed 
against the potential benefits in terms of revenues or improved tax 
fairness. 

Conclusions 

In principle, we believe that there is an important role for wealth 
taxation in the overall tax mix. Wealth taxes contribute to the fairness 
of the overall tax system in a variety of ways and can provide an im­
portant if secondary source of revenue. Further, since most OECD 
countries, including the United States, have at least one kind of 
wealth tax, wealth taxes can be added to the current tax mix without 
departing from current international practice. How practical it is to 
introduce a wealth tax, however, depends on the actual design of the 
tax and on whether it is enacted in Ontario or at the national level. 

Wealth Tax Options 

In general, wealth taxes take one of two forms: a periodic (typically 
annual) tax based on the net value of each taxpayer's taxable assets ­
an annual net wealth tax; or a tax based on the value of taxable 
wealth when it is transferred either by gift or at death - a wealth 
transfer tax. We examined both kinds to evaluate their costs and 
benefits and to assess their viability at the provincial level. 

Annual Net Wealth Tax 

As mentioned earlier, annual net wealth taxes have never existed in 
Canada. Nor are they found in developed English-speaking coun­
tries, although Ireland briefly levied one in the mid 1970s. This kind 
of wealth tax is, however, quite common among other OECD mem­
ber countries. In some continental European countries, annual net 
wealth taxes are long-standing components of the overall tax mix. 
Typically, these taxes are levied on a relatively broad base, deter­
mined by calculating the total value of each household's worldwide 
assets and deducting the aggregate value of its worldwide liabilities. 
Non-residents are usually subject to tax on property located within 
the taxing jurisdiction. Exempt assets generally include pensions, 
household and personal effects, life insurance, modest personal sav-
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ings, works of art, and scientific and historical collections. No OECD 
member country exempts owner-occupied homes from annual net 
wealth tax, although Ireland did so under its short-lived tax and 
other countries use favourable methods of valuation for owner­
occupied housing. Special valuation rules are also often available to 
reduce the tax burden on agricultural property and private 
businesses. 

Tax rates in OECD member countries range from 0.5 per cent to 3.0 
per cent of taxable net wealth, with some countries levying tax at a 
single flat rate and others employing a graduated rate structure. 
Several countries impose ceilings on the amount of wealth tax 
payable, usually by limiting the combined amount of wealth and in­
come tax payable to a specific percentage of taxable income. 
Thresholds below which no tax is payable range from as little as 
$10,000 to over $500,000. 

Revenues raised by annual net wealth taxes as a percentage of total 
tax revenues were outlined earlier in this chapter. In 1 990 these 
percentages ranged from 0.08 per cent in Finland to 2.32 per cent in 
Switzerland, and averaged 0 .66 per cent in OECD countries. 
Expressed as a share of gross domestic product, annual net wealth 
tax revenues raised between 0.03 per cent (Finland) and 0.73 per cent 
(Switzerland), and averaged 0.26 per cent (table 19.3).  Compared 
with data on wealth tax revenues as a share of total tax revenues, 
these figures likely provide a better measure of the revenue potential 
of annual net wealth taxes in different countries with differently 
sized public sectors. 

Information on the administrative costs and economic impact of 
annual net wealth taxes is less precise. Because countries with annual 
net wealth taxes administer these taxes in conjunction with income 
and other taxes, it is impossible to assess specific collection and com­
pliance costs. Nonetheless, the experience of several European 
countries suggests that these costs are similar to those for income 
taxes. Indeed, according to the OECD, member countries with 
annual net wealth taxes consistently considered these taxes easier to 
administer than taxes on income (OECD 1 988, 163) .  Likewise, 
taxpayer compliance costs under the Swedish and German annual 
net wealth taxes are reportedly similar to or less than compliance 
costs for these countries' income taxes (Sandford et al. 1975, 67, 83). 
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TABLE 19.3 
Annual Net Wealth Tax Revenues as a Percentage of Gross Domestic Product 
OECD Member Countries 

Country 1970 1980 1990 

% 
Australia 
Austria 0.23 020 0.18 

Belgium 
Canada 
Denmark 0.23 0.25 0.12 

Finland 0.15 0.07 0.03 

France 0.09 

Germany 0.35 0.13 0.12 

Greece 
Iceland 0.25 0.19 0.42 

Ireland 0.01 

Italy 
Japan 
Luxembourg 0.13 O.0S 0.17 

Netherlands 032 0.34 0.24 

New Zealand 
Norway 0.32 0.32 0.54 

Portugal 
Spain 0.12 0.21 

Sweden 0.28 0.13 0.23 

Switzerland 0.79 0.81 0.73 

Turkey 
United Kingdom 
United States 
Average % of countries 

with tax (unweighted) 0.31 0.22 0.26 

Source: Organisation for Economic Co-operation and Development, Revenue 
Statistics of GEeD Member Countries, 1965-1991 (Paris: OEeD, 1992). 

With respect to economic impact, it is difficult to distinguish the 
effect of annual net wealth taxes from the rest of the tax systems of 
which they are a part, particularly since the wealth taxes in most 
OEeD countries have existed for many years. In Ireland and France, 
however, where annual net wealth taxes were introduced in the 
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1970s and 1 980s, adverse economic consequences were cited as rea­
sons for the abolition of these taxes shortly after they were intro­
duced. Then again, these decisions to abolish annual net wealth taxes 
appear to have been influenced as much by political changes as they 
were by their presumed economic impact. Indeed, the French tax 
was re-enacted in 1 986. 

Having reviewed the experience with annual net wealth taxes in 
other jurisdictions, we looked at two questions. First, given our sup­
port for wealth taxation in principle, does an annual net wealth tax 
make sense in practice, taking into account the revenue it is likely to 
raise and the administrative and economic costs that might be asso­
ciated with it? Second, even if an annual net wealth tax makes sense 
both in principle and in practice, is it feasible for Ontario to intro­
duce such a tax without corresponding initiatives on the part of other 
provinces or the federal government? 

It is doubtful whether the benefits of an annual net wealth tax in 
terms of tax fairness and revenues raised would justify the adminis­
trative and economic costs of introducing such a tax. Although an 
annual net wealth tax may contribute to fairness in many of the ways 
outlined earlier in this chapter, its revenUe potential is highly uncer­
tain. Revenue estimates prepared for the commission indicate that 
Ontario could have raised up to $2.2 billion in 1989 from a 1 .0 per 
cent tax on household net wealth exceeding $2 million, but this esti­
mate assumes a fully comprehensive base (no exemptions), assess­
ment of all assets at current market values, and absolutely no evasion 
or avoidance (Davies and Duff n.d.). In practice, annual net wealth 
tax revenues are certain to be much less than this amount. 

Comparisons with annual net wealth tax revenues raised in OECD 
member countries are also imprecise. Based on the percentage of 
gross domestic product raised through annual net wealth taxes in 
OECD member countries, a Canada-wide tax could raise as little as 
$21 7  million (0.03 per cent of CDP, as in Finland) or as much as $5.3 
billion (0.73 per cent of CDP, as in Switzerland), but is more likely to 
collect around $1 .9 billion (0.26 per cent of CDP, the unweighted av­
erage for OECD member countries with annual net wealth taxes).8 
Since Ontario households hold roughly 45 per cent of Canadian 

8 These calculations are based on recent projections that Canada's gross domestic 
product will reach $724.6 billion in 1993 (Conference Board of Canada 1993). 
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household net wealth (Ernst & Young 1990, 4), Ontario's share of 
such a tax would likely be about $850 million. 

The uncertain revenue potential of an annual net wealth tax is only 
one of several concerns with this kind of wealth tax. More important 
are the administrative and economic costs associated with an annual 
tax on wealth. The tax could involve substantial start-up costs, both 
for governments, which would have to establish new rules and col­
lection arrangements, and for taxpayers, who would have to comply 
with a tax that is largely unknown among developed English­
speaking countries. In addition, unless the threshold is sufficiently 
high to exclude most households, collection and compliance costs are 
likely to be substantial owing to the large number of returns that 
would have to be filed each year. This burden might be minimized 
by requiring information to be filed with annual income tax returns, 
but it would still be necessary for taxpayers to complete an  
additional form and for collection authorities to assess and enforce 
the tax. Finally, the costs of having to value assets and liabilities each 
year could be enormous, and special rules or exemptions to 
minimize these difficulties would undermine the fairness of the tax 
by favouring some taxpayers over othe·rs. 

The potential economic effect of an annual net wealth tax provides 
further doubt as to whether the benefits of the tax would justify its 
costs. A number of potentially adverse effects are often mentioned. 
First, since annual net wealth taxes apply to income that is saved 
rather than consumed, such a tax may discourage saving and the 
capital accumulation necessary to economic growth and prosperity. 
Second, to the extent that annual net wealth taxes exclude or under­
value specific kinds of assets, they may disrupt otherwise efficient al­
locations of economic resources by encouraging potential taxpayers 
to invest in tax-preferred items. Finally, to the extent that annual net 
wealth taxes apply to taxpayers irrespective of their incomes,9 these 
taxes may force owners of certain kinds of property to sell or mort­
gage these assets in order to pay the tax. Such insensitivity of annual 
net wealth taxes to taxpayer income might discriminate against own-

9 Of the twelve OECD member countries with annual net wealth taxes in 1986, at least 
six (Denmark, Finland, the Netherlands, Norway, Spain, and Sweden) contained 
limits on percentage of taxable income payable in income tax and net wealth tax 
(OECD 1988, 40). 
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ers of farms, where rates of return tend to be low relative to the total 
value of the capital employed; new businesses, which often require 
several years to become profitable; and established businesses endur­
ing a period of economic downturn or adjustment. As a result, an­
nual net wealth taxes may discourage risk taking and the growth of 
new businesses, and accelerate th� disappearance of agricultural 
land - particularly around urban areas where the value of land for 
development may be much greater than for agriculture. 

There are a number of obstacles to an annual net wealth tax in 
Ontario. A provincial tax would be vulnerable to evasion and avoid­
ance, and would be expensive to collect and comply with if not ad­
ministered along with the personal income tax. Since taxpayers could 
attempt to evade the tax by placing Ontario property in a trust or 
holding company located in another jurisdiction and not reporting 
this property, Ontario would have to obtain information on property 
owned by Ontario residents in other jurisdictions in order to enforce 
the tax effectively. Although information on ownership of income­
producing property might be found in federal income tax returns, 
and information on other property holdings might be shared by tax­
ing authorities in other jurisdictions, it is uncertain whether jurisdic­
tions that do not levy annual net wealth taxes would be willing to 
provide this information. 

Even if Ontario were able to obtain information on property lo­
cated in other jurisdictions, Ontario residents might still be able to 
avoid a provincial annual net wealth tax by transferring the legal 
ownership of their property into trusts located outside Ontario. 
Althou.gh the value of a beneficial interest could be attributed to a 
resident of Ontario, this would be difficult in the case of 
"discretionary trusts" where individual beneficiaries have no fixed 
claim to a distribution from the trust. Nor could Ontario tax the trust 
directly, since a province cannot tax residents of another province 
and cannot declare non-resident trusts to be resident in the province. 
However, Ontario could adopt rules attributing the value of these 
trusts back to living residents who set up the trust, and attributing 
the value of trusts established at death to specific classes of beneficia­
ries (for example, all children) resident in Ontario. 

It is also doubtful whether collection of an annual net wealth tax 
could be administered effectively at a provincial level. European ex­
perience indicates that these taxes are typically collected in conjunc� 
hon with income taxes, and that taxpayers submit net wealth in for-
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mation along with their income tax returns. Since Ontario income tax 
is currently collected by the federal government under the Tax 
Collection Agreements, the feasibility of a provincial annual net 
wealth tax may depend on federal willingness to collect the tax on 
Ontario's behalf or on Ontario's willingness to enact its own personal 
income tax. Agreement with the federal government seems unlikely, 
and, given the additional administrative and compliance costs, it is 
questionable whether Ontario should introduce a separate personal 
income tax simply to facilitate collection of an annual net wealth tax. 

A provincial tax would be much more vulnerable than a national 
tax to adverse economic consequences resulting from investment 
and location decisions, since the costs of relocation within a country 
are much less than the costs of relocating to another country. 
Although studies reviewed by the commission suggest that the im­
pact of taxes on business and personal location decisions is generally 
less important than other non-tax considerations, the potential tax 
savings from avoiding even a 1 per cent annual net wealth tax may 
be significant. For example, in a non-inflationary environment with a 
3 per cent annual rate of return, a 1 per cent annual net wealth tax is 
equivalent to an annual income tax of 34 per cent or to a wealth tax 
of roughly 27 per cent every 30 years. If such a tax were to exist in 
Ontario and no other province, at least some effect on investment 
and location decision� is likely. 

On balance, we are of the view that an annual net wealth tax is nei­
ther practical nor feasible at the provincial level. Although such a tax 
would enhance the fairness of the tax system as a whole, its revenue 
potential is too uncertain, its administrative costs too great, and its 
economic implications too troubling to warrant its introduction. This 
conclusion applies to both levels of government, but is particularly 
applicable to any province that might contemplate introducing an 
annual net wealth tax on its own. 

Wealth Transfer Tax 

Unlike annual net wealth taxes, wealth transfer taxes have a long 
history in Canada and Ontario, as outlined earlier in this chapter. In 
general, these taxes take one of two basic forms. An estate-type tax is 
based on the net value of all property owned by a person at death; an 
inheritance-type tax is charged to recipients according to the net 
value of the transfers they receive either from each individual donor 



Taxation of Wealth 381 

or from all donors over a given period of time (accessions tax). 
Typically, these taxes are supplemented by a gift tax, which is often 
integrated with the wealth transfer tax at death by adding the value 
of lifetime gifts to the value of the property transferred at death and 
providing credit for gift taxes already paid. Among OECD member 
countries, most levy inheritance-type taxes, though estate-type taxes 
are more common among common law countries such as the United 
Kingdom and the United States. In Canada, the federal wealth trans­
fer tax that was abolished in 1 972 took the form of an integrated gift 
and estate tax, while Ontario combined estate- and inheritance-type 
features in its succession duty, added gifts made within five years of 
the donor's death to the base of the tax at death, and levied a sepa­
rate gift tax on transfers made more than five years before death. 

Wealth transfer taxes usually apply to transfers of property situ­
ated within the taxing jurisdiction (usually real property and unin­
corporated businesses) and to transfers made by resident donors 
(living and deceased) regardless of where the property is situated. 
Some countries, most notably Germany and Japan, also tax resident 
beneficiaries on property that is situated outside the country and re­
ceived from non-resident donors. Ontario's succession duty applied 
to property located in Ontario (situs) and to transfers from resident 
donors to resident beneficiaries (transmissions), while most other 
provinces levied tax on transfers of property situated within the 
province and on transfers received by resident beneficiaries, regard­
less of the residence of the donor or the location of the property. 

Regardless of the specific form or jurisdictional scope that these 
wealth transfer taxes take, they generally apply to most kinds of as­
sets, though favourable treatment is often provided for household 
and personal effects, works of art and national treasures (provided 
they are made accessible to public viewing), pension rights, life in­
surance proceeds, agricultural property, and family businesses 
(OECD 1988, 1 1 4-1 7). Ontario's succession duty, for example, al­
lowed a $75,000 deduction in determining the taxable value of farms 
and small businesses and fully exempted transfers of farm assets and 
shares of a small business corporation to family members who con­
tinued to operate the farm or business for a period of 1 0  years after 
the transfer. In addition, all wealth transfer taxes exempt transfers 
below certain threshold amounts. These exemptions range from a 
few hundred dollars in some countries with inheritance-type taxes to 
$600,000 under the US Gift and Estate Tax (which also contains a 
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separate gift tax threshold of $1 0,000 per recipient per year) .1 0 
Ontario's succession duty included a basic threshold of $250,000 per 
estate from 1975 to 1977 and $300,000 thereafter. Ontario's gift tax al­
lowed donors to transfer up to $50,000 per year ($10,000 per recipi­
ent) without incurring any tax. Above these thresholds, wealth trans­
fer taxes are generally imposed at graduated rates, with top marginal 
rates typically higher than the highest rates for income tax. In the 
United States, for example, rates range from 18 per cent on the first 
$10,000 of taxable value to 50 per cent on taxable amounts exceeding 
$2.5 million, whereas income taxes are levied at rates ranging from 
15 per cent to 36 per cent. 

Wealth transfer taxes are usually based on the individual, though 
Denmark and the Netherlands regard spouses as a single tax uniUor 
purposes of gift and inheritance taxes (OEeD 1988, 1 09). However, 
all countries with wealth transfer taxes provide special relief for 
transfers to spouses or dependent children. In countries with estate­
type taxes, such as the United Kingdom and the United States, this 
relief takes the form of an exemption or d eduction for the total value 
of all transfers to spouses provided they are domiciled in the United 
Kingdom or are citizens of the United States, and non-taxation of 
transfers for the purpose of maintenance, medical care, and educa­
tion. In countries with inheritance-type taxes, maintenance costs are 
also excluded, and further relief is generally provided through ex­
emptions, higher thresholds, or different rate schedules, with lower 
rates on transfers from spouses, parents, or other "blood relatives." 
In Germany, for example, rates range from 3 per cent to 35 per cent 
on transfers from parents or spouses, from 6 per cent to 50 per cent 
on transfers from grandparents, from 11 per cent to 65 per cent on 
transfers from aunts, uncles, and siblings, and from 20 per cent to 70 
per cent on transfers from other persons. Similarly, exemptions are 
OM 250,000 for transfers from spouses, OM 90,000 for transfers from 
parents, OM 50,000 for transfers from grandparents, OM 1 0,000 for 
transfers from aunts, uncles, and siblings, and OM 3000 for transfers 
from other persons. 

--_ .. _-_._--._._.-.. _------

10 Inheritance tax thresholds are generally much lower than estate tax thresholds, 
since inheritance-type taxes are based on shares received by each beneficiary rather 
than the total value of the estate_ 
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Variable rates were also employed under the Ontario succession 
duty, which exempted spousal transfers after 1973 and taxed 
"preferred" beneficiaries (children, children-in-law, grandchildren, 
and parents) at rates ranging from 1 1  per cent to 28 per cent on the 
aggregate value of the estate and from 7 per cent to 30 per cent on 
the amount that they themselves received. "Collateral" beneficiaries 
(siblings, nieces and nephews, and great-grandchildren) were taxed 
at rates ranging from 24 per cent to 34 per cent on the aggregate 
value of the estate and from 9 per cent to 26 per cent on amounts re­
ceived, and "strangers" at rates of between 35 per cent and 70 per 
cent on the aggregate value of the estate (without a separate levy on 
amounts actually received). In addition, the Ontario succession duty 
allowed a special exemption for dependent children, equal to $3000 
for each full year the child was under age 26 where there was a sur­
viving spouse (otherwise $6000 for each full year), and, in the case of 
infirm dependent children, an additional $6000 for each full year be­
tween age 26 or the child's current age and the age of 71 .11 

Revenues raised by wealth transfer taxes as a percentage of total 
tax revenues were reported earlier in this chapter. In 1990 these per­
centages ranged from 0.12 per cent in Turkey to 1 .41 per cent in 
Japan, and averaged 0.52 per cent in OECD countries with wealth 
transfer taxes. Expressed as a share of gross domestic product, 
wealth transfer taxes raised between 0.03 per cent (Turkey) and 0.46 
per cent (Greece) and averaged 0.20 per cent; in the United States 
from 1970 to 1990, wealth transfer taxes have raised revenues in the 
range of 0.29 per cent of GDP to 0.47 per cent of GOP (table 19.4) .  As 
with the annual net wealth tax estimates presented earlier, these 
figures are more stable over time than data on wealth transfer tax 
revenues as a share of total tax revenues and provide a better mea­
sure of the revenue potential of wealth transfer taxes in different 
countries with differently sized public sectors. 

Statistical information on the collection and compliance costs asso­
ciated with wealth transfer taxes is limited. Only the United 
Kingdom publishes current figures on the costs of collecting its 
wealth transfer tax. As table 19.5 indicates, these figures suggest that 
wealth transfer tax collection costs are small relative to revenue 
yields and comparable to the costs of collecting income taxes. 

11 The Succession Duty Act, 1970, c. 449, 55. 7(2), 7(1 1) .  
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TABLE 19.4 
Wealth Transfer Tax Revenues as a Percentage of Gross Domestic Product 
OECD Member Countries 

Country 1970 1980 1990 
% 

Australia 0.65 0.12 
Austria 0.08 0.07 0.06 
Belgium 0.36 0.36 0.31 
Canada 0.31 0.02 
Denmark 0.14 0.20 0.27 
Finland 0.08 0.08 0.17 
France 0.25 0.24 0.42 

Germany 0.08 0.07 0.13 
Greece 0.32 0.35 0.46 
Iceland 0.04 0.07 
Ireland 0.39 0.12 0.15 
Italy 0.17 0.06 0.06 
Japan 0.18 0.18 0.44 
Luxembourg 0.12 0.16 0.15 
Netherlands 0.22 0.22 0.23 
New Zealand 052 0.17 0.11 
Norway 0.09 0.04 0.07 
Portugal 0.33 0.07 0.17 
Spain 0.14 0.10 0.15 
Sweden 0.14 0.10 0.11 
Switzerland 0.24 0.23 0.28 
Turkey 0.04 0.05 0.Q3 
United Kingdom 0.73 0.19 0.24 
United States 0.47 0.32 0.29 
Average % of countries 

with tax (unweighted) 0.26 0.15 0.20 

Source: Organisation for Economic Co-operation and Development,Revenue 
Statistics of OECD Member Countries, 1965-1991 (Paris: OEeD, 1992). 
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TABLE 19.5 
Collection Costs as a Percentage of Revenues from Selected Taxes 
United Kingdom, 1986-91 

Fiscal year 

Tax 1986/87 1987/88 1988/89 1989/90 
--------------

Income tax 2.26 2.23 2.22 2.15 
Corporation tax 0.56 0.57 0.50 0.50 
Capital gains tax 1 .87 1 .84 1.15 1 .85 
Wealth transfer tax 2.42 2.22 2.17 2.04 
All taxes 1 .76 1 .67 1.62 1.61 

1990/91 
2.17 
0.58 
2.10 
2.24 
1 .70 

Source: KPMG Peat Marwick Thorne, "Wealth Transfer Taxation: Planning 
and Avoidance Techniques," research papers prepared for the Fair Tax 
Commission, 1992, United Kingdom Section, table 1 .  

Similar figures have been reported for Ontario, where the adminis­
trative costs of collecting provincial succession duty in the 1970s 
varied from 1 .37 per cent of revenues raised in 1 971 to roughly 3 per 
cent in 1978, the year before the tax was abolished (KPMG Peat 
Marwick Thorne 1992). 

Wealth transfer tax compliance costs are much harder to estimate, 
in part because of difficulties in distinguishing measures that indi­
viduals must take to satisfy tax obligations from those that may be 
taken to plan around or avoid wealth transfer taxes. In the United 
States, it has been suggested that total expenditures on estate plan­
ning represent a sizeable share of the total yield from the federal gift 
and estate tax (Aaron and Munnell 1992, 138). It is impossible to 
verify this opinion. 

Finally, although wealth transfer taxes are often favoured as more 
neutral than income taxes yielding the same amount of revenue, tax 
specialists mention a number of potentially adverse economic conse­
quences as reasons not to tax wealth transfers. First, since wealth 
transfer taxes apply to income that is saved rather than consumed, it 
is often suggested that these taxes discourage the saving and capital 
accumulation necessary to economic growth and prosperity (Boskin 
1977, 60-62). In addition, it is often argued that wealth transfer taxes 
discourage entrepreneurship by making it costly to transfer private 
enterprises to family members and by breaking up pools of private 
capital that may be used to start new businesses. Although there is 
little statistical evidence on these issues, at least one study indicates a 
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strong correlation between entrepreneurship and access to capital 
through gift or inheritance (Blanchflower and Oswald 1991). 

Second, to the extent that wealth transfer taxes cannot be paid out 
of income or liquid assets, non-liquid assets like private businesses 
or farms might have to be sold in order to pay the tax. Statistical evi­
dence on this issue is mixed. Several studies have found no evidence 
that wealth transfer taxes are a major factor in the sale of farms or 
small businesses (Sandford et a1. 1973, 134-46; Maloney 1991, 257), 
but an inquiry by the Ontario Advisory Committee on Succession 
Duties determined that federal and provincial wealth transfer taxes 
played a key role in at least some decisions to sell family farms or 
businesses of persons who died in 1970 and 1971. Of 217 estates with 
farm properties for which questionnaires were returned, 161 (74.2 
per cent) were transferred to or held in trust for the recipient(s) and 
56 (25.8 per cent) were sold; of those sold, 10 (4.6 per cent) were sold 
"primarily to raise monies to pay liabilities payable at death 
(including succession duties and/ or estate tax). "  Of 197 estates with 
family businesses for which questionnaires were returned, 157 (79.7 
per cent) were transferred to or held in trust for the recipient(s) and 
40 (20.3 per cent) were sold, of which 12 (6 .1 per cent) were sold for 
this reason (Ontario Advisory Committee 1973, app. C, 2, 6) 

A final concern about the potentially adverse economic impact as­
sociated with the introduction of a wealth transfer tax is the encour­
agement it might give for wealthy persons to move themselves and 
their property to other jurisdictions. This issue is crucial to an as­
sessment of the feasibility of a wealth transfer tax in Ontario. 

As with our evaluation of an annual net wealth tax, we addressed 
two questions based on our historical and comparative review of 
wealth transfer taxes in Canada and other countries. First, is it in fact 
practical to introduce a wealth transfer tax given the amount of rev­
enue it could raise and the administrative and economic costs it 
might entail? Second, if a wealth transfer tax is regarded as a practi­
cal measure that should be implemented, is it feasible for Ontario to 
levy such a tax if wealth transfer taxes are not also collected by other 
provinces or the federal government? Although we have strong 
reservations about the feasibility of an Ontario-only wealth transfer 
tax, we are firmly convinced that a national wealth transfer tax 
would be a practical and beneficial addition to the current tax mix in 
Canada. 



Taxation of Wealth 387 

A wealth transfer tax has several characteristics in its favour, par­
ticularly compared with an annual net wealth tax. On the whole, a 
moderate tax on wealth transfers is more likely to affect progressiv­
ity and the distribution of economic resources in society than a low­
rate annual net wealth tax. Indeed, Canadian and US taxation statis­
tics indicate a progressive distribution of the wealth transfer tax bur­
den in both countries, at least when measured against assessed net 
values of estates. According to figures reported 25 years ago by the 
Ontario Committee on Taxation, average effective tax rates under 
Ontario's succession duty increased steadily from 6.7 per cent on es­
tates with net values of less than $25,000 to IS.l per cent on estates 
valued at more than $1 million (Smith Committee 1967, vol. 3, 140) .  
Based on reported figures, average effective tax rates were 7.0 per 
cent for estates with net values of $25,000 to $100,000, 9 .2 per cent for 
estates with net values of $100,000 to $200,000, 12  per cent for estates 
with net values of $200,000 to $500,000, and 15 per cent for estates 
with net values of $500,000 to $1 million. In the United States, federal 
Gift and Estate Tax returns filed for people who died in 1986 indicate 
a steady increase in average effective tax rates from 0.6 per cent for 
estates with a net worth between $500,000 and $600,000 to 38.5 per 
cent on estates with net values of more than $10 million. Based on 
reported figures, average effective tax rates were 6.6 per cent for 
estates with net values of $600,000 to $1 million, 17.2 per cent for 
estates with net values of $1 million to $2.5 million, 28.7 per cent for 
estates with net values of $2.5 million to $5 million, and 35.8 per cent 
for estates with net values of $5 million to $10 millionY 

A vailable evidence also indicates that wealth transfer taxes can 
make a meaningful contribution to government revenues. Ontario 
raised over $60 million from its gift tax and succession duty in 1975-
76, even though wealth transfer taxes were levied only in Ontario 
and Quebec at the time, and estimates prepared for the commission 
suggest that Ontario could have raised almost $640 million in 1989 
from a 30 per cent tax on the value of Ontario estates exceeding $1 
million, even assuming a full exemption for transfers to surviving 
spouses (Davies and Duff n.d.). Although this estimate assumes a 
fully comprehensive base (no exemptions) and absolutely no evasion 
or avoidance, it does not reflect revenues from an accompanying gift 

12 Calculated from statistics reported in Johnson (1990, table 3). 
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tax which, based on current US experience, might add an additional 
15 per cent to the revenues collected from a pure estate tax . 
Comparative estimates of actual wealth transfer tax revenues 'raised 
in OECD member countries as a percentage of gross domestic prod­
uct suggest that revenues from a Canada-wide wealth transfer tax 
could be anywhere from $21 7  million (0.03 per cent of GOP, as in 
Turkey) to $3.3 billion (0.46 per cent of GOP, as in Greece), but are 
most likely to be in the range of $1.7 billion (0.24 per cent of GOP, as 
in the United Kingdom) to $2.1 billion (0.29 per cent of GOP, as in 
the United States).!3 Since Ontario households hold roughly 45 per 
cent of Canadian household net wealth (Ernst & Young 1990, 4), the 
share for Ontario revenues from such a tax is likely be in the range of 
$765 million to $945 million. 

Further, although wealth transfer tax revenues are likely to be sim­
ilar to those that might be obtained from an annual net wealth tax, 
the administrative costs of a wealth transfer tax would almost cer­
tainly be less. First, the number of taxpayers that would be subject to 
a wealth transfer tax in any year is only a fraction of the number that 
would have to pay an annual net wealth tax. There were almost 
215,000 Ontario households with net wealth of more than $1 million 
in 1 989 (Ernst & Young 1990, vol. 1 ,  table 1 .5.1),  and a study con­
ducted for the commission estimates that among residents of Ontario 
who died in 1989 there were roughly 2500 estates valued at more 
than $1 million (Davies and Duff n.d.) . Second, unlike an annual net 
wealth tax, which would have to rely on costly annual valuations or 
valuation rules that facilitate the administration of the tax but un­
dermine its fairness and efficiency, a wealth transfer tax could be 
based on valuations that are already required for purposes of capital 
gains tax on deemed dispositions (for property that has increased in 
value) or probate fees (for property subject to probate at death) .  
More generally, since wealth transfer taxes have a long history in 
Canada, it might be expected that taxpayers and collection authori­
ties would face fewer initial costs with this kind of wealth tax than 
with an annual net wealth tax, with which Canada has little or no 
experience. 

13 These calculations are based on recent projections that Canada's gross domestic 
product will reach $724.6 billion in 1993 (Conference Board of Canada 1993). 
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Finally, the economic impact of a wealth transfer tax is less worri­
some than that of an annual net wealth tax, which may discourage 
all kinds of saving since these savings become taxable wealth. 
Wealth transfer taxes should affect only savings for the purpose of 
transferring wealth. In fact, it is generally agreed that adverse eco­
nomic impacts of wealth transfer taxes are less severe than those re­
sulting from higher marginal income tax rates designed to raise the 
same amount of revenue. 

Whether it would be feasible for Ontario to levy a wealth transfer 
tax if it were the only province to do so is much less certain. Indeed, 
based on experiences in Canada and Australia, where subnational 
wealth transfer taxes were abandoned after the national government 
withdrew from this tax field, it might be reasonable to conclude that 
these taxes are sustainable only at the national level. On the other 
hand, the decision to abolish Ontario's gift tax and succession duty 
appears to have been motivated more by political concerns about the 
combined burden of capital gains tax and wealth transfer tax than by 
any difficulties taxing wealth transfers at the provincial level. 

To begin with, it seems clear that a wealth transfer tax could be 
collected effectively at a provincial level. Although European experi­
ence suggests that the collection of any gift tax would likely be facili­
tated by a combined return for income and gift tax, administrative 
links between the collection of income taxes and wealth transfer 
taxes in other countries are generally limited (OECD 1 988, 156). 
Consequently, it is doubtful whether the administrative viability of a 
provincial wealth transfer tax would depend on federal agreement to 
collect the tax or on the introduction of a separate personal income 
tax in Ontario. In addition, Ontario has considerable experience with 
wealth transfer taxes, and only a small number of transfers would be 
subject to tax each year. Throughout the 1970s, Ontario collected a 
succession duty and a gift tax, and collection costs averaged between 
2 per cent and 3 per cent of revenues raised from these taxes. 

On the other hand, Ontario could have difficulty obtaining the 
necessary information to actually enforce and collect a wealth tax. 
Although provincial tax authorities would be able to obtain informa­
tion on transfers of property registered in Ontario, and on transfers 
of property subject to probate in Ontario, they would have more dif­
ficulty obtaining information about transfers of property located 
outside Ontario and about transfers of property that are neither reg­
istered in Ontario nor subject to probate (for example, certain kinds 
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of joint property, or gifts that need not be registered). While Ontario 
might establish arrangements with other jurisdictions to share in­
formation on transfers of property to or from residents of the other 
jurisdiction, it is doubtful whether other provinces would enter into 
agreements to provide this sort of information if they themselves did 
not also tax wealth transfers. Ontario might, however, be able to ob­
tain information on wealth transfers from federal income tax returns 
that record capital gains tax on deemed dispositions when property 
is transferred by gift or at death. 

Even if Ontario were able to obtain all the information necessary to 
administer a provincial wealth transfer tax, it could face legal cllal­
lenges arising from the constitutional limitation on provincial taxing 
powers to "direct taxation within the province" under section 92(2) 
of the Constitution Act, 1867. Although provinces are constitution­
ally allowed to tax transfers of property situated in the province, 
transfers to recipients resident in the province, and gifts from resi­
dent donors in cases where property is situated outside the province, 
it is often argued that provinces cannot levy estate taxes on transfers 
to non-resident beneficiaries from persons resident in the province 
since the tax cannot be paid by the donor (who is deceased) and is 
therefore an "indirect tax" (LaForest 1981, 106-109). As a result, tax­
payers might be able to avoid Ontario tax on transfers to non-resi­
dent beneficiaries by first transferring ownership to a corporation 
resident in another jurisdiction and then transferring shares to a non­
resident beneficiary. In addition, since Ontario cannot tax non­
resident recipients, resident donors might attempt to avoid Ontario 
tax on transfers to resident beneficiaries by transferring Ontario 
property first to a non-resident corporation owned by the donor and 
then transferring the shares of this corporation to another non­
resident corporation owned by the resident beneficiary or to a trust 
with beneficiaries resident in Ontario. 

A provincial wealth transfer tax might attempt to address these 
avoidance possibilities in a number of ways. First, as Ontario did in 
the 1970s, it might enact specific rules to tax resident beneficiaries on 
increases in the value of shares in non-resident companies due to 
wealth transfers and to attribute increases in the value of non­
resident trusts to specific classes of beneficiaries (for example, 
equally among children) .  Second, it might attempt to tax worldwide 
estates of persons resident in Ontario at their deaths on the same 
basis that capital gains are subject to tax at death: by deeming the tax 
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to be imposed on the taxpayer immediately before death. Third, it 
might decide to tax all transfers of property outside the province, 
both by gift and at death, and whether to a natural person or a legal 
entity such as a corporation or trust. Each of these approaches would 
improve the viability of a wealth transfer tax at the provincial level, 
though all would add to the complexity of the tax. The third ap­
proach would likely be the most effective, but would have serious 
implications for the mobility of persons and capital within Canada. 

Probably more. Significant than these administrative and constitu­
tional obstacles, a provincial wealth transfer tax would be extremely 
vulnerable to location decisions that might substantially reduce rev­
enues raised and affect the general level of economic activity in the 
province. To the extent that the tax applied to the estates of donors 
resident in Ontario at death, people could avoid the tax by moving to 
another province upon retirement. Alternatively, although tax might 
still be imposed on transfers of property situated in Ontario and on 
receipts by resident beneficiaries, the former could be avoided by 
transferring property to a corporation resident in another province 
while the latter could be avoided through the use of planning de­
vices like trusts or evaded by failing to report property received from 
outside the province. 

Although relocation and tax planning are by no means costless, 
they are much less costly within a country than they are between 
countries. Further, although the studies reviewed suggest that the 
impact of taxes on business and personal location decisions is gener­
ally less iinportant than other non-tax considerations, the potential 
savings from aVOiding a wealth transfer tax may be substantial. It is 
reasonable to expect that persons with estates of this nature would 
not willingly endure a tax that they need not pay in any other 
province, but would move themselves and their assets out of Ontario 
to avoid the tax. 
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TABLE 19.6 
Estimated Distributive Impact and Revenue Potential (in Ontario) from a 
Comprehensive Flat Rate Estate Tax with Full Exemption for Transfers to 
Surviving Spouses 

Average tax paid by 

Taxable Taxpaying 
estates estates All estates 

Avg. Avg. % 
Estate size % of all % 0£ of total 
($ millions) # estates $ estate $ value 

-----_. -

1 .0-2.0 497 38.3 90,000 6.9 34,487 2.7 
2.0-5.0 342 33.2 658,599 20.6 218,468 6.8 
Over S 85 44.5 4,339,137 28.1 1,931,029 12.5 
All estates 924 1 .6 691,339 20.9 10,840 3.6 

Source: James B. Davies and David Duff, "Wealth Tax Proposals: 

Revenue 
raised 

($ millions) 

44.7 
225.2 
368.8 
638.8 

Distributional Impact and Revenue Potential," in Issues in the Taxation of 
Individuals, ed. Allan M. Maslove, Fair Tax Commission Research Studies 
(Toronto: University of Toronto Press, forthcoming). 

Note: Exemption, $1 million; rate, 30% above $1 million. 

Nevertheless, the revenue potential in Ontario from a wealth 
transfer tax is substantial, and the distribution of such a tax would be 
highly progressive. A variety of simulation scenarios were prepared 
for the commission. To illustrate the potential impact of a tax on es­
tates, one of these scenarios is presented in table 1 9.6. It models a tax 
with a 30 per cent rate applied to estates after allowing a $1 million 
general exemption and a complete exemption for transfers to surviv­
ing spouses. The revenue potential is estimated at almost $640 mil­
lion annually. Over half the total would come from estates valued at 
more than $5 million. They would be assessed an average tax of 
more than $4 million, compared with an average value of these 
estates of about $15 million (Davies and Duff n.d.). 

On the basis of our analysis and discussions, we have concluded 
that a national wealth tax in the form of a wealth transfer tax is the 
preferred option. This kind of wealth tax is most familiar, adminis­
tratively manageable, present in most developed countries, and most 
compatible with our views of fairness. This tax could be levied by the 
federal government or by all provinces acting together. The tax base 
should be fully comprehensivepension funds, and life insurance), the 
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tax should apply to gifts as well as transfers at death, the 
jurisdictional basis of the tax should be as broad as possible, spousal 
transfers should be fully exempt, transfers should be taxable only on 
the portion of the transfer above a generous exemption, and there 
should be no credit for capital gains taxes on deemed dispositions. If 
such a tax is introduced, and Ontario derives revenues from it, 
probate fees should be restructured so that they do not function as a 
progressive tax (as they do now), but as a user fee to reflect the true 
costs of processing wills. 

R E C O M M E N D A T I O N  3 2  

Ontario should seek the agreement of the federal 
government and the other provinces to establish a 
national wealth transfer tax. This tax should be 
fully comprehensive and should apply to gifts as 
well as transfers at death. The tax should exempt 
spousal transfers. It should have a generous ex­
emption level but should contain no credit for cap­
ital gains taxes on deemed dispositions. 

R E C O M M E N D A T I O N 3 3  

If a wealth transfer tax is implemented which gen­
erates additional revenue for the Government of 
Ontario, Ontario's probate fee should be levied as 
a user fee at a flat rate, rather than as a percentage 
of the estate. 

We also considered the role that special taxes on luxury goods 
might play as a partial substitute for wealth taxes, and as a method 
to enhance overall tax progressivity. Our discussion of luxury taxes 
is included in chapter 24. 
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20 Corporate Taxation in a 
Fair Tax System 

Corporate tax issues were among the most contentious in our public 
hearings. For many of those who appeared at our hearings, declining 
revenue shares from corporate income and capital taxation stood as a 
symbol of increasing unfairness in our overall system of taxation. For 
others, our current levels of corporate taxation were cited as a major 
problem for Ontario as this province attempts to compete with 
jurisdictions with apparently lower corporate tax levels. 

While corporate taxation raises literally hundreds of important 
technical questions, debate and discussion both in our hearings and 
among ourselves focused on a limited number of broad questions 
including: 

• the role of corporate taxation in a fair tax system; 
• the impact of corporate taxes on corporate decisions in particular 

and economic activity more generally, and the implications for 
Ontario's ability to sustain levels of corporate taxation higher than 
those applicable in jurisdictions with which Ontario competes for 
investment and economic activity; 

• the use of the corporate tax system to deliver subsidies for certain 
kinds of economic activity and the impact of these subsidies on 
the revenue generated from corporate taxes; and 

• the relationship between corporate taxation and the taxation of in­
come from capital in the personal income tax system and its im­
pact on the fairness of the personal income tax. 
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In this chapter, we deal with the first three issues - the role of cor­
porate taxation in a fair tax system, the impact of corporate taxation 
on the economy, and the effectiveness of tax-delivered subsidies as 
instruments of economic policy. The last issue, special provisions for 
the taxation of capital gains and dividends, and their role in the 
integration of the personal and corporate income tax systems, are 
dealt with in chapter 17. 

Our work in this area attempts both to clarify and build 
understanding of these complex issues. However, jurisdictions are 
just beginning to address the implications for their national public fi­
nances and economic policies of the growing integration of the world 
economy in the past 25 years and the resulting increased mobility of 
capital and economic activity. Therefore, our analysis does not point 
directly to firm conclusions; it can only inform judgments about 
what the appropriate course of action is for Ontario in the 1990s. 

Role of Corporate Taxes in a Fair Tax System 

Share of Corporate Income Taxes in Provincial Revenue 

In recent years, revenue from corporate taxes has been declining as a 
proportion of government revenues throughout Canada and in most 
other nations. In Ontario, for example, corporate tax revenue has 
dropped from just over 19 per cent of provincial revenue in 1961-62 
to just under 8 per cent in 1991-92. At the federal government level 
in Canada, corporate taxes fell as a proportion of revenue from 1 9.9 
per cent in 1969-70 to 1 1 .5 per cent in 1989-90. 

Canada is not alone in experiencing a declining share of revenues 
from corporate income taxation. The decline in corporate income tax 
revenues in Canada has largely paralleled experience in the United 
States. A recent study for the OECD observed: 

The share of corporate income tax receipts in total government 
revenues over the past 25 years has been either relatively stable at fairly 
low levels or has declined steadily in the majority of OECD countries. 
Japan, Luxembourg and, to a lesser extent, the United Kingdom and 
Italy, are notable exceptions. (Carey et al 1993, 7) 

One of the reasons revenue from taxes on corporate profits has 
declined relative to other underlying tax bases is that profitability 
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reported by corporations has declined. Recent studies have 
documented the role of profits in the relative slide in revenues.1 For 
example, a study of the decline of federal corporate tax revenue 
concluded that: 

Falling profitability is . the most important factor in explaining the 
declining importance of corporate taxes in the Canadian federal budget 
from 1960 to 1985. Other factors, such as legislative changes and 
inflationary effects, also had an impact, but they were of secondary 
importance. (Douglas 1990, 79) 

The long-term decline of corporate income tax as a share of 
provincial government revenue raises important questions of public 
policy. Are corporate tax rates lower than they shoula. be in a fair tax 
system? What contribution would higher corporate tax revenue 
make to a fair tax system? Is it realistic, given the mobility of capital 
in the international economy, for Ontario"to increase its revenue 
from corporate taxation? What should Ontario's response be to these 
realities? 

The decline of corporate tax revenue as a proportion of provincial 
revenue has given rise to concerns and to numerous suggestions to 
restore corporate taxation to its former share of government rev­
enues. The discussion that follows explains the constraints Ontario 
faces in raiSing more revenue through corporate taxes, but suggests 
ways to increase fairness atthe same time. 

Incidence of Corporate Taxes 

In assessing the role of corporate taxes in a fair tax system, perhaps 
the fundamental question concerns who actually bears the ultimate 
burden of such taxes. While the legal obligation to pay tax may rest 
with a corporate institution, the eventual burden of the tax will be 
borne by the people who own, work for, or buy goods and services 
from the corporation. To what extent are corporate taxes reflected in 
a reduced return on capital for shareholders, or are passed on in 
higher prices to consumers or in lower wages to workers? As the dis-

1 For Canadian evidence see Perry (1986); for US evidence see Auerbach and Poterba 
(1987). 
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cussion of tax incidence in chapter 9 pointed out, the answer to that 
question depends on the workings of markets for investment capital, 
goods and services, and labour. The functioning of these markets in 
Ontario has in turn been influenced significantly by changes in the 
international economy. In particular, the growth in global interde­
pendence of national economies has contributed to a significant in­
crease in the mobility of capital. From 1983 to 1989, global flows of 
foreign direct investment grew at an average annual rate of 34 per 
cent (Canada 1991, 35). One study observed that "the unprecedented 
development of global capital markets reflects a world awash with 
stateless capital that flows rapidly to the locations that offer the 
highest financial return" (Brean 1992, 307). This mobility in turn has 
important implications for the way capital markets work and, conse­
quently, for the way the burden of corporate taxes is divided among 
owners of capital, consumers, and workers. 

Since capital is more mobile internationally, it is more responsive 
to tax rates than is labour or consumption. Higher corporate tax rates 
may not result in a lower return on investment to the shareholders of 
corporations, but in the additional tax being passed on in some com­
bination to labour in the form of lower wages and to consumers in 
the form of higher prices. These conclusions were reflected in the 
discussion of tax incidence in chapter 9. 

Ontario has always had an open economy linked to markets in 
other jurisdictions. As a result, the province is particularly vulnera­
ble to the movement of capital in response to factors such as tax 
rates. If Ontario were to levy corporate taxes that were significantly 
higher than those in competing jurisdictions, the additional burden 
of the tax would not likely fall on the owners of capital (the share­
holders), but on other inputs into production, such as labour, and on 
consumers. As a result, there is some question about whether corpo­
rate tax levels that are appreciably above those in other jurisdictions 
would actually result in an increased tax burden being borne by 
owners of capital. 

Objectives in Setting Corporate Tax Rates 

One of the purposes of the corporate income tax is to ensure that 
shareholders cannot defer tax on the profits from their investments 
by leaving these profits in the corporation and paying tax only when 
they are distributed as dividends or realized as  capital gains. 
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Corporate income taxation also serves as a way to tax the capital in­
come of non-resident owners of corporate shares. According to this 
rationale, to eliminate any advantage in the form of deferred taxes, 
the rate of tax on corporate income should be the same as the rate of 
tax paid by the individual on other personal income. The corporate 
and personal income tax systems could then be integrated by giving 
credit in the personal income tax system when profits are distributed 
by corporations and taxed in the hands of individuals. The credit 
would be equal to the amount of tax paid by the corporation on the 
profits distributed as dividends or realized as capital gains. 

In a progressive income tax system, however, shareholders do not 
all pay the same rate of tax. As a result, it is not possible to link cor­
porate tax rates to the individual tax rates faced by shareholders. An 
alternative approach is to establish the corporate income tax rate at 
the same level as the top marginal rate in the personal income tax 
system and then to provide a full credit for corporate income tax 
paid at the time the profits are distributed as dividends. For an indi­
vidual taxed at the top marginal rate in the personal income tax sys­
tem, income earned through investment in a corporation would be 
taxed when it is earned at the same rate as it would have been taxed 
if it had been distributed to the shareholders. For an individual 
whose marginal personal income tax rate is below the top rate in the 
personal income tax, however, the rate of tax at the corporate level 
would exceed the individual's rate of tax in the personal income tax 
system and the individual would effectively have overpaid at the 
corporate level. The overpayment would be refunded in the form of 
a tax credit at the time the profits were distributed. 

There are two major problems with this rationale for establishing 
corporate tax rates. First, it presumes that the corporate and personal 
income tax systems are fully integrated. In chapter 17, we conclude 
that that the dividend tax credit system is more accurately described 
as an incentive for investment in the shares of Canadian corporations 
than as a system for integrating the general corporate and personal 
income tax systems. Second, the effect of this approach would be to 
tax the corporate income of non-residents at the highest personal tax 
rate in Canada. As a result, difficult questions of capital mobility and 
impact on investment make such an approach impractical. 

Top marginal rates in the personal income tax system have not 
played a significant role in the determination of corporate tax rates in 
recent years. Indeed, while the top marginal rate in the personal in-
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come tax system has been a important factor in setting corporate tax 
rates in Canada in the past, there have been significant exceptions to 
this rule. Both the manufacturing and processing tax rate and the 
small business tax rate have been well below the level required to 
match the top personal tax rates. As a consequence of concerns such 
as these, the general corporate tax rate in Ontario has gradually de­
clined in relation to the top marginal rate in the personal income tax. 

Although a strict link between the personal and corporate income 
tax systems may not be practical for corporate taxation in general, 
such provisions are important for certain types of corporate income 
and certain types of corporate organization. In particular, some form 
of integration is necessary between the personal income tax system 
and the corporate tax system as it applies to Canadian-controlled 
private corporations. There are two reasons for such integration. 
First, it is necessary to ensure that the tax treatment of small business 
income is the same whether it is earned directly by an individual or 
indirectly through a corporation. Second, it may be appropriate to 
tax certain types of income earned by private corporations at the 
highest personal tax rate, for example, income earned by a corpora­
tion from passive investments (minority holdings of stocks, bonds, 
etc . )  and income earned by a corporation that really represents in­
come from employment. The purpose would be to ensure that such 
income earned in a corporation bears the same tax as income earned 
directly or to discourage the use of corporations to earn income 
where there is no business reason for a corporate form of organiza­
tion. These specific issues are discussed more fully in chapter 21.  

The Mobility of Profits and Production 

The international integration of economic activity discussed in 
chapter 5 has profound implications for Ontario's ability to tax busi­
ness profits. The mobility of financial capital means that a corpora­
tion can avoid high tax rates by shifting profits from high-tax to low­
tax jurisdictions. In addition, relatively low transportation costs and 
increasing market access as a result of trade liberalization agree­
ments encourage firms to consider moving operations to low-cost, 
often low-tax, jurisdictions, despite the cost of relocation. In light of 
these developments, we considered how the following constrains 
Ontario's corporate tax system: 
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• the impact of corporate tax levels on investment location deci­
sions; and 

• the impact of corporate tax levels on where corporations declare 
their profits. 

Taxation and Business Location 

The first question related to tax competitiveness is how tax levels on 
corporations in Ontario compare with those in other jurisdictions 
that compete for some of the same business investment. A paper 
written for the commission surveyed tax comparison studies that 
had been undertaken and concluded that on balance: "Ontario and 
Canadian taxes on corporation investments are somewhat but not 
dramatically higher than those of US jurisdictions" (Ernst & Young 
1993a, 10). 

In their 1992 budgets, both the federal and the Ontario govern­
ments reduced tax rates on manufacturing and processing and in­
creased depreciation rates for tax purposes for that sector. As a re­
sult, it might be expected that the differential has been narrowed 
even further. A study by the Conference Board of Canada repeated 
earlier studies for four manufacturing sectors, but used 1992 tax 
rates. It concluded: "Canada's tax system is relatively less competi­
tive than the United States; however, the difference in the overall tax 
burden on corporate organizations in the two countries is marginal 
and this gap is narrowing" (Iqbal 1993, 12). 

Other studies using alternative approaches reach similar conclu­
sions. For example, a study for the Economic Council of Canada 
which looked at the combined impact of personal income taxes and 
corporate taxes suggests that Canadian recipients of capital income 
pay similar taxes to those in the United States; the rate is slightly 
lower in Canada for manufacturing, but slightly higher in other sec­
tors (Ernst & Young 1993a, 45-46). 

The second question is what effect Ontario's corporate taxes have 
on decisions made by businesses about their location. A commission 
review of the role of taxes in influencing business location decisions 
concluded that: 

There are still major gaps in our knowledge of the impacts of taxes on 
business-location decisions. Little formal empirical work has been done 
on Canadian data, and many of the US studies are seriously flawed in 
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the choice of tax measures or the econometric techniques applied. 
(Ernst & Young 1993b, 204-205) 

Another recent survey, which questioned whether any progress 
had been made in the last 20 years in understanding the connection 
between taxation and investment, reached similar conclusions: 

In all classes of models . . .  there is great variation in the predicted effects 
of tax policy on business investment. Further, there is no solid evidence 
to indicate which models of investment best explain the data. The con­
clusion is that our knowledge of the effects of tax incentives on invest­
ment has not advanced in recent years, in large part perhaps because 
the models estimated are inappropriate for use with aggregate data. 
(Rushton 1 992, 640) 

Given the mixed results, it is not surprising that opinion is sharply 
divided on the effectiveness of incentives. Many sectors and groups 
continue to believe that incentives can be effective generators of in­
vestment. Sceptics, however, can point to the lack of solid evidence 
that lower taxes on corporations and their investments will necessar­
ily lead to greater investment activity. Indeed, most commentators 
on the issue would agree that other economic factors will be the 
dominant consideration in most location decisions. It is really an is­
sue of how many of the truly marginal decisions will be affected by 
tax considerations. 

Competing jurisdictions have tended to keep their tax systems 
within quite narrow ranges of tax rates and incentives for invest­
ment. It is not clear that conclusions about the limited impact of tax 
levels on investment decisions would continue to apply outside such 
narrow ranges. For example, one view of the impact of taxation on 
plant location decisions suggests there is a two-stage decision pro­
cess. The first stage involves development of a short list of two or 
three locations. Development of this short list may be quite subjec­
tive. The final decision is then based on a systematic analysis of the 
relevant characteristics of the short-listed jurisdictions. Under this 
decision-making process, perception of a jurisdiction as having high 
taxes can be harmful, even when final decisions are likely to focus on 
business factors such as labour costs and transportation. From this 
perspective, then, moving to a tax regime in which Ontario's corpo­
rate tax levels were clearly outside the range of those applied in 
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other jurisdictions would involve serious risks with respect to both 
new investment and reinvestment of profits generated in the 
province. 

Corporate Tax Planning and Avoidance 

The Canadian and Ontario tax systems treat each corporation as a 
separate entity for corporate income tax purposes, even when the 
corporation is a member of a closely held corporate group. However, 
within a corporate group there is considerable leeway in determining 
how profits are distributed among member corporations and which 
corporations pay tax. When a corporate group operates in more than 
one tax jurisdiction, either provincially or internationally, it typically 
has a degree of flexibility in selecting the jurisdiction in which taxes 
are paid. As a result, there is a possibility that high-tax jurisdictions 
will see their revenue eroded. 

It should be noted that what is being considered here relates ex­
clusively to the implications for government revenue of corporate 
organizational and financial decisions rather than the decision by 
businesses on where to locate their operations. Regardless of how a 
corporation decides to distribute its taxable income among jurisdic­
tions, there may be no impact on the level of business activity, em­
ployment, and other corporate activities in the province. 

The opportunities to influence the jurisdiction in which income is 
reported are varied. Corporations can effectively transfer their prof­
its to low-tax jurisdictions by manipulating the prices they charge af­
filiates for goods and services, as well as for such things as research 
and development and copyrights - known as transfer pricing. The 
transfer price can be defined as the price of any non-arm's-length 
transaction involving goods, technology, or services between affili­
ates of an individual multinational enterprise (Eden n.d.) . A major 
study was prepared for the commission on the implications of 
transfer pricing and the approaches to the issues raised used by taxa­
. tion and other regulators in Canada, the United States, and 
elsewhere (Eden n.d. ) .  This study shows that multinational 
enterprises supply affiliates with a package of capital, technology, 
and managerial skills when they make a direct investment in a 
foreign affiliate. In return, the multinational enterprise receives a 
flow of dividends, interest payments, royalties, and licence fees. In 
addition, there is a flow of goods and services, as well as financial 
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flows associated with financing arrangements, between the 
subsidiary and its parent and other affiliates. For tax purposes, all of 
these items must be priced to determine the taxable profits of each 
company in the group. Prices are also placed on these transactions 
for business reasons and for other purposes, such as the require­
ments of international trade agreements. Since transfer prices are 
charged within the firm, no independent arm's-length price is 
involved. For tax purposes, the prices set will help determine how 
income is allocated between jurisdictions. This process leads to the 
possibility of intra-firm prices being chosen to minimize tax liabilities 
by shifting income to lower tax jurisdictions. One could, at least in 
theory, deal with this possibility through the rigorous application of 
arm's-length pricing rules - that is, by requiring the price used in 
intra-firm transactions to be the same as it would be if the transaction 
were between unrelated parties. In practice, however, this approach 
has limitations owing to the difficulties of not only applying the rule 
in many of the complex business arrangements that occur, but also of 
satisfying the legal requirements necessary to obtain reassessments. 
As a result, the administrative approach can only place an upper 
bound on income transfers of these types. 

In addition, there are other methods of transferring profits that are 
so bound up with business practices that arm's-length tests are even 
less feasible. A prime example relates to the capital financing struc­
ture of the corporate group. It may be possible to allocate external 
debt and intra-group debt, and thus the associated tax deductible in­
terest, to selected corporations in the group in a way that reduces 
reported profits in the desired jurisdictions. The profits are then 
reported by those group members principally financed by equity. 
Since there is no equivalent of arm's-length pricing tests for debt­
equity structure, any attempt to limit such income redirection must 
depend on specific rules. For example, Canada's Income Tax Act con­
tains a provision that limits interest deductibility for a foreign sub­
sidiary operating in Canada financed in excess of 75 per cent by debt, 
called the thin capitalization rule. However, this again provides only 
an upper bound on the extent of tax planning based on the type of 
financing undertaken. There is no similar rule for the financing of 
corporations in a corporate group with members in different 
provinces within Canada. 
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TABLE 20.1 
Corporate Income Tax Rates in the United States and Ontario, 1992-94 

Year ends US rate including Ontario M&P rate Ontario general rate 
on 31 Dec. average state rate including federal rate including federal rate 

% 
---.-.� 

1992 38.0 38.34 44.34 

1993 38.3 36.34 44.34 

1994 393 35.34 44.34 

Sources: Canada, Department of Finance, The Budget 1992 (Ottawa, 1992); 
Canadian Tax Foundation, The National Finances, 1992 (Toronto, 1992); The 
National Finances, 1993 (Toronto, 1 993); International Bureau of Fiscal 
Documentation, Bulletin for International Fiscal Documentation (Amsterdam, 
1993); Ontario, Ministry of Finance, 1 993 Ontario Budget (Toronto, 1993); 
Research Institute of America, Highlights of Revenue Reconciliation Act of 
1993 (Valhalla, NY, 1993). 

Implications for Corporate Income Tax Rates in Ontario 

In looking at the potential for income transfers to a jurisdiction out­
side Canada, the corporate income tax rate is a key determinant, al­
though other proVisions of Canadian and foreign corporate income 
tax systems may also influence potential tax savings from such trans­
fers. For example, the foreign tax credit system in the parent compa­
ny's home country, rates of withholding tax in Canada, and differ­
ences in the definitions of corporate income and allowable deduc­
tions from taxable income between the two countries can all affect 
the choice of jurisdiction in which to report corporate income. 
However, since the basic structure of the corporate tax is essentially 
the same among provinces in Canada, the tax rate differentials 
among provinces are the only factors that must be taken into account 
when considering transfers between provinces. Because of the way 
the Canadian corporate tax system is structured, tax avoidance 
through income transfers is of concern mainly where there are 
separate corporations acting as part of a group. For a single 
corporation with activities in several provinces, profits are attributed 
to each province based on the distribution among provinces of sales 
and wages. Intra-corporate transfer arrangements are irrelevant to 
the allocation of profits for these corporations. 
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Ontario's corporate income tax rates are generally comparable to 
those of other provinces, with the exception of Quebec (table 20 .1) .  In 
1 993 the corporate income tax rate for manufacturing and processing 
profits, including both the federal and the provincial taxes, was 36.34 
per cent in Ontario and 31 .74 per cent in Quebec; the general rate 
was 44.34 per cent in Ontario and 37.74 per cent in Quebec. This 
disparity has led to some apparent income transfers through tax­
planning mechanisms that cause corporate income to be reported in 
Quebec.2 

A more telling comparison is one of effective corporate tax rates; 
that is, rates which actually apply after taking into consideration all 
the deductions available. A study for the commission estimated ef­
fective corporate tax rates for a variety of sectors in Ontario and the 
other provinces based on the corporate tax system in 1991 and 1992 
(Chen and Mintz 1993) . The study found that, in general, industries 
in Ontario face higher effective tax rates than those in other 
provinces, but that the effective corporate tax rates in Ontario are not 
much higher than those in Quebec, Manitoba, Saskatchewan, and 
British Columbia. The rates are lower in the Atlantic provinces be­
cause of special federal credits, as well as in Alberta, which has a rel­
atively low corporate income tax rate, a very low small business rate, 
and no general capital tax. 

Internationally, the principal point of comparison for Ontario's  
corporate tax rates is, of necessity, the United States, the predomi­
nant home country for foreign parents of Canadian subsidiaries. 
Prior to the federal tax reform in the two countries in the late 1980s, 
the Ontario and Canadian systems, with such features as the lower 
manufacturing and processing rate, were not at a disadvantage in 
terms of tax rates. This situation changed following tax reform; tax 
rates in the United States fell more than in Canada. Table 20.1 sets 
out the general rate and the manufacturing and processing rate in 
both Canada and the United States. 

As a result of budgetary changes at the federal level and in Ontario 
in the last few years, manufacturing and processing profits are now 
taxed at a slightly lower rate in Canada than in the United States. For 
income not taxed at the manufacturing and processing rate, the rate 

2 Quebec has higher payroll and capital tax rates, but these are not directly relevant to 
the issue of income transfers. 
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in Ontario is higher than it is in the United States. However, the fed­
eral withholding tax on dividends paid to non-residents raises the 
effective tax rate on profits repatriated from Canadian subsidiaries to 
foreign parent corporations. 

Although the evidence regarding the effect of corporate taxes on 
business location decisions is not conclusive, there is reason to be­
lieve that tax rates have some effect on where profits are declared. A 
study for the commission reviewing the impact of international inte­
gration on the mobility of capital concludes that: 

If Ontario's taxes on capital and income from capital were to deviate 
significantly from those in other jurisdictions, then Ontario's tax base 
could change to the degree that total tax revenue could be impacted 
substantially. For the 19905, this places a new emphasis on comparisons 
between Ontario's tax system and the tax systems of other jurisdictions. 
Consequently, the trends of tax reforms in other countries, particularly 
US tax reforms, will be increasingly important for Ontario's economy 
and for the design of Ontario's tax system. (Conklin and Whalley n.d.) 

We agree that the role of other tax regimes in influencing what 
policy choices are appropriate here is going to be even more 
important in the future. It is critical that the nature of the constraints 
be fully appreciated. Tax levels that are significantly higher than 
those in competing jurisdictions will almost certainly have the 
paradoxical effect of lowering overall revenues by driving out the tax 
bases that are targeted for taxation. 

R E C O M M E N D A T I O N 3 4  
Ontario should maintain effective rates of tax on 
business at approximately their current levels rela­
tive to other jurisdictions, given the evidence with 
respect to: 

. 

• effective tax rates in competing jurisdictions, 
• the impact of effective tax rates on business lo­

cation decisions, and 
• the shifting of corporate taxes to employees, 

consumers, and investors. 
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It is always more desirable in principle to levy taxes based on the 
ability to pay of the individual or business being taxed. The corpo­
rate income tax is based on ability to pay in that tax is owing only in 
years when profits are made. However, as discussed earlier in this 
chapter, the ability of corporations to shift profits to low-taxing ju­
risdictions constrains Ontario's ability to raise revenue solely from a 
tax on profits. As a result of this limit on profits-based taxation, 
Ontario and other jurisdictions with an open economy levy taxes on 
business based on other characteristics of the business, including the 
size of its payroll and the land it occupies. Factors such as land and 
people are not as easy to transfer to other jurisdictions and thus 
make a more stable tax base than profits. 

R E C O M M E N D A T I O N  3 5  

It would be desirable in principle to change the 
composition of taxes on business by increasing 
taxes based on profitability and decreasing taxes 
that are not sensitive to profit. However, the fact 
that the corporate income tax base can move from 
country to country in response to statutory tax rate 
differentials means that it is unlikely that in­
creased revenue could be raised through higher 
corporate income tax rates. The Ontario govern­
ment should consider the potential for tax base 
mobility when setting corporate income tax rates. 

Taxation of Income from Capital in a Multi-jurisdictional Context 

One of the most significant implications of a world "awash with 
stateless capital" is the increasing difficulty faced by individual 
national jurisdictions in taxing income from capitaP It is generally 
acknowledged that factors such as increasing investment flows and 
deregulation are placing growing strains on the taxation of such 

3 Various studies have evaluated the conditions under which a taxing jurisdiction can 
successfully tax capital income originating within its boundaries and the pressures 
that make this difficult. For example, see Diamond and Mirrlees (1971); Razin and 
Sadka (1990); and Gordon (1992a). 
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income. There is a risk that more income from capital will be 
diverted to jurisdictions where tax rates are low. In turn, other juris­
dictions will reduce tax rates to maintain at least some tax revenue 
from capital and to alleviate concerns that real business investment is 
being deterred.4 The eventual outcome of such a process would be 
that capital income would no longer be taxable . Part of the research 
and debate on this issue is concerned with identifying under what 
conditions jurisdictions could continue to tax capital income with its 
source in the jurisdiction (Gordon 1992a). 

This is an extremely important issue because, if it becomes impos­
sible to tax income from capital except in limited circumstances or at 
very low rates, fairness objectives in taxation will be severely com­
promised. In particular, effective rates of tax on income earned from 
employment will exceed rates of tax on income from capital. Clearly, 
there is little public support or sympathy for such an outcome in 
Ontario and in most other jurisdictions. Fairness in taxation requires 
that income from capital be taxed on exactly the same basis as other 
forms of income. These developments have already served to limit 
Canadian corporate tax rates, in that Canada no longer attempts to 
link corporate tax rates and the top marginal rate in the personal in­
come tax. While we would hardly suggest that there is a crisis in the 
taxation of income from capital in Ontario, it is clear that the forces at 
work to push taxes on income from capital to the lowest common 
denominator are real and must be taken seriously. 

Our recommendations take these pressures into account. At the 
same time, however, we do not believe that either Ontario or Canada 
should accept passively the tax implications of capital mobility. 
Rather, the recommendations have been developed to improve the 
taxation of business income in the province in terms of fairness and 
efficiency, while fully recognizing the constraints imposed by com­
petitiveness issues. 

Maintaining tax fairness in the face of capital mobility requires 
explicit recognition of the difficulty faced by governments in taxing 
income from capital, and it demands cooperation among 

4 This effect can already be noted in the decision by several of the eastern Canadian 
provinces in recent budgets to cut corporate tax rates on manufacturing roughly in 
half. The new regimes are seen as being more competitive while causing little direct 
revenue loss. 
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governments in responding to the situation. First, it must be 
recognized that the pressures in this area are reat which is  not 
always obvious since measures that work to reduce the taxation of 
capital income are almost never introduced with this as the explicit 
objective. The rationale is typically based on the argument that tax 
incentives increase investment and create jobs. From the perspective 
of a single jurisdiction, with little revenue at stake in the taxation of 
any single operation, there may appear to be little to lose from 
adopting such measures. While reference is often made to states in 
the United States with low tax rates or generous incentives, similar 
pressures are evident in Canada. Several provinces in recent years 
have reduced tax rates significantly on certain types of economic 
activity.5 Alberta has established a tax reform commission with the 
express purpose of tailoring that province's tax system to attract 
investment. Referring to the objectives of the commission, Premier 
Klein stated: "Our objective is not to raise more revenue through 
more taxes, but to attract more investment to Alberta by making our 
tax regime more competitive than any other jurisdiction in Canada" 
(Alberta Treasury 1993, 6). 

Second, while the pressures are real and powerfut there is evi­
dence that most jurisdictions and their citizens wish to maintain the 
taxation of capital income and that they are willing in some cases to 
consider greater degrees of cooperation and harmonization with 
other jurisdictions to this end. For example, the Commission of the 
European Communities (CEC) established a committee to make 
recommendations that would increase the harmonization of taxation 
of capital income within the European Community. The committee 
made a number of proposals to allow greater integration of 
European capital markets and to prevent excessive tax competition 
in corporate taxation once the barriers were removed (CEC 1992). In 
line with this objective, the committee recommended that a range of 
corporate income taxes be established within which member 
countries would be required to set their tax rates. The range 
recommended involved a minimum corporate income tax rate of 30 
per cent and a maximum rate of 40 per cent. The committee also 

5 During 1992, both Prince Edward Island and Newfoundland dropped their 
corporate tax rates on manufacturing and processing income to 7.5 per cent, 
respectively halving and more than halving their corporate tax rates on this income. 
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recommended that minimum standards be set for major elements in 
the tax base, although this would leave open the use of some 
incentives (CEC 1992, 13-14). 

In the United States, considerable concern has been shown about 
the transfer of corporate income to avoid tax. Several states, worried 
about income transfers both within the country and internationally, 
have adopted systems that attempt to combine all the income within 
a corporate group before determining the income allocated to the 
state. California was the first state to adopt this approach, usually re­
ferred to as unitary taxation (Munnell 1992, 48-50). This unilateral 
approach has been controversial because, without inter-jurisdictional 
coordination, it can lead to double taxation of income where other 
jurisdictions take a different approach to corporate taxation and ap­
ply tax to the same income. 

It is obvious that a single jurisdiction can have only limited success 
in this area. Corporations operating in multiple jurisdictions have too 
much flexibility to be dealt with effectively on a unilateral basis. At 
the same time, when a lower tax rate on capital income is adopted in 
one jurisdiction, there are considerable pressures on other govern­
ments to match the move. The cost of failing to be competitive in lost 
revenue, if not in lost economic activity, is too high not to expect 
governments to adopt competitive tax measures. The inevitable re­
sult of this process will be an erosion in the taxation of capital in­
come, with serious implications for the fairness of the overall tax 
structure. 

Greater cooperation among governments in Canada is required to 
ensure that fairness is not overwhelmed by tax competition. This co­
operation will not be easy, as it will involve some loss of flexibility 
by provincial governments in setting their corporate tax policies. In 
the past, the Canadian system has provided a reasonable compro­
mise, both in theory and in practice, between provincial autonomy in 
tax rules designed to foster development and harmonization of cor­
porate income tax systems. Given the pressures involved, the time 
has arrived for a more unified approach. This would not lead to 
meaningful losses in economic development, but would protect tax 
bases from wasteful erosion from tax competition. If the provinces 
agree to more harmonization, the federal government should 
establish a greater degree of meaningful pre-budget consultation 
about the corporate tax system. 
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A number of avenues should be explored in this respect, and it is 
not our intention to recommend a particular approach. The issues are 
complex, and the views of all the provinces and the federal govern­
ment must be considered. 

One of the options that merits consideration is a system of consoli­
dated taxation, where corporations would be taxed as members of a 
group. An allocation system similar t o  that used now for single cor­
porate entities could then ensure that tax bases are distributed ac­
cording to the realities of sales and employment. Other approaches 
could include agreeing on a range of tax rates, as has been proposed 
in the European Community. 

R E C O M M E N D A T I O N  3 6  

Ontario should seek agreements with the federal 
and provincial governments to minimize inter­
provincial tax competition. Agreements should 
provide for such measures as: 

• consolidated taxation in which the tax-paying 
unit would include all the Canadian members 
of a corporate group; and 

• minimum provincial corporate tax rates. 

At the international level, there should be a concerted effort to en­
sure that the taxation of income from capital is not allowed to deteri­
orate to the lowest common denominator. Evidence of concern about 
this issue can be found in attempts by European Community mem­
bers to establish a set of guiding rules for corporate taxation, and in 
periodic proposals in the United States to implement special rules for 
the taxation of foreign subsidiaries operating there. However, unilat­
eral action or actions by groups of countries cannot be a substitute 
for general international norms. 

R E C O M M E N D A T I O N  3 7  

National and subnational jurisdictions face con­
straints in their ability to tax the income of multi­
national corporations. While respecting those con-
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straints in establishing its own policy, Ontario 
should urge the federal government to play an ac­
tive role in promoting initiatives, such as interna­
tional tax agreements, to ensure that the income of 
multinational corporations is taxed fairly. 

Corporate Tax Expenditures 

Many features of the corporate income tax system are designed into 
the system to influence corporate behaviour in the interests of overall 
economic policy. The federal government provides a number of tax­
based incentives to encourage firms to undertake certain activities or 
to make certain investments. In adopting essentially the same defini­
tion of corporate income and the same deductions for the Ontario 
corporate income tax that apply in the federal corporate income tax, 
Ontario virtually automatically adopts those incentives in its corpo­
rate tax as well. In addition, Ontario provides certain incentives in its 
corporate income tax that go beyond those in the federal system. 
While these provisions are designed to achieve economic develop­
ment objectives, by allowing firms to reduce their taxable income 
they contribute significantly to the widely debated phenomenon of 
profitable corporations paying no income tax. 

In 1989 tax subsidies to business were estimated to be about $1.2 
billion (Block and Maslove n.d. ) .  Most of these tax expenditures -
subsidies delivered through the tax system in the form of reduced 
taxes or tax credits - are delivered through the corporate income tax 
system. Tax expenditures in the corporate income tax system in 1989 
amounted to approximately $800 million, or two-thirds of the total, 
not counting the revenue forgone as a result of the reduced rate of 
tax for small business. 

In this section, we first analyse the phenomenon of profitable cor­
porations paying no income tax. The data demonstrate that, after al­
lowing for provisions that are an integral part of a properly function­
ing corporate income tax, such as the deduction of prior-year losses 
and the deduction for dividends paid by one corporation to another, 
the phenomenon of profitable corporations paying no tax is largely 
the result of those corporations taking advantage of tax expenditures 
in the corporate tax system. 
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FIGURE 20.1 
Major Reasons Why Profitable Non-tax-paying Corporations Paid No Ontario Income 
Tax in 1989 - Profits Distribution 
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dividends 
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Source: Ministry of Revenue PT AD database, as cited in Corporate 
Minimum Tax Working Group, Report (Toronto: Ontario Fair Tax 
Commission, 1992). 

Note: Figures may not add to 100 per cent due to rounding. 

We then address the cost and effectiveness of the tax expenditures 
themselves, and consider the idea of a corporate minimum tax as a 
substitute for - or as a complement to - direct action to limit 
corporate tax expenditures. We conclude that it would be more 
effective and more consistent with the original purposes of the tax 
expenditures to deal with their cost and effectiveness directly and 
eliminate those that cannot be justified. 

Tax Expenditures and Profitable, Non-tax-paying Corporations 

Popular criticism of the corporate tax system has often pointed to 
profitable corporations that pay little or no corporate tax. This situa­
tion is perceived to be primary evidence of problems with the cur­
rent tax structure, particularly in three basic areas. First, it is seen as 
inappropriate that corporations with profitable operations in the 
province benefit from government services without contributing to 
payment for such services. Second, the ability of corporations to 
make profits and distribute income without any tax being applicable 
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is seen as a significant fairness issue. This concern is amplified be­
cause the dividends received at the individual level are then taxed at 
preferential rates, as a result of the dividend tax credit. Finally, un­
taxed profit is seen as a potential tax base, which could yield sub­
stantial tax revenues and check the slide of corporate tax revenues as 
a share of provincial revenue. 

The report of the Corporate Minimum Tax Working Group re­
mains the best existing information on the number of profitable, 
non-tax-paying Ontario corporations . According to provincial data 
presented in the report, of almost 177,000 corporate tax returns from 
1989 (representing 93 per cent of Ontario corporate tax returns filed 
in that year) analysed by officials at the Ministry of Finance, about 
116,000 corporations reported book profits, of which 23,300 paid no 
Ontario income tax. A further 6000 corporations paid Ontario income 
tax at an average rate of less than 5 per cent of Ontario book profits.6 
Of roughly $53 billion earned by these 1 1 6,000 profitable corpora­
tions, $18.5 billion (or 35 per cent of all profits) was earned by the 
23,300 companies that paid no Ontario income tax, and roughly $5 
billion (or 9 per cent of all profits) was earned by companies that 
paid Ontario income tax at an average rate of less than 5 per cent of 
Ontario book profits. 

The report of the Corporate Minimum Tax Working Group went 
on to analyse the reasons why some corporations paid no corporate 
income tax. Of the 23,300 profitable corporations that paid no 
Ontario income tax in 1989, roughly 12,800 were non-taxable because 
of a since-abolished tax holiday Ontario offered to new small 
businesses in 1 989; 1600 paid no corporate income tax in Ontario 
because inter-corporate dividends are not taxed in order to prevent 
double taxation of income earned in the corporate sector; 2200 used 
prior-year losses to offset corporate income tax otherwise payable; 
and a further 6700 (with total book profits of almost $6 billion, 55 per 
cent of which were allocated to Ontario for tax purposes) were non­
taxable for other reasons. Figure 20.1 shows what proportion of total 
profits of profitable non-tax-paying corporations these reasons 
represent. 

6 "Ontario book profits" are financial statement profits multiplied by the percentage of 
each corporation's taxable income that is allocated to Ontario for income tax 
purposes. 
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F1GURE 20.2 
Other Reasons Why Non-tax-paying Profitable Corporations Paid No Ontario Income 
Tax in 1989 - Profits Distribution 
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Source: Ontario, Ministry of Revenue, data, as cited in Corporate Minimum 
Tax Working Group, Report (Toronto: Ontario Fair Tax Commission 1992). 

Notes: 
Capital cost allowance is the rate of depreciation of capital assets allowed for 

tax purposes. For certain classes of assets, this rate exceeds book deprecia­
tion used for general accounting purposes. 

Rollovers and accounting gains on assets or "paper gains" on corporate 
rollovers are gains that are recognized for accounting purposes but are not 
recognized for tax purposes on tax-free inter-corporate reorganizations in 
which assets are transferred between members of the same corporate 
group without any economic gain or loss to the group. 

Resource deductions include a deduction for exploration and development 
expenses and a deduction of 25 per cent of the amount by which resource 
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profits exceed exploration and development overhead expenses for oil, 
gas, and mining companies. 

Capital gains exclusion represents the one-quarter of capital gains that are 
exempt from tax. 

R&D Super Allowance provides a 25 per cent deduction for research and de­
velopment expenditures incurred in Ontario over and above the 100 per 
cent write-off for R&D current and capital expenditures otherwise available. 

Net reserves are amounts deducted from income to reflect various contin­
gencies; for example, reserves for doubtful debts, for amounts not due un­
til a later year, and for undelivered goods or unrendered services. 

Soft costs (interest, accounting and legal fees, insurance, and property taxes). 
Prior to tax reform, soft costs were attributable to a period of construction 
or renovation of a building and could be fully deducted in the year the 
costs were incurred. Tax reform has limited the deductibility of these costs. 

Ontario Current Cost Adjustment provides for pollution control equipment for 
use in Ontario. 

"Other" includes pension adjustments, deferred charges, asset write-offs, 
plant closure and restructuring costs, price support, deferred tax adjust­
ments, and miscellaneous other items. 

Based on a sample of 144 profitable non-tax-paying companies, 
the working group concluded that there are a number of other rea­
sons why profitable corporations may pay no corporate income tax. 
The report estimated that roughly $3.3 billion was untaxed for these 
reasons, and it is this amount that is of primary concern from the 
perspective of fairness. 

When the federal government introduced its tax reforms in 1987, 
one of the objectives was to reduce the number of profitable corpora­
tions escaping tax altogether. These reforms also affect the picture in 
Ontario, because almost all of the federal changes were also adopted 
in this province. The data for 1989 do not fully reflect the effect of tax 
reform, as many changes were phased in over a number of years and 
other changes have their full impact only after assets in place before 
tax reform have been replaced (for example, reduced rates of tax de­
preciation apply only to assets purchased after reform). The possibil­
ity exists that the 1989 information on profitable, non-tax-paying 
firms may, therefore, significantly overstate the problem.? 

7 A commission study looking at effective tax rates (Sabourin et al. 1 993) considered 
the extent to which corporate tax reform was likely to affect the results of the 
analysis that could be deduced from the limited information available for 1989 
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Nevertheless, the large pool of losses and carried-over deductions 
that existed at the time of reform, the incentives that still remain in 
place, and losses associated with the serious recession of the last few 
years all suggest that the phenomenon of profitable, non-tax-paying 
corporations is likely to continue at least for some time. 

It is clear from these data that the phenomenon of profitable cor­
porations paying no tax, after allowing for the impact of deductions 
for dividend income and prior-year losses, which are clearly justifi­
able in a fair corporate tax system, is actually a direct consequence of 
the fact that, through tax expenditures, significant subsidies are de­
livered to corporations through the tax system. When those subsidies 
are claimed by a profitable corporation and exceed the amount of tax 
that would otherwise be payable by the corporation based on its in­
come, the result is a profitable corporation that appears to pay no in­
come tax. 

In general, there are two potential responses to this situation. One is 
to focus on the outcome of the tax and tax expenditure process and 
consider the application of a special tax that would be imposed on 
profitable corporations that have been able to use subsidies delivered 
through the tax system to reduce their tax liability to zero. This ap­
proach is discussed in more detail below. The other is to direct our 
attention to the underlying reasons for the phenomenon - the fact that 
subsidies to corporations are delivered through the tax system - and 
consider whether or not those subsidies are justifiable from a public 
policy perspective. We believe that this is the appropriate approach 
for Ontario to take. If a tax expenditure is considered to be the most 
effective way to achieve a given public policy objective, the fact that a 
corporation may pay no tax as a result of having taken advantage of 
the provision cannot be seen, in and of itself, as evidence of a problem 
with the tax structure. Although thf specific public policy questions 
raised by individual subsidies go beyond the fair taxation mandate of 
the commission into the realm of economic policy, we have addressed 
broader issues related to the process by which tax expenditures are 

coupled with macroeconomic information. The authors concluded that "it is very 
difficult in projecting the volume of corporate income tax revenues, let alone their 
distribution amongst corporations of various types, to disentangle changes in tax 
structure from changes in the macro economy. More definitive results will have to 
await more detailed and current data" (34). 
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devised, approved, administered, reviewed, and audited. In chapter 
12, we recommended a comprehensive approach to tax expenditure 
budgeting and called for more complete and public disclosure by 
corporations of the benefits that they receive through the tax 
expenditure provisions of the corporate income tax. 

We also address general issues related to the effectiveness of tax 
expenditures in the Ontario corporate income tax and consider addi­
tional criteria that should be applied in analysing the effectiveness of 
corporate tax expenditures in particular. 

Measuring and Evaluating Tax Expenditures 

The estimated values of the tax expenditure provisions of various 
Ontario taxes are summarized in table 20.2. 

The measurement of tax expenditures is a contentious issue. Al­
though it is relatively easy to determine the value of some tax ex­
penditures that are narrowly directed - such as the Research and 
Development Super Allowance - others require a number of as­
sumptions. For example, the figure shown for the capital cost 
allowance is the estimated value of the difference between the rate of 
depreciation of assets for accounting purposes and the rate of depre­
ciation for tax purposes. It is possible that in some areas where tech­
nological advance is very rapid, depreciation may exceed what is al­
lowed for tax purposes. As a result, the capital cost allowance may 
underestimate accounting depreciation, and the aggregate figure for 
the tax expenditure cost of the capital cost allowance may be an 
overestimate. 

In our opinion, the tax system is an appropriate means for only a 
limited set of objectives. There are many other mechanisms that are 
better suited to most government policy objectives. Tax expenditures 
to support economic activity have the twin characteristics of not be­
ing highly visible to the general population and yet being very visi­
ble to their targeted beneficiaries. The combination of these two at­
tributes makes them hard to modify as the economic objectives of 
government evolve. A more general difficulty in using the tax sys­
tem as an instrument of economic policy is that there is no recog­
nized set of criteria by which tax incentives are created and evalu­
ated. Tax expenditures can also be potentially costly to the govern­
ment if significant resources are reallocated to the targeted low-tax 
activity. Often direct spending programs achieve greater success be-
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cause they can be targeted and evaluated more easily. In addition, 
uncoordinated tax measures designed to achieve a variety of policy 
objectives can debilitate the tax system, making it less efficient, less 
equitable, and more complex. 

There is also evidence that tax incentives generally change corpo­
rate decisions only marginally. Most companies will not make major 
business or investment decisions on the basis of tax incentives, but a 
tax incentive can make the difference on marginal projects - espe­
cially when the incentive is seen to be secure and long-lasting. If 
there is doubt about the incentive being maintained, most companies 
will discount it significantly, if not altogether, in decision making.s 

Because tax incentives tend to operate at the margin, they are most 
effective if they are sharply focused on making a particular type of ac­
tivity significantly more attractive in Ontario than in comparable 
jurisdictions. Small tax advantages for Ontario in many areas will 
have less impact on corporate decision making than large differences 
in one or two key areas. We concluded that, in general, the assistance 
Ontario offers through the tax system for business activity is too small 
to be meaningful relative to the values of other factors that affect busi­
ness decisions.  Although these incentives fail to change corporate be­
haviour, they make the corporate tax system more complex - an effect 
that contributes to public perceptions about the unfairness of the cor­
porate income tax. As a result, Ontario's tax-based subsidies for busi­
ness activity are not worthwhile when compared with the revenue 
forgone and the complexity they add to the corporate tax system. 

We are also concerned about the pressure on provinces to compete 
for business investment by increasing tax expenditures and lowering 
statutory tax rates. If Ontario were to significantly increase tax expen­
ditures for business activity in an effort to make more than a marginal 
impact on business decisions, this could trigger interprovincial 
competition, bidding up of tax expenditures, and eroding corporate 
tax revenue. We conclude that Ontario should not try to modify or 
supplement tax-based subsidies to business in the federal tax system. 

--_.-_._-_ . ---------

8 From a study by the Canada Consulting Group for the National Advisory Board on 
Science and Technology, "Under-funding the Future: Canada's Cost of Capital 
Problem." 
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TABLE20.2 
Ontario's Tax-based Subsidies to Business Activity in 1989 

Activity and subsidy 

Capital investment: 

Capital cost allowance 

Pollution control equipment: 

Ontario current cost adjustment 

Small business: 

Reduced employer health tax rate 

Flat capital tax 

Small business development 
corporations tax credit 

Resource industry: 

Exploration and development expenses 

New mines tax exemption 

$500,000 mining profits tax exemption 

Processing allowance 

Resource allowance 

Research and development: 

R&D Super Allowance 

Various sectors: 

Reduced corporate income tax rate for 
specified sectors including 
manufacturing and processing 

Total 

Estimated 
value ($ millions) 

460 

75 

150 

120 

a 

175 

1 0  

a 

40 

25 

50 

50 

11 55 

%of total 

39.8 

6.5 

13.0 

10.4 

15.1 

0.9 

3.5 

2.2 

4.3 

4.3 

100.0 

Source: Sheila Block and Allan M. Maslove, "Ontario Tax Expenditures," in 

Taxes as Instruments of Public Policy, ed. Allan M. Maslove, Fair Tax 

Commission, Research Studies (Toronto: University of Toronto Press, 

forthcoming). 

a. Estimate (under $5 million). 
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R E C O M M E N D A T I O N  3 8  

Ontario should not attempt to use its corporate tax 
system as a mechanism for delivering incentives 
that are more generous than those offered in the 
federal system. Corporate tax deductions in 
Ontario which are either in addition to federal de­
ductions or accelerated compared with federal 
deductions should be eliminated. 

We also suggest specific criteria for tax expenditures related to 
economic development goals. These criteria should be applied for 
federal-level initiatives. 

R E C O M M E N D A T I O N 3 9  
In addition to the-criteria applicable to tax expendi­
tures generally, tax expenditures designed to further 
general economic development goals should meet 
the same criteria that apply to economic development 
programs delivered outside the tax system: 

a) Subsidies should be focused on desired activi­
ties or behaviours, not on sectors, types of com­
panies, or size of businesses. 

b) The activities or behaviours targeted must be 
defined and measured easily. 

c) The incentives given should be large enough to 
result in changed corporate decisions. 

d) The subsidy programs must be simple to un­
derstand and transparent for both companies 
and the administrative authorities. 

e) To limit the potential for abuse, tax incentives 
in the form of non-refundable credits should 
not be tradable among firms but rather should 
be restricted to the recipient company. 

£) All subsidy programs should be reviewed in depth 
with potential recipient firms for their likely im­
pact on behaviour before they are introduced. 
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Supporting Training through the Tax System 

We received a number of suggestions on using the tax system to en­
courage businesses to train their employees. This issue has received a 
great deal of attention in recent years, especially in the context of 
labour force adjustrnent. 

. 

In July 1993 Ontario passed legislation creating the Ontario Train­
ing and Adjustment Board (OTAB) .  The board is a government agen­
cy with responsibility for the design and management of provincially 
funded training and adjustment programs. It is cooperatively led by 
representatives of employers, unions, trainers, educators, and a 
range of social action groups. The method for funding training above 
what is currently being provided will be determined by the board. 
During the government's consultation on the OTAB project, 
however, various approaches to training were discussed, including: 

• levering funds through sectoral agreements (that is, providing ac­
cess to government assistance that is conditional on a suitable 
training investment); and 

• introducing a training tax or levy. 

During our public consultations, several representatives from the 
labour movement suggested that tax incentives were necessary to 
encourage firms to provide training. We considered the advantages 
of delivering support for training through a direct-spending pro­
gram or through the tax system. In particular, we looked at a training 
tax credit for incremental levels of training. However, we conclude 
that such a credit would be inadvisable for a number of reasons: 

• the tax credit for incremental training would discriminate against 
firms that already provide a high level of training; 

• it would be more difficult for firms that supply training in-house, 
rather than purchase training services, to estimate their costs and 
to make this estimate verifiable; 

• firms that have losses in a given year would not be able to use the 
credit; and 

• the broad public sector would not be covered by a tax-based 
incentive. 

The most costly aspect of training for most firms is the time work­
ers spend off the job while they are enrolled in training, especially if 
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the training is conducted off site. We support the general approach to 
training embodied in the Ontario Training and Adjustment Board leg­
islation and urge the new board to seek an appropriate non-tax mech­
anism for supporting firms that undertake training and retraining. 

Taxation of Manufacturing and Services 

Ontario's Preferential Rate for Manufacturing and Processing Profits 

The preferential corporate income tax treatment of manufacturing 
and processing profits, compared with profits in all other sectors, is a 
fairness and competitiveness concern given the growing role of the 
service sector in the Ontario economy. In 1993 Ontario's general cor­
porate income tax rate was 15.5 per cent, while the rate applied to the 
profits of manufacturing and processing firms was 13.5 per cent. 
Thus, the service sector, encompassing such activities as transporta­
tion, communications, personal and business services, tourism, and 
wholesale and retail trade, is taxed at this higher rate. 

Not only is the statutory corporate income tax rate on manufactur­
ing and processing profits lower than the rate that applies to profits 
earned in the service sector, but the average effective tax rate is 
higher for service sector firms that do not qualify for the small busi­
ness rate. (The average effective tax rate is the rate at which the tax 
actually applies to profits in a given year after taking into considera­
tion all the deductions available.) Using 1 989 data, we found that the 
average effective tax rate on manufacturing firms with assets of more 
than $5 million (firms which clearly do not qualify for the small 
business rate) was about 5 percentage points lower than the average 
effective tax rate on the same size firms in the service sector and 
about 2 per cent lower than the average effective tax rate on all non­
manufacturing firms of the same size (Ontario Ministry of Finance 
calculation based on the 1989 corporate sample file database). 

The picture changes somewhat when all firms are considered, in­
cluding those that qualify for the small business rate. Using the same 
data, we found that the spread between the average effective tax rate 
for all firms in the manufacturing sector and those in the service 
sector was less than a percentage point. This smaller spread is a re­
sult of the fact that 39 per cent of firms in the service sector are eligi­
ble for the small business rate, compared with 1 1  per cent in the 
manufacturing sector. These results are echoed in a study for the 
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commission estimating effective corporate tax rates (including both 
corporate income and capital taxes) based on the corporate tax sys­
tem in 1991 and 1992 (Chen and Mintz 1993). The study found that 
the primary sector (mining, agriculture, fishing, logging, and trap­
ping) and the service sector faced the lowest effective corporate tax 
rates, while construction and wholesale trade faced the highest. 

The reasons for the special emphasis given to manufacturing are 
varied. Historically, a strong and expanding manufacturing sector 
was considered essential in enabling a developed country to deliver 
increasing standards of living to its citizens. Manufacturing activity 
was viewed as the best means of providing the opportunity for eco­
nomic growth and new and higher-paying jobs. The sector has tradi­
tionally been a primary source of foreign exchange, although, in 
Canada's case, the resource sector has also played a prominent role. 
Manufacturing was also seen as being exposed to international com­
petition to a greater degree than the service sector. 

Concern regarding the vulnerability of the manufacturing sector 
has led to special rules for the tax treatment of manufacturing profits 
and to the tradition of responding to tax changes in other jurisdic­
tions. While the system that has evolved seems to provide incentives 
for manufacturing, it can also be seen as one that contains a bias 
against services. One of the issues we considered in detail was the 
desirability of taxing the service sector, in effect, at a higher tax rate 
than manufacturing. 

Emerging Role of the Service Sector 

The service sector has long been seen as an important provider of 
employment. In recent years its increasing share of total output has 
also been recognized. The nature of the service sector has changed; 
for example, several of the most technologically advanced and fastest 
changing industrial sectors are in the service sector, communications 
and financial services being two examples. 

Investment in machinery and equipment over a 30-year period 
provides dramatic proof of this trend. Figure 20.3 compares the level 
of investment in machinery and equipment in four broad industrial 
sectors at the beginning of the decades 1960 to 1990. The bar chart 
shows the level of machinery and equipment investment relative to 
that in manufacturing. The actual level of investment in manufactur­
ing is shown by the line chart and the right-hand scale. 
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FIGURE 20.3 
Machinery and Equipment Investments by Industry Sector, Canada, 1960-90 
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The figure shows that manufacturing made the largest single in­
vestment in machinery and equipment in every year shown. 
However, there are major changes in the relative positions of the 
other sectors. In both 1960 and 1970, the service sectors (trade, 
finance, and commercial) made less than half the amount of 
investment of manufacturing and less than either the primary and 
construction sector or utilities. By 1980, machinery and equipment 
investment in the service sectors had reached almost 70 per cent of 
that in manufacturing, and was approaching the level in the other 
two sectors. By 1990, investment in the service sectors in machinery 
and equipment had exceeded 80 per cent of that in manufacturing 
and was higher than in the other two sectors. Clearly, the service 
sectors shown here are an important and growing component of the 
demand for machinery and equipment. 

Another important development in the service sector is the in­
creasing competition faced by many suppliers. This competition is 
often driven by deregulation or by increasing international trade. 
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Three important examples can be seen in Canada in the past few 
years. Retail and wholesale trade have been subject to intense inter­
national competition as a result of cross-border shopping. 
Transportation, in the form of trucking, rail, and air, has faced much 
more competition as a result of deregulation. Finally, financial ser­
vices were greatly changed as barriers to competition between major 
segments in the industry were dismantled in the 1980s. In the face of 
such developments, it is misleading to characterize the service sector 
generally as one that is immune to international or interprovinCial 
competition. 

Finally, the line between manufacturing (or goods production) and 
services production is becoming blurred in many ways. More ser­
vices are being used as intermediate inputs into manufactured prod­
ucts, and manufactured products themselves are, in effect, including 
additional services as part of the final product. One commentator 
summarized the changing patterns as follows: 

Services and production are becoming so widely substitutable that dis­
tinctions between the sectors seem more arbitrary than helpful. 
Executives and policy analysts often view activities like product deSign, 
market research, accounting, and data analysis as product costs if they 
are carried out within manufacturing concerns but as services if they 
are provided externally. Internal salespeople are classified under manu­
facturing employment, but external sales representatives and whole­
salers are called service providers. (Quinn and Gagnon 1986, 101) 

The 1 992 annual review of industrial policy by the Organisation 
for Economic Co-operation and Development provides a useful 
overview and summary of the forces at work (OECD 1992a). It repre­
sents a review of industrial development in seven countries (includ­
ing Canada) over a IS-year period in the 1970s and 1980s. The report 
considers the changing role of services in some detail, analysing 
growth and putting forward several observations and conclusions: 

• Technologically sophisticated industries have provided the pre­
dominant source of growth over the last IS years. Two of the four 
leading industries were in the service sector: financial and busi­
ness services and communications services. The other leading 
industries were computers and communication and 
semiconductor equipment. 
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• "Trade, demand stimulus and other similar policies aimed at 
providing assistance to low technology industries may be of lim­
ited utility" (188) . 

• The diffusion of technology is as important to growth as the de­
velopment of technology. The service sector plays an important 
role in technology diffusion both as a user and a promoter of the 
services. 

• "The economies [being considered] have become more intercon­
nected as manufacturing firms now request more inputs from ser­
vice industries and vice-versa . . .  In short, this means that more 
service value is added to each unit of output, blurring the distinc­
tion between what is meant by services versus manufacturing 
output" (1 88). 

. 

• "Instead of emphasizing one sector over another (e.g., 
'manufacturing matters') the focus of economic development pol­
iey should be on system-wide gains that maximize the efficiency 
of the integration of different industries" (188-89). 

• "From the perspective of overall productivity growth as well as 
containment of inflation, increases in service sector productivity 
would appear to be at least as important as those in manufactur­
ing, despite past emphasis on the latter . . .  [For many products 
more than half of the price is] attributable to trade and distribu­
tion margins. Given this, efficiency gains in wholesale and retail 
trade or transportation are likely to have a larger impact on reduc­
ing the cost of the final product than changes in the manufactur­
ing process" (189). 

These observations raise important issues about the corporate tax 
bias currently being directed against service sector income. 

Reducing Complexity 

As far as manufacturing and processing is concerned, the reduction 
in the Ontario tax rate follows the federal definitions and rules for 
this tax incentive. While the concept is straightforward, the process 
for determining the amount of income eligible for the tax rate reduc­
tion actually involves several steps. Each step is subject to detailed 
rules and regulations, which in turn have been tested in the courts 
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(and subject to judicial interpretation).9 Detailed rules to distinguish 
between eligible and ineligible income are necessary because the di­
viding line is blurred between manufacturing and processing activi­
ties and the other activities of a business. 

Many commonplace examples can be cited where it is not obvious 
whether an activity should be considered manufacturing/processing 
or a service activity. Examples include photocopying in a retail store, 
food prepared in commissaries or by caterers, desk-top publishing, 
custom tailoring, and the production of software. The courts have 
addressed a variety of such cases (including those cases addressing 
similar definitions with respect to sales taxes or other provisions of 
the Income Tax Act), with the general result that the line between 
manufacturing and processing activity and other activities is indis­
tinct. Indeed, the courts themselves have commented on the diffi­
culty. One judgment noted with respect to the definition of process­
ing that "not only has [the word] a broad meaning to begin with, but 
[it] has an ever-increasing range of meanings, and so is almost im­
possible to define" (Federal Farms Ltd. v MNR 1 966, EC 66, DTC 5068, 
CTC 62). 

Some activities are eligible in one set of circumstances, and ineligi­
ble in another, even though the economic substance of the situation 
is identical. One important example applies where activities are con­
tracted out. Federal regulations specify a list of operations which are 
eligible for the low tax rate, including: 

• engineering design of products and production facilities; 
• receiving and storing of raw materials; 
• iri.specting and packaging of finished goods; and 
• production support activities, including security, cleaning, heat­

ing, and factory maintenance. 

If these activities are contracted out, not only are they no longer 
considered in determining the share of the activities of a business el­
igible for manufacturing and processing tax treatment, but the firm 
performing the service does not qualify either. In some cases, the 

9 Detailed discussions of the definitions, rules, Revenue Canada interpretations, and 
relevant court decisions can be found in the various tax services published for 
Canada. For example, see MacDonald and Cronkwright (1993, vol. 3, 33,000-34,499). 
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courts have considered activities to be eligible in determining the 
manufacturing and processing deduction, which would certainly not 
be considered manufacturing or processing activities if they were 
carried out on their own. For example, in one case the preparation 
and editing of feature articles, editorials, news stories, and adver­
tisements were considered to be part of the manufacturing process of 
publishing a newspaper, and the associated labour costs were classi­
fied as manufacturing costs in the calculation of income eligible for 
the low rate (St. Catharines Standard Limited v The Queen 1978, FC-TD, 
78 DTC 6168, CTC 258). 

Sometimes factors such as ownership of the materials or goods 
being processed can determine whether an activity is manufacturing 
or a service. For example, engine overhauls, custom-tailored goods, 
tire retreading, and muffler replacement are activities that have not 
been considered to be manufacturing and processing when the 
activity is carried out for someone else (MacDonald and 
Cronkwright 1993, vol. 3, para 33). They would be eligible if the 
ownership of the property in question were in the hands of · the 
person doing the overhaul or retreading. 

Any definition segregating complex activities into eligible and in­
eligible categories will create problems and will usually result in 
some apparent inconsistencies. The situations and examples pro­
vided are not intended to suggest that the rules are inoperable; 
rather, they are intended to emphasize that the distinction between 
services and manufacturing is blurred. In addition, if one of the 
functions of the lower tax rate is to leave more retained earnings in 
the hands of corporations with the best prospects for growth and 
creating employment, then the incentive is not well targeted for this 
purpose. 

In the case of the manufacturing and processing deduction for 
Ontario tax purposes, the most significant special eligibility issue is 
that the exemption also encompasses the primary sector (fanning, 
fishing, logging, and mining) . Given the limited prospects for 
economic growth and employment generation in some of these 
areas, it is difficult to justify discriminating against the service sector, 
where the potential benefit in terms of reinvestment and employ­
ment must be greater. 
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R E C O M M E N D A T I O N 4 0  

Ontario should eliminate the bias in the corporate 
income tax against income generated in service in­
dustries by removing the preferential rate for 
profits from manufacturing and processing. 

Controlling Tax Expenditures through a Corporate Minimum Tax 

The existence of non-tax-paying and low-tax-paying corporations in 
Ontario led many people to suggest that Ontario levy a corporate 
minimum tax in addition to the existing corporate taxes.  The Corpo­
rate Minimum Tax Working Group assessed three design options for 
a corporate minimum tax. We analysed the information developed 
by the group as well as other information on the various options. 

Dividend-based Options 

Under the Canadian income tax system, a dividend tax credit is 
available for dividends received by individuals. Part of the purpose 
of this credit is to provide recognition for income taxes paid at the 
corporate level. If income taxes have not been paid by the corpora­
tion, however, this integration mechanism means that the income 
underlying the dividend is never taxed in the corporate sector and is 
taxed at a lower rate than other income when it is received at the in­
dividual level. 

This credit obviously raises fairness concerns. As the working 
group report put it: "Non-taxation of dividends without regard to 
the amount of tax actually paid by the distributing company repre­
sents both a logical inconsistency in the operation of the current tax 
system and a potentially unacceptable reason why some profitable 
corporations pay little or no corporate income tax" (Corporate 
Minimum Tax Working Group 1992, 45) . The paying out of income 
in the form of dividends without tax being assessed is also inappro­
priate where the lack of taxation results from tax deferrals designed 
to encourage investment. To the extent that funds arising from tax 
deferrals associated with incentives are reinvested, the full value of 
the incentive continues to be available. 

To address this problem; a tax can be applied to dividend distribu­
tions, with the tax being recoverable if sufficient income tax has been 
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paid. This system is in place in various forms in a number of coun­
tries, including the United Kingdom and Australia. The House of 
Commons Standing Committee on Finance and Economic Affairs 
recommended this approach as an alternative to certain federal tax 
reform proposals (Canada House of Commons 1987, recommenda­
tion 51). 

Although we have some sympathy for this approach, we consider 
that the tax could not be administered on a provincial basis only. The 
working group report referred to several major problems associated 
with Ontario alone implementing such a tax, including admin­
istrative complexity, potential avoidance, and inconsistency with 
federal and international treatment of dividends (Corporate 
Minimum Tax Working Group 1992, 46) . We agree with these obser­
vations and recognize that, because of the issues identified, this ap­
proach could not function at the provincial level. 

Capital-based Options 

Another form of corporate minimum tax is one that taxes the capital 
employed in the province. In this respect, such a tax would be simi­
lar to Ontario's existing capital tax and would apply to the taxable 
capital employed by corporations with capital of $1 million or more. 
(Taxable capital includes paid-up capital stock, retained earnings, 
surpluses, and debt less an allowance for investment in other corpo­
rations. For a brief description of Ontario's capital tax, see the ap­
pendix to chapter 8). 

The working group's analysis shows that Ontario's capital tax cur­
rently "falls mainly on profitable companies which already pay some 
corporate income tax and on companies paying little or no tax on ac­
count of current or prior years' losses." It does not act effectively as a 
minimum tax on profitable corporations paying little or no income 
tax (Corporate Minimum Tax Working Group 1992, 52-53). The 
working group determined that a capital-based corporate minimum 
tax would have to take the form of a surtax on Ontario's existing 
capital tax or of a separate levy that would apply only to profitable 
corporations. Like the working group, we are concerned about a 
capital-based corporate minimum tax applying to unprofitable cor­
porations rather than to those that have losses generated through tax 
preferences. We reject the capital-based design option because of the 



Corporate Taxation in a Fair Tax System 437 

difficult task of designing a capital tax that is profit sensitive and 
reconciling such a tax with the existing capital tax. 

Income-based Options 

Under the income-based minimum tax, a revised tax base would be 
calculated which more Closely approximates the economic or ac­
counting income of the corporation. In other words, it does not allow 
some deductions that are provided as incentives under the regular 
income tax, and it may include income items that are excluded from 
the base for regular income tax. Conceptually, it amounts to the 
calculation of a replacement income tax that dispenses with many of 
the incentives incorporated in the regular corporate income tax.lD 

This approach appears to be a direct and obvious response to the 
issue. However, as several members of the Corporate Minimum Tax 
Working Group observed, it has a number of serious shortcomings. 
Not only does it tend to be complex, but the option introduces a limit 
or Claw-back on incentives that governments have deliberately in­
troduced to advance economic or social policy goals. In general, we 
conClude that the introduction of this type of minimum tax does little 
more than introduce a second income tax structure. Over time, this 
new tax is unlikely to be any more effective than the regular income 
tax in dealing with the complex issues of what should be included in 
the tax base for a corporate income tax. At the same time, such a 
structure would Significantly complicate tax policy and tax compli­
ance by introducing a parallel income tax system. 

In the 1993 Ontario budget, the government proposed that a cor­
porate minimum tax based on the incomes-based option be adopted 
(Ontario Ministry of Finance 1993a). Although we have considerable 
sympathy with the aim of this tax in attempting to deal with the 
problem of non-tax-paying and low-tax-paying profitable corpora­
tions, we are convinced that explicit recognition and a vigorous as­
sessment of tax expenditures will deal with this blatant unfairness in 
the tax system better than the application of a further corporate tax. 

10 Several major variants of the income-based minimum tax are described in the 
working group report (Corporate Minimum Tax Working Group 1992 46-47). A 
more detailed technical analysis is also available in a discussion paper prepared by 
the federal Department of Finance (Canada Department of Finance 1985b). 



21 Taxation of Small Business and 
Cooperatives 

Almost every tax in Ontario that applies to business contains a pro­
vision that offers special treatment for small business. These special 
provisions take a number of different forms - special exemptions, 
reduced or flat rates of tax, and so forth - but usually the result is 
that the effective rate of tax is lower for small businesses than it is for 
businesses generally. These special provisions not only are ubiqUi­
tous in tax legislation, but are also among the most costly tax 
expenditures in the corporate sector in terms of revenue forgone as a 
result of their application. 

This chapter is devoted to a review of the rationales for and cost 
effectiveness of the major special tax provisions that apply to small 
business in Ontario. Because most of the special provisions for small 
business are targeted to some definition of the word "small" without 
reference to any other rationale or objective, we begin with an exten­
sive discussion of the arguments in favour of and against special as­
sistance for small business in general. We provide an overview of the 
major special provisions for small business in Ontario and then focus 
in particular on the three provisions that are most costly in terms of 
revenue forgone: the reduced rate of tax on small business; the 
stepped fIat rate in Ontario's capital tax; and the graduated rate 
schedule in the Employer Health Tax. We also review the special ex­
emption in the personal income tax for capital gains on small busi­
ness assets, and we comment on the implications of our recommen­
dation to eliminate all exemptions from capital gains taxation, in­
cluding the special lifetime exemption for small business assets. 
Finally, we review issues in the taxation of cooperatives, with a par-
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ticular focus on provisions of the tax system that have the effect of 
discriminating against cooperatives. 

. 

One of the immediate problems in assessing the effectiveness of 
special tax provisions for small business is that there is no consistent 
definition of small business either in the tax statutes that provide for 
the special treatment or in the statistics often cited in support of such 
special treatment from an economic policy perspective. The term 
"small business," as used in this chapter, has a general meaning. The 
term "business" covers sole proprietorships, partnerships, and in­
corporated businesses. The term "small" is defined variously in 
terms of sales, employment, income, and capital employed. 
However, each actual tax provision for small business involves an 
explicit or implicit definition of what constitutes a small business for 
the purpose of that particular provision. There is no consistent defi­
nition of small business for tax purposes, and different definitions 
apply across different taxes and even within the same tax. Therefore, 
taxing statutes may identify specific provisions as being targeted to 
small  business, but the actual beneficiaries range from only the very 
smallest commercial activities in some cases to large businesses in 
others. For example, the federal Goods and Services Tax legislation 
defines the small business provision as sales of $30,000 annually. 
Below this threshold, a person does not need to register and is, ac­
cordingly, exempt. In rough terms, this would correspond to the 
level of sales associated with a single individual running a small ser­
vice operation. In comparison, the federal Large Corporations Tax 
exempts any business with assets of less than $10 million from the 
tax, a threshold that would be associated with a significant manufac­
turing or other business. 

The Debate over Special Tax Treatment of Small Businesses 

Small business tax provisions cannot, in general, be objectively 
linked to a single rationale. The provisions reflect subjective re­
sponses by government to a set of rationales for special measures. In 
addition, almost all the arguments put forward in support of the in­
centives are open to some degree of criticism. All these observations 
underline the difficulty of assessing these provisions. 

Nevertheless, there appears to be widespread support for tax relief 
and incentives for the small business sector, reflecting some genuine 
economic concerns and specific needs. As various commentators 
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have noted, the small business sector is an essential element in a 
healthy market economy, largely because it is a source of innovation 
for which risk is diversified because of the large number of firms. In 
addition, the small business sector plays an important role as an 
employer and in job creation in Ontario. According to a study by the 
Canadian Federation of Independent Business, firms with fewer than 
50 employees accounted for just under one-third of business 
employees, on a full-time equivalent basis, in Ontario in 1988 (1991 ,  
1 ) .  These same firms accounted for almost three-quarters of net job 
creation, again on a full-time equivalent basis, in Ontario's private 
sector between 1978 and 1988 (Canadian Federation of Independent 
Business 1991, 1 ). A study for the federal Department of Regional 
Industrial Expansion found that 80 per cent of net new employment 
in manufacturing during the 1 970s was in firms employing fewer 
than 50 people (Canada Department of Finance 1984, 42). However, 
wherever such broad-based support and goodwill exist, there is 
always a danger that incentives will be badly targeted or 
overextended. It is from this perspective that we considered it 
important to ask basic questions about the level and type of special 
tax provisions directed to small business. 

We also recognize that, since the early 1970s, small business has 
formed a highly effective lobby group in debates on tax reforms. The 
input of small business associations and their members has often 
been influential in the tax policy process. An observation that a 
measure "benefits small business" is almost always recognized as a 
positive comment. There has thus been a receptive environment 
surrounding tax measures supportive of small business. 

The arguments supporting the existence of tax provisions benefi­
cial to small business range from economic ones, often related to the 
difficulty of financing small business, through pragmatic ones 
(generally related to the cost of compliance and administration), to 
philosophical ones ("small is beautiful"). Our analysis of these provi­
sions is focused on whether they, in seeking to support small busi­
ness, undermine the fairness of the tax system. As well as examining 
these arguments, we look at the case that could be made for scaling 
back or eliminating incentives. 
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Improving Access to Capital 

A general economic argument can be made that special tax treatment 
for small business is needed to counter market imperfections that 
have the effect of limiting the access of such businesses to capital 
financing. 

From the observation that small businesses are generally more de­
pendent on debt financing than large businesses, it is then argued 
that a "capital gap" exists for the sector. The gap is sometimes con­
sidered to be a shortage of equity funds for the sector, which may be 
the result of outside investors finding it difficult to assess potential 
returns. It may also result from more general problems, such as a 
bias in the tax system against risk taking. From different premises, it 
is argued in the alternative that the problem is a lack of outside debt 
financing, often ascribed to an unwillingness of banks, the major 
supplier of debt capital, to provide funds. The result of any type of 
underfinancing would be insufficient investment in the sector with 
an attendant loss of growth and employment. 

There was a lively debate on this issue in the 1970s and early 
1980s. In response, Ontario and other provincial governments, as 
well as the federal government, introduced tax measures supportive 
of both debt and equity investment in the sector. Acceptance of the 
arguments regarding the difficulty of financing small business has 
also led to major provisions for small business in the income tax sys­
tem. The small business deduction, the small business development 
corporations system, the $500,000 lifetime capital gains exemption 
for small business property, and the stock option rule for employees 
of Canadian-controlled private corporations have all been supported 
on the basis of the "capital gap" argument. 

Critics of this argument for small business tax incentives for debt 
and equity financing have argued that the existence of a capital gap 
has not been proved. They argue that the supply of debt financing 
reflects the operation of appropriate market rationing of a scarce 
commodity and that the relatively low use of outside equity reflects 
the strong desire of business people to retain full control of their 
small business by not involving outside equity investors. Critics of 
tax incentives for small business financing also argue that failures in 
the debt market could be more appropriately handled by direct in­
tervention in this market. Both federal and provincial governments 
have operated such programs. Two such mechanisms at the federal 
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level have been the Small Business Loans Act and the Federal 
Business Development Bank. During the extensive debate in the 
early 1980s on the issue of small business financing, one argument 
concerning these mechanisms, which would also apply to tax mea­
sures, was that they may be less necessary since Canadian financial 
markets have matured, with an increase in bank lending to small 
businesses and the arrival of new market participants such as ven­
ture capitalists.1 

Investment Incentives 

A classic argument for providing investment incentives is to increase 
the rate of capital formation, leading to more production (and em­
ployment) both directly and through the improved productivity 
provided by new machinery and equipment. 

Although this argument is a general one, the central role of the 
small business sector in recent employment and economic growth 
has led to a considerable concentration of incentives. With job cre­
ation centred on small business during a period in which employ­
ment levels have been a persistent problem, it is not surprising that \ 
governments have found it attractive to provide investment incen­
tives to support new activity in the sector. 

Risk Taking 

Small business is normally considered a highcrisk sector. Business 
failures occur at a higher rate than they do with larger businesses. 
Outside investors such as venture capitalists usually take the view 
that such businesses will include a mixture of many failures and 
some spectacular successes. Therefore, special consideration is given 
to small business in a number of income tax provisions - among 
them, the ability to deduct allowable business investment losses on 
the shares or debt of small businesses against income in general 
(rather than just to offset these losses against other capital gains) . The 
small business financing prbgram, a provision. in the federal and 
Ontario income tax that has been in place since 1992, represents an­
other effort by governments to help small business obtain financing. 

1 See, for example, Hatch et al. (1983). 
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This program permits qualifying small businesses to borrow money 
at interest rates below those normally charged in the commercial 
market by treating the interest payments to the lender as dividends. 
The corporate lender then qualifies for the inter-corporate dividend 
deduction, and the individual lender for the dividend tax credit. 
Thus, lenders are able to charge small businesses lower interest rates 
while maintaining the same after-tax rate of return (Canada 
Department of Finance 1992a, 160). The program permits small busi­
ness corporations and unincorporated businesses to issue small 
business financing instruments until the end of 1994 (Canada 
Department of Finance 1992b). 

The lifetime capital gains exemption of $500,000 and the Ontario 
small business development corporation tax credit are both justified 
on the basis that they increase the after-tax rate of return on risky in� 
vestments in small business relative to other investments. 

A policy environment that supports risk taking is generally seen as 
a desirable feature of public policy in a market economy. An appro­
priate volume of risky investments can lead to higher average rates 
of return and, thus, better economic growth; but, more important 
than that, it can provide the innovations and new development that 
can lead to large bursts of economic growth. The tax system is an 
important part of the policy environment for risky investments. If a 
risky investment pays off, the tax system effectively shares in the re­
wards. If the risky investment fails, the tax system only shares in the 
loss to the extent that the loss can be written off against other in­
come. Thus, because losses generally do not give rise to a tax refund, 
there is an imbalance in the system that results in a bias against high­
risk investments in stand-alone businesses. If risk taking is desirable, 
then it is appropriate that the tax system be supportive of, or at least 
neutral in dealing with, risk in investments. 

There are two general approaches to supporting risk taking 
through the tax system. The first responds to the fact noted above 
that if the government takes a share of profits through income tax 
but ignores losses, there is asymmetrical treatment of losses and 
gains ai1d a resulting bias against risk taking. The second approach 
consists of providing preferential tax treatment for income from 
risky investments. 

An income tax that allows full-loss offsets (immediate refundabil­
ity of the loss times the tax rate) would help risk taking because it 
would tend to reduce the risk faced by investors without lowering 
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average rates of return. This situation would occur because the gov­
ernment, in effect, would be partially insuring against losses. I n  
practice, income tax systems, including the federal and Ontario ones, 
typically do not allow for full-loss offsets and thus can be seen as de­
terring risk taking. However, the income tax does provide for the 
carry back and carry forward of losses to reduce taxable income in 
years in which tax would otherwise be payable. The income tax thus 
does allow for partial loss offsetting in cases where the business is 
profitable over a series of years. Other taxes that do not contain any 
form of loss offsetting are even more detrimental to risk taking than 
the income tax. Capital taxes, for example, are payable whether or 
not the business is profitable. They are therefore payable by firms in 
a loss position, increasing the chance of business failure. 

Although at the conceptual level one finds fairly general support 
for avoiding biases against risk taking, less agreement exists on the 
extent to which this problem should be considered a small business 
issue. If the failure to credit losses is discouraging risk taking, or if a 
need exists for preferential treatment of the returns on more risky in­
vestments, then it could be argued that improvement of the general 
tax rules would be a more appropriate solution. 

Cash Availability Issues 

Small businesses are particularly vulnerable to cash flow difficulties. 
While taxes are often associated with a flow of cash into a business, 
some taxes - the corporate capital tax, for example - apply regardless 
of the cash position of the business. It is sometimes argued that it is 
unfair and inappropriate to apply taxes to such a situation, since the 
business or investor may have to dispose of assets or borrow to make 
the payment. 

Cash availability may, in certain situations, be an issue under the 
income tax as well. For example, in the transfer of a business be­
tween generations, where the retiring individuals may accept debt or 
instalment payments to ease the transition, no cash may be involved 
in the transaction. This consideration is used to argue for a deferral 
or forgiveness of tax. In such situations, it may be more appropriate 
to adopt instalment or flexible payment provisions than to accept 
mechanisms that lead to exemptions or lengthy deferrals. In general, 
the real problem of cash availability occurs when there is no underly-
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ing ability to pay the tax. Such a situation represents a more funda­
mental issue of tax fairness than the concept of cash availability. 

Compensatory Relief 

It has been argued that in certain cases, parts of the tax structure in­
teract with the typical characteristics of small businesses to create a 
bias against this sector. For example, small businesses are, on aver­
age, more labour intensive than large ones. As a result, incentives for 
capital (such as accelerated depreciation in the income tax) or taxes 
on labour (such as payroll taxes) are implicitly biased against smaller 
businesses. The bias does not arise because of market imperfections 
or because the tax structure is explicitly structured to affect smaller 
businesses to a greater degree. Rather, it results from the interaction 
of the structural features of the tax and the economic characteristics 
of small business. Arguments are then advanced that compensating 
provisions should exist to offset the bias. 

Compliance and Administration Costs 

Clearly any tax that has a high ratio of compliance costs to tax paid is 
of questionable merit. From the taxpayer's viewpoint, the actual 
burden imposed by the tax includes the compliance cost plus the tax 
paid. However, only the tax paid finds its way into the public trea­
sury to support government expenditure. Since compliance costs 
generally include a fixed element (for example, obtaining basic in­
formation about the tax) and economies of scale (record keeping), the 
compliance cost per dollar of tax paid is likely to be higher for small 
businesses than large ones. 

In some cases, this imbalance seems to have been part of the moti­
vation for the adoption of special tax provisions for small business. 
For example, the exemption and the special flat rate in the capital tax 
for small business, the graduated rate schedule in the Employer 
Health Tax, and the payment to vendors for collecting the retail sales 
tax all have been explained on this basis. 

Any tax with a high ratio of administrative cost to taxes collected 
would also be questionable as a tax source. Only the net collections 
are available for government purposes, but the negative effect of the 
tax on the economy relates to the full amount of the tax - including 
the amount spent on administration. Like compliance costs, adminis-
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tration costs involve a fixed element and economies of scale, so they 
are higher per dollar of tax collected from srp,aller taxpayers. A size 
threshold may in fact exist, below which it would make little 
economic sense to impose the tax. The exemption and flat rate 
features of the capital tax for small business could be partially 
justified on this basis. 

In general, it makes sense to look at the combined size of compli­
ance and administration costs in assessing whether they present a 
reason for special provisions for small business. However, it must be 
recognized that thresholds or special rules will themselves lead to 
costs of compliance and administration. For example, government 
incurs costs to ensure that an exemption is claimed by eligible tax­
payers. An exemption could cost more in revenues forgone than the 
actual cost of delivering the intended benefit. 

Overall Levels of Taxation on Small Business 

In addition to these specific arguments, a more basic argument is of­
ten raised about the combined effect on the small business sector of 
the large number of taxes levied on business generally. In effect, this 
argument is really a combination of the other arguments summa­
rized above. It is argued that because small businesses have diffi­
culty attracting investment capital, tend to be labour intensive, expe­
rience high compliance costs for the large number of taxes they either 
collect (on behalf of the government) or pay (based on their own op­
erations), and are most likely to be hurt by the tax system's bias 
against risk taking, their operations are particularly constrained by 
the combined effect of all taxes, and particularly those taxes that are 
not related to the income generated by the operation. 

Ensuring Equivalent Tax Treatment for Different Forms of Business 
Organization 

Most of the arguments for special treatment of small business relate 
to one form or another of systemic discrimination in the economy. 
These arguments identify economic factors or tax provisions that 
apply equally to all businesses, but have a particularly adverse 
impact on the small business sector. Special tax provisions are then 
identified as necessary either to compensate for adverse economic 
impacts or to offset adverse tax impacts. Other arguments, such as 
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those based on administration and compliance costs, suggest that the 
fact that a business is small is, in itself, a justification for special 
treatment. 

In addition to these arguments, which are based either on eco­
nomic policy or on practical considerations, special treatment for 
small business may be justified on the basis of the need to maintain 
consistency in the tax treatment of different forms of business brga­
nization. For many small businesses, it is feasible to carry on the 
same business activity either as a corporation or unincorporated as a 
sole proprietorship or partnership. For these kinds of businesses, if 
the tax system does not provide for equivalent treatment of income 
regardless of the organizational form in which it is earned, the tax 
system itself may determine the choice an individual makes between 
incorporating or carrying on business as an individual . On the one 
hand, if the total tax paid by an individual earning income in a cor­
poration and paying out the proceeds in the form of a dividend ex­
ceeds the tax that would be paid if the income had been earned di­
rectly by the individuat the tax system would be introducing a bias 
against carrying on a business through a corporation. On the other 
hand, if the total tax paid on income earned through a corporation is 
less than what would be paid on the same income earned directly by 
an individual, the tax system would be introducing a bias in favour 
of carrying on business through a corporation. 

In Canada, one of the functions of the reduced rate of tax on small 
business and the dividend tax credit system is to address this issue of 
bias by providing for equivalent treatment through integration of the 
corporate and personal income tax systems. 

Assessing the Arguments 

The two main arguments against special treatment for small business 
are based on opposite premises about the appropriate role for gov­
ernment policy in influencing economic activity. The first is that in­
centives delivered to business, whether through the tax system or 
through other forms of government intervention, are not appropriate 
in a market economy because they alter the allocation of resources in 
the economy and, therefore, reduce economic efficiency. The second 
argument accepts the case for using public policies generally - and 
taxation policies in particular - to promote economic development, 
but asserts that these incentives are not well targeted, given the 
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needs of a modern economy. This argument suggests that incentives 
for small business should be redirected to support economic activi­
ties that are more closely related to the critical needs of the Ontario 
economy today. In recent years, a broad consensus has emerged that 
the key to Ontario's economic future lies in promoting critical activi­
ties and processes such as research and development, technological 
diffUSion, and education and training, and in enhancing the ability of 
Ontario industry to compete in sectors that are affected by interna­
tional trade (Premier's Council on Technology 1988; Porter 1991 ;  
Drache 1992; United Steelworkers of America 1992). 

An implication of this second argument is that it is the presence or 
absence of these activities, rather than the size of the business, that 
should drive the allocation of public subsidies for business activity in 
Ontario in the 1 990s. Measured against this standard, the current in­
centives for small business are not well targeted. The incentives are 
directed to a broad cross-section of taxpayers based not on their ex­
posure to external competition, but on some measure of their size. 
The incentives are not tied to activities of investment, research and 
development, or skills training, but to general characteristics such as 
payroll, income, ownership, or capital employed. From this perspec­
tive, assistance to small business could be replaced by incentives that 
would be much more effective. Under this approach, small business 
could still receive incentives, but they would be based on the type of 
business activities the firm was involved in, not size characteristics. 

Although in general we accept the arguments outlined above in 
favour of directing incentives strategically based on a vision of the 
future development of the economy, we find it difficult to identify 
potential tax provisions, other than those for research and develop­
ment, that could actually be effective in encouraging the desired ac­
tivity. Indeed, we question whether even the tax provisions for re­
search and development might not better be delivered outside the 
tax system. 

In our view, the critical arguments in favour of special tax treat­
ment for small business concern access to financing, the need to en­
courage high-risk investment, the costs of administration and com­
pliance, and the more general issue of the overall level of taxation on 
small business. 
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Evaluation of Major Tax Provisions for Small Business 

As we noted earlier in this chapter, virtually every tax affecting busi­
ness in general has some special provisions for small business. These 
special provisions include: 

• the small business deduction in the Ontario corporate income tax, 
with a tax expenditure value in 1989 of $435 million (Ontario 
Ministry of Treasury and Economics 1989a, 100); 

. 

• the special capital gains exemption for small business shares, with 
an estimated tax expenditure value in 1989 of $167 million;2 

• the income tax provisions that allow small business capital losses 
to be deducted from ordinary income rather than the general rule 
that only permits capital losses to be offset against capital gains, 
with a tax expenditure value in 1989 of $12 million;3 

• the preferential tax treatment of employee benefits provided in the 
form of stock options; 

• the series of flat rates in the Ontario paid-up capital tax, with a tax 
expenditure value in 1989 of $120 million (Block and Maslove 
n.d.); and 

• the graduated rate in the Employer Health Tax, with a tax expen­
diture value in 1989 of $150 million (Block and Maslove n.d.). 

Rather than review all these provisions in detail, we decided to fo­
cus on three provisions that relate specifically to small business and 
that have the highest tax expenditure value: the small business de­
duction and the related system for personal and corporate tax inte­
gration; the flat rates of the capital tax; and the graduated rate 

2 This estimate is based on a breakdown of the tax expenditure for the capital gains 
exemption reported in the personal tax expenditure accounts by the federal 
government (Canada Department of Finance 1992b, 12-13). The information on the 
breakdown of the exemption into its small business component was then combined 
with the estimate of the total tax expenditure value of the capital gains exemption for 
Ontario in 1989 ($529 million). 

3 This is based on the federal revenue cost of $66 million for 19$9 as provided in the 
recently released Government of Canada Personal Income Tax Expenditures. The federal 
revenue cost is adjusted for the lower Ontario tax rate and Ontario's typical share of 
the tax base to obtain an estimate for Ontario. It should be considered an indicator of 
order of magnitude only. 
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schedule in the payroll tax. We also address the impact on small 
business of our recommendation in chapter 17 for the elimination of 
the special capital gains exemption for small business shares. 

The Small Business Deduction and Integration of Personal and Corporate 
lncome Taxation 

The small business deduction reduces the Ontario rate of corporate 
tax to 9 .5 per cent on the first $200,000 of active business income of a 
Canadian-controlled private corporation from the regular rate of 15.5  
per cent or the manufacturing and processing rate of 13 .5  per cent. 
The government attempts to limit the benefit to smaller companies 
by applying a claw-back of the benefit through a higher tax rate in 
the $200,000-$500,000 income range. The tax rate in this income 
range is 1 7.5 per cent for manufacturing and processing income, and 
19.5 per cent for other income. Although this rate tends to limit the 
beneficiaries from the incentive to smaller companies, large compa­
nies are eligible for the lower rate in low-income years. 

When the preferential small business rate was introduced at the 
federal level, the rationale was that small businesses have less access 
to capital markets than larger firms. The small business deduction 
means that, after tax, small businesses have more funds available for 
reinvestment out of each dollar of pre-tax retained earnings. The 
deduction is a major incentive. It currently reduces by almost 40 per 
cent (from a tax rate of 15.5 per cent to a tax rate of 9.5 per cent) the 
income tax otherwise payable in the province by eligible small 
business corporations. The maximum Ontario tax reduction any 
small business may receive is $12,000 (the six percentage point 
difference in tax rates times the maximum eligible income of 
$200,000). The corresponding reduction for a small business as a 
result of the federal small business rate is $32,000. 

The small business deduction also plays an important role as part 
of the mechanism which ensures that the taxes paid on income 
earned through an incorporated small business (through the corpo­
rate tax system) are comparable to taxes paid on income earned 
through an unincorporated small business (through the personal in� 
come tax system). The other part of the mechanism for ensuring that 
the effedive tax rate on small business income does not vary with the 
way the business is organized is the dividend "gross-up" and tax 
credit. Together, these provisions ensure what is referred to as cor-
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porate and personal income tax integration. Dividend income re­
ceived by an individual from a corporation is increased (grossed up) 
by 25 per cent of its actual cash value. A tax credit equal to 13 1 /3 
per cent of the taxable amount of the dividend (induding the gross­
up) is then permitted. This arrangement is intended to make al­
lowance for the tax assumed to have been paid by the corporation 
before the dividend was paid out. 

The dividend gross-up and tax credit is based on a hypothetical 
model of provincial taxes involving assumptions about the provin­
cial corporate tax rate and the provincial personal tax rate. When a 
province has tax rates that differ from these parameters, integration 
will, in general, no longer be achieved. A change in the federal cor­
porate tax rate (such as by imposition or elimination of a surtax) 
without a coincidental change to the dividend tax credit and gross­
up will also move the system away from integration. In these cases, 
there may be a tax advantage to earning income directly at the per­
sonal level (distributed corporate income is underintegrated) or in a 
corporation (distributed corporate income is overintegrated). 

It should be emphasized that the dividend gross-up and tax credit 
is not exdusively a small business measure. It is available for divi­
dends of any taxable Canadian corporation. However, when taken in 
conjunction with the special, low tax rate for eligible small business 
income, it is a significant benefit for small businesses.4 

The lower corporate tax rate on small business, when looked at 
from the perspective of the overall federal-provincial tax system, in a 
sense consists of two elements of reduced rates. The first element re­
lates to the fact that the general corporate rate is less than the top 
marginal rate at the personal level. The top marginal tax rate in 
Ontario at the personal level in 1994, including both federal and 
provincial taxes and surtaxes, is 53.2 per cent. The general corporate 
tax rate is 44.34 per cent, combining federal and provincial rates. If 
manufacturing and processing income is involved, the combined 
corporate rate is 35.34 per cent. Corporate rates are thus significantly 
below the rates prevailing at the personal level. Issues raised by this 
differential relate to the tax advantages in retaining and investing in­
come at the corporate level relative to the personal level. The second 

4 Other special provisions for private corporations extend the integration mechanism 
to capital gains income. 
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element of reduced rates is the small business rate of 9.5 per cent for 
Ontario, which when combined with the federal rate leads to a 
federal-provincial rate of 22.34 per cent. 

The lower tax rate for small business is not consistent with the ob­
jectives identified earlier in this chapter for preferential treatment for 
small businesses in the tax system. The incentive provided through 
the low tax rate essentially operates as a tax deferral when income 
from past investments is retained and reinvested in a small business 
corporation. However, small business concerns relating to invest­
ment incentives, risk taking, market imperfections, and compliance 
and administration costs are addressed by the lower tax rate in only 
a limited and indirect fashion. For example, the low rate provides no 
immediate incentive for any investments other than those being fi­
nanced out of retained earnings. 

Support targeted directly at these concerns might therefore seem 
the more appropriate approach. In general, this could involve incen­
tives for capital investment (such as investment tax credits), incen­
tives for equity or debt investment, or measures to allow full 
recognition of losses in the tax system. However, all these options 
also have significant problems attached to their use as a way of 
providing support to the small business sector, and we eventually 
rejected them. The general conclusion we reached was that the 
current approach, providing the principal incentive to small business 
corporations as a reduced tax rate for the first $200,000 of income, 
should be retained. Several considerations went into this conclusion. 

First, the current incentive is available only to those entrepreneurs 
who have demonstrated the ability to operate a profitable small 
business, as evidenced by the existence of taxable profits. This pro­
vision helps target the benefits of the tax deferral associated with the 
lower tax rate to investments with a higher likelihood of success. In 
the case of small businesses, where there are many failures, this may 
be a useful test for eligibility. 

Second, all provinces and the federal government provide a lower 
tax rate on small business income. We have already noted the dan­
gers associated with Ontario's attempting to apply tax rates that are 
out of line with other jurisdictions. Although the "mobility of capi­
tal" argument may not be as strong in the case of small business as it 
is for some other investments, we believe it would be contentious 
and possibly counterproductive for Ontario to deviate significantly 
from the small business tax structure in place in other provinces. 
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Third, the current system of small business corporate taxation has 
been in place for a long time and enjoys a high degree of support not 
only from the small business sector, but also, apparently, from the 
broader public. Given the other important changes we are proposing, 
with their implications for the small business sector, it may be ap­
propriate to retain this well-established structural feature intact. 

The desirability of treating, in a fairly standard fashion, small 
business income earned in different ways is one other important 
reason for retaining the lower small business rate. Through the 
combined effect of the lower corporate income tax rate for small 
business and the dividend gross-up and tax credit, there is relatively 
equal treatment of small business income received by individuals, 
whether it has been earned through an incorporated or an 
unincorporated business. Eliminating the small business deduction 
in Ontario and substituting another form of incentive system related 
to investment activities or financing would destroy this integration, 
which could be reinstituted only by far-reaching changes that would 
not be feasible under the terms of the Tax Collection Agreements.5 

Achieving equal tax treatment of small business income, regard­
less of whether it has been earned through an incorporated or an un­
incorporated business, depends on the federal government's selec­
tion of the dividend gross-up and tax credit parameters. It also de­
pends on the provinces' setting their corporate income tax rate at 8 
per cent and their personal income tax rate, expressed as a 
percentage of the federal rate, at 50 per cent. Using these rates, table 
21 . 1  sets out the tax calculation that would apply on $100 of income 
earned through a small business. The calculation for income earned 
at the corporate level and distributed to a shareholder is shown on 
the left side of the table. The calculation for income earned at the 
personal level appears on the right. The tax parameters used are at 
the bottom of the table. 

5 One approach of this type would be treat small corporations in a fashion similar to 
partnerships and, for tax purposes, flow the income out to the shareholders. 
However, this method would make taxable income at the personal level different for 
Ontario and federal income tax purposes. This arrangement is not feasible within the 
federal-provincial agreements on the personal income tax. 
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TABLE 21 .1 
Tax Treatment of Small Business Income Earned in Ontario at the Corporate and 
Personal Levels: Full Integration Scenario 

Amount Personal level Amount Corpo:.ate level 
._---

Corporate income $100.00 
Federal CIT $12.00 
Federal CIT surtax 
Provincial CIT $8.00 

------

Dividend distributed $80.00 

Grossed-up income $100.00 

Federal income tax $29.00 
Dividend tax credit $13.33 

Basic federal income tax $15.67 

Federal PIT and surtax $15.67 

Provincial PIT $783 
Provincial PIT surtax 

---,-,-,--

Total provincial PIT $7.83 

Federal CIT and PIT $27.67 
Provincial CIT and PIT $15.83 

Total tax' $43.50 

Applicable rates Per cent 

Personal income $100.00 

Pederal PIT $29.00 

Basic federal PIT $29.00 

Federal PIT and surtax $29.00 

Provincial PIT $14.50 
Provincial PIT surtax 

----,---

Total provincial PIT $14.50 

Total federal PIT $29.00 
Total provincial PIT $14.50 

----

Total tax' $43.50 

-------------------------------------

Corporate income tax rate 
Federal 12% 
Provincial 8% 

Personal income tax rate 
Federal 
Provincial 

Dividend gross-up 
Dividend tax credit 

29% 
50% 

25% of cash dividends 
13.33% of taxable dividends 

a. Total tax on income earned in a corporation and distributed equals total 
tax on income earned at the personal leveL Therefore, the system is fully 
integrated . 
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Table 21 .1 sets out federal and provincial corporate income tax 
(CIT) and personal income tax (PIT) under the assumed tax rates. As 
the table shows, the system is perfectly integrated. On earnings of 
$100, the total amount of tax is $43.50, whether income is earned by 
way of a corporation or directly. Although the federal marginal tax 
rate used is 29 per cent (the maximum federal rate at the current 
time), the system is also integrated in all rate brackets under this set 
of tax parameters. For example, if the income were taxable at a per­
sonal rate of 26 per cent (the current middle-rate bracket federally), 
tax payable would be the same whether earned inside the corpora­
tion or outside of it. 

Ontario corporate and personal tax rates do not, however, match 
the rates used in the hypothetical system implied by our example. 
The corporate rate will be 9.5 per cent in 1994 rather than 8 per cent, 
and the personal rate is 58 per cent of Basic Federal Tax rather than 
50 per cent. However, as table 21.2 indicates, for practical purposes 
the system does not significantly favour earning small business in­
come through one route compared to another with such rates, since 
there would be only a 3¢. difference in tax treatment per $100 of in­
come. This result occurs because a higher corporate rate tends to 
favour declaring small business income in the personal income tax 
system, and a higher personal rate favours declaring small business 
income in the corporate income tax system. Thus, the two effects bal­
ance. The underlying structure of small business taxation therefore 
does not significantly favour earning income through an incorpo­
rated small business or through an unincorporated small business. 

However, both the federal and- provincial governments have 
adopted personal income tax surtaxes, and the federal government 
has a corporate income tax surtax on small business income. The im­
plications of the federal and provincial surtaxes are seen in table 21.3. 
In this case, the personal income surtaxes dominate the corporate 
surtax, which results in a tax advantage for income earned through 
an incorporated small business. If the surtaxes are applied to the full 
$200,000 of income eligible for the small business deduction, there 
would be a $5907.53 tax advantage available from earning income 
through a corporation when it is eligible for the deduction. 



456 The Tax System and Economic Activity in Ontario 

TABLE 21.2 
Tax Treatment of Small Business Income Earned in Ontario at the Corporate and 
Personal Levels: 1994 Tax Rates (Not Including Sw·taxes) 

Corporate level Amount Personal level Amount 

Corporate income $100.00 
Federal CIT $12.00 
Federal CIT surtax 

Provincial CIT $9.50 
Dividend distributed $78.50 

Grossed-up income $98.13 Personal income $100.00 

Federal income tax $28.46 Federal PIr $29.00 
Dividend tax credit $13.08 
Basic federal income tax $15.37 Basic federal PIT $29.00 

Federal PIT and surtax $15.37 Federal PIT and surtax $29.00 

Provincial PIT $8.92 Provincial PIT $16.82 
Provincial PIT surtax Provincial PIT surtax 

.----------

Total provincial PIT $8.92 Total provincial PIT $16.82 

Federal CIT and PIT $27.37 Total federal PIT $29.00 
Provincial CIT and PIT $18.42 Total provincial PIT $16.82 
Total tax' $45.79 Total tax' $45.82 

ApF'�
.�

ble rates Per cent 
.
.. _ .

. 
_--

Corporate income tax rate 

Federal 12% 
Provincial 9.5% 

Personal income tax rate 

Federal 29% 
Provincial 58% 

Dividend gross-up 25% of cash dividends 

Dividend tax credit 13.33% of taxable dividends 

a. Total tax on $100 income earned in a corporation and distributed is $0.03 
less than total tax on $100 income earned at the personal level. Maximum 
advantage on $200,000 0£ income is $61 .58. The system is essentially fully 
integrated. 
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TABLE 21.3 
Tax Treatment of Small Business Income Earned in Ontario at the Corporate and 
Personal Levels: 1994 Tax Rates (Including Surtaxes) 

Corporate level Amount 

Corporate income $100.00 
Federal CIT $12.00 
Federal CIT surtax $0.84 
Provincial CIT $9.50 

Dividend distributed $77.66 

Grossed-up income ' $97.08 

Federal income tax $28.15 
Dividend tax credit $12.94 

Basic federal income tax $15.21 

Federal PIT and surtax $16.43 

Provincial PIT $8.82 
Provincial PIT surtax $2.65 
Total provincial PIT $11 .47 

Federal CIT and PIT $29.27 
Provincial CIT and PIT $20.97 

Total taxa $50.23 

Applicable rates Per cent 

Corporate income tax rate 
Federal 12% 
Provincial 9.5% 

Personal income tax rate 

Federal 29% 

Provincial 58% 

Personal level 

Personal income 

Federal PIT 

Basic federal PIT 

Federal PIT and surtax 

Provincial PIT 

Provincial PIT surtax 

Total provincial PIT 

Total federal PIT 

Total provincial PIT 

Total tax' 

CIT surtax 

PIT surtax: federal 

PIT surtax: provincial 

Dividend gross-up 
Dividend tax credit 

25% of cash dividends 
13.33% of taxable dividends 

Amount 

$100.00 

$29.00 

$29.00 

$31 .32 

$16.82 
$5.05 

$21.87 

$31.32 
521.87 

$53.19 

3% 
8% 

30% 

a. Total tax on $100 income earned in a corporation and distributed is $2.95 
less than total tax on $100 earned at the personal level. Maximum advan­
tage on $200,000 of income is $5907.53. The system is significantly 
overintegrated. 
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This point leads to another aspect of the issue raised in chapter 20 
on corporate income tax, which noted that because of a divergence 
between the top corporate and top personal marginal tax rates, it can 
be advantageous to earn income through a corporation. For small 
businesses, the increase in personal tax rates without an equivalent 
increase in the small business rate has led to a tax advantage in oper­
ating through a corporation. However, it should be emphasized that 
this result applies only where the income at the personal level is 
subject to the personal surtax. 

The relationship between personal income and small business cor­
porate income rates should be revisited in the future, as provincial 
personal tax rates are changed. The federal government has adjusted 
the dividend gross-up and tax credit whenever significant changes in 
the federal personal and corporate tax rates have occurred, and it 
would be appropriate for the provincial government to take this is­
sue into account as it changes personal rates. On fairness grounds, 
the province might also wish to apply a surtax to corporate small 
business rates in periods when personal surtaxes are in place, as long 
as this measure is consistent with the objective of the surtax. 

R E C O M M E N D A T I O N  4 1  
Ontario should maintain a tax rate lower than the 
general corporate tax rate for the first $200,000 of 
small business income. The small business rate 
should be adjusted periodically to ensure equal tax 
treatment of small business income received by 
individuals that has been earned through either an 
incorporated or an unincorporated business. 

Ontario Capital Tax: Flat Capital Tax for Small Bus iness 

The Ontario paid-up capital tax provides a sliding scale of flat rate 
payments for corporations reporting taxable capital of less than $2.3 
million. This means smaller corporations pay significantly less capi­
tal tax than they would if the tax liability were calculated at the gen­
eral capital tax rate of 0.3 per cent of capital employed. 

General eligibility for taxation at the flat rate is determined accord­
ing to the gross revenues and total assets of the corporation as 
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recorded in its books, as well as the taxable capital employed by the 
firm. An exemption applies for corporations with assets and rev­
enues below $1 million. Above $2.3 million of taxable capital, the rate 
is 0.3 per cent. In between these thresholds, a sliding scale of flat 
rates of $100, $200, and $500 applies, as well as a "notch" provision 
for the $2 million to $2.3 million range of taxable capital, designed to 
avoid the imposition of high marginal tax rates in the transition 
range from the flat tax to the general 0 .3 per cent rate. 

The tax expenditure associated with the special flat rates of capital 
tax was estimated at $120 million in 1989 (Block and Maslove n.d.). A 
corporation could see its tax liabilities lowered by as much as $5800 
(a flat tax of $200 versus a tax otherwise payable of $6000). This re­
duction would occur for a corporation operating exclusively in On­
tario, with assets and revenue between $1 million and $1 .5 million 
and taxable capital of just under $2 million. Smaller corporations eli­
gible for an exemption because total assets and revenues are less 
than $1 million could see taxes payable being reduced by approxi­
mately $3000 if taxable capital is close to the $1 million threshold. 

The exemption from the Ontario Capital Tax for corporations with 
assets and sales of under $1  million and the application of the flat 
capital tax (with graduated rates) to corporations with capital em­
ployed of up to $2.3 million can be justified on a number of the 
grounds identified as reasons for offering special tax provisions to 
small business. 

Compliance considerations are certainly important, since there 
would be a relatively large cost for smaller businesses to calculate 
their liabilities for this tax. Many of these businesses do not keep the 
records and information that would allow for a straightforward cal­
culation of the tax. From an administrative viewpoint, there are 
obvious advantages to not requiring the authorities to attempt to 
administer a tax on a large number of taxpayers where the audit 
requirements would be difficult, but the amounts of tax payable 
quite limited. 

The exemption and graduated flat rates also apply to those corpo­
rations most likely to find it onerous to pay a tax that is unrelated to 
ability to pay. In the most general sense , the exemption and flat rates 
mean that smaller corporations are not faced with this fixed drain on 
the funds they have available for use in their businesses. 
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R E C O M M E N D A T I O N 4 2  
Ontario should retain the exemption and gradu­
ated set of flat rates for the Ontario capital tax in its 
current form. 

$500,000 Lifetime Capital Gains Exemption for Sale of Small Business 
Shares 

A $500,000 lifetime exemption is available for gains realized as a re­
sult of the disposition of qualified small business

' 
shares (and quali­

fied farm property). The standard exemption available for capital 
gains on other types of property is $100,000. Although the exemption 
was originally available for most types of pro'perty, the 1992 federal 
budget excluded gains on real property as a qualified source of 
gains. This change significantly reduced the coverage of the exemp­
tion, since about 50 per cent of capital gains relate to real property. 

The capital gains exemption is in fact available for shares of 
medium and large corporations that are privately owned, since the 
definition of a small business corporation for purposes of the ex­
emption is a Canadian-controlled private corporation, all or substan­
tially all the assets of which are used in an active business in Canada. 
Holding companies for such corporations are also eligible. In intro­
ducing the exemption in the May 1985 budget, the finance minister 
justified the measure and its structure as an incentive for capital in­
vestment in new ventures to generate new economic activity and 
employment (Canada Department of Finance 1985a). 

The personal tax expenditure associated with the extra $400,000 
capital gains exemption for small business owners is estimated at 
about $167 million (1989)." However, this figure is an overstatement 
of actual revenue implications for the government, because it does 
not take into account an important behavioural reaction. A major ef-

6 This estimate is based on a breakdown of the tax expenditure for the capital gains 
exemption reported in the personal tax expenditure accounts by the federal 
government (Canada Department of Finance 1 992b, 12-13). The information 011 the 
breakdown of the exemption into its small business component was then combined 
with the estimate of the total tax expenditure value of the capital gains exemption for 
Ontario in 1989 ($529 million) ,  
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fect of the capital gains exemption as it concerns small business 
shares has been "crystallization"; that is, tax planning to recognize 
the gains for tax purposes in order to take full advantage of the ex­
emption lest it be reduced or eliminated in the future. Since in the 
absence of the exemption many of the gains would be realized at a 
later date, the current value of the tax expenditure likely overstates 
the impact on revenues of its elimination. Nevertheless, it is a major 
tax subsidy. The lifetime capital gains exemption of $500,000, as 
compared against treating the gain as normal income, means Ontario 
personal income taxes may be lowered by as much as $82,000 and 
federal taxes by as much as $11 7,000 on the sale of a small business. 

As we discussed in greater detail in chapter 17, we believe that 
none of the exemptions from capital gains taxation provided for in 
the personal income tax is justified · on the basis of tax fairness. 
Indeed, we believe that the special treatment afforded capital gains is 
a major contributor to unfairness in the income tax system. In reach­
ing our conclusion that these exemptions should be abolished, how­
ever, we considered the particular arguments advanced in favour of 
the exemption for gains on the shares of small business. 

The principal argument in favour of this special exemption from 
capital gains is that, by increasing the eventual after-tax return on 
small business investments, it supports risk taking in the economy 
and is therefore of economic benefit. Although we would obviously 
agree that, as a mathematical fact, the exemption from capital gains 
on the sale of shares of small businesses increases the lifetime after­
tax return on the original investment, we cannot conclude that this 
fact has any appreciable impact on the willingness of the original in­
vestor to make a risky investment. First, the tax benefit itself is 
clearly speculative. It did not exist before it was introduced by the 
federal government in 1985, and there is clearly no guarantee (and 
some would argue not even a high probability) that the exemption 
will still be a feature of the tax system when a gain is realized. 
Indeed, the rush of small business owners to U crystallize" their gains 
is evidence that many people believe the exemption to be temporary. 
Second, it is extremely doubtful that an investor, in making the deci­
sion to start a small business, gives any consideration to the taxation 
of any eventual capital gain. Third, we doubt very much that the 
prospect of a tax-free capital gain is an important motivating factor 
in the creation of a new small business when compared with such 
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factors as the wish to be economically independent rather than an 
employee and the desire to be responsible for one's own destiny. 

As a result, we considered all the exemptions from capital gains 
taxation to be inappropriate from the perspective of tax fairness and 
unjustified from the perspective of economic policy. 

Employer Health Tax: The Lower Rates for Small Business 

The Employer Health Tax (EHT) has a sliding rate schedule for 
smaller employers. If an employer has less than $200,000 of Ontario 
remuneration, the tax rate is 0.98 per cent. If total remuneration is 
more than $400,000, the tax rate on all remuneration is 1 .95 per cent. 
If total remuneration falls between these amounts, the total tax rate is 
chosen according to a sliding scale of seven brackets.? 

To ensure that this preferential treatment does not also benefit 
large businesses, the government adopted a graduated rate structure. 
All remuneration of a given employer is taxed at the same rate, and 
none of the benefit of the lower rates for smaller businesses is avail­
able to medium or large businesses. 

The structure chosen to provide a small business preference is se­
riously flawed, both technically and from a policy viewpoint. For ex­
ample, the additional payroll tax incurred by hiring a new employee 
is higher than for existing employees. The tax is also higher for small 
firms in the payroll range subject to the graduated rates than it is for 
large firms. The EHT structure thus tends to discourage expansion of 
employment by firms in the range of increasing EHT rates. Further, 
the "notches" in the structure mean that small increases in 
remuneration can lead to larger jumps in tax. 

The current structure has unusual policy implications given that 
labour rather than the employer is likely - ultimately - to bear the 
tax. (This passing forward of the tax is the major conclusion that 
emerges from the economic analysis of payroll taxationS). If the tax is 
passed on to labour, the effective tax rate for a given employee or a 
group of employees is determined by the size of the business worked 
for, not by any characteristic of the employee. For example, a high-

7 The rate schedule and the problems with "notches"· it creates are discussed in detail 
in Dahlby's research study on the tax (1993). 8 This and other aspects of payroll taxation are fully discussed in chapter 22. 
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paid employee of a small employer would be subject to a lower tax 
rate than a low-paid employee of a large employer. Such differentials 
cannot be justified on principles of either fairness or efficient opera­
tion of labour markets. 

A major conclusion of chapter 22 on payroll taxation, and one that 
applies here, is that, in general, the rationales for special treatment of 
small businesses are less relevant for a payroll tax than for other 
taxes, such as the income tax and the capital tax. The reasons ad­
vanced for having special rules for small business do not have merit 
where the tax is actually borne by labour. This conclusion leads to 
the basic proposal with reference to small business and the EHT: to 
eliminate the graduated rate structure in favour of a uniform rate on 
all wages and salaries. (The argument is developed in chapter 22.) 

However, payroll taxes form a larger share of expenses for small 
businesses than they do for large ones, and represent a larger share 
of the taxes collected from such taxpayers. Increases in the use of the 
tax, or in the impact of the tax (where it is not passed on to labour), 
are thus likely to have greater implications for small businesses. The 
cost of compliance also tends to involve some fixed costs and is gen­
erally higher for small business taxpayers. 

Taxation of Cooperatives 

Cooperatives are part of both the corporate economy and the volun­
tary sector. More than 2 million Ontarians report membership in al­
most 2000 cooperatives, credit unions, and caisses populaires. The 
cooperative system in Ontario owns $13 billion in assets (Advisory 
Group on Taxation of Cooperatives 1993, 2). They are community­
based organizations but, t6 serve the local level, cooperatives also 
organize at provincial, national, and international levels. 

The cooperative system is an important part of the business sector 
in Ontario, particularly in rural parts of the province. We heard, for 
example, from a representative of the Association canadienne­
fran<;aise de l'Ontario that the caisses populaires (credit unions) are a 
primary source ·of funding for economic development in franco­
phone communities. However, reviews of the tax system often over-

. look this sector. 
The cooperative form of organization is not formally defined in the 

Ontario Co-operative Corporations Act, although the act does 
require that cooperatives operate in accordance with "cooperative 
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principles." A cornerstone of these principles is democratic control, 
with one vote per member. Representation of each member's interest 
is unrelated to the amount of capital each member has at stake. These 
principles shape both not-for-profit and commercial cooperatives. Of 
particular interest here are the ways in which commercial coopera­
tives differ from conventional joint-stock enterprises: 

• In a cooperative, each member is allowed one vote. In a company, 
each common share entitles its owner to one vote. 

• A cooperative distributes surplus earnings primarily through allo­
cations to members in proportion to their transactions with the 
cooperative, but also in the form of dividends or shares, with the 
rate limited by legislation or by-laws. A company usually dis­
tributes its surplus as dividends associated with shares. 

• In a cooperative, capital stock is non-speculative and redeemable 
at par, and its yield (when there is one) is lim.ited. In a company, 
the value of common shares is usually speculative and non­
refundable by the corporation, and its yield is unlimited: 

• A cooperative, at liquidation, must distribute property equally 
among the members regardless of the number of shares or loans a 
member holds; or among members in proportion to their patron­
age during the five preceding fiscal years; or to charitable organi­
zations. On dissolution of a company, all shareholders share in the 
company's assets and surplus in proportion to shares owned. 

Our concern about the taxation of cooperatives is whether the tax 
system works to the disadvantage of cooperatives relative to other 
forms of business organization. Correcting any anomalies while re­
specting the specificity of cooperative structure and philosophy 
would clearly enhance tax fairness. If tax provisions are not neutral 
in their application to cooperatives in comparison with other enter­
prises, recommendations should be made to restructure these provi­
sions to address the lack of neutrality. Where tax provisions that af­
fect conventional enterprises cannot be structured to apply equally to 
cooperatives because of their form of organization, the government 
should consider recommendations specific to cooperatives, to bal­
ance the provisions affecting conventional enterprises. 

Beyond that, the tax system could be used as an instrument to fos­
ter the development of cooperatives in Ontario. Our view is that us-
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ing the tax system in this manner is a political decision, not a tax 
fairness issue. 

Cooperatives and the Tax Policy Process 

To assist in our consideration of cooperative tax issues, the commis­
sion established an Advisory Group on Taxation of Cooperatives, 
composed of volunteer members from a broad spectrum of coopera­
tive enterprises. In the experience of members of the advisory group, 
cooperatives suffer from "benign neglect" when tax rules are being 
developed (Advisory Group on Taxation of Cooperatives 1993, iii). 
In some cases, no effort is made to structure the benefits available to 
other forms of business organization to apply equally to the 
cooperative form of organization. In other cases, rules are introduced 
or applied in ways that inadvertently affect cooperatives in a 
negative fashion. It is then time-consuming and sometimes difficult 
to remedy the problems or oversights . We concluded that 
cooperatives should receive explicit consideration when tax 
measures are being formulated .

. 

R E C O M M E N D A T I O N  4 3  

Ontario should encourage the federal and provin­
cial governments to consider the ownership and 
governing structure of cooperatives when develop­
ing tax policy, programs, and legislation. 
Programs should be structured so that: 

a) the requirements can be met as easily by co­
operatives as by other enterprises, and 

b) the benefits are equally available to cooperatives 
and other enterprises. 

Tax Provisions Affecting Capitalization 

The primary tax issue in the cooperative sector is that incentives 
provided by governments to encourage Canadians to invest in the 
equity of a business are often not available to cooperatives and their 
member / owners (Federation des caisses populaires de l'Ontario 



466 The Tax System and Economic Activity in Ontario 

1 993) . Existing incentives either are not beneficial to investors or do 
not apply to cooperative investments. Among such incentives are the 
capital gains exemption, the 25 per cent capital gains exclusion, and 
tax credits for worker ownership. 

Among the major barriers to capitalization of cooperatives: 

• Cooperative shares do not increase in value. Because they are par 
value shares, no appreciation of shareholders' equity investment 
occurs, even if the underlying value of the shares increases. As a 
result, capital gains tax provisions act as an incentive to invest in 
businesses other than cooperatives. 

• Common shares may be issued only to members, and members 
are entitled to only one vote, regardless of the number of shares 
held. (Preferred shares may be issued to non-members.) Some 
government programs limit the provision of tax incentives for the 
investment of capital funds to investments in shares carrying vot­
ing rights. 

• There is no secondary market for cooperative shares. Members 
wishing to dispose of their shares must sell them back to the co­
operative, which must redeem them. This requirement effectively 
reduces the cooperative's total capitaI . 

• Cooperatives are unable to prevent the erosion of their capital 
base by the withdrawal of members, because cooperatives are re­
quired by Ontario legislation to begin redemption of shares within 
six months of a member's withdrawal (except where the coopera­
tive's liabilities exceed its assets). 

• Because of a legislated cap on the dividends payable on both 
common and preferred shares, many cooperatives (particularly 
those starting up) are hindered in their ability to provide investors 
with a risk-adjusted rate of return. 

• Pressure from members to pay out any surplus in the form of pa­
tronage allocations limits reinvestment and growth of capital 
stock. Although business corporations also come under pressure 
to distribute earnings (in the form of dividends), a high level of 
retained earnings in a corporation will generally be reflected in a 
higher market value of the stock. 

• Cooperatives may have difficulties in obtaining debt financing be­
cause of the diffuse nature of their corporate ownership and con­
trol. Financial institutions respond more favourably to enterprises 
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in which the principals have made a significant personal invest­
ment and have a commensurate degree of control. 

The Small Business Development Corporation (SBDC) program, 
which will be phased out some time after 1993, provides an example 
of an incentive for capitalization that was not applicable to coopera­
tives. The SBDC was introduced in Ontario in 1979 to provide a 

source of equity capital for small business. Investors purchased eq­
uity shares in an SBDC, which in turn purchased equity shares in el­
igible small businesses. Individual investors received a 25 or 30 per 
cent grant from the Ontario government; corporate investors re­
ceived a 30 per cent income tax credit. An SBDC could invest only in 
shares carrying voting rights, so this pool of investment capital was 
not available to cooperatives. 

The Ontario Investment and Worker Ownership Program provides 
a further example of the partial exclusion of cooperatives from 
benefits available to other forms of business. In 1985 the federal gov­
ernment established tax credits for individuals who invest in labour­
sponsored venture capital corporations. Ontario established a match­
ing program in 1 991 ,  through its Ontario Investment and Worker 
Ownership Program. The Ontario program, unlike the federal pro­
gram, does allow the venture capital corporation to invest in the non­
voting shares of cooperatives and permits sponsorship of venture 
capital corporations by associations of worker cooperatives. 

However, the worker ownership component of the Ontario pro­
gram, which provides tax credits to employees for investing in their 
employer, stipulates that only voting shares of companies are eligible 
investments for tax credits. Without this requirement, companies 
could obtain capital from employees through the issuance of non­
voting, non-participating shares, thus undermining the objective of 
the program. But this reqUirement, as it stands, means that the pro­
gram cannot be used by employees to convert their companies to 
worker cooperatives. 

R E C O M M E N D A T I O N  4 4  

Ontario should amend the worker ownership com­
ponent of the Ontario Investment and Worker 
Ownership Program to permit employees to oper­
ate a worker-owned enterprise as a cooperative. 
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Not1or-Profit Housing Cooperatives 

Another example of the formulation and application of rules that af­
fect cooperatives in a negative fashion can be drawn from two cases 
in the experience of not-for-profit housing cooperatives. 

• The cooperative housing sector has initiated the use of not-for­
profit land trusts as a way of further ensuring the not-for-profit 
operation of housing cooperatives over the long term. Property 
tax assessors have on occasion assessed housing cooperatives on 
leased land differently from housing cooperatives that have free­
hotd ownership of their land. Property taxes are assessed under 
section 60(3) of the Assessment Act on not-for-profit housing co­
operatives at the same percentage of market value as owner 
-occupied, single family residences in the vicinity. Rental 
properties are assessed at a higher percentage of market value, 
and some cooperatives on leased land have been assessed as if 
they were rental properties. 

• In the administration of the Land Transfer Tax Act, an issue has 
arisen involving the application of the tax to the value of the 
building of a newly developed housing cooperative, as well as to 
the value of the land. When the land and building are supplied by 
separate corporations, it would appear that the construction of the 
building should not be considered "part of an arrangement relat­
ing to a conveyance of land" under the act. However, in some in­
stances the tax has been applied to both land and building. This 
inconsistency creates uncertainty about the costs of a new housing 
cooperative. It also means that the Ministry of Housing supplies 
funds (capitalized in the cost of the cooperative) to be paid to the 
Ministry of Revenue as land transfer taxes on buildings that are 
not part of the same "arrangement" (Holland 1992, 34). 

R E C O M M E N D A T I O N 4 5  

Ontario should ensure that property held by not-for­
profit housing cooperatives be assessed on the same 
basis, whether they own or lease the land. Ontario 
should amend the Land Transfer Tax Act to ensure 
that it is not applied to the value of the building of a 
newly developed housing cooperative when the land 
and the building originate with different corporations . .  



22 Payroll Taxation 

Payroll taxation is relatively new to Ontario's general revenue sys­
tem.1 Ontario's payroll tax was introduced in 1990 as the Employer 
Health Tax (EHT). Although it has been part of the revenue system 
for only three years, the EHT has generated considerable public 
interest. Some of that interest stems from the fact that federal and 
provincial payroll taxes combined are lower in Ontario than in many 
other jurisdictions. It has been suggested that Ontario could increase 
its reliance on payroll taxation and use the additional revenue either 
to fund workplace training programs or to reduce other taxes that 
some consider have a more serious impact on the economy. The 
introduction of payroll taxes at the provincial level has also attracted 
the interest of the federal government, which has raised concerns 
about the impact of the deductibility of payroll taxes on its revenue 
from corporate income taxes and has moved to limit that 
deductibility. 

The name of the tax itself has been controversial. Although the 
EHT was introduced at the same time that the provincial govern­
ment eliminated premiums in the Ontario Health Insurance Plan 
(OHIP) and the name suggests some form of earmarking of revenue, 

1 Although employer premium payments to the Workers' Compensation Board have 
some of the characteristics of a payroll tax in that they are related to wages, the 

payments are also similar in nature to insurance premiums in that they also vary 
with claims experience. In any case, WCB premiums are not part of the consolidated 
revenues of the provincial government. 
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the tax in fact has nothing to do with health care spending. In our 
discussion of earmarking in chapter I I ,  we recommended that taxes 
whose revenues are not earmarked for a specific purpose be given 
names that identify the base of the tax. 

Two technical features of the EHT that distinguish it from the two 
payroll taxes levied by the federal government (the employer and 
employee contributions to the Canada Pension Plan and the premi­
UlUS for unemployment insurance) have also attracted public inter­
est. First, the EHT has an unusual graduated rate structure, with a 
bottom rate of 0.98 per cent that applies to employers with total pay­
rolls up to $200,000; a regular rate of 1 .95 per cent applicable to em­
ployers with total payrolls over $400,000; and a graduated rate struc­
ture applicable to total payrolls between these two amounts. Second, 
unlike the two federal payroll taxes, there is no maximum earnings 
level to which the EHT applies. This gives rise to complexities in the 
application of the tax to income from self-employment. 

Our review of the Employer Health Tax focuses on four aspects of 
payroll taxation in Ontario: the potential for payroll taxation to play 
a more significant role in the mix of taxes levied by Ontario; the 
graduated rate structure; the application of the tax to income from 
self-employment; and the proposal by the federal government to 
limit the deductibility of provincial payroll taxes from income for 
corporate income tax purposes. 

Should Ontario Rely More Heavily on Payroll Taxes? 

Payroll taxes are a much less important source of revenue in Canada 
than they are in most other industrialized countries. Table 22 .1  
shows that in 1990, payroll taxes, including social security contribu­
tions, were higher in all but one of the OECD countries shown than 
they were in Canada as a proportion of gross domestic product and 
as a proportion of tax revenue. 

Within Canada, only Quebec relies substantially on payroll taxes. 
In 1 991-92, payroll tax revenue made up 11 per cent of the provincial 
government's revenue, compared with 6 per cent in Ontario 
(Statistics Canada 1992e). Quebec's payroll tax rate is currently 3.75 
per cent while Ontario's is 1 .95 per cent (Canadian Tax Foundation 
1992b, 10:27) . This comparative evidence suggests that it is certainly 
possible to sustain much higher rates of payroll tax than are typical 
in Canada without adverse economic impact. It also suggests that, to 
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the extent that international comparisons of levels of individual taxes 
are meaningful at all, there is room for Ontario to raise its rates of 
taxation in this area. In particular, taxes on which Ontario relies 
more heavily than other jurisdictions could be reduced and the rev­
enue replaced by higher payroll taxes, thereby moving Ontario's tax 
structure more into line with those of other jurisdictions and neutral­
izing any impact that taxes might have on Ontario's relative eco­
nomic position. 

A study for the Ontario Ministry of Finance comparing taxes in 
Ontario with those in Quebec and a number of US states underlines 
this point. The study notes that in international tax comparisons, 
payroll taxes are often ignored and, when taken into account in 
broader economic comparisons, are buried in the analysis along with 
wages and exchange rates. As a result, the high-profile comparisons 
of taxation commonly cited in the business press unfairly put taxes 
in Ontario at levels much higher than those in competing jurisdic­
tions in the United States. The study finds that when payroll taxes 
are included in a tax comparison, there is little difference between 
Ontario and competing jurisdictions in the United States (Ontario 
Ministry of Treasury and Economics 1991a). Two conclusions can be 
reached from this analysis: first, that tax-only comparisons between 
jurisdictions are inadequate; and second, that Ontario could position 
itself better in the current economic environment if it had a tax sys­
tem more closely aligned with those in other jurisdictions. 

Another general argument in favour of increased reliance on pay­
roll taxes flows from our earlier analysis (chapter 7) of issues in 
maintaining the fiscal capacity of government in the face of capital 
mobility. High payroll taxes and high sales taxes are characteristic of 
countries that have a large public sector and highly developed public 
health, social service, and income security systems, suggesting that 
other countries with public services similar to Canada's have found 
it necessary to rely on taxes that are borne largely by residents. In 
chapter 7, we suggested that in an integrated international financial 
and trading system, Canada and Ontario may find it necessary to 
rely more heavily on these types of taxes in the future. 
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TABLE 22.1 
Payroll Taxes and Social Security Contributions 
Selected OECD Countries, 1990 

% of GOP 

France 20.1 
Sweden 17.5 
Netherlands 16.9 
Germany 13.9 
Italy 13.0 
Norvvay 12.1 
Japan 92 
United States 8.8 
United Kingdom 6.4 
Canada 5.3 
Finland 2.8 

% of tax revenue 

46.1 
30.8 
37.3 
36.8 
33.2 
26.2 
29.2 
29.5 
17.5 
14.2 
7.4 

Source: Organisation for Economic Co-operation and Development, Revenue 
Statistics of OECD Member Countries, 1 965-1991 (Paris: OECD, 1992). 

A third reason why Ontario might wish to rely relatively more 
heavily on payroll taxes is that the very large base of the payroll tax 
makes it possible to raise substantial amounts of revenue at low rates 
of tax. A research study on payroll taxation carried out for the com­
mission noted that total employer remuneration, the base for the 
Employer Health Tax, was $132.4 billion in 1990, compared with a 
base of $19.8 billion for the corporate income tax (Dahlby 1 993, 83) . 
We have estimated that in 1 993-94 each 0.1 percentage point increase 
in the payroll tax rate would generate $140 million in additional tax 
revenue. An increase in the Ontario tax rate to the same rate as is ap­
plied in Quebec (3.75 per cent) would generate additional revenue of 
$2.5 billion. 

The fact that there may be room for Ontario to increase payroll 
taxes does not necessarily mean that higher payroll taxes should be 
adopted as part of a fair tax system in Ontario. In our review, we 
identified three major areas of concern: the incidence of payroll taxes; 
their impact on employment; and their impact on small business. 
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Incidence of Payroll Taxes 

Are payroll taxes ultimately borne by workers through lower wages, 
by business owners through lower profits, or by consumers in the 
form of higher prices? In a legal sense, the EHT is a tax on employers 
and is a tax obligation of the owner of the business. This legal obliga­
tion forms the basis for the general public perception that "a payroll 
tax which is collected from employers is not borne by employees" 
(Dahlby 1993, 81). From the perspective of the individual taxpayer, 
this is obviously true. However, in assessing the impact of a tax, it is 
necessary to look at how the burden of the tax is distributed among 
people after markets have adjusted to its imposition. In the case of 
payroll taxes, the ultimate incidence of the tax depends critically on 
the working of the markets for labour compared with those for 
goods and capital. Dahlby surveyed the many incidence studies on 
payroll taxes and concluded, based on his survey and his views on 
which studies carry the most weight, that the evidence suggests that 
"labour bears over 80 per cent of the employer payroll tax burden in 
the long-run" (Dahlby 1993, 133). 

While this view of who actually pays payroll taxes is the one gen­
erally held by economists, a contrary view is advanced by some who 
support increased reliance on consumption taxes on economic effi­
ciency grounds. They argue that, under certain assumptions, payroll 
taxes may be seen as equivalent to general consumption taxes 
(Whalley and Fretz 1990, 130). In this view, the impact of sales and 
payroll taxes is the same, when considered over the lifetime of the 
taxpayer. For the purposes of this discussion, this implies that the 
sharing of the burden of taxation among workers, consumers, and 
owners of capital is the same for payroll taxes as it would be for a 
comprehensive consumption tax, and that increasing payroll taxes 
has essentially the same impact as increasing consumption taxes. 

The principal problem with this analysis is that the assumptions 
required to demonstrate equivalence between payroll and consump­
tion taxes are extremely restrictive. The taxes can be demonstrated to 
be equivalent only if the following conditions are met: 

• exports and imports are in balance (a trade surplus or deficit will 
result in labour income falling short of or exceeding consump­
tion); 

• there are no transfers of wealth between generations; 
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• corporations are not subject to any other tax; 
• the consumption tax is a comprehensive tax on all expenditures 

on goods and services (in practice, consumption taxes normally 
provide for many exemptions or special rates for food, housing, 
and certain services); 

• the payroll tax applies uniformly to all labour income (in practice, 
many payroll taxes contain different exemptions, tax rates, and 
ceilings); and 

• the impacts are compared over the lifetime of the taxpayer (on an 
annual basis, the two types of tax would have quite different im­
pacts even if all the other restrictive assumptions were valid). 

While these implications may be of interest from an academic per­
spective, the assumptions required to demonstrate an equivalence 
between payroll and consumption taxes are so restrictive that they 
would appear to have little relevance to a comparison of the impacts 
of payroll and consumption taxes as they actually apply in practice. 

Impact on Employment 

The shifting of the burden of payroll taxation to labour income im­
plied by the consensus view of payroll tax incidence might work as 
follows. If a business were supplying a product that is also available 
from outside the province on a competitive basis, the introduction of 
a provincial payroll tax, or an increase in it, would raise costs to the 
local business. Because the product is also available from outside the 
province, however, it would not be possible to raise the price at 
which the product is sold. At the same time, the owners would be 
unwilling to see their rate of return fall if they could transfer their 
production outside the province. Given this inflexibility in the sale 
price of the product and the return on invested capital, there would 
be pressure to reduce the wages paid to labour to absorb the impact 
of the tax, either in the form of reduced wage rates or, particularly in 
the short term, in the form of lay-offs. There are other adjustment 
processes through which labour would come to bear the tax, but in 
general they reflect the fact that the factor of production with the 
least ability to move to avoid an increased tax tends to end up mak­
ing the adjustments. 
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There are several circumstances in which the impact of the tax may 
differ from that implied by this general conclusion. Statutory restric­
tions such as wage laws, or institutional relationships such as na­
tional wage agreements, may prevent wages from declining to ab­
sorb an increase in payroll taxation. There may also be restrictions on 
the short-term or long-term mobility of other factors of production or 
of goods and services. To the extent that the mobility of capital or 
goods and services is restricted, either owners of businesses or con­
sumers may bear a portion of the burden of payroll taxes in the form 
of reduced profits on invested capital (owners) and higher priCes for 
goods and services (consumers).  These departures from the general 
rule would account for as much as 20 per cent of the burden of pay­
roll taxes working their way through the economy in a form other 
than a decline in labour income. 

In addition, the burden of the tax may be distributed differently in 
the short term than in the long term. Because wages tend to be rela­
tively inflexible in the short term, payroll tax increases may result in 
reduced employment, reduced business income, or, to a limited ex­
tent, higher prices for goods and services. Labour income will tend to 
adjust over time as contracts are negotiated or the effects of a 
reduced demand for labour are felt. This difference between the 
short-term and longer-term impact of payroll taxes likely explains 
the discrepancy between the strong economic evidence that labour 
income bears the burden of the tax, and the perception by businesses 
that the tax is a cost of doing business and reduces their ability to 
earn income. 

Although market adjustments occur that result in the tax being 
passed on to labour, these general adjustments may not be obvious 
either to business or to labour. Because the timing of the adjustment 
may be delayed to varying degrees, depending on market condi­
tions, the adjustment may not even be easily linked to the introduc­
tion of the tax. If the tax is ultimately borne by labour, however, it 
cannot legitimately be considered an alternative to other types of 
taxes on business activity. From the perspective of an evaluation of 
changes in tax mix, it is misleading to view payroll taxes as falling on 
business. 

As we noted above, increases in payroll taxes may be associated 
with lower levels of employment. Although attention has often been 
directed to such short-run effects on employment, some studies have 
suggested that significantly higher unemployment may persist even 
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over the long run as a result of increased reliance on payroll taxes 
(Coe 1991). The evidence on the importance of this effect is mixed, 
however, and other authors have argued that the effects on employ­
ment are likely to be relatively insignificant (Whalley and Fretz 
1990). 

Impact on Small Business 

Somewhat different issues surround the impact of payroll taxes on 
the small business sector (Dahlby 1993, 78-86). An important obser­
vation is that small firms tend to be more labour intensive than large 
firms. For small firms, payroll costs tend to be a higher percentage of 
total expenses. An increase in payroll taxation will be more signifi­
cant for small firms on average than large ones, because its initial 
impact will be to increase expenses by a proportionately greater 
amount. Dahlby also notes research that indicates payroll taxes are a 
larger portion of total taxes for small firms than for large ones. From 
this perspective, payroll taxes are likely to attract special attention 
from the small business sector. The adjustment to an increased pay­
roll tax can take several forms: lower effective wage rates, reduced 
employment, or reduced returns to owners. In any case, the neces­
sary adjustment will tend to be larger for small businesses. Even if 
the eventual result is that labour bears the tax, the transitional period 
may be more difficult for small business. 

For several reasons, we were not persuaded that increased reliance 
on payroll taxes would be appropriate for Ontario at this time, de­
spite the fact that these taxes are much higher in other jurisdictions. 
First, to the extent that payroll taxes are borne by workers in the 
form of lower wages, there are alternative sources of revenue that re­
sult in a fairer distribution of the burden of taxation among the 
population as a whole. Second, we are concerned by the evidence 
that employment would be reduced as a result of a payroll tax in­
crease, even if such a reduction were only in the short term. With 
unemployment currently at unacceptably high levels and projected 
to stay at those levels for a number of years, and with structural 
changes in the economy making it difficult for older and less well 
educated workers to find new jobs when they are laid off, we could 
not justify a recommendation that might put employment at risk. 
Third, we are also concerned about the impact that a general increase 
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in the rate of payroll taxation might initially have on the shaky finan­
cial state of the business sector in Ontario. 

Graduated Rate Structure of the Employer Health Tax 

The description of the payroll tax in the appendix to chapter 8 indi­
cates that all employment income is subject to the tax, but with the 
rate structure rising from 0.98 per cent for employers with total pay­
rolls of less than $200,000 to 1 .95 per cent for employers with total 
payrolls exceeding $400,000. In between these thresholds are seven 
intermediate rate brackets, with ascending tax rates applied as total 
payroll increases (see table 8A.6). The tax rate applying to the total 
remuneration paid by any given employer is the applicable tax rate 
as determined by the rate bracket into which the employer's total 
remuneration falls. In other words, the rate structure is not 
incremental, where a higher-rate bracket applies only to the tax base 
in excess of the lower threshold (as is the case for the personal 
income tax). The rate structure of the EHT is, in fact, somewhat 
unusual in this respect, and this characteristic leads to a number of 
undesirable results in the application of the tax. 

The rate structure adopted in 1990 was based on the desire to pro­
vide a preference for small business in the payroll tax replacing exist­
ing OHIP premiums. The preference was instituted by setting the 
rate for the smallest businesses, those with payrolls under $200,000, 
at half the rate for larger businesses. However, to ensure that the low 
rate would not benefit large businesses, a graduated rate structure 
was adopted. All remuneration of a given employer was taxed at the 
same rate, and none of the benefit of the lower rates for smaller busi­
nesses was available to medium-sized or large businesses. A sec­
ondary consideration in the choice of structure was that OHIP pre­
miums had been employer-paid to a much greater extent in large 
businesses than in small businesses. The split rate may have emerged 
as a "rough-justice" way to reduce the overall impact of the switch 
from the OHIP premium system to the payroll tax. 

While some people may argue that small business should benefit 
from a preferential rate of tax, there are both technical and policy 
reasons why this might not be desirable. 

First, When an employer moves from one bracket to the next, for 
example by hiring an additional employee, the higher EHT rate is in­
curred not only for the new employee, but also for existing ones. This 
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means that the ext-ra payroll tax incurred by hiring a new employee 
is higher than it is for existing employees, and is higher for the small 
firms in the transition set of tax brackets than it is for large firms. As 
Dahlby notes: 

Since the decision to expand employment involves a comparison of the 
extra revenue an additional employee can generate versus the 
additional cost of hiring that employee, the EHT rate structure tends to 
discourage the expansion of employment by firms in the range of the 
increasing EHT rates. (Dahlby 1992, 150) 

Second, the structure means that if an employer discovers at the 
end of the year that his or her total remuneration for the year just 
puts the business into a new bracket, the effective tax rate on the 
additional remuneration can be unreasonably high. For example, in 
the extreme case, $1 of additional pay could lead to additional tax of 
$484. Such large increases in tax for small differences in circum­
stances are often referred to as "riotches." It is desirable to avoid such 
notches in any tax structure because they are unfair and can have 
undesirable incentive effects for taxpayers affected by them. 

The current rate structure has other negative implications for em­
ployers and employees. The effective tax rate for a given employee 
or group of employees is determined by the size of business for 
which they work, not by any characteristic of the employee. For ex­
ample, a high-paid employee for a small employer would be subject 
to a lower tax rate than a low-paid employee of a large employer. 
Such distortions cannot be justified on principles of either fairness or 
efficient operation of labour markets. If the payroll tax is essentially a 
tax on labour income, then it is most appropriate to apply a single 
rate of tax to all such income. There is no particular policy reason to 
graduate the tax, and the current means of doing so creates a number 
of structural flaws in its operation. 

R E C O M M E N D A T I O N  4 6  

Ontario should eliminate the graduated rate struc­
ture for its existing payroll tax and replace it with a 
uniform rate of tax based on all remuneration. 
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Adoption of this proposal would raise some $150 million of rev­
enues at current tax rates (Block and Maslove n.d.); 

We considered whether some other form of allowance should exist 
for small businesses based on the argument that their compliance 
costs are proportionately higher than those for larger businesses. 
After considering the arguments and options, we decided that no 
special provision for small business is warranted. There were a num­
ber of reasons for reaching this conclusion. We were not convinced 
that the compliance costs associated with the Ontario payroll tax are 
particularly onerous, even for small firms. For employers already 
complying with income tax withholding requirements and federal 
payroll tax contributions (for unemployment insurance and the 
Canadian Pension Plan), the additional cost to deal with the Ontario 
tax is not large. This is especially so given that the Ontario tax is 
based on total remuneration; no calculations based on individual 
wage or salary amounts are required. The federal government does 
not offer any special relief to small businesses for its UI and CPP 
premiums, even though the design of these taxes makes compliance 
more costly. 

We also took note of the substantial revenue loss implications as­
sociated with any option that constituted a meaningful small busi­
ness allowance. For example, exempting the first $100,000 of remu­
neration would cost $320 million in forgone revenue, with almost 
two-thirds of that amount actually accruing to larger employers 
(with payrolls in excess of $400,000). An exemption with a tax-back 
would correct this latter problem to a significant extent, but it would 
still result in revenue losses of more than $200 million per year (Fair 
Tax Commission calculation based on Dahlby 1993). In our view, 
such large revenue losses are not justifiable given the small compli­
ance costs associated with the tax. 

Payroll Tax on Self-Employment Income 

Beginning 1 January 1993, self-employed individuals and members 
of partnerships became subject to the Employer Health Tax. The 
rationale for this extension is straightforward. Individuals working 
in partnerships and as self-employed persons receive, in effect, a 
return for their labour just as employees of other businesses do. If 
labour income is to be subject to a tax, these other forms of labour 
income should be taxable as well. We accept this rationale and 
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recognize that, in theory, such a treatment would improve the 
neutrality of the tax, eliminating any advantage of these forms of 
business organization. 

Nevertheless, there are several problems with the tax as it cur­
rently applies in these situations. Underlying these flaws is the fact 
that, while the tax base is defined in principle as the labour income 
for the individuals affected, in practice labour income is measured 
using net income from self-employment as calculated for the income 
tax. Although such self-employment income does include revenue 
that is generated by the labour of the individual in his or her unin­
corporated business or partnership, it also includes a return to the 
capital that has been invested in the business. This means in effect 
that the current payroll tax functions as an income tax in the case of 
the self-employed, rather than as a payroll tax on labour income. The 
existing structure provides an exemption of $40,000 in the calculation 
of EHT on net self-employment income, which is seen as a "rough 
justice" form of recognition of such concerns. The self-employed are 
also subject to a tax rate of 0.98 per cent on the first $200,000 of in­
come, which is also beneficial relative to most employees covered by 
the payroll tax . . 

However, these very general forms of relief do not deal with the 
essential problems. Consideration needs to be given to whether a 
more appropriate structure can be identified. A number of other con­
cerns must first be identified. ' 

First, the federal government has taken the position that the EHT 
on self-employment income is, in fact, an income tax. As such, the 
tax is not deductible for income tax purposes. The effective tax rate 
would thus be different for a self-employed individual than it would 
for an individual in identical circumstances, but treated as an em­
ployee. The legislation to enact the tax on self-employment income 
responded to this concern by setting the tax at a rate of 78 per cent 
relative to the tax that would otherwise apply (Ontario Ministry of 
Finance 1993a, 23). This rate is intended to compensate for the lack of 
deductibility, but does so only for the Ontario portion of the personal 
income tax. To compensate for the lack of deductibility from federal 
income taxes as well, the special payroll tax rate would have to be 
lower - approximately 50 per cent of the regular payroll tax rate. 

Despite the modification in structure, a tax incentive to incorporate 
will remain in many cases, because an owner-manager of an incorpo­
rated business in calculating corporate income tax will be able to 
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deduct the payroll tax paid on his or her own salary. Such an incen­
tive to change the organizational form of a business exclusively for 
tax reasons is undesirable. 

Although incorporating is one way to reduce the impact of the tax, 
individuals may not be able to incorporate because of other cost or 
regulatory considerations. For example, certain professions are not 
allowed to operate as corporations. These individuals have no way 
of avoiding the effect of what is essentially a federal-provincial dis­
agreement on the nature of a particular tax. This difference may be 
resolved as part of the federal-provincial discussions on the federal 
proposals concerning the deductibility of capital and payroll taxes, 
but the situation will clearly be undesirable as long as it exists. Since 
this presumably is a short-term problem and is under discussion by 
governments, it is not a topic upon which the commission can use­
fully make recommendations, apart from noting its unfairness. 

Second, problems arise in the application of payroll taxes to 
owner-managers of private c6rporations. These individuals not only 
have equity ownership of the corporation, but also work in the firm 
as managers. In some circumstances, they may receive both a salary 
based on their labour activity in the firm and dividends (or eventu­
ally capital gains) for their investment. In these cases, the payroll tax 
applies only to their labour income and will appropriately capture 
remuneration on a basis comparable with other employees. How­
ever, in many firms, where ownership is tightly held, the mix be­
tween dividends and salary is determined according to quite differ­
ent criteria, essentially as a result of the income tax structure applied 
to small business corporations. In general, this structure dictates that 
a high proportion of payments be as wages and salaries below a cer­
tain income level, with a higher proportion of income then paid as 
dividends up to $200,000 of income. Above $200,000 of income, 
payments are again largely structured as salary to avoid the double 
taxation of income that occurs when income is taxed at full corporate 
tax rates (not at the small business rate), and then taxed again as div­
idends at the individual level. 

In these circumstances, wages and salaries may-be underestimated 
for corporations with taxable profits under $200,000 and overesti­
mated for corporations with underlying profits exceeding $200,000. 
Thus, payroll taxation cannot be applied accurately to wage and 
salary income in the case of owner-managers. The basic cause of this 
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is the same as for the self-employed: the mixing of income from 
labour and capital. 

It might be noted that the government experienced considerable 
difficulty and some delays in making public the detailed rules for 
operation of this part of the EHT. For the most part, this experience 
reflected the general problems of putting provisions into operation 
when the underlying structure is flawed. 

The ideal approach would be to separate these two types of in­
come and to tax only the labour component. However, this is not a 
feasible solution because, in most cases, such a division would be 
impossible to achieve objectively. An alternative approach would be 
to tax the net income of both the self-employed and owner-managers 
(net income for payroll taxes to equal dividends plus wages and 
salaries) fully as labour income, up to a certain level of income. 
Above this threshold, only a proportion of net income would be 
included, since there would be an allowance for a return on invested 
capital. 

R E C O M M E N D A T I O N  4 7  

Ontario should establish a new method of calculat­
ing remuneration for payroll tax purposes for 
owner-managers of corporations and self­
employed individuals. For owner-managers of 
corporations, remuneration above an exemption 
level up to a threshold amount, whether in the 
form of salary or dividends, should be fully 
taxable. Above this threshold amount, a portion of 
remuneration would be excluded from the base as 
an allowance Eor the owner-manager's return on 
capital. For self-employed individuals, a portion of 
remuneration above the threshold amount would 
be excluded from the base as an allowance for the 
return on capital included in earnings. 

As a purely practical matter it would probably be desirable to ex­
clude a small initial portion of self-employed income. This would 
avoid the costs of administering that tax with respect to individuals 
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who receive very small amounts of self-employnlent income, say 
under $10,000 per year. 

Deductibility of Payroll Taxes in the Corporate Income Tax 

In any consideration of increased reliance on payroll taxes at the 
provincial level, an important issue is their deductibility for income 
tax purposes. Current income taxation rules follow accounting prac­
tice in treating payroll taxes payable by the employer as a business 
expense. As a result, an increase in payroll taxes causes a reduction 
in the income tax base. Accordingly, federal (and provincial) income 
tax revenues decline as payroll taxation increases, and the impact of 
new payroll taxes on business is partially offset by reduced income 
tax payments. 

In response to increased use of deductible taxes such as payroll 
taxes and capital taxes by some provincial governments, the federal 
government in 1991 indicated that it intended "to limit the de­
ductibility of provincial payroll taxes and capital taxes from federal 
corporate income tax"(Canada Department of Finance 1 991a, 16) . 
Although the actual implementation of limitations on the deduction 
of payroll and capital taxes has been delayed twice and federal­
provincial discussions on the proposal are ongoing, the federal 
government continues to indicate it will introduce such measures in 
due course. 

These proposals by the federal government would have the effect 
of limiting the ability of provincial governments to structure their 
mix of direct taxes to meet provincial priorities. It is even more re­
grettable when such steps are taken without consultation and with­
out recognition of the variety of provincial circumstances. However, 
the interdependence of the fiscal systems of the federal and provin­
cial governments is an important feature of the federal system in 
Canada. When steps taken by one level of government affect the rev­
enues or expenditures of the other, there is always the potential for 
conflict. Clearly, there needs to be a more cooperative attitude by all 
governments. 

It would be inappropriate for the federal government to disallow a 
deduction for income tax purposes of an increase in payroll taxes 
that involved a substitution of a payroll-type of tax for some other 
(deductible) tax. For example; if property taxes for businesses were 
reduced as a trade-off for an increase in payroll taxes, there would 



484 The Tax System and Economic Activity in Ontario 

be, as a first approximation, no change in tl,le level of tax being de­
ducted for income tax purposes. If the Ontario government were to 
make this type of substitution, it would appear reasonable for the 
federal government to recognize it as a revenue-neutral change 
without imposing non-deductibility. However, this arrangement 
would presumably require intergovernmental discussions to imple­
ment, given the current federal position on payroll and capital taxes. 

R E C O M M E N D A T I O N  4 8  

Ontario should seek the agreement of the federal 
government to make payroll taxes fully deductible 
for corporate income tax purposes. 



23 Resource Taxation 

Ontario's mining and forest wealth has made this province one of the 
largest resource producers in the world. However, after more than 
100 years, mining and forestry are mature industries in which em­
ployment has been dropping steadily over the p ast 20 years. Primary 
industries other than agriculture in 1 990 accounted for about 0.5 per 
cent of total employment in Ontario (Statistics Canada 1993d, table 1 )  
and 1 .5 per cent of gross domestic product (Statistics Canada 1 9931). 
In addition to generating employment and economic activity, these 
resources, because they are owned by the people of Ontario, are a 
potential source of revenue for the provincial government. 

Resource taxes should be designed to generate a fair value for 
Ontario's mineral and forest products. If these mineral and forest 
products could be sold by the prOVincial government directly, the 
measurement of their fair value would be relatively straightforward. 
The fair value would be the price at which the resource could be sold 
on an open market. Because resource products are almost never sold 
in their raw form, it is generally not possible to establish their value 
directly. Resource taxes are intended to establish prices indirectly for 
products that cannot be priced directly. The goal in designing these 
taxes is to isolate the underlying value of the resource itself from the 
profits made by the companies engaged in resource extraction on the 
assets they employ in the process. Economists refer to this 
underlying value as the "resource rent," the value that remains after 
normal profits from resource extraction have been deducted from the 
price of the resource product. Normal profits are defined as the 
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return that would be earned by the capital employed in the 
extraction process in another use. In this chapter, we use the term 
"underlying value" to refer to the concept of resource rents as it is 
understood by economists. 

Taxation of Resource Values 

Just as a resource tax plays a different role in the tax system than 
other taxes, so fairness has a different meaning when applied to re­
source taxes. A fair resource tax is one that provides the highest re­
turn on the underlying value of the resource consistent with provin­
cial objectives for employment and economic activity in the industry. 

Governments use a variety of special taxes on resources to accom­
plish this objective. These taxes typically take one of two broad 
forms: taxes based only on characteristics of the resource product it­
self; and taxes whose base reflects the economics of particular re­
source operations and operators. 

Taxes Based Exclusively on Characteristics of the Resource 

The simplest form of resource tax is a severance tax, which is levied 
as a flat amount for each physical unit of the resource extracted. 
Although no attempt is made to define a value base for the tax, a 
severance tax whose level takes into account current prices and ex­
traction costs could be designed to reflect fairly accurately the value 
of the raw resource, if the price of the resource is stable and the costs 
of extraction per unit are similar across the industry. For example, 
during the period of oil price stability that ended in the early 1970s, 
both prices and cost structures in the fossil fuel industries were likely 
sufficiently stable to permit a severance tax to function as a tax to 
capture the value of the raw resource. The only major resource taxes 
currently levied by Ontario that are based on physical characteristics 
solely are the water rental rates charged to Ontario Hydro and 
private hydroelectric power generators. 

Some mining jurisdictions, including Saskatchewan, New Zealand, 
and Australia, levy taxes based only on the volume of mineral ex­
tracted in certain mineral sectors (Caragata 1991 ) .  In addition to 
Ontario, both British Columbia and Quebec apply volume-based 
charges for forest products (Ernst & Young and Ministry of Natural 
Resources 1992). Because severance taxes are insensitive both to the 
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costs of bringing the resource to market and to price fluctuations, 
they cannot be designed to reflect the underlying value of the raw 
resource in industries in which prices fluctuate or extraction costs 
vary among different operations. For this reason, they also provide 
an incentive to extract the highest-quality resources while leaving 
lower-quality resources behind. 

. 

Royalties are similar to severance taxes in that they are based only 
on characteristics of the resource product itself, without specific 
reference to costs of extraction. Royalties are based on the value of 
the resource when sold. Royalties, or value-based taxes, can be 
designed to reflect the value of the resource in its raw state where the 
costs of extraction are broadly similar throughout the industry 
concerned. "Conventional oil" (oil extracted using conventional 
methods and technologies) in Alberta might be an example in which 
extraction costs are so similar throughout the industry that a price­
sensitive royalty could be designed to capture the value of the raw 
resource. Although Ontario does not levy royalties in the mining 
industry, the stumpage fee system in the forestry sector is a royalty­
type resource tax. 

Royalties based on the sale price of the mineral are commonly 
applied in other mining jurisdictions. British Columbia, New 
Brunswick, Nova Scotia, and Saskatchewan are among the Canadian 
provinces that apply royalties to different types of ore. 

Although royalties are often advocated because the revenue they 
generate is independent of the economic circumstances of particular 
operations and therefore provide a more predictable stream of rev­
enue, the economic incentives they create are not particularly desir­
able. Royalties affect the speed with which companies extract re­
sources. They also affect the cut-off grade (the grade below which re­
sources will not be extracted) because they increase extraction costs 
(McKenzie 1991) .  For example, ore bodies typically contain varying 
percentages of mineralization. The lower the percentage of mineral­
ization the greater the mining activity required to produce a given 
amount of the mineral. Eventually, the grade drops to the point 
where the extra mining costs cannot be recovered. Because royalties 
increase costs, they increase the grade below which extraction is not 
viable. Furthermore, because royalties are insensitive to the costs of 
bringing resources to market, they will generally overstate or under­
state the underlying value of the raw resource. As a result, they will 
tend to have unintended impacts on investment decisions. 
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Taxes Based on the Economics of Resource Extraction 

Where costs of extraction are not uniform across the industry, 
however, severance taxes and royalties cannot be designed to reflect 
accurately the value of the resource in its raw form. The same min­
eral or forest product may require significantly different expendi­
tures by the mining or forestry company responsible for extraction to 
bring the product to market. A uniform rate of tax or royalty will in­
variably fail to reflect the full value of resources that can be brought 
to market relatively cheaply and will overstate the value of resources 
that are extremely expensive to bring to market. Resource taxes that 
take into account the economics of each individual operation attempt 
to correct for this problem. The idea behind using special taxes to es­
tablish a price for publicly owned resources is that the value of a re­
source can be determined from the sale price of a processed resource 
product by deducting from that price all the costs incurred in trans­
forming the resource from its raw state to a marketable product. All 
such taxes allow for normal costs of operation, including wages, 
salaries, and energy costs that are incurred throughout the extraction 
process. Costs such as exploration and development, depreciation of 
machinery and equipment, construction of access roads, and capital 
are also allowed for in these types of taxes, although the way in 
which these costs are taken into account can vary. These types of 
taxes are most common in the mining industry. 

Profit Taxes 

Profit-based resource taxes are similar to corporate income taxes in 
their treatment of investment costs such as capital and exploration 
and development, which are incurred at a particular point in time 
but produce returns over an extended period corresponding to the 
life of the asset or, in the case of exploration and development costs, 
the life of the resource operation itself. The general approach in these 
taxes is to allow these investment-related costs to be deducted from 
income over a time period that approximates the period during 
which the company benefits from the investment. Thus, exploration 
and development expenses are typically spread out over the life of 
the operation; machinery and equipment are depreciated for tax 
purposes over their useful life. 
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Ontario's mining tax is a profit-based tax, with profit defined es­
sentially as it is for regular corporate income tax. Profit-based taxes 
are the most common form of tax levied by significant mining juris­
dictions around the world. In fact, some competing mining jurisdic­
tions, such as Chile, do not apply ailY special tax to the mineral sec­
tor (Intergovernmental Working Group on the Mineral Industry 
1992a, 51-54), relying entirely on the regular profits-based corporate 
income tax. In contrast, with the exception of the limited application 
of logging taxes described below, profit-based taxes are rarely 
applied in the forest industry. 

Profit-based taxes are sensitive both to cycles in economic activity 
in particular resource sectors and to the economic situation of partic­
ular companies. They also have the advantage of being similar in 
structure to corporate income taxes. That similarity is, however, the 
major problem with these taxes as resource taxes. A profit-based 
resource tax is essentially a second corporate income tax in the 
resource sector. The base for the tax is virtually the same. As a result, 
the base for a profit-based resource tax includes the return earned by 
the operator on the capital employed in the extraction process as 
well as the underlying value of the raw resource. The fact that profit 
taxes do not distinguish between normal returns on capital 
employed in the extraction process and the underlying value 
attributable to the raw resource is a serious problem. The only reason 
for having special resource taxes in the first place is to tax that 
underlying value. 

Profit-based taxes can address this problem in the calculation of 
taxable income for resource tax purposes by making allowances for a 
return on assets employed in extraction and processing. Although it 
was designed for a different purpose, the processing allowance in the 
Ontario mining tax (described below) has the effect of allowing for a 
return on assets used in mineral processing. In general, the key to 
isolating the underlying value of the resource from the general level 
of profit on the operation is to ensure that deductions reflect the full 
cost of generating that income, including the normal earnings that 
the capital employed in the resource operation would have 
generated in another use (the opportunity cost of the investment) . In 
addition to depreciation and current input costs, the costs of both 
debt and equity finanCing should be deductible. This would mean 
allowing for both interest on debt and a return on investment 
financed by shareholders' equity (Boadway et al. 1989, 108-15). 
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It is possible in principle to design a tax that measures the net rev­
enue directly after allowing for the opportunity costs of investment. 
However, it is extremely complicated to isolate underlying resource 
values in a profit tax framework. Assumptions which simplify the 
treatment of costs that must be spread over the life of an asset or 
project would have to be replaced by direct measures. For example, 
using depreciation schedules would be replaced by estimating the 
rate at which each asset employed in resource exploitation is used 
up. It is also difficult to determine how to recognize current costs 
that should be amortized over the life of resource extraction projects. 
These problems make it difficult to determine tax liability when the 
timing of expenditure and revenue is not matched over the life of an 
investment (Mintz and Seade 1989). It would also be necessary to 
determine an arbitrary "normal" rate of return to be allowed as a 
deduction from income for resource tax purposes. 

Cash Flow Taxes 

Some observers and analysts have argued for a simple tax on the 
cash flow of resource companies as a way to avoid the complexities 
associated with trying to isolate resource values from normal profits 
in a profit-based resource tax (Mintz and Seade 1989; Boadway et al. 
1989). In a cash flow tax, investment costs that are spread out over 
the life of an asset or project in a profit tax framework would be fully 
deductible from current income as they are incurred. Capital invest­
ment costs as well as operating costs would be immediately de­
ductible. The depreciation or depletion allowances which, in the cor­
porate income tax system, serve to spread these costs out over time 
would be eliminated. Consequently, there would be no deduction ei­
ther for depreciation or for interest on money borrowed for capital 
investment. Any negative cash flow would either generate a tax re­
fund at the rate of tax or be carried forward for deduction against 
cash flow in the future. To ensure that a company experiencing a 
negative cash flow was not placed at a disadvantage compared with 
a company with a positive cash flow, the negative cash flow carried 
forward each year for deduction in future periods would be in­
creased by an investment allowance at a predetermined rate of inter­
est to reflect the fact that negative cash flow deducted in future peri­
ods is worth less to a company than negative cash flow deducted in 
the current period. The rate of interest used to adjust negative cash 
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flows carried forward would be set to reflect the cost of forgoing 
other capital investment opportunities; hence, the use of the term 
"investment allowance." Neither a depreciation allowance nor an 
interest deduction is necessary because these costs are accounted for 
in the deduction of capital investment. 

Cash flow taxes achieve the same economic result as profit taxes 
adjusted to reflect normal returns on assets employed, but much 
more simply. The value of an immediate deduction for capital in­
vestment in a cash flow tax is equal (in present-value terms) to the 
more complex depreciation and investment allowances· that would 
have to be offered under a revenue-based resource tax to isolate re­
source values from general corporate profits. In addition, the deduc­
tion of all costs on a current basis u.nder a cash flow tax is simpler 
than the potentially complicated calculations involved in amortizing 
expenditures over the life of a resource extraction project (Boadway 
et al. 1989, 110). 

The attractiveness of these qualities has led a number of mining ju­
risdictions to introduce cash flow or similar taxes. Indeed, British 
Columbia relies on a cash flow base for most of its mining revenue. 
(British Columbia also applies a form of royalty-based tax to the 
proceeds of mineral sales net of operating expenditures, but only as a 
secondary source of revenues.) Saskatchewan levies a cash flow tax 
in the uranium mining industry. 

Auctions 

In addition to the taxation measures described above, some jurisdic­
tions auction off the right to extract resources in the forestry sector. 
The idea behind this approach is that the best way to determine the 
underlying value of a resource in a market economy is to subject the 
right to exploit the resource to an open bidding process. The diffi­
culty in using auctions as a way to capture the underlying value of a 
resource is that auctions are effective in doing so only under fairly 
restrictive market conditions. They do not work effectively where 
there is substantial risk involved, where there is a limited number of 
potential bidders, or where one bidder may have a natural advan­
tage over others in exploiting the resource. For this reason, auctions 
are never used in the mineral sector and are used in the forestry sec­
tor only to a limited extent. 
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Because the mineral sector is highly concentrated and dominated 
by large multinational corporations, it is far from certain that a 
market for mineral rights would be competitive. As a result, auction 
prices would likely understate the underlying value of the raw 
resource. For example, if a particular operator is, in effect, a 
monopoly purchaser of ore rights, the government would be  
unlikely to  extract a fair price for the resource in an  auction since 
there would be no competing companies to help bid the price of the 
resource to its true value. This problem would be particularly likely 
to arise where the auction involves allocation of new ore rights to an 
existing operator or a renewal of existing rights. In addition, the high 
degree of uncertainty concerning ore quality in the ground and 
future mineral prices will tend to result in auction prices that 
understate the underlying value of the resource. Individual 
operators will tend to keep their bids lower to protect themselves 
against potential future losses if ore quality is low and/ or resource 
prices decline (Boadway et al. 1989, 1 14). 

Similar problems with concentration of ownership may arise in the 
forestry sector as well. However, auctions are more viable in this 
sector given that resource quantity and quality are known prior to 
bidding. 

Implications for Resource Taxation in Ontario 

In the mineral sector, taxes that are based on the economics of indi­
vidual operations and that isolate the underlying value of the min­
eral resource from the overall profits of the mining corporation have 
the greatest potential to return a fair share of this province's resource 
wealth to the people of Ontario. In the forestry sector, the implica­
tions of this analysis are not nearly as clear. While forest industries 
and markets for forest products share some of the characteristics that 
make such an approach attractive in the mining industry, profit­
based taxes are rare in the forest industry, and to our knowledge 
cash flow taxes are not used in any other jurisdiction. In addition, in 
some sectors of the forest industry, market conditions may make 
auctioning of forest rights a viable alternative to taxation in captur-
ing the underlying value of the resource. 

. 

These implications are explored in more detail in the follOWing 
sections. 
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Rethinking Ontario's Approach to Mining Taxation 

Main Features of the Current System 

Ontario's mining tax is levied on profits from mining operations in 
Ontario. The tax is levied at a rate of 20 per cent on mining profits in 
excess of $500,000. In calculating taxable income, the following de­
ductions are allowed: 

• depreciation allowances on mining, processing, and transporta­
tion assets; 

• exploration and development expenses; and 
• a processing allowance based on the degree of processing carried 

out in Canada, with higher allowances for processing in Northern 
Ontario. 

In addition, Ontario offers a tax holiday to new mines, major ex­
pansions to existing mines, and rehabilitated mines that began oper­
ation after 20 May 1987. The exemption is limited to $10 million of 
profit per mine earned after 30 April 1991 (Canadian Tax Foundation 
1992b, l 1 :16) .  

Depreciation 

Ontario's mining tax permits mining assets to be deducted from tax­
able profit at rates of up to 100 per cent when used in new mines, 
and at 15 to 30 per cent of the original cost of the asset per year when 
used in other mines. 

While the allowance for depreciation in the mining tax exceeds 
that provided for in the corporate income tax, the depreciation per­
mitted occupies a middle ground between what would be permitted 
if only economic depreciation were to be deductible and what would 
be deductible in a cash flow tax. 

Exploration and Development 

Provisions for fast write-offs in the current Ontario Mining Tax per­
mit a mine operator to deduct exploration and development costs up 
to 100 per cent in a taxation year and allow any unused portion of 
the costs to be deducted in future years. A cash flow tax, through an 
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investment allowance, would provide slightly inore generous treat-
ment of these costs. 

. 

Processing Assets 

There is no allowance in the Ontario mining tax for a specific return 
on assets used in processing. Ontario takes an approach used in a 
number of other significant mining jurisdictions that treat processing 
costs differently by offering fast write-offs and other special tax 
preferences for mineral processing ac;tivities. These preferences are 
termed "processing allowances." Manitoba and Quebec are among 
the competing mining jurisdictions that offer generous incentives for 
processing. 

The Ontario Mining Tax treatment of processing capital assets is 
established under rules for depreciation and the processing al­
lowance. Under the processing allowance in the Mining Tax Act, an­
nual deductions from mining revenues are allowed at rates up to 20 
per cent of the original cost of processing assets (table 23.1) .  These 
deductions are permitted each year throughout the useful life of the 
asset. As a result, deductions are not limited to the original asset cost. 
Processing assets also qualify for an annual depreciation allowance 
of 15 per cent. 

There is little doubt that the combined effect of the deduction of 
depreciation and the processing allowance results in a more gener­
ous allowance for a return on processing assets than would appro­
priately be permitted in a tax designed to capture the underlying 
value of the resource. 

Mine Site Rehabilitation Costs 

Beyond mining and processing costs, companies often must incur 
costs for cleaning up a mine site and leaving it in an acceptable envi­
ronmental state. These "reclamation" costs are generally deductible 
in Ontario's current mining tax system. A problem arises, however, 
when mining companies incur substantial reclamation costs after 
other mining activities (and, therefore, mining revenues) have 
ceased. The Mining Tax Act includes no specific provisions for the 
deduction of current expenditures from previously earned income. 
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TABLE 23.1 
Processing Allowances Available under Ontario Mining Tax 

Processing stage 

Concentrator 

Smelter 

Refinery located in 
Canada 
Northern Ontario 

Further Processing in Northern Ontario 

Source: Ontario, Mining Tax Act, 1992. 

Allowance rate (%) 

8 

12  

16  
20 

20 

Note: The minimum allowance is 15 per cent of profits before processing 
allowances. The allowance cannot exceed 65 per cent of profits. 

Issues in the Design of a Cash Flow Tax for Mining 

As noted above, in a cash flow tax, all cash outlays would be de­
ductible from revenue in determining the tax base, with the excep­
tion of interest payments on funds borrowed for the purpose of capi­
tal investment. Thus, the special provisions in the Ontario mining tax 
for depreciation of various kinds of assets would no longer be 
necessary. Rather, those assets would be fully written off against 
income in the year the expenses were made. 

Investment Allowance 

Permitting an immediate deduction from revenue for all costs, in­
cluding capital investment and exploration and development, ad­
dresses the problem of allowing for a return on those investments for 
companies that have enough revenue to take advantage of the de­
duction. A problem emerges when the total amount deductible ex­
ceeds the revenue from the operation. This situation would in fact be 
typical for most new mines, where there can be an extended period 
of development before any product can be sold. The problem could 
be addressed by, in effect, allowing for a negative tax - a refund at 
the rate of tax on negative cash flow. An alternative to permitting re­
funds is to allow negative cash flows to be carried forward, but this 
would not fully compensate for the earnings that could have been 
realized on the refunded tax had it been paid in the year of the nega­
tive cash flow. To address this problem, negative cash flows should 
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be increased at a defined rate of interest in each year that they are 
carried forward. 

Accounting for Revenues 

In the Ontario Mining Tax, revenues used in the calculation of the 
base include all receipts from the sale of mineral are. Since most of 
the operations in Ontario have integrated extraction and processing 
operations, the best observable revenue component of the base is the 
quantity of processed are sold multiplied by its current unit selling 
price. Revenue from the sale of mineral are is accounted for on an 
accrual basis, so that accounts receivable are considered to be part of 
the revenue base for mining tax purposes. This approach is 
consistent with the accrual accounting treatment of expenditures in a 
profit tax. 

Accrual accounting for receipts, however, is not consistent with 
the approach to allocating costs in a cash flow tax. In a cash flow tax, 
revenues should be counted into the tax base only when they are re­
alized. Changing the base to include revenues on a realization basis 
may require added compliance costs for mining companies that 
record revenues on an accrual basis for income tax purposes. 
However, maintaining the current accrual basis could penalize com­
panies, particularly in times of inflation. These considerations would 
have to be balanced when designing a cash flow tax. 

Mine Site Rehabilitation 

Because reclamation costs arise after a mine has finished production, 
they may be incurred at a time when there is no revenue from the 
mine against which to deduct the costs. For larger operations, this 
may not be a serious problem because they may have other active 
mines against whose revenues these costs may be offset. For stand­
alone operations, however, this problem could be serious. 

One possible solution to the issue of matching current income with 
future expenses on mine site rehabilitation is for mining companies 
to pay for reclamation and deduct these expenses in periods when 
revenues are available. This could be achieved through the estab­
lishment of reclamation funds into which mining companies would 
deposit the estimated costs of future reclamation over the life of the 
mine. Contributions to such a fund would be deductible upon 
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deposit. Interest would accrue in this fund tax free and the total 
proceeds would be put towards future reclamation. Any extra funds 
flowing back to the company after rehabilitation would be included 
in its resource tax base. 

Under a cash flow tax, the complications involved in developing a 
special reclamation fund might be avoided. If companies spend 
money on reclamation after revenues have ceased, the tax structure 
need only permit a deduction against past cash flow. This deduction 
would take the form of a refund equal to the tax paid on the value of 
expenditures on reclamation. 

A New Mining Tax System 

We believe that a mining tax based on cash flow is the best approach 
to the taxation of the underlying value of mineral resources in 
Ontario. This form of tax is particularly well suited to Ontario's min­
ing industry, which is subject to extreme volatility in prices and 
consists of mining operations with widely varying production cost 
structures. Of all the forms of resource tax, a cash flow tax is best 
able to isolate the underlying value of the mineral resource under 
these circumstances. 

The new mining tax format would bring profound changes to the 
existing tax. However, elimination of the processing allowance, and 
current depreciation of assets at differing rates, depending on the 
type of asset and the age of the mine, should not be viewed as disin­
centives to mineral investment. In place of these provisions, all op­
erating and capital expenditures would be eligible for immediate 
deduction. Any portion of the expenditure not deducted immedi­
ately would be carried forward for deduction against future receipts, 
with an investment allowance that approximates a fair rate of return 
for mineral investment. 

R E C O M M E N D A T I O N 4 9  

The Ontario Mining Tax should be changed from 
its current format as a tax on profits to one on cash 
flow, which would: 

a) allow for the immediate deduction of all capital 
and operating expenditures; 
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b) provide for any expenditures not deducted in 
the current period to be carried forward with an 
investment allowance for deduction in future 
periods; and 

c) exclude any further deduction for depreciation 
or interest. 

Since these features allow full credit for returns on 
processing assets, there would be no justification 
for the processing allowance provided for in the 
current tax format. 

Creditability of the Mining Tax 

One consideration in choosing the base and design of a mining tax is 
whether tax paid in Ontario will be creditable against income tax 
paid in the United States. If parent companies in the United States 
can deduct mining tax paid by their Canadian subsidiaries in 
Ontario from their US tax liabilities, they may be more inclined to 
invest in Ontario than they would under a mining tax that is not 
creditable. Creditability of the tax has the potential to provide finan­
cial assistance to companies operating in Ontario, at no additional 
cost to the province. This consideration prompted us to investigate 
the issue of creditability of our proposed cash flow tax. In particular, 
we wanted to ensure that changing the tax base from profits to cash 
flow would not reduce the incentive to invest in Ontario based on 
the issue of creditability. 

For a foreign tax to be creditable against US income tax, it must 
satisfy three criteria. The first criterion, termed "realization," is that 
foreign tax should apply subsequent to the occurrence of events that 
would result in realization of income. This criterion is likely to rule 
out the creditability of most types of royalties because they do not 
always apply after income is realized. The second and third criteria 
are the "gross receipts" and "net income" criteria. Together, they 
imply that the tax must be imposed on the basis of some measure of 
the sale of product that is unlikely to exceed market value net of 
costs incurred in the process of generating receipts. 

The Ontario Mining Tax is not currently creditable against US in­
come tax. In a recent US court case (Texasgulf Inc. v United States, Fed. 
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Cl. no. 532-83T), the court ruled that the current Ontario Mining Tax 
satisfies the first two criteria, but not the third. In order to satisfy the 
third criterion, the tax would have to permit deduction of interest 
and royalties. This case has been reopened in the context of an 
Internal Revenue Service hearing on the basis that generous tax 
incentives contained in the Ontario Mining Tax, such as the 
processing allowance, exceed the value of non-deductible items such 
as royalties and interest. 

If the current Ontario Mining Tax is ruled to be creditable on this 
basis, it is likely that the proposed cash flow tax would also be cred­
itable. Its provisions for immediate deductibility of capital assets, 
together with the proposed investment allowance, are equal, in 
present-value terms, to depreciation and interest. 

A further and perhaps more important consideration is whether 
the issue of creditability actually matters to the Ontario mining in­
dustry. Available data suggest that there is only one US company 
with a mining subsidiary operating in Ontario. In light of this fact, 
creditability of the tax may not be a major issue for mining compa­
nies carrying out operations in Ontario at this time. Given these con­
siderations, the issue of creditability should not influence to a great 
extent the decision on whether to maintain the current profit-based 
tax or to shift to a cash flow base. 

Links between Corporate Income Tax and Mining Tax 

In principle, since mining taxes can be viewed as a cost of earning in­
come, mining taxes and corporate income taxes paid by the same 
mining companies should be linked through the deductibility of 
mining tax from income for corporate income tax purposes. In 
Canada, resource companies are not permitted to deduct resource 
taxes from taxable income. Instead, the federal corporate income tax 
offers a resource allowance, which permits companies to deduct 25 
per cent of resource profits from their income in computing their 
taxable income. In this system, however, the value of the resource al­
lowance often exceeds the value of resource taxes paid. Companies 
sometimes take a positive resource allowance and pay no mining tax. 
Moreover, the value of the resource allowance, and the probability 
that it will exceed mining tax paid, is increased by the fact that 
Canadian exploration and development expenditures are not de-
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ducted from revenue to determine resource profits for the purposes 
of calculating the resource allowance. 

The current rules have been established by the federal government 
and adopted by Ontario. It would be difficult for the federal gov­
ernment to switch its system to simple deductibility of resource taxes 
because such a move would be inconsistent with the basis for the al­
lowance in the first place. The federal government adopted the al­
lowance approach out of a concern that an unlimited deduction of 
resource taxes would be an invitation to provincial governments to 
increase those taxes, knowing that a portion of the cost would be 
borne by the federal government through reduced corporate income 
tax revenue. 

Because the resource allowance applies both to profits of Ontario 
resource companies and to corporate profits allocated to 
Ontario from out-oF-province resources, it would be impractical for 
Ontario to adopt a completely different system. One way to ensure 
that the value of the allowance more accurately reflects the amount 
actually paid, without adopting a completely different approach, 
would be to limit the allowance to a maximum equal to the resource 
tax actually paid. The same limit could be extended to all resource 
companies claiming resource profits in Ontario. By introducing this 
change, Ontario could maintain the administrative and cost advan­
tages of harmonization, yet protect against unwarranted erosion of 
income tax revenues. 

R E C O M M E N D A T I O N 5 0  
The resource allowance in the Ontario corporate 
income tax should be restricted to the lesser of 
resource taxes actually paid and 25 per cent of 
resource profits. 

Establishing Mining Tax Rates 

The objective of recovering the underlying value of Ontario's re­
source wealth from companies involved in mining is not the only 
consideration in establishing rates of tax on mining in Ontario. This 
objective must be tempered by the need to ensure the continued 
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health of an important industry that operates in an extremely com­
petitive worldwide market for mineral products. 

The economic importance of the mining industry is underlined by 
the fact that a substantial proportion of mining activity is based in 
single industry towns. Fluctuations in mining activity have a more 
significant economic impact than would fluctuations in an industry 
of a similar size spread more evenly across the province. 

Economic Position of Ontario's Mining Industry 

Mining tax revenues provide a useful indicator of the general eco­
nomic fluctuations affecting the industry . Figure 23.1 shows that rev­
enue from the Ontario Mining Tax has fluctuated · widely over the 
past 20 years. 

Employment in the industry has been declining since 1989, largely 
as a result of increases in productivity rather than any decline in the 
volume of production (figure 23.2). Of more concern for the future is 
that the value of major metals mined in Ontario has been declining in 
real terms since 1990 (figure 23.3) and exploration expenditures have 
declined substantially since 1988 in real terms (after removing the 
effect of inflation) (figure 23.4). 

Ontario's economic position in the mining industry is determined 
by a number of factors, including geological endowments, land ac­
cess and security of tenure, environmental regulations, taxation pol­
icy, input and mineral prices, exchange rates, and general political 
and economic stability. In recent years, developments in countries in 
Asia and Latin America with significant mineral endowments have 
begun to mitigate factors which had previously made these jurisdic­
tions substantially less attractive than Canada and Ontario as mining 
investment locations. 

Taxation of the Mining Industry in Ontario 

Mining companies in Ontario pay three levels of income tax, includ­
ing federal and provincial corporate income taxes and Ontario min­
ing taxes, local property taxes, and provincial and federal payroll 
and capital taxes. Comparisons of statutory corporate income tax 
and mining tax rates and the average effective rates of these taxes on 
mining operations show that Ontario's tax system is generally com­
parable to tax systems elsewhere in Canada and abroad. 
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FlGURE 23.1 
Ontario Mining Tax Revenues, 1971-72 to 1991-92 
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Mining tax revenue in 1990 dollars 

Mining tax revenue in current dollars 

Source: Ontario, Public Accounts, 1971-72 to 1991-92; Statistics Canada, 
Consumer Prices and Price Indexes, Cat. 62-010 (Ottawa, 1 993), table 8. 

FlGURE 23.2 
Mining Employment in Ontario, 1984-92 
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FIGURE 23.3 
Value of Production of Selected Minerals, Ontario, 1981-92 (1990 $) 
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FIGURE 23.4 
Exploption and Development Expendihires, Ontario, 1981-92 (1990 $) 
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TABLE 23.2 
Selected Corporate Income Tax and Mining Tax Rates, 1993 

Ontario Be Manitoba Quebec 

Corporate income tax rate (federal 
and provincial) 42.3 44.8 45.8 37.7 

Corporate income tax rate (federal 
and pruvincial) after facturing 
in the re source allowance 31.7 37.6 34.4 28.3 

Mining tax rate 20.0 13.0 20.0 18.0 
Mining tax rate after factor ing in 

the rrocessing allowance 7.0 13.0 7.0 4.2 

Combined corporate and mining 
tax rates after allowances 38.7 50.6 41.4 325 

Source: Canada, Department of Energy, Mines and Resources, Mineral 
Policy Sector, The Canadian Minerals Industnf Economic Situatiol1 and 
Current Issues (Ottawa, March 1993). 

Note: British Columbia also applies a royalty of 2 per cent on net current 
proceeds, which is deductible against cash flow tax payable. 

Statutory tax rates on mining companies in Ontario are similar to 
those in Quebec, British Columbia, and Manitoba. Table 23.2 pre­
sents comparisons of statutory tax rates from federal and provincial 
income taxes as well as provincial mining taxes. Tax rates, calculated 
by factoring the resource allowance into federal income taxes and the 
various processing allowances into provincial mining taxes, show 
that Ontario's combined rates are somewhat higher than Quebec's, 
but substantially lower than British Columbia' s .  Extending the 
comparison to international jurisdictions, table 23.3 demonstrates 
that Ontario's statutory tax rates are similar to those in other major 
mining jurisdictions. These mining tax comparisons are complicated 
by the fact that SOme jurisdictions use royalties rather than profit­
based resource taxes. 

Although this analysis provides an indication of how tax regimes 
compare, it is not particularly helpful in showing how taxes might 
affect an actual investment in a mining operation. Average effective 
tax rates are measured as the ratio of the net present value of taxes 
paid by a mining operation over the life of the operation to the net 
present value of income generated by the operation. This approach 
takes into account the impact of differences in the timing of various 
taxes over the life of a m.ining operation, and also accounts for spe­
cial provisions for fast write-offs and tax holidays. 
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TABLE23.3 
Marginal Tax Rates on Mining in Selected jurisdictions 

jurisdiction 

ChjJe 

Ontario 
Alaska, US 

Indonesia 
Queensland, Australia 
Brazil 

Mexico 

Statutory rate (%) 

35.0 
38.75 

44.4 
35.0 + royalty of 2% gross income 
39.0 +royalty of 5% gross income 

40.0 + 8% tax on mining revenue 
41.5 + royalty of 3.8--4.2% gross income 

Source: Canada, Department of Energy, Mines and Resources, Mineral 

Policy Sector, The Canadian Minerals Industry: Economic Situation and 

Current Issues (Ottawa, March 1993). 

Note: Ontario rates may be viewed as understated since they are adjusted 

for resource allowance and processing allowance, while rates in other 

jurisdictions are not adjusted for any deductions. However, in the sense 

that other nations generally do not offer provisions comparable to the 

resource and processing allowances, the Ontario rates may be seen as 

appropriately adjusted to arrive at a comparable figure. 

An analysis of average effective tax rate comparisons between 
Ontario and other jurisdictions indicates that Ontario's taxes on min­
ing companies are lower than those in many other jurisdictions (table 
23.4). Quebec's average effective tax rates are substantially lower 
than those in most other mining jurisdictions. 

The fact that municipal, capital, and payroll taxes are excluded 
from the analysis is a major weakness in both the statutory and aver­
age effective tax rate comparisons. In a more comprehensive ap­
proach to modelling Ontario's competitiveness in mineral invest­
ment, a study prepared for the Ontario Ministry of Finance analysed 
and compared returns on investment in selected Canadian provinces 
and US states. The model used in the study generated a comparison 
of returns on investment by forecasting the financial performance of 
a hypothetical company over a 12-year period for each of eight juris­
dictions. After-tax returns on investment reflect the impact of income 
taxes, mining taxes, capital taxes, and payroll taxes. The study's re­
sults, summarized in table 23.5, indicate that Ontario's position 
among the eight sampled jurisdictions improved from fifth place be­
fore tax to fourth place after tax. 
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TABLE 23.4 
Average Effective Tax Rates on Mining in Selected Jurisdictions 

Jurisdiction 

Quebec 
Northwest Territories 
Nevada, US 
Yukon 
Alaska, US 
Alberta 
Chile 
Ontario 
British Columbia 
New Brunswick 
Arizona, US· 
Nova Scotia 
Newfoundland 
Western Australia, Australia 
Manitoba 
Brazil 
Indonesia 
South Australia, Australia 
New South Wales, Australia 
Queensland, Australia 
Mexico 

Rate (%) 

229 
5.30 
6.75 
7.66 
7.98 
8.40 
8.63 
8.68 
9.87 
9.95 

10.69 
10.28 
10.97 
11 .51 
11 .55 
13.33 
13.80 
14.57 
16.44 
17.69 
22.73 

Sources: Canada, Department of Energy, Mines and Resources, Mineral 
Policy Sector, The Canadian Minerals Industry: Economic Situation and 
Current Issues (Ottawa, March 1993); and Robert B. Parsons, Canadian 
Mining Taxation (Toronto: Price Waterhouse, 1991) .  

TABLE 23.5 
Returns on Mineral Investment in Selected Jurisdictions 

Return on investment Return on investment 
Jurisdiction (% before tax) (% after tax) 

Ontario 27.69 20.40 
Arizona 28.18 19.89 
British Columbia 27.19 18.31 
California 26.32 19.49 
Colorado 26.21 18.35 
Montana 29.61 21 .95 
Nevada 29.31 22.63 
Quebec 27.92 22.17 

Source: "A Global Comparison of Mining Tax Systems," prepared for the Fair 
Tax Commission by K.S. Rachamalla, Ministry of Finance, 2 April 1993. 
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FIGURE 23.5 
Comparison of Ontario Mining Tax Revenue under the Current System and Possible 
Cash Flow Tax Scenarios, Aggregate of Sampled Companies, 1987-91 

160 

� 140 

<lJ @ 120 
<lJ > � 100 

«i 'u 80 .S 
> 0 60 .... 
P.. 

'0 
40 x <lJ 

"0 oS 20 

0 
Current 
system 

141.8 

Cash flow Cash flow Cash flow Cash flow 
7.5% rate 10% rate 12% rate 15% rate 

Source: Ontario, Ministry of Finance. 

Notes: Cash flow scenarios allow immediate write-offs of all capital 
investments and provide an investment allowance of 12 per cent on 
any balance. The aggregate sample represents the majority of Ontario's 
mining tax revenue. 

Cash Flow Tax Rates 

Comparisons show that mmmg taxes and returns on mineral 
investment in Ontario are comparable to those in other jurisdictions. 
This suggests that the initial rate of cash flow tax should be set to 
raise approximately the same revenue as is raised by the current 
mining tax. A computer model of the Ontario mining industry using 
data from mining tax returns was developed to examine this option 
and others. We found that a cash flow tax rate of approximately 12 
per cent would generate slightly more than the level of revenues 
generated by the current 20 per cent tax on mining profits (figure 
23.5 ) .  

Ontario mining tax revenue is, in effect, the result of a bargain 
struck with mining companies over a sale price for Ontario's raw are. 
Ontario is limited in its negotiating position by the price charged by 
other governments for similar ore bodies in competing mining juris-
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dictions. As a result, Ontario may be able to levy only moderate 
mining taxes. For example, Ontario recovers less than 12 per cent of 
the underlying value of its mineral resources as measured by cash 
flow after appropriate deductions under the current tax regime 
(figure 23.5). However, other evidence shows that Ontario is not sub­
stantially more generous in its tax treatment of mining than are other 
jurisdictions. At the same time, Ontario may be able to generate 
higher mining tax revenues than other jurisdictions if the underlying 
value of its mineral endowment exceeds that of the mineral resources 
in other jurisdictions. 

Tax Expenditures 

Incentives in the current Ontario Mining Tax include both a tax ex­
emption for all mines and a tax holiday for new mines. Both the tax 
exemption and the tax holiday are meant to provide incentives for 
mineral investment in Ontario. However, these provisions lead to 
unnecessary administrative complications and fairness problems 
among companies. 

The tax exemption applies on an annual basis to the first $500,000 
of profits of each mining company. The tax exemption can be viewed 
as a mechanism to increase the post-tax return on mineral invest­
ment. The problem with this approach, however, is that an exemp­
tion designed to increase private returns should vary with the size of 
investment. Set at a fixed amount, it will tend to provide greater 
benefits to smaller companies than larger ones. For example, con­
sider a large company investing $100 and a small company investing 
$10, and each earning a 20 per cent return. The current mining tax 
exemption is equivalent to offering a flat exemption of, say, 50 cents 
to both companies. This flat rate exemption provides little benefit to 
the large company while it could place the small company in a non­
taxable position. 

A percentage exemption would be fairer than a flat exemption, 
since investors are ultimately concerned with rates of return from an 
investment of a particular size rather than with the dollar values of 
returns to different-size investments. An exemption based on returns 
to investment is much easier to build into the design of a cash flow 
mineral tax. Since the cash flow tax base imputes a fair return to all 
investments, a relatively low cash flow tax rate is comparable to a tax 
exemption based on rates of return. 
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In addition to the fairness problems between small and large com­
panies, the $500,000 exemption significantly undermines the base of 
the tax. As currently designed, the exemption, which was valued at 
approximately $2 million irt 1 991, will tend to erode revenues over 
the entire life of a mine. Its availability in each year of mining opera­
tions provides an incentive for companies to increase revenues for 
tax purposes in years where less than $500,000 might be reported in 
the absence of the exemption, and to shift costs into years where 
more than $500,000 would normally be reported. In this manner, 
companies can use the exemption to place themselves in a non­
taxable position. This makes the tax much less effective as a way to 
capture a fair share of the underlying value of the resource. 

The tax holiday is subject to a similar set of problems. Under the 
current Ontario Mining Tax, the operator's profits from any new 
mine that has come into existence after 20 May 1987, or from a major 
expansion of any existing mine after that date, are exempt from tax 
for the first 36 months of operations. In 1991-92 a limit of $10 million 
ort the exempt profit was introduced. The definition of a new mine 
under the act includes mines that are reopened after being shut 
down for a continuous period of at least 60 months (Canadian Tax 
Foundation 1992b, 1 1 : 16) .  

The benefits from any tax holiday will be unevenly distributed 
among mining companies. For an individual company, the benefit 
from a tax holiday will depend on the timing of its investment 
relative to the timing of the holiday. It will also depend on tax rules 
regarding depreciation allowances. Specifically, if an asset is long­
lived and depreciation allowances for tax purposes are accelerated, 
the tax holiday, by preventing the use of depreciation deductions 
during periods of peak profits, may actually penalize a company for 
investing during the holiday. The closer the investment to the end of 
the holiday period, the more severe the penalty (Mintz 1990). In other 
words, the Ontario Mining Tax, which requires depreciation on 
mining assets at rates of 30 per cent during the tax holiday, may 
discriminate against investment of some companies relative to others. 

The tax holiday also erodes the tax base. In addition to the $10 
million (1989) value of the tax expenditure (Block and Maslove n.d.), 
the tax holiday gives rise to significant administrative costs and 
complications. For example, in the case of mine expansions, only the 
portion of revenues attributable to expanded operations qualifies for 
the holiday. For the purposes of calculating the proportion of 
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revenues qualifying for the tax holiday, current revenues must be 
allocated to different operations. The difficulty in properly 
apportioning revenues and costs to the various operations results in 
unnecessary complications and costs. 

The exemption and holiday for new mines in the Ontario mining 
tax illustrate clearly the problems associated with this type of tax ex­
penditure in a mining tax. These provisions are of questionable value 
in the current mining tax and should not be duplicated in a new cash 
flow tax for mining. 

Although the types of tax expenditures in the existing mining tax 
are difficult to justify, better targeted tax incentives may have a role 
to play in ensuring the continued health and viability of the industry 
in this province by encouraging activity in critical areas. For exam­
ple, we noted earlier that exploration expenditures in Ontario have 
dropped since 1988. Tax incentives may have a role to play in main­
taining levels of exploration activity as well as encouraging research 
into mining techniques that can enhance the viability of the Ontario 
industry in the longer term. Similarly, to the extent that environmen­
tal regulations affecting the mining industry in Ontario put the 
industry at a cost disadvantage compared with those of other 
jurisdictions, incentives may have a role in environmental policies 
for the mining industry. 

Under the · basic cash flow format, all expenditures would be 
eligible for immediate 1 00 per cent write-offs. Our modelling shows 
that if mine exploration and development as well as scientific 
research and development expenditures were made eligible for a 1 50 
per cent write-off, the cash flow tax rate would have to be set at 
between 12 and 15 per cent to generate the same level of revenue as 
the current profit-based tax (see figure 23.6).1 The same incentive 
could be provided for environmental expenditures by allowing an 
additional write-off for a defined class of expenditures for 
environmental enhancement, much as is currently provided for in 
the corporate income tax. 

1 The Ontario "current cost adjustment," for example, already defines a class of 
pollution control assets that receive special treatment under the corporate income 
tax. 
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FIGURE 23.6 
Comparison of Ontario Mining Tax Revenue under the Current System and Possible 
Cash Flow Tax Scenarios (Includes Special Treatment of Exploration and R&D 
Expenditures), Aggregate of Sampled Companies, 1987-91 
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Source: Ontario, Ministry of Finance. 

Notes: Cash flow scenarios allow immediate 1 00 per cent write-offs of all 
capital investment except for expenditures on exploration and R&D, which 
are written off at 150 per cent. The scenarios also provide an investment 
allowance of 12 per cent on any balance. The aggregate sample represents 
the majority of Ontario's mining tax revenue. 

The issue of tax fairness among mining companies of different size 
might also affect the design of the tax. It is difficult to isolate the 
impact of cash flow taxes on any category of companies since tax 
liability yaries substantially among companies and over time. 
However, calculations by the Ontario Ministry of Finance indicate 
that, in the short term, a flat rate of tax across all mining companies 
could increase J'nining taxes paid by smaller compani,es relative to 
larger ones. Therefore, as a transitional measure, it may be desirable 
to levy a graduated rate of tax with higher rates on higher levels of 
cash flow. 
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R E C O M M E N D A T I O N 5 1  

In establishing rates of tax on cash flow in the min­
ing industry, Ontario should monitor closely world 
economic conditions in the province's key mineral 
sectors to ensure that Ontario generates the maxi­
mum revenue possible from the underlying value 
of the mineral resources consistent with the need 
to maintain the long-term viability of the industry. 

Ontario should set the initial rate of the tax on cash 
flow to generate a long-term revenue yield - after 
allowing for any additional incentives for explo­
ration, research, and environmental costs - equiva­
lent to the yield of the current tax on profits. 

R E C O M M E N D A T I O N 5 2  

A mining tax based on a cash flow format should 
not provide for: 

a) exemptions for cash flow below a threshold or 
on any basis; or 

b) tax holidays for new mines or on any other 
basis. 

Resource TaxeS and the Forestry Sector 

Ontario's Stumpage Fee System 

In most jurisdictions, including Ontario, forestry taxes are levied in 
the form of "stumpage fees," based on the volume of timber har­
vested. Ontario's volume-based charges, or "Crown dues," vary with 
the type of wood harvested and generate the majority of stumpage 
revenues in the province. The other major forestry-related levy is an 
area charge that is rent on Crown land licensed for harvesting. A 
representative rate for Crown dues and total revenue from Crown 
dues between 1987-88 and 1992-93 are presented in table 23 .6. 

Petersda.la.cihs
Typewritten Text
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TABLE 23.6 
Rates and Revenues, Ontario Crown Dues 

Crown duesa Crown dues revenues 
Fiscal year ($ / cubic metre) ($ millions) 

1987/88 4.55 74.7 
1988/89 5.21 78.3 
1989/90 7.00 76.5 
1990/91 6.86 68.9 
1991/92 6.23 54.3 
1992/93 4.94 

Source: Ontario, Ministry of Natural Resources. 

a. Crown dues represent rates for conifer cut by integrated licensees. 

One of the problems with royalty taxes as a way to capture the 
underlying value of the forest resource is that they are not sensitive 
to costs of production. Although Ontario provides subsidies for 
forest management activities such as protection from pests and fire, 
as well as for road construction, and maintains separate policies to 
deal with regeneration, differences in production costs are not 
reflected in the stumpage system itselF These subsidies came to just 
over $1 7 million in 1991-92 for forest maintenance and $1 .5 million 
for roads (Ontario Ministry of Natural Resources 1 993a).3 

Other North American forest-harvesting jurisdictions have 
stumpage fee systems that are more sensitive to harvest costs. In the 
United States, for example, timber pricing on federal lands has been 
largely based on a residual value approach where costs estimated by 
appraisers are subtracted from forest values (Ernst & Young and 
Ministry of Natural Resources 1992, 97) to determine the underlying 
value of the forest resource . Similarly, British Columbia appraises 
harvest costs through evaluations of stand characteristics (67). The 
United States and British Columbia systems, which attempt to 

------------

2 In certain instances, stumpage rates are also adjusted for the degree of financial 
responsibility handed down to private companies. For example, forestry companies 
building and maintaining their own access roads are not subject to the minimum 
$0.33 per cubic metre bonus rate charge. 

3 As of 1992-93, the Ministry of Natural Resources no longer makes payments for 
access road construction. The $800,000 is for maintenance of existing infrastructure. 
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account for harvest costs, will generally lead to fairer sales prices for 
forestry resources than Ontario's. 

Stumpage fees in Ontario bear only a distant relationship to the 
value of the forest resource. Among all the charges on the harvest of 
timber in Ontario, only one type varies with the world price of forest 
products. Crown dues on lands covered by a forest management 
agreement, which generated approximately 71 per cent of revenue 
from the harvest of Crown forest in 1 990-91, are indexed to the 
Canadian industrial prices of pulp and paper and softwood lumber 
(Ontario Ministry of Natural Resources 1 993b, table 4). As a result, 
though the charge is based on the volume harvested, the rate varies 
to some degree with the world price of timber. 

Like Ontario, many competing forestry jurisdictions use only a 
crude proxy for the true value of forests when calculating stumpage. 
British Columbia's system of "comparative values," for example, 
bases forest values on appraisals. The extent to which these values 
reflect the underlying value of the resource depends almost entirely 
on the accuracy of these appraisals (Ernst & Young and Ministry of 
Natural Resources 1992, 67; Schwindt 1 987, 195-200). Quebec uses an 
appraisal system in which timber values vary depending on the zone 
from which they are harvested (Ernst & Young and Ministry of 
Natural Resources 1992, 76). As an alternative that better reflects the 
underlying value of the forest resource, some forestry regions in the 
United States levy charges based on actual transaction evidence from 
the sale of forest products on world markets by forest companies 
rather than appraised values. This method has been found to approx­
imate more closely a fair market value for the resource and is gaining 
popularity in the United States (Ernst & Young and Ministry of 
Natural Resources 1992, 97) . . 

Current stumpage fees based on volume harvested distort both in­
vestment and harvest decisions. Because Ontario's stumpage fee sys­
tem makes no attempt to isolate the underlying value of the resource, 
it risks unintentional overtaxation or subsidization of forestry in­
vestment. By reducing the relative profit from harvesting lower­
quality logs, volume-based fees provide the incentive for companies 
to harvest only the highest quality trees in the most accessible loca­
tions and leave lower-quality trees to waste (Gray 1992, 44). 
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Alternatives to the Stumpage System 

Profit-based Taxes 

The major problem with stumpage/royalty-based systems is that 
they are insensitive to production costs. Although cash flow taxes 
have not been applied in the forestry sector (Gray 1992, 84), some 
jurisdictions have introduced "logging taxes," which tax forest 
company profits from logging operations. Ontario had a logging tax 
from 1 950 to 1972. The Ontario tax was levied on profits over $1 0,000 
at a rate of 9 per cent (Ontario Ministry of Natural Resources 1 993b, 
table 3). Quebec and British Columbia still apply logging taxes to 
forest operations. 

Logging taxes could be designed to distinguish the underlying 
value of the forest resource from normal profits on forestry 
operations. The British Columbia model provides a good example. In 
setting rules for apportioning profits between logging and 
processing, the legislation a ttempts to exclude profits from 
processing operations and to isolate for taxation values that are 
strictly attributable to the resource.4 

In British Columbia, the administrative advantages of an income­
based logging tax are thought to counterbalance the fairness and ef­
ficiency advantages of a cash flow tax, which is acknowledged to be 
a better approach to isolating resource values from normal profits. 
The British Columbia Logging Tax Act is administered at a relatively 
low cost because, with the exception of processing allowances, it 
mirrors the design of British Columbia's corporate income tax. The 
use of the corporate income tax base and administration of the tax in 
conjunction with the corporate income tax undoubtedly reduce ad­
ministrative costs compared with the costs of administration in a 

. separate cash flow tax. 
In comparison with cash flow taxes, logging taxes may help reduce 

administrative costs, but they are unlikely to reduce tax avoidance. 

4 Processing allowances permitted as deductions from income in logging operations 
are equal to the mediari of: 8 per cent of the cost of assets used to manufacture log 
products; 35 per cent of the net income from log products; and 65 per cent of the net 
income from log products. (Information provided by British Columbia Ministry of 
Finance and Corporate Relations, Income Taxation Branch.) 
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Companies with operations in several jurisdictions can reduce log­
ging tax liability by artificially adjusting the prices charged for forest 
products and equipment between subsidiary operations. Similarly, 
family operators can reduce tax liability by artificially inflating 
salaries that are deducted from revenues in the determination of tax­
able income. The ready availability of avoidance techniques such as 
these has been cited as a reason for the low level of reliance on log­
ging taxes to recover resource values relative to other forest charges 
based on appraised stumpage value.5 

Cash Flow Taxes 

Although cash flow taxes are not used in the forest industry, su�h 
taxes are in principle the best suited of all forms of resource taxation 
for capturing the underlying value of the forest resource reflected in 
the prices of forest products. 

Auctions 

In the forestry sector, unlike the mineral sector, auctions are more 
common around the world than cash flow or profit-based taxes, al­
though they are a relatively minor feature of the forest revenue sys­
tem in Ontario. 

Ontario levies substantial fees, termed "bonus rates," which are 
negotiated prices per cubic metre that apply to most timber stands 
under a wide range of licensing agreements and are designed to du­
plicate the results achieved through the use of auctions. Bonus rates 
are determined by Ministry of Natural Resources district managers 
through negotiation with private foresters. In setting bonus rates, 
district managers consider a range of factors, including the distance 
from the proposed or existing licence area to the mill, the general 
quality of the timber and ease of logging on the site, and existing 
road access to the cutting area. Bonus charges generated just over $2 
million in fiscal 1990-91, or approximately 3.2 per cent of revenues 
generated by Crown dues (Ontario Ministry of Natural Resources 
1 993b, table 4). 

5 Communication with staff of British Columbia Ministry of Finance, Finance and 
Corporate Relations Division, Income Tax Branch. 
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Tendered Sale Licences (TSLs) provide for a more competitive 
form of timber bidding in Ontario than bonus rates. Under TSLs, 
Crown dues and bonus rates serve as the minimum price at which 
bidding begins. Bidders are permitted to inspect a stand prior to of­
fering a price for a total actual volume harvested or an expected vol­
ume harvested. The total forest activity under TSLs can be measured 
by revenue or by volume harvested. Revenues generated by bonus 
charges and Crown dues on these lands totalled approximately 
$368,000 in 1 990-91, compared with approximately $47 million on 
lands under forest management agreements (Ontario Ministry of 
Natural Resources 1 993b, table 4).  The volume of timber harvested 
under TSLs in Ontario makes up only a small proportion of total 
timber harvested; approximately 14,000 cubic metres of conifers were 
harvested, compared with approximately 9.6 million on lands under 
forest management agreements (Ontario Ministry of Natural 
Resources 1 993b, tables 4.1 and 4.3). 

In contrast to its relatively minor role in Ontario, competitive bid­
ding is a central feature of the stumpage fee system in the United 
States.  The United States Forest Service sets a minimum price 
through forest value appraisal or, where possible, through transac­
tion evidence, and then puts harvest rights up for auction. European 
countries also use competitive bids in forest pricing. Developing 
countries such as Malaysia, Thailand, and Nigeria have used compet­
itive bids to a more limited extent (Gray 1 992, 56). 

Increasing Ontario's Share of Forest Values 

Through the Ministry of Natural Resources' Forest Values Project, 
the government of Ontario is currently engaged in a major review of 
Ontario's forest policies. That review is considering a wide range of 
policy options to enhance the contribution of Ontario's forest lands 
to the provincial economy. In our review of resource taxation, we are 
approaching many of the same issues from a somewhat different 
perspective. The focus of our concern is the potential for new 
approaches to forest resource taxation to better capture the 
underlying values represented by this province's forest resource 
wealth for the benefit of all Ontarians. Because the kind of data we 
used to develop our cash flow tax model for the mining industry was 
not available to us, we have not been able to model the impact of any 
specific tax designs in the forestry sector. Our recommendations in 
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this area are intended as a contribution to the debate being carried 
out in conjunction with the Forest Values Project over the future of  
forest resource policies in Ontario. 

Although cash flow taxation is essentially untried in the forestry 
sector, our analysis suggests it can function effectively in separating 
for taxation purposes the underlying value of forest resources from 
the normal profits earned by forest industry operators on their in­
vested capital. The potential role for such taxes as forest resource 
taxes should be explored more fully in the context of Ontario's 
broader review of forestry policies. 

We also believe that, at least as an interim measure, an expanded 
use of forestry rights auctions would enhance Ontario's ability to 
raise revenue based on the underlying value of its forestry resources. 
A number of the arguments against the use of auctions or competi­
tive bidding in general do not apply to the Ontario forest industry. 
One of the main arguments against expanding the use of competitive 
bids is that revenue is uncertain if markets are not competitive. The 
current system of competitive bidding in Ontario, however, presents 
little risk of revenue loss because it starts at a minimum price based 
on a combination of Crown dues and bonuses. Auctions would serve 
only to extract values attributable to forest resources that are not 
flowing to the government under the stumpage fee system. In effect, 
Crown dues and bonuses would be equivalent to the minimum price 
system used in the United States. 

Some level of competition exists for the right to harvest Ontario' s 
timber. A recent report of the provincial auditor argued that bonus 
prices paid under tendered bid are often greater than those paid by 
neighbouring licensees for the same species of timber. In one exam­
ple cited by the auditor, the tendered sale price was 24 times the 
bonus rate paid by another company for similar wood under a nego­
tiated bonus (Ontario Office of the Provincial Auditor 1 992, 152, 153). 

There are serious institutional obstacles to the use of auctions as a 
general forest revenue source in Ontario. Under current legislation, 
the substantial proportion of Ontario's forest land under forest man­
agement agreements could not become subject to open auctions. 
Forest management agreements between the Crown and private 
companies are for a term of 20 years, with automatic renewal every 
five years subject to compliance with the terms of the agreement. 
Without a change to the legislation, therefore, licensees could not be 
made to ftee land up for an open, competitive bid. 
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In the absence of significant legislative change, the use of auctions 
could be expanded on at least some proportion of Ontario's forest 
lands. In particular, a greater proportion of Crown management 
units, which cover approximately 20 per cent of Ontario's forest land 
could be allocated by way of competitive bids.6 This would increase 
the value recovered on at least a fraction of Ontario's forest lands. 

We believe that there is significant potential for the use of cash 
flow taxes in the forestry sector to recover. for Ontario a greater share 
of the underlying value of its forest resource, and that Ontario 
should explore that potential. In the interim, greater reliance on auc­
tions to supplement revenue from stumpage fees would enhance 
forest revenue potential. 

R E C O M M E N D A T I O N 5 3  

Ontario should explore further the potential role 
for a tax on cash flow in enhancing Ontario's 
return from its forestry wealth. 

R E C O M M E N D A T I O N  5 4  
Ontario should increase its reliance on auctions of 
forest-harvesting rights to recover the public value 
of forest products until such time as a cash flow tax 
can be introduced. 

Recovery of Regeneration Costs 

Of the wide range of costs involved in forest management, the treat­
ment of regeneration costs merits special attention. Investment in re­
generation is generally more attractive to the government than it is to 
private operators because the government takes into account returns 
such as community stability and regional employment, which are 
not relevant to the private operator. In addition, the longer time 
horizon of public investment decisions makes regeneration, with its 
very long pay-back period, relatively more · feasible for the 
government (Ernst & Young and Ontari9 Ministry of Natural 

6 Communication with Ontario Ministry of Natural Resources, Forest Industry 
Services Section. 
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Resources 1 992, 33) . In maximizing their profits, forest companies 
have an incentive to incur certain costs; regeneration is often not one 
of them. As a result, the government may end up underwritin g  
regeneration costs rather than passing them on to private operators .  

The Ministry o f  Natural Resources spent approximately $93 mil­
lion on forest renewal in 1 992-93 (Ontario Ministry of Natural Re­
sources 1 993a). The responsibility for regeneration is set out in forest 
management agreements and order-in-council licences that de­
termine the nature and scope of private forestry operations on public 
lands. Where these responsibilities fall on the private operator, they 
may be partially or fully offset through reductions in Crown dues 
(Ernst & Young and Ontario Ministry of Natural Resources 1992, 81 ) .  

In a cash flow tax framework, i f  a private sector licensee is  respon­
sible for regeneration costs, the treatment of such costs would be 
straightforward. Private operators would be able to deduct all costs, 
including the costs of regeneration, necessary to generate revenues.  
Where the government is responsible for regeneration, however, re­
generation costs should be recovered through a separate charge that 
would be applied before the calculation of the cash flow tax base. 
This separate charge would then be recognized as a cost of operation 
to be deducted from the cash flow tax base. 

R E C O M M E N D A T I O N  5 5  

Regeneration costs borne by the forestry operation 
should be deductible from the cash flow base. 
Regeneration costs borne by the government 
should be a charge against cash flow prior to the 
application of the tax. 

The preferred system would be one that recovers regeneration 
costs incurred by the government in support of forest operations, 
while taxing a share of the underlying values generated by forest op­
erations beyond the costs - including these public costs - of harvest­
ing and managing the resource. This system would suggest two 
types of forest charges: a public cost recovery charge, which would 
be based on actual public expenditures in support of forest exploita­
tion; and a cash flow tax in which the public cost recovery charge 
would be deductible as a cost by the companies. The same effect 
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could be accomplished by a 100 per cent or relatively high rate of tax 
on the underlying value of the forest resource applicable to operators 
not financially responsible for regeneration. Once the full costs of re­
generation have been recovered, the rate of tax would fall back to 
that charged other operators. In this framework, public expenditures 
on regeneration would be seen as investments to be recovered from 
forestry operators at the time of harvest. 

While this approach would be appropriate if the only objective 
were to ensure that the underlying value of forest resources is iso­
lated for tax purposes from the normal returns on capital employed 
in the forest industry, an exception to this rule might arise where the 
government has decided to subsidize regeneration explicitly for in­
dustrial policy or employment reasons. As noted, one of the bases for 
these public investments is that the public return from forest opera­
tions (including the benefits associated with employment in single­
industry dependent areas) exceeds the private return. If subsidies for 
regeneration are required in order to produce the socially desired 
level of economic activity in the forest industry, it would defeat the 
purpose of these subsidies to tax them away. 

Charges to Reflect Administrative Costs and the Costs of Holding Land 
Out of Alternative Uses 

Whether the land is harvested or not, holding land out of other uses 
for forestry imposes a cost, which may be measured as the value of 
the forgone alternative uses. For example, when a forest is used for 
hunting or camping, the charge may take the form of  a user fee. 
While many uses are not mutually exclusive, expansion of one use 
will generally reduce the potential for other uses. Increasing a 
recreational use of the forest by removing land from areas licensed 
for forest harvest, for example, would increase the revenues 
available from recreational uses, but would reduce the revenues 
available from harvest. 

The trade-offs in maintaining forests for one use over another pre­
sent a strong rationale for the area charges that currently supplement 
Crown dues in the Ontario stumpage fee system. Area charges could 
be seen as a charge on Crown land designated for forest harvest, but 
not producing a revenue stream. The charge would compensate for 
the revenue traded off in keeping forests out of recreational and 
other non-harvest uses. 
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TABLE 23.7 
Ontario Area Charge Rates and Revenues 

Area charge Area charge revenue 
Fiscal year ($/sq. km.) ($ millions) 

1987/88 36.0 8.2 

1988/89 45.0 9.6 
1989/90 47.0 9.0 

1990/91 49.0 9.0 
1991/92 51.0 13.2 
1992/93 51.0 

Source: Ontario, Ministry of Natural Resources. 

This framework suggests the need for revisions in Ontario's area 
charges. Area charges on productive forest lands under licence in 
Ontario generate a substantial amount of revenue, second only to 
Crown dues. Licensees currently pay $51 per square kilometre of 
productive licensed area (table 23.7).7 Area charges apply to all pro­
ductive forest lands under licence, regardless of whether these lands 
are actually in production. Lands not in production, but being held 
out of other uses for future harvesting, should continue to be sub­
jected to these special area charges. Area charges might vary by re­
gion, with relatively high charges in regions with the strongest po­
tential for non-harvest uses. 

Since lands in production and lands recently harvested already 
generate a stream of income to the government through the sale of 
forest products, this framework would suggest that area charges 
should not apply. However, a reduced rate of area charge on land in 
production might be justified as a way to cover the government's cost 
of forest management and the administration of the stumpage system. 

R E C O M M E N D A T I O N  5 6  
Ontario should revise the system of area charges for 
forestry to reflect the cost of holding forest land out 
of alternative uses such as recreation and to reflect 
costs of administration and forest maintenance. 

7 As an exception, salvage licensees and third-party licensees pay only $1 per square 
kilometre (Ontario Ministry of Natural Resources 1993a). 
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24 Retail Sales Tax 

The introduction of the Goods and Services Tax (GST) by the federal 
government in 1 991  brought to the fore a number of significant 
issues in sales taxation in Canada. It focused attention on the fact 
that, since provincial sales taxes were introduced in the 1 960s, 
Canada has maintained distinct sales tax systems at the federal and 
provincial levels. It highlighted the differences in economic impact 
between taxes like the GST, which are based on the value added at 
each stage in the production process, and taxes like the Ontario retail 
sales tax (RST), which are levied only at the retail level. It generated 
considerable discussion concerning the taxation of services, whkh 
are included in the base for the GST but are generally not included in 
the base for provincial retail sales taxes. And it raised the question of 
the appropriate role of consumption taxes in the provincial and 
federal revenue systems as compared with the progressive personal 
income tax. 

Although the immediate controversy over the introduction of the 
GST has died down, these basic issues remain unresolved. In addi­
tion, two new issues have emerged since its introduction. First, the 
GST was touted by its designers as a way to address the problem of 
taxation of underground economic activity. However, evidence sug­
gests that it is having the opposite effect by driving more economic 
activity underground. We discussed this issue in chapter 12. Second, 
the visibility of the GST has affected the options available to provin­
cial ministers of finance in responding to their own budgetary 
problems. This point, in turn, raises issues of federal and provincial 
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taxation responsibilities in our federal constitutional structure. W e  
address these issues in chapter 37. 

The focus of this chapter is on issues related to the design of the 
RST and the relationship between this provincial tax and the sales tax 
systems of the federal government and other provincial governments. 
Issues related to the role of sales taxation in Ontario's revenue system 
are dealt with in chapter 33. This chapter concludes with a considera­
tion of special taxes on luxury items as a way to address the regressiv­
ity of the sales tax as a "stand alone" supplement to a wealth tax. 

The RST, like all consumption taxes, is a regressive tax in that low­
income recipients pay a greater proportion of income in this tax than 
do those with high incomes. Figure 24.1  shows that in 1991, RST paid 
as a share of average income decreased from 5.3 per cent of income 
for the 10 per cent of households with the lowest incomes to 2.7 per 
cent of income for the 10 per cent of households with the highest 
incomes. The measure of RST paid as a percentage of income 
includes both tax paid directly by consumers and tax paid indirectly 
because the input into a good or service has had tax applied to it at 
an earlier stage in the production process. This indirect taxation is 
estimated based on assumptions about how much of the tax is 
passed on to consumers in the form of higher prices and how much 
is borne by workers and by owners of the businesses. (For a full 
discussion of tax incidence, see chapter 9.) 

The Ontario government relies on the RST for a little less than one­
fifth of its revenue, making it a virtually indispensable component of 
the tax mix. In 1991-92 the RST generated 1 7  per cent of provincial 
government revenue and was the second largest source of revenue 
for the government. Because Ontario cannot give up this regressive 
tax, it is important to try to make it fairer. 

To offset the burden of the RST and property tax on low-income 
taxpayers, the Ontario property and sales tax credits were intro­
duced in 1 973. In 1 992 the sales tax portion of the credit was $100 for 
a single person. Exemptions have also traditionally been provided to 
reduce the regressivity of the RST. For example, food is exempt be­
cause expenditures on food make up a higher proportion of the in­
comes of lower-income individuals than of  higher-income 
individuals. Despite these measures, the RST continues to be 
regressive. In the first part of this chapter, we argue that broadening 
the base of the RST to include many of those goods and services that 
are currently exempt would increase the fairness of the tax. 
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FIGURE 24.1 
Incidence of the Retail Sales Tax, Ontario, 1991 
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Press, forthcoming). 

A second issue is whether the RST should continue to be collected 
on purchases by business that are inputs into the production process. 
Levying sales tax on business inputs results in the sales tax compo­
nent of the input price being passed on to consumers of the final 
product. This "cascading" of the RST may result in higher prices for 
Ontario consumers and makes Ontario's exports less competitive. 
The second part of this chapter argues that business inputs should be 
exempt from a reformed retail sales tax. 

The third part of the chapter describes the administrative advan­
tages of a sales tax that applies at every stage of the production pro­
cess and provides input credits (a multi-stage sales tax), as opposed 
to a tax levied only on final consumption, with exemptions for other 
purchases of goods and services. We determined that the best way to 
remove the sales tax from business inputs is to restructure the RST as 
a multi-stage tax. 

After establishing the best design for Ontario's retail sales tax, we 
are also faced with the fact that Canada, unlike other industrialized 
countries, would still have separate, but now very similar, sales tax 
systems. The presence of the two sales tax systems operating in tan­
dem raises questions about the cost - both to vendors and to gov­
ernments - of operating the two systems, and about the advantages 
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to Ontario of coordinating the province's RST with a national sales 
tax similar in structure to the federal Goods and Services Tax. We set 
out the conditions for coordination of Ontario's RST with such a 
national tax. 

Broadening the Base of Ontario's Retail Sales Tax 

Evaluating Current Exemptions 

In 1988, two-thirds of RST revenue was generated from the applica­
tion of the tax directly to final personal consumption expenditures; 
the remaining third came from the application of the tax to certain 
business inputs.1 Through the effect of cascading, a portion of this 
one-third is also paid by consumers in the form of higher prices, with 
the remainder ultimately being borne by workers and the owners of 
businesses. For example, RST is not payable on real property that 
includes residential construction, but since building materials are 
subject to RST, there is tax embedded in the price of residential 
construction. 

Because the RST does not apply to all expenditures, in 1988 the ef­
fective tax rate measured against personal expenditures was 3.6 per 
cent. Many categories of goods and services are exempt from the tax. 
The revenues forgone as a result of these exemptions are tax expen­
ditures. Using broad-based final consumption as the benchmark, 
table 24.1 provides a comprehensive listing of the RST tax expen­
ditures and estimates of the province's forgone revenue from these 
exemptions in 1991 . 

To ensure that the sales tax achieves a measure of horizontal eq­
uity (that the proportion of income that people with the same level of 
income pay in sales tax is roughly similar, regardless of what goods 
and services they choose to consume), the tax should apply to all 
goods and services. A broad-based application of the sales tax also 
reduces administrative complexity for the vendor. However, if an ex­
emption for a good or service substantially reduces the regressivity 
of the sales tax or increases the equity of the tax between people in 
different situations, then justification exists for exempting that good 
or service, even though it adds complexity to the administration of 
the tax. 

1 FTC estimate based on 1988 data fTOm Statistics Canada, Input Output Division. 
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TABLE 24.1 
Retail Sales Tax Expenditures - Estimates of Revenue Forgone in 1991 

Goods and services $ (millions) 

Goods 
Energy 429 

Motor fuels 170 
Basic groceries 1 188 
Prepared food under $4 160 
Reading material (newspapers and books; subscriptions to periodicals) 61 
Prescription drugs and medical equipment 169 
Children's clothing 50 
Footwear under $30 35 

Feminine hygiene products 1 1  

Water charges 49 

New housing 636 

Rent and board 656 

Transient accommodation 26 
Vehicles using alternate fuels 4 

Services 

Household 
Medical and health 
Transportation and related 
Recreational, educational, and other 
Personal 
Financial 
Legal, accounting, and other 
Admission fees 

Pmchaser-specific 
Goods/ services for people with disabilities 

240 
420 
362 
605 
148 
715 
58 
30 

7 

Source: Fair Tax Commission and Ontario, Ministry of Finance, Taxation 
Policy Branch. 

Notes: Estimates are based on final consumption expenditures by house­
holds; for publicly provided goods, the estimates are based on costs less 
subsidies. Motor fuels and lubricants are subject to the Fuel and Gasoline 
Tax acts. 
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FIGURE 24.2 
Expenditures on Food, Services, and Home Energy as a Share of Income, Ontario, 1991 
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Survey, 1986 (updated to 1991 ), Statistics Canada Social Policy Simulation 
Database and Model (SPSD/M). 

We examined the degree to which current exemptions from the RST 
reduce its regressivity. In our analysis, we determined the proportion 
of income that people in different income ranges spent on the exempt 
goods and services. If the proportion of income spent on an item is 
high relative to the proportion spent on other goods and services in 
low-income ranges and low in high-income ranges, then providing an 
exemption for that item would reduce the regressivity of the tax. 

Figure 24.2 shows that in 1991, households in the lowest income 
group spent almost 30 per cent of their income on food for 
consumption in the home, while households in the highest income 
group spent just under 3.5 per cent of their income on food. Thus, if 
food were to be added to the base of the RST, the regressivity of the 
tax would increase sharply. 

The large share of income spent on food by low-income families 
and the sharp reduction in the share of income spent on food as in­
comes rise is not repeated in the consumption patterns of other ex­
empt goods and services. For example, consumption of home energy 
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takes up a much smaller share of household income than does food. 
The lowest income group spends about 6 per cent of income on 
home-heating fuel; this drops off to about 1 per cent of income for 
the highest income group. While the share of income spent on home 
energy decreases as income increases, the pattern is only slightly 
more regressive than that of the RST generally. As a result, the 
exemption cannot be easily justified on the basis of reducing the re­
gressivity of the tax, and complexity would be reduced if the exemp­
tion were discontinued. 

A similar pattern emerges for certain currently exempt services. 
The serVices included in figure 24.2 are transportation services, vari­
ous household services, laundry and dry-cleaning, and personal 
business services (exclusive of interest payments).  Figure 24.2 shows 
that, although consumption of these services declines as a share of 
income between the lowest and next income range, it accounts 
thereafter for a fairly constant share of income until the highest in­
come range. As a result, the taxation of services that are currently not 
included in the base would not increase the regressivity of the RST. 

Figure 24.3 shows the share of income spent on a further set of 
products by income levels. These products include prescription 
drugs, children's clothing, and reading material. 

Consumption of prescription drugs, on average, accounts for less 
than 1 per cent of income across all incomes ranges, although these 
expenditures decrease slightly as a share of income as income rises. 
Therefore, the inclusion of prescription drugs would not increase the 
regressivity of the RST. However, expenditures on prescription 
drugs are largely non-discretionary and would tend to make up a 
larger proportion of the consumption of persons with a chronic ill­
ness or a disability. As a result, providing an exemption for prescrip­
tion drugs increases the equity of the sales tax between those with an 
illness or disability and those without. 

The exemption for children's clothing dates back to the introduc­
tion of the RST in 1961 . The exemption was intended to reduce the 
burden of the tax on low-income households (Ontario Treasury 1961, 
25) . However, consumption of children's clothing does not show a 
consistent pattern as a share of income across income categories. 
Figure 24.3 indicates that the share of income spent on children's 
clothing rises up to about 0.7 per cent of income in the $40,001-
$50,000 income range and then drops as a share of income over the 
next seven income groups. 
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FlGURE 24.3 
Expenditures on Prescription Drugs, Children's Clothing, and Reading Material, 
Ontario, 1991 
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Figure 24.3 shows that the consumption of reading material as a 
share of income increases sharply as income rises. However, the pol­
icy justification for the exemption of selected reading material 
(books, newspapers, and subscriptions to periodicals) has not been 
the presumed regressivity of including these items in the base. 
Rather, the argument for the exemption is to encourage literacy and 
provide support for the Canadian publishing industry (Canadian 
Booksellers Association 1993). 

There was strong representation made to the commission during 
its publiC hearings regarding the taxation of reading material in gen­
eral and books in particular. Currently, reading material is taxed un­
der the federal GST. Strong arguments were given for the non­
taxation of all reading material because of the general benefits to so­
ciety (National Book Committee 1993). Non-taxation is also proposed 
to support the publishing industry and to promote Canadian culture. 
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We considered the suggestion that reading materials be exempt from 
a reformed retail sales tax, but determined that an exemption for 
reading materials would be inappropriate for the following reasons: 

• Exempting reading materials reduces the fairness of the RST be­
cause consumption of reading materials increases as income in­
creases (see figure 24.3). 

• Exempting reading materials from sales tax provides a subsidy for 
all book publishers, Canadian and foreign. Since 53 per cent of 
books and 45 per cent of periodicals purchased in Canada are pub­
lished in a foreign country, an exemption would be badly targeted 
as a subsidy (Statistics Canada 1993a, 11; Statistics Canada 1993j, 9). 

To the extent that it is considered appropriate to provide financial 
support to the Canadian publishing industry, such support should 
be provided directly, rather than through a sales tax exemption for 
all reading material regardless of origin. 

From this discussion we conclude that only the exemption for food 
increases the fairness of the RST. However, we recognize that a 
strong argument can be made to include food to reduce the complex­
ity of the tax and to address the regressivity problem in the determi­
nation of refundable credits. There is rio real fairness argument to be 
made to exclude a number of other exempt items; consequently, they 
should be added to the base of the RST, thus broadening the tax base. 
Next, it is important to determine whether this more broadly based 
sales tax, particularly one that includes a large number of services, 
has a less regressive pattern than the current RST. The comparison 
that follows uses the CST to approximate the impact of a broadly 
based RST. Figure 24.4 shows the distributional impact of collecting 
the revenue raised by the RST in 1991 on the more broadly based 
GST. The RST estimates include the tax directly collected on con­
sumer expenditures and the tax on business inputs. The figure shows 
that both taxes have a regressive pattern and that the average effec­
tive tax rates are almost identical. Though the CST base does result 
in a slightly higher relative burden on the first three decile groups, a 

broader base does not noticeably change the fundamental regressiv­
ity of sales taxes. 

Nevertheless, broadening the base of the RST has an impact on the 
fairness of this tax as it applies to individuals in the same income 
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FIGURE 24.4 
Incidence of Collecting 1991 Ontario Sales Tax Revenue on the Goods and Services 
Tax Base 
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group. In other words, a broader base increases the horizontal equity 
of a sales tax. Once again, a comparison was made between the im­
pact of the RST and the broader-based CST on income groups in or­
der to assess the impact of a restructured RST on horizontal equity. 
Dispersion analysis was used to determine the horizontal equity of 
the retail sales tax; that is, the variation of the impact of the tax on 
individuals within income groups. To understand the effects of 
including services in the base of the RST, a comparison was made of 
the variation of impacts of Ontario's RST and those of the federal 
CST, which taxes services. 

Figure 24.5 shows the relationship between the 25th and 75th per­
centiles and the median share (at 1 in the figure) for each income 
group. The distance between the 25th and 75th percentile lines mea­
sures the range of impacts of each tax on household incomes. The 
wider the gap, the greater the range of impacts of the tax. Since the 
gap between the 25th and the 75th percentiles is narrower for the 
CST than it is for the RST, the �hart shows that the tax burdens for 
families with equivalent incomes are more similar for the CST than 
for the RST. Thus, a more broadly based tax like the CST is fairer 
than a more narrowly based tax like the RST when applied to indi­
viduals in the same income range. 
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FrGURE 24.5 
Comparing the Impact of the Retail Sales Tax and the Goods and Services Tax within 
Income Groups, Ontario, 1991 
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Since Ontario needs to maintain a retail sales tax for fiscal reasons, 
we conclude that in order to achieve increased fairness, the base of 
the tax should be as broad as possible. A broader base would. result 
in a fairer application of the sales tax within income groups without 
appreciably affecting the distribution across income groups. 

R E C O M M E N D A T I O N 5 7  
Ontario should broaden the base of the retail sales 
tax to include all goods and services with limited 
exemptions. 
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Business Inputs 

In 1988, about one-third of RST revenue was collected from the taxa­
tion of goods that are inputs into the production of other goods or 
services (business inputs).2 The changes to the base in the 1993 bud­
get likely increased this share slightly. Because of the tax paid on 
business inputs, and despite the exemption for production equip­
ment, purchases of machinery and equipment are subject to an effec­
tive tax rate of 3.6 per cent, about the same as that on consumer ex­
penditures.3 Although exports are exempt from tax, some tax is in­
cluded in their price because of the tax on inputs into their produc­
tion. As a result, the effective tax rate on exports is 0.2 per cent. 

Some portion of the tax on business inputs is passed forward to 
consumers in the form of higher prices, although the amount of tax 
embedded in the price will vary according to the level of taxable in­
puts in the goods or services. As a result, the effective tax rate varies 
from product to product. Even the goods and services that are ex­
empt from tax can have some tax embedded in their price. Because 
goods or services produced outside the jurisdiction are not subject to 
the tax on business inputs, imports have a competitive advantage 
over domestic goods to the extent that there is less tax embedded in 
their cost structures. 

The taxation of business inputs not only increases consumer 
prices, but also reduces the ability of Ontario's goods and services to 
compete in export markets. For industries in which prices are set in­
ternationally, the cost increase resulting from the taxation of business 
inputs cannot be passed on by domestic producers. This impact is 
felt regardless of the type of taxable business input. The portion of 
the RST on business inputs that falls on investment goods - machin­
ery and equipment, and residential and non-residential construction 
- also influences the level of investment in the economy. The sales 
tax on these goods increases their costs to investors . As a result, the 
level of investment in plant and equipment will be lower than it 
would have been in the absence of the tax on these particular 

2 FTC estimate based on data from Statistics Canada, Input Output Division. 
3 FTC estimate based on data from Statistics Canada, Input Output Division, and 

Ontario, Ministry of Finance, Provincial Economic Accounts. 
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business inputs. This trend, in turn, can result in a decrease in the 
productive capacity of the economy. 

It is often argued that the entire amount of sales tax paid on busi­
ness inputs has the same negative effect as the tax on capital invest­
ment. However, about 35 per cent of the tax on business inputs is on 
items of current expenditure (telephones, meals, office supplies, and 
repairs), not on investment goods. Furthermore, of the remaining 65 
per cent, more than half applies to residential and non-residential 
construction, neither of which has as significant an impact on the 
productive capacity of the economy as investment in machinery and 
equipment. To estimate the economic impact of removing the RST on 
different kinds of investment goods, the RST /GST Working Group 
used a macro-econometric model of the Ontario economy. Simula­
tions showed that removing the RST resulted in a 2 to 4 per cent in­
crease in investment in machinery and equipment (above otherwise 
predicted levels in each year from 1995 to 2000) and a 1 to 3 per cent 
increase in investment in non-residential construction (Dungan n.d.). 

To remove the effect of embedded tax in the price of goods and 
services in Ontario and to increase the productive capacity of the 
economy, business inputs should be removed from the base of the 
retail sales tax. 

R E C O M M E N D A T I O N 5 8  

Ontario should exempt all business inputs from 
the retail sales tax. 

Design of the Reformed RST: Single-stage or Multi-stage? 

The recommended reforms to the RST raise the question of whether 
a multi-stage tax or a single-stage tax is a superior design for a fair 
and efficient consumption tax. Specifically, the question is which 
form of sales tax is more effective at eliminating tax on inputs and at 
allowing a broadening of the tax base to include services? Under a 
multi-stage system, all sales are subject to tax. Businesses then claim 
a credit for any tax paid on their purchases, effectively removing the 
sales tax from all business inputs. The relative ease of preventing 
cascading in this manner also makes it simpler to tax services under 
a multi-stage tax. Many services are used both by businesses and by 



538 Issues in Consumption Taxation 

consumers. Under the usual structure of a single-stage RST, there is 
no straightforward way to exclude those services that are inputs to a 
business activity because no "sale for resale" is involved. 

Finally, cascading can be avoided at a lower administrative cost 
with a multi-stage tax than with a single-stage one (Due 1986, 16:6). 
To ensure that purchases on which the tax is credited are actually 
used for business purposes, only the purchaser needs to be audited, 
not the supplier. In addition, the supplier does not have to distin­
guish between sales for intermediate use and sales for final con­
sumption. By comparison, under a single-stage tax like the RST, in­
termediate goods can be sold tax free only by issuing buyers with 
certificates or numbers that indicate use for business purposes. 
Preventing abuse then requires checking the seller's tax exempt sales 
and the buyer's use of the tax exempt purchase. Thus, the costs of 
ensuring compliance are lower for a multi-stage than a single-stage 
tax. 

To prevent tax cascading - thereby making it possible to broaden 
the base of the tax to include services while minimizing administra­
tion and compliance costs - Ontario should replace its Single-stage 
retail sales tax with a multi-stage tax, in which taxes are levied on all 
transactions involving taxable goods and services and taxes paid on 
inputs are offset against taxes due from sales. 

R E C O M M E N D A T I O N 5 9  

Ontario should replace its current single-stage 
sales tax, levied only at the final point of sale at the 
retail level, with a multi-stage sales tax levied on 

all transactions with full credit for tax paid on 
business inputs. 

Advantages of Tax Coordination 

Thus far, we have recommended a series of changes to Ontario's re­
tail sales tax that would broaden the base of the tax and make it a 
multi-stage tax, effectively eliminating the tax on business inputs. 
The design of the reformed RST would now be almost the same as 
that of the federal Goods and Services Tax. The most compelling rea­
son for Ontario to harmonize its reformed RST with the GST is the 
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cost to businesses of complying with two sales tax systems in the 
province. Among issues involving the RST, the cost to businesses of 
two sales tax systems was the one raised most often at the commis­
sian's public hearings. 

Compliance Costs 

The cost to individuals and businesses of complying with two sales 
tax systems arises from the separate administration and design of the 
two taxes, the different treatment of particular situations under the 
two systems, and the compounding of complexities in one sales tax 
because of the existence of another system. 

Most business people who appeared at our public hearings were 
concerned about the added burden of complying with two separate 
taxes and what they saw as the unnecessary complexity of the cur­
rent system. Most argued in favour of harmonizing the GST and the 
RST. In particular, auto industry representatives endorsed this view, 
arguing that harmonization would place Ontario in a more 
competitive position. 

People living in border communities agreed with harmonizing the 
two taxes as a way to stem cross-border shopping. At present, the 
federal government collects GST at the border on certain items 
purchased in the United States by Canadians. If the taxes were 
harmonized, the federal government could also collect the RST, a 
move that could make cross-border prices less attractive to Canadian 
consumers. 

Farmers, however, argued for increased exemptions from sales 
taxes and complained that the GST levied on their agricultural inputs 
is unfair because they have to wait too long for their refund cheques. 

All retailers bear the costs associated with the separate adminis­
tration and design of the two taxes, including the costs associated 
with dealing with separate administration and those associated with 
identifying the tax status of goods and services. The problems 
associated · with identifying tax status is of particular concern to 
retailers. For CST purposes, a zero-rated good or service is not 
taxable, and input tax credits are received for all the tax paid on 
inputs. Exempt goods are not taxable, but taxes paid on inputs are 
not eligible for input tax credits. If a transaction is exempt for RST 
purposes, then it is not taxable. Thus, any given item may fall into 
one of the following categories: 
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• CST taxable and RST taxable 
• CST taxable and RST exempt 
• CST zero-rated/ exempt and RST taxable 
• CST zero-rated/ exempt and RST exempt 

Books and newspapers, for example, are taxable for CST purposes 
but exempt for RST purposes. Magazines sold by subscription a re 
exempt for RST purposes and taxable for CST purposes, but maga­
zines sold at retail are taxable for both RST and CST purposes. 
Footwear sold for less than $30 and children's clothing are exempt 
from RST, but are subject to CST. Retailers must identify the tax sta­
tus of the various products and train staff to recognize the differ­
ences. Full coordination of the sales taxes with identical tax treatment 
of taxable goods and services and the same exemptions and zero­
rating would reduce the number of categories from four to two and 
reduce the amount of time required for staff training and the time 
spent explaining the two tax systems to customers. 

Tracking two taxes to ensure the proper amount is remitted is an 
ongoing cost to individuals and businesses. For the CST, the fre­
quency of filing (monthly, quarterly, or annually) depends on the 
size of the business. For RST purposes, the rules are relatively 
straightforward: the return and tax are due on the 23rd of the month 
following the month in which the sales were made. (Small businesses 
can file less frequently, depending on the amount of tax remitted.) 
Filing for the two taxes involves not only different due dates, but 
also different . forms and different information requirements. This 
doubling of filing requirements increases compliance costs. Because 
the two systems are different, at least two general ledger accounts 
must be established and monitored to ensure that the proper 
amounts of tax are being accumulated and remitted periodically. 
New businesses have additional set-up costs in addition to the ongo­
ing costs. Established businesses face added complexities when reor­
ganizing or selling their businesses, or otherwise changing their 
status. 

In addition, business must bear the costs associated with audits by 
two sales tax administrations. The statutory audit period for both 
RST and CST purposes is generally four years. Audit visits can range 
from a few hours to several hundred hours. During audits, busi­
nesses are asked to provide different information and records and 
make staff available for interviews. 
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The costs associated with separate administration and design 
could be eliminated, but only through full sales tax coordination 
with a single administration. The implementation of a multi-stage 
sales tax with a broader base in Ontario would not reduce these 
costs. Quebec reformed its sales tax, starting in 1991, to expand the 
tax base and to introduce a system of input tax credits and a single 
administration for the combined federal and provincial tax in the 
province .  However, there were enough differences between the 
Quebec sales tax (QST) and the CST that the complexity of compli­
ance with the QST has increased (Wood et a1. 1992). 

Finally, the existence of two sales tax systems increases compliance 
costs on transactions where the complexity of one of the taxes is 
compounded by another tax on the same transaction. Contracts that 
include the sale and installation of tangible personal property or con­
struction contracts involving fixtures and real property are examples 
of these types of transactions. Complexities are associated with tax­
ing these transactions under the RST because of the distinction be­
tween tangible personal property (which is subject to tax) and fix­
tures (which are not). The application of GST on these transactions 
compounds the complexity. 

Government Administrative Costs 

Reducing the Ontario government's administrative costs is another 
argument for sales tax coordination. However, the administrative 
savings to the Ontario government that would result from full har­
monization with joint administration are relatively small. The total 
cost of administering the RST in Ontario in 1 99 1  was approximately 
$40 million (Ontario Ministry of Revenue estimate) . The maximum 
cost savings from harmonization would be less than that because of 
the need for continuing policy review by both levels of government. 

To achieve a broadened sales tax base while providing an exemp­
tion of business inputs and a reduction in compliance costs related to 
the taxation of retail sales for individuals and businesses, we favour 
changes that would result in only one sales tax administration in On­
tario with a tax structurally similar to the GST. The adoption of a 
single tax structure would result in streamlined collection and re­
porting for businesses and would reduce consumer confusion over 
which goods and services are taxable and which are exempt. Such a 
change would not prevent Ontario from making rate changes, and 
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the province would also retain the ability to impose selective excise 
taxes to achieve various policy objectives (such as the Tax for Fuel 
Conservation). 

The effect on consumption of changing Ontario's RST to a tax 
similar in structure to the CST would be relatively minor. A study 
for the commission (Dungan n.d.) estimates that in the first year 
consumption would drop by 1 per cent relative to the expected level 
for that year, but that the drop would be reduced to two-tenths of a 
per cent after five years. 

Constraints 

Ontario's status as a subnational jurisdiction and the existence of dif­
ferent consumption tax systems in other provinces constrain the 
province's ability to take this action unilaterally. Specifically, an ex­
pansion of the number of good s and services subject to tax would 
provide an incentive for consumers of these goods and services to 
buy them in provinces where they are not taxable. Because services 
have traditionally not been taxed by the provinces, to start now 
would require new methods of identifying and taxing interprovincial 
trade in services (Vanasse 1 992, 3). At present, there is considerable 
scope for tax planning to minimize any provincial taxes applied to 
services. Quebec' s experience with two types of business services il­
lustrates the difficulties associated with provincial taxation of ser­
vices. Quebec's  zero-rating of financial services reflects the 
constraints placed on a province trying to tax services that are not 
taxed in other provinces. Similarly, the tax treatment of 
interprovincial freight transportation is constrained by the lack of 
taxation of such services in other provinces, with the result that no 
interprovincial carriers collect the QST (Hill and Rushton 1993, 1 13). 
In light of the possibility of tax competition between the provinces, 
we are concerned about Ontario unilaterally harmonizing its RST 
with the federal CST. 

In addition, harmonization by Ontario alone would not reduce 
compliance costs for firms operating in a number of different 
provinces. The greatest savings in compliance costs for firms operat­
ing nationally are realized if harmonization results in identical legis­
lation and a Single administration. 

We are also concerned about the effect on compliance costs of 
provinces' reaching different "harmonization" agreements with 
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Ottawa. In 1 99 1  Quebec's sales tax was "harmonized" with the CST. 
However, a number of goods and services are treated differently un­
der the Quebec sales tax and the CST. For example, books are ex­
empt under the QST and taxable under the CST; and financial ser­
vices are exempt from the CST but zero-rated in Quebec, meaning 
that input credits can be collected. As a result of these differences in 
tax treatment, the reduction in compliance costs has not been as sub­
stantial as they would have been if harmonization had been total. 

We therefore recommend that agreement be sought with all the 
provinces that levy a retail sales tax to coordinate their taxes with a 
federal level sales tax under a single administration. The agreement 
negotiated must be identical for each province. 

If a national retail sales tax were established, Ontario would no 
longer be able to change the base of the sales tax unilaterally. 
Therefore, it is important that Ontario secure any desired changes to 
the tax base in the process of negotiating a national sales tax. The 
exemption for food would likely remain, and it would be sensible to 
harmonize the provincial tax to this exemption even if one does not 
accept the regressivity argument made earlier in this chapter. How­
ever, some limited changes may be feasible and would be advisable. 
One change that the commission recommends is in the treatment of 
prepared foods purchased in grocery and convenience stores. Cur­
rently, the CST is applied to prepared food purchased in restaurants, 
in cafeterias, and in home-delivery and take-out establishments, but 
not applied to grocery products or ready-to-serve meals purchased 
in grocery or convenience stores. This creates a major inequity for the 
food services industry: it must compete directly with ready-to-serve 
foods, frozen meals, and foods requiring only heat transfer, which 
are sold in grocery stores and are tax free. To equalize treatment, 
sales tax . should be applied to prepared meals regardless of where 
they are purchased, as well as to products that require only limited 
heat transfer prior to consumption. According to the Ontario Restau­
rant Association and the Canadian Restaurant and Food Services As­
sociation (1 992), the tax would apply to: 

Fresh, frozen or vacuum-packed d inners, entrees or other similar meals 
which have been partially or completely cooked, which require no fur­
ther preparation other than heat transfer and which have been pack­
aged as single servings, and fresh, frozen or vacuum-packed pizza 
which require no further preparation than heating. 
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We also suggest that the tax treatment of financial services be re­
considered. Currently, financial services are exempt from CST 
largely because of the complexity associated with trying to tax them. 
There is no fairness reason for exempting these services from a 
national sales tax, and exempting them provides an advantage to one 
sector of the economy compared with sectors that are taxable. W e  
suggest that the federal and Ontario governments work together t o  
explore the possibility o f  including financial services i n  the base o f  a 
national sales tax. 

R E C O M M E N D A T I O N  6 0  
Given the existence of a comprehensive sales tax at 
the federal level, Ontario should harmonize its re­
tail sales tax with a national sales tax modelled on 
the federal Goods and Services Tax. This would 
involve accepting the basic structure of the GST as 
a multi-stage sales tax or value-added tax, with the 
following provisions: 

a) an exemption for health care services, financial 
services, education services, child care services, 
personal care services, legal aid, resale of 
homes, and residential rents; and 

b) zero-rating for basic groceries, prescription 
drugs, medical services, transportation services, 
and public transit services. 

In negotiating its participation in a national sa,les 
tax system, Ontario should: 

• examine approaches to making prepared foods 
purchased in convenience and grocery stores 
taxable; and 

• explore the options for including financial 
services in the tax base. 
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R E C O M M E N D A T I O N  6 1  

Ontario should require joint administration of the 
harmonized sales tax, which would provide for: 

a) joint establishment of all aspects of sales tax 
policy, with the exception of rates; 

b) establishment of tax rates by each government 
independently; 

c) formal provincial involvement in the administra­
tion of the tax. This involvement would be accom­
plished through recognition of a clearly specified 
provincial role in the administration of the joint 
tax; provincial administration of the joint tax; or 
establishment of an independent federal/provin­
cial agency for the administration of the joint tax. 

Luxury Taxes 

A luxury tax could be in the form of a special sales tax on selected 
luxury items or a higher rate of Ontario's retail sales tax on items that 
are purchased primarily by affluent households. In deciding whether 
or not Ontario should introduce such a luxury tax, we considered 
current experience with luxury taxes in Canada and the recent expe­
rience of the United States, where a luxury tax was introduced at the 
federal level in 1990 and abolished in the most recent federal budget. 

Canadian Experience 

The federal government levies a luxury tax in the form of a special 
excise tax on jewellery, including clocks and watches, as well as dia­
monds and other precious or semi-precious stones. Introduced in 
1918 as part of a broad range of taxes on items considered to be non­
essential or luxury goods, the tax is imposed on manufacturers and 
importers rather than at the retail level, and is levied at a rate of 10 
per cent of the manufacturer's sale price or the duty-paid value of 
imported jewellery. Exemptions exist for items valued at less than $3, 
for the first $50 of the value of clocks and watches, and for all jew­
ellery produced by manufacturers with total sales of $50,000 or less. 
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The jewellery tax was recently evaluated by the federal Depart­
ment of Finance (1993c), based on a study by Ernst & Young. In re­
cent years, revenues from the tax have averaged about $50 million 
per year; elimination of all exemptions could raise this amount by up 
to $17 million (Canada Department of  Finance 1993c, 10) .  Adminis­
trative costs are minimaL totalling only $235,000 for collections from 
domestic manufacturers and a small but unspecified amount for im­
ported items, which are already subject to the GST. Overall, the De­
partment of Finance estimates that collection and enforcement costs 
amount to no more than 1 per cent of revenue collected (Canada De­
partment of Finance 1 993c, 12). 

Reliable figures on the costs of compliance and the economic im­
pact of the tax are difficult to obtain. Although the Canadian Jew­
ellers Association estimates taxpayer compliance costs at about $38 
million in 1990, the Department of Finance considers the actual 
amount to be much lower. Similarly, although members of the jew­
ellery industry suggest that elimination of the tax would increase 
jewellery sales in Canada by 30 to 60 per cent, these estimates are re­
garded as exaggerated by the Department of Finance. Further, 
though the tax likely has had some impact on the underground 
economy, it is difficult to assess the size of this sector accurately (the 
Department of Finance estimates annual underground sales to be be­
tween $181 million and $638 million), and difficult to determine the 
extent to which the luxury tax - as distinct from other taxes - is 
responsible for this result (Canada Department of Finance 1993c, 1 1 ) .  

US Experience 

The US luxury excise tax was enacted by the Omnibus Budget Rec­
onciliation Act of 1990 and became effective on 1 January 1 99 1 .  
Levied a t  1 0  per cent o f  the amount b y  which the sales price exceeds 
specified threshold amounts, the tax was imposed on five categories 
of items: private boats costing more than $100,000, passenger vehi­
cles (including light trucks and vans) costing over $30,000, private 
aircraft costing over $250,000, jewellery costing over $10,000, and 
furs costing over $10,000. In most cases, the tax was collected by re­
tailers and submitted to the federal government on behalf of the tax­
payer, though individuals importing and using items that would 
have been subject to tax if sold in the United States were directly re­
sponsible for paying the luxury excise tax on these items. In each 
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case, taxpayers could deduct the luxury tax from taxable income 
when calculating federal income taxes. 

The impact of the US luxury tax was reviewed in a February 1992 
study by the General Accounting Office (GAO) of the United States 
Congress (1992). Gross revenues (before deducting reduced income 
tax revenues) amounted to $1 68.4 million in 1 991,  roughly 90 per 
cent of which ($151 .5 million) was derived from the tax on passenger 
vehicles worth more than $30,000; most of the remainder was ob­
tained from sales of jewellery ($9.2 million) and boats ($7.3 million) 
(United States GAO 1 992, 33). As a result, luxury tax revenues ac­
counted for slightly less than 0.02 per cent of total US tax revenues in 
199 1 .4 

Total administrative costs to collect the tax in 1 991 were estimated 
at roughly $500,000 (less than 0.3 per cent of revenue raised), which 
compares favourably to collection costs for most other kinds of taxes 
(United States GAO 1 992, 3) .  Further, these collection costs were ex­
pected to diminish after 1991,  after one-time implementation costs 
had already been incurred. The General Accounting Office was un­
able to provide any figures for compliance costs imposed on retail­
ers; nonetheless, in states which already had retail sales taxes, it 
speculated that additional costs would be minimal. 

The GAO had more difficulty assessing the economic impact of the 
tax and determining who ultimately pays the tax. Although sales of 
all taxable items declined following the introduction of the tax, the 
GAO was unable to quantify the impact of the tax or to distinguish 
its impact from the effect of the recession, of increases in the "gas 
guzzler" tax on sales of luxury cars, and of product liability costs on 
airplane sales (United States GAO 1992, 2). The GAO was also un­
able to assess the impact of the tax on the price of taxable items; 
based on economic models, however, it concluded that the price of 
items subject to the tax likely increased when the tax first took effect, 
but by less than the full amount of the tax. Over the longer term, it 
predicted that prices would fall as consumers and producers shifted 
to untaxed substitutes, with a larger proportion of the tax ultimately 
paid by consumers. 

4 Calculations based on estimates of total US tax revenues for 1991 presented in OECD 
(1992c, 179). 
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Overall, assessments of the US luxUlY excise tax were largely un­
favourable, while tax revenues were minimal. Perhaps not surpris­
ingly, the US Congress voted to abolish the tax as part of the recent 
US federal budget. 

Difficulties with Luxury Taxes 

Based on Canadian and US experience, there are a number of diffi­
culties in trying to use lUxury taxes to enhance the progtessivity of 
the tax system, particularly in a province like Ontario that is already 
vulnerable to cross-border shopping. 

Identifying the luxuries themselves is the first difficulty. Since 
there is no universal definition for luxury items, both the products 
selected and the threshold levels established must, as the General 
Accounting Office notes, reflect "subjective decisions about which 
products are luxuries" (United States GAO 1992, 2). In fact, luxury 
taxes in Canada, the United States, and other countries have applied 
to perfumes, cosmetics, expensive clothing, luggage, home appli­
ances, electronics, sporting goods, and cameras. Further, the use to 
which the item is put (business or personal) may determine whether 
it is characterized as a luxury. For example, the US luxury excise tax 
exempted boats and passenger vehicles used exclusively for business 
purposes and aircraft used predominantly (at least 80 per cent) for 
business purposes. 

A second difficulty involves tax avoidance and evasion and possi­
ble increases in the administrative and compliance costs that must be 
incurred to collect the tax. To some extent, these problems are cre­
ated by the introduction of thresholds and exemptions, which may 
be used to define luxury items in the first place. In both Canada and 
the United States, for example, one kind of avoidance strategy has 
involved improvements to non-taxable items (modifications to jew­
ellery, or installing parts or accessories on boats, cars, or aircraft) that 
would have rendered the items taxable if made prior to the original 
purchase. Although the US Internal Revenue Service (IRS) intro­
duced regulations to tax improvements such as these, this area was 
reported to be the most difficult part of the luxury excise tax for the 
IRS to audit and the most costly for businesses to comply with 
(United States GAO 1992, 36). Another avoidance strategy in Can­
ada, which exempts small manufacturing companies regardless of 
whether they are members of a larger corporate group, involves the 
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use of multiple corporate structures to qualify for the small manufac­
turer's exemption (potentially more than once) and to set up separate 
marketing and distribution operations that might otherwise fall 
within the tax base if conducted within the manufacturing company. 

The problem of legal avoidance of a provincial luxury tax in On­
tario, however, is likely to be exceeded by opportunities for illegal 
evasion. Current experience with cross-border shopping suggests 
that Ontario residents could easily purchase luxury items in other 
provinces or the United States (now that it has abolished its tax) and 
either register items such as boats and aircraft outside Ontario or fail 
to declare purchases such as jewellery when returning to Ontario. 
The enforcement costs necessary to address this kind of evasion 
might be prohibitive. 

Finally, US experience casts doubt on the effectiveness of luxury 
taxes in enhancing progressivity in the tax system. Since the revenue 
raised by an excise tax imposed only on select "luxury" items is al­
most certain to be small, the extent to which the tax contributes to the 
overall progressivity of the tax system is also limited. If the tax were 
to raise the same percentage of total tax revenue in Ontario as in the 
United States, it would collect about $5 million. Further, since it is 
not known who ultimately pays luxury taxes, it is uncertain whether 
such a tax would actually enhance progressivity or whether the bur­
den of the tax would be shifted to less affluent taxpayers. Indeed, 
given the opportunities for cross-border shopping in Ontario, it is 
possible that the ultimate burden of the tax would fall on producers 
of luxury items in Ontario and their employees. 

R E C O M M E N D A T I O N 6 2  

Ontario should not increase retail sales tax rates on 
selected luxury items or introduce a distinct excise 
tax on luxury items. 
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25 The Role of Taxes in Protecting 
the Environment 

Aside from raising revenue to pay for public services, one of the 
major uses of the tax system is to provide incentives to individuals 
and corporations to change their behaviour. These incentives raise 
two types of questions that fall within our mandate: How effective 
are these incentives in achieving their objectives? And, what are the 
implications for tax fairness of using taxes extensively to influence 
behaviour? 

As public awareness of environmental issues has increased over 
the past 25 years, Ontario governments have introduced a wide 
range of environmental protection policies · involving regulations, 
subsidies, public information, and taxation. These policies have ad­
dressed, or have been described as addressing, environmental issues 
as diverse as recycling and reuse, solid waste disposal, water and air 
pollution, acid rain, global warming, ozone depletion, energy con­
servation, and the disposal of used automobile and truck tires. 

Environmental considerations have emerged in Ontario's taxation 
policies in a number of different ways. In some instances, the envi­
ronmental rationale for the tax is clear and the design of the tax is 
consistent with that rationale. For example, Ontario's tax on new 
cars, which is based on their fuel efficiency, is clearly identified with 
an environmental objective. In other instances, environmental 
considerations have been advanced as a justification for the 
introduction of a new tax or for an increase in an existing tax under 
circumstances in which the environmental protection rationale is 
much less clear. For example, the tire tax, which was introduced in 
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1989 and repealed in 1993, never bore any relationship to the costs of 
disposal of used tires. Similarly, successive Ontario ministers of 
finance have justified increases in gasoline and motor vehicle fuel 
taxes on environmental protection and energy conservation grounds 
without ever making any of the changes that would make these taxes 
more effective in achieving either ofthese objectives. 

In chapter 1 1  we addressed the problems raised by taxes that cre­
ate the impression they are levied for environmental purposes when, 
in fact, they are not. In this chapter we consider the role of taxes in 
relation both to policy instruments available to government for envi­
ronmental protection and to specific environmental policy objectives. 

Environmental problems arise from virtually every human activ­
ity. In some situations, regulation is the appropriate public policy re­
sponse. In other situations, regulation is considered to be impractical 
or inappropriate, and taxation comes into consideration as one of the 
possible alternatives. Regulation tends to be most appropriate as a 
policy response where the number of individual activities giving rise 
to the environmental problem is relatively limited. For example, reg­
ulation is ideally suited to the control of emissions that produce acid 
rain because there are a few very large point sources involved. 
Similarly, regulation can be effective in reducing the environmental 
damage caused by automobiles if it is applied to manufacturers. 
Regulation, because it establishes the basis for direct control over the 
amount of environmental damage caused by the product or process, 
is also better suited to situations where there is a desire either to 
eliminate an environmentally damaging product or process alto­
gether, or to limit its impact in a predetermined fashion. 

In contrast, taxation is most appropriate where there are large 
numbers of individual sources of pollution and where the objective 
is to reduce, rather than eliminate, activities that cause environmen­
tal damage. For example, carbon emissions from the use of fossil 
fuels are the result of millions of individual decisions about 
consumption. Regulation of these millions of individual activities 
would be extremely difficult. Taxation, in contrast, can provide 
people with incentives to reduce their carbon emissions at a 
relatively low administrative cost. Similarly, it may be impractical to 
eliminate an activity entirely, or even to reduce it substantially in the 
short term, but it may still be appropriate to impose a tax to 
compensate society for environmental damage caused by the activity 
and to provide an incentive for change in the longer term. 
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Environmental taxation emerged as an issue in our public hearings 
in response to the recommendations of the Environment and Taxa­
tion Working Group. The working group endorsed environmental 
taxation as a complement to regulation. Although the working 
group' s recommendations were generally well received, they 
generated critical comment from two perspectives. Some people 
concerned about environmental quality objected to the idea, implicit 
in environmental taxation, that the level of pollution considered 
acceptable would be determined by market forces, and they 
described environmental taxes as cheap licences to pollute. They 
considered regulation to be preferable because it stated what level of 
pollution was acceptable. However, representatives of some 
industries potentially affected by environmental taxes expressed a 
preference for regulation over taxation. Representatives of industries 
such as mining and agriculture argued that environmental taxes 
would simply increase costs, without achieving any meaningful 
environmental change. 

We accept that each of these arguments may be valid under certain 
circumstances. Environmental taxation is not the appropriate policy 
response to every environmental problem. However, we believe that 
environmental taxes, appropriately designed and applied in the right 
circumstances, have an important role to play in coordination with 
other public policies for environmental protection. 

Environmental taxes can apply either to inputs of substances used 
in production by industries or consumed by individuals, or to out­
puts or emissions of polluting substances into air or water or onto 
land. The case for environmental taxes is based on the assumption 
that consumers and producers are able to make choices about what 
they consume and how and what they produce, and that prices or 
costs are taken into account in making those choices. If a tax in­
creases the price to the individual of choices that impose relatively 
more environmental damage, choices will tend to be made that im­
pose less environmental damage. 

Tax and other economic policy instruments have a number of po­
tential advantages over regulation. First, economic instruments take 
into account the fact that different individuals and businesses may 
incur different costs in reducing pollution. The most efficient way to 
reduce overall levels of pollution is to reduce pollution to the great­
est extent in those industries or for those activities in which reduc­
tion is least costly. A regulation requires pollution to be reduced 
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uniformly, regardless of the costs of doing so for individual pro­
ducers. A tax, in contrast, gives generators of pollution a choice. If 
the tax is set at the right level, industries or individuals facing lower 
costs for reducing pollution will tend to reduce pollution more than 
would be required by a regulation; industries and individuals who 
face higher costs will pay the tax and generate more pollution than 
would be permitted by a regulation. 

In a regulatory system, there is no incentive to continue to reduce 
pollution once the regulatory standard has been met. Where a tax is 
applied, however, there is always an economic incentive to reduce 
pollution, even where performance exceeds generally accepted stan­
dards. By providing an incentive for further improvement to those 
who can reduce pollution at a relatively low cost, an environmental 
tax can achieve general pollution reduction objectives without re­
quiring those who can reduce pollution only at very high cost to suf­
fer economic hardship. 

A tax regime recognizes the fact that the individual consumer or 
producer is in the best position to determine the lowest-cost way to 
reduce emissions. This means, in turn, that administrative costs for 
both the polluter and the government may be lower especially where 
the regulatory alternative would require approval of particular pol-
lution abatement technologies. 

. 

Setting the rate of tax is an important issue in environmental taxa­
tion. The effectiveness of an environmental tax depends critically on 
setting a tax rate that will result in the desired reduction in environ­
mentally damaging activity. If the tax rate is set too low, the tax may 
raise a lot of money for the government, but will not result in any 
change in environmental behaviour. If the tax rate is set too high, the 
tax may improve environmental quality, but at a greater than neces­
sary cost to the economy. The dilemma faced by policy makers is il­
lustrated by the results of a study for the commission on carbon 
taxes, which found that only a relatively high rate of tax on fossil 
fuels would likely result in an appreciable reduction in carbon 
emissions overall (Donner and Lazar n.d.). In part for this reason, we 
believe that environmental taxes can be most effective not as 
substitutes for regulatory and other policies, but as complements to 
these policies. 

The potential impact of an environmental tax on competitiveness 
is an important consideration in assessing environmental tax policy 
options. Environmental taxes may affect competitiveness because 
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they are generally not sensitive to profits and because their impact 
may be concentrated in one sector of the economy or in a relatively 
small number of sectors. For example, at our public hearings farmers 
expressed the concern that a tax on pesticides would drive up agri­
cultural production costs in Ontario compared with those in other 
jurisdictions that ship produce into Ontario or compete with Ontario 
producers in export markets. A similar point was made in the study 
on carbon taxation. The study found that while a tax at a modest rate 
on carbon dioxide emissions would not increase costs dramatically in 
most sectors, it could increase costs significantly in the primary 
metals, smelting, cement, and pulp and paper sectors (Donner and 
Lazar n.d .) .  

These issues must be addressed directly in designing policies for 
environmental taxation. In some sectors and for some environmental 
problems, the best approach may be to exempt certain sectors from 
tax and to deal with the environmental problems in that sector 
through regulation. In some instances, complementary tax reduc­
tions in other areas of business taxation to avoid any increases in 
overall tax levels may be appropriate. In other situations, special 
grants might be considered either to offset cost increases resulting 
from an environmental tax directly or to accelerate the introduction 
of new production processes and technologies that cause less envi­
ronmental damage. For example, the Environment and Taxation 
Working Group recommended that a carbon tax be introduced only 
in conjunction with other business tax reductions and/or special 
targeted grants programs. 

Practical considerations of administration and constitutional au­
thority are also important. Environmental taxes are generally consid­
ered to be most effective if they are levied at the point where the 
critical decisions that affect environmental quality are made. As a re­
sult, the most effective approach to environmental taxation from the 
perspective of both environmental policy and administrative conve­
nience and cost is often to impose the tax on manufacturers or dis­
tributors of environmentally harmful substances. However, if such 
taxes are designed as indirect taxes, in that they are intended to be 
passed on to the consumer, they fall outside the constitutional juris­
diction of the provinCial government. For some types of taxes, these 
problems can be addressed by applying the tax at the level of final 
consumption in conjunction with existing sales and excise taxes, but 
they may be less effective in achieving their environmental objectives 
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as a result. Where there is no existing administrative mechanism 
through which a new environmental tax is levied, design features 
should reflect the production, distribution, and consumption pat­
terns in the industry affected. The Environment and Taxation 
Working Group suggested that administrative structures for envi­
ronmental taxes should be developed through task forces represent­
ing all the parties likely to be affected by each tax. 

Some general standards should apply to environmental taxes, 
however. A tax that fails to vary with the quantity of pollution really 
does amount to a licence to pollute, and offers none of the advan-

. tages usually associated with taxes and other economic instruments 
for environmental protection. Environmental taxes should be de­
signed to vary with emissions of taxable substances. Such taxes 
should also apply to all emissions of the taxable substance. If this is 
not the case, the system will produce a strong incentive to shift to 
untaxed forms of emission. Finally, the rate of tax must reflect the 
environmental costs and risks associated with the emission of the 
taxed substance. The minimal function of an environmental tax -
compensating for the social costs of pollution - will not be achieved 
if the rate of tax is trivial relative to the social costs associated with 
emission of the taxed substance. 

Because issues of environmental quality have been studied inten­
sively in recent years, a great many substances have been identified 
by government agencies as particularly harmful to the environment 
and therefore as potential candidates for environmental taxation. 
Both the Ontario Ministry of Environment and Energy and 
Environment Canada have identified lists of substances causing 
environmental damage. Ontario should review those substances in 
the light of their tax potential as part of its policy response to the 
problems associated with their emission into the environment. 

We believe appropriately designed environmental taxes have an 
important role to play in Ontario's mix of environmental policies. 
They are particularly well suited to situations where the public pol­
icy objective is to influence the decisions of large numbers of indi­
vidual consumers, where regulation is impractical, or where the 
objective is in part to compensate society generally for the 
environmental costs imposed on it as a result of individual actions. It 
is also important, however, that the design of such taxes take into 
account legitimate concerns about competitive costs and 
administrative feasibility. 
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R E C O M M E N D A T I O N 6 3  

Ontario should increase its reliance on tax-related 
economic instruments directed towards pollution 
control. Ontario should establish pollution taxes 
on substances selected from generally recognized 
pollutants or lists of recognized pollutants, such as: 

• the Primary List of substances for ban or phase­
out maintained by the Ontario Ministry of 
Environment and Energy; 

• the Ministry of Environment and Energy 
Secondary List; or 

• the National Pollutant Release Inventory. 

Such pollution taxes should apply to all dis­
charges, whether into water (including sewers), 
land, or air. Such taxes should increase with the 
quantity of pollution and vary with the risks asso­
ciated with the discharge of each substance. 

In determining the appropriate mix of tax, regula­
tion, and other instruments, Ontario should con­
sider the extent to which the tax can be applied di­
rectly to the activities generating the pollution and 
the potential impact of each type of measure on in­
dustrial activity. 

While it would be beyond our mandate to identify all the sub­
stances to which environmental taxes might apply, we have decided 
to focus on three areas: carbon dioxide emissions; rationalizing the 
use of transportation fuel taxes, road · user charges, and the tax on 
fuel-inefficient vehicles; and ozone-depleting substances. 

Carbon Taxes 

Carbon dioxide emissions are a major factor in global warming, one 
of the world's major environmental issues. Climate change can have 
a dramatic and far-reaching impact. For example, the global-
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warming phenomenon may have implications for coastal flooding, 
energy use, forest growth patterns and productivity, availability of 
agricultural land and soil quality, and abundance and quality of 
water resources. 

Emissions of gases that lead to climate change, known as 
"greenhouse gases," have received a great deal of attention in 
Canada and abroad. At the 1 992 Environmental Summit in Brazil, 
Canada was one of more than 150 signatories to the "Framework 
Convention on Climate Change" document, which sets out a com­
mon framework within which countries are encouraged to pursue 
domestic policies to limit emission of greenhouse gases and estab­
lishes specific actions for greenhouse gas reductions.] Prior to this 
agreement, Canada's "Green Plan" proposed the goal of stabilizing 
national greenhouse gas emissions at 1 990 levels by the year 2000. 
The Ontario Round Table on Environment and Economy went fur­
ther and endorsed an 80 per cent reduction in global emissions by 
the year 2030 and a 20 per cent reduction by the year 2005. 

Greenhouse gases are released when fossil fuels - natural gas, oil, 
coal, and wood - are burned to generate energy. The greenhouse 
gases include carbon dioxide, methane, and nitrous oxide. However, 
much of the discussion of greenhouse gas reductions has focused on 
carbon dioxide. It is estimated that carbon dioxide accounts for about 
56 per cent of the past decade's increase in global warming potential. 
As a result, many environmental policy ideas have been geared 
towards a reduction in carbon dioxide emissions. 

A carbon tax is one of many possible approaches to reducing car­
bon dioxide emissions. A carbon tax would be levied on fossil fuel 
energy inputs according to their carbon content. Fossil fuels with a 
relatively high carbon content, such as coal, would bear higher taxes 
per unit of energy content than fuels with a relatively low carbon 
content, such as natural gas. Under certain circumstances, the tax can 
provide an effective financial incentive to reduce use of fossil fuels 
and to switch from relatively high carbon fuels to relatively low 
carbon fuels. 

The Environment and Taxation Working Group found that in 
studies of carbon taxation, estimates of economic impact, revenues, 

1 Much of the information in this section is derived from the Environment and 
Taxation Working Group (1992b). 
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and emission reductions vary widely. In one study, the federal 
Department of Finance found that a carbon tax designed to stabilize 
carbon dioxide emission at 1 990 levels by the year 2000 would result 
in an approximately 0.2 per cent decline in real income, and that a 
carbon tax would be the most cost effective instrument for the 
achievement of the stabilization goaP Another study of carbon tax 
options for Canada was carried out for Imperial Oil, Limited. This 
study, which is less favourable towards carbon taxes, argues that the 
tax would achieve only limited reductions in emissions at potentially 
great cost to the economy in terms of industrial competitiveness and 
inflationary pressures (Osten et a1. 1991). 

Despite the broad interest in carbon .taxes, Sweden, Finland, and 
the Netherlands are the only countries that have actually introduced 
carbon taxes. Sweden originally imposed a relatively high rate of tax 
(approximately US$50 per tonne of carbon) and exempted major in­
dustrial sources of carbon dioxide, including iron and steel. More re­
cently, Sweden reduced its tax rate substantially to approximately 
US$16 per tonne and broadened its base to include previously ex­
empted industries .  Finland and the Netherlands introduced carbon 
taxes in 1 990. These taxes were introduced at lower levels than the 
Swedish tax, but they applied to all sectors. It is also worth noting 
that the European Community has considered carbon tax options. 

Used as a complement to regulatory measures on emissions stan­
dards and energy efficiency, other taxes, and education, carbon taxa­
tion has a potentially important role . to play in reaching Ontario's 
greenhouse gas reduction goals. Carbon taxes generally compare 
favourably with other environmental policy instruments. Studies 
demonstrate that carbon taxes are associated with lower economic 
costs than regulatory measures designed to achieve the same 
reduction in carbon dioxide emissions (Environment and Taxation 
Working Group 1992b) . In addition, carbon taxes may help reduce 
other greenhouse gases, toxic pollutants, and ground-level ozone by 
promoting energy efficiency. 

Carbon tax rates must be set to balance several policy objectives. 
Ideally, the tax should be set at rates that reflect the social cost of 
carbon dioxide emissions. Apart from the difficulties in measuring 
social costs, the main constraint in setting a tax that reflects these 

2 Cited in Environment Canada (1992, 16, 58). 
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costs is competitiveness. Given these constraints, the best solution is 
to set the tax at a level that sends a clear signal for carbon dioxide re­
duction, while not jeopardizing the competitiveness of Ontario's 
commercial and industrial sectors. 

The commission sponsored a research project that examined the 
competitiveness implications of a carbon tax for Ontario (Donner 
and Lazar n.d.). The study, as well as the consultation carried out by 
the Environment and Taxation Working Group, suggests that there 
are really two competitiveness issues in introducing a carbon tax. 
One issue concerns appearances - the signal a unilateral carbon tax 
sends to business investors that a government's commitment to an 
environmental policy agenda may increase operating costs over time 
relative to those in other jurisdictions. The second issue is the actual 
impact of such a tax on Ontario's business operations compared with 
other jurisdictions. 

The issue of appearances is difficult to pin down. Many other ju­
risdictions have much more stringent environmental regulations 
than Ontario and manage to survive economically. Furthermore, the 
argument that appearances have an impact on decisions indepen­
dent of the substance of policy implies a level of irrationality in cor­
porate decision making that is difficult to square with the sophistica­
tion of corporate activities in virtually every other area. 

We are sensitive to the substantive competitiveness concerns 
raised by the introduction of a carbon tax in Ontario. A general com­
parison of energy costs between Canada and the United States indi­
cates that costs in Canada may be lower than in the United States in 
electricity and natural gas, but higher in coal and industrial oil 
(International Energy Agency 1 992). Thus, a carbon tax on energy 
inputs in Ontario would harm the competitive position of Ontario 
operations relative to US operations. However, Ontario can meet the 
objective of reducing carbon dioxide emissions by introducing a car­
bon tax at a moderate rate and decreasing other business taxes, in­
troducing new or expanded grants to energy-intensive sectors or 
subsidies for the adoption of energy-efficient capital equipment, or 
some combination of these measures. In addition, a carbon tax 
regime should be sensitive to the particular impact of carbon taxes 
on important industries that are not in a position to alter their carbon 
consumption in response to taxi price changes in the short term. An 
approach such as this can result in clear tax incentives for carbon 
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dioxide reduction without the negative economic impact often asso­
ciated with carbon taxes. 

Based on carbon taxes in other jurisdictions, a modest tax 
(approximately $25 per tonne carbon content) applied without any 
major exemptions would generate about $1 billion in revenues. It 
would raise the average monthly residential heating bill by approx­
imately $2.85 and could increase gasoline prices by two to three cents 
per litre. The study conducted for the commission examined this 
level of carbon tax and found that, with the possible exception of a 
few energy intensive sectors, the tax would increase production costs 
by only 0.1-0.7 per cent (Donner and Lazar n.d., table 24). 

An important policy question is how to treat the most carbon in­
tensive industries, which have a limited capacity to respond to a tax 
in the short term. For example, the only carbon reduction options 
available to the steel industry involve significant investments in new 
technologies that have not been proven and could only be made in 
the long term. There are at least three possible reasons for regulating 
carbon dioxide emissions from these carbon intensive operations 
rather than taxing them. First, it can be argued that regulation 
through the establishment of limits on carbon emissions can improve 
certainty in reaching emission reduction targets for large sources. 
These limits can be set through emission quotas on a firm-by-firm 
basis, and might include a provision that allows firms to trade their 
quotas to limit total emissions rather than the emissions of individual 
firms. Second, if emission quotas are negotiated, the regulatory 
approach can be more sensitive to an operation's unique financial 
situation than a tax. For example, a system of regulated carbon 
dioxide quotas could be sensitive to the difficulties faced by resource 
companies due to falling resource prices on the world market, or the 
problems Ontario Hydro faces in increasing its power rates. 

R E C O M M E N D A T I O N  6 4  

Ontario should introduce a tax on all fossil fuels 
consumed in the residential, commercial and in­
dustrial, and transportation sectors based on the 
carbon content of fossil fuel energy inputs. For the 
largest sources of carbon dioxide emissions, carbon 
dioxide emission limits should be negotiated and 
established through regulated limits. The tax should 
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apply to those sources only if they fail to meet agreed 
emission limits within the established timetable. 

A separate issue is whether a carbon tax in the range of $25 per 
tonne carbon content will have any impact on fossil fuel consump­
tion and, therefore, carbon dioxide emissions and environmental 
quality. The study conducted for the commission suggests that this 
level of tax would have only a marginal impact on decisions about 
fossil fuel use in Ontario. If combined with other regulatory and edu­
cational policies, however, the tax could play an important role in 
stimulating environmental change and investment in new capital 
equipment. The potential for change would also increase if revenues 
were spent to advance energy efficiency and environmental 
objectives. 

Rationalizing Road Use Charges and Fuel Taxes 

Taxes on motor vehicle fuels and vehicle registration fees have been 
justified as a kind of fee for the use of the public roads system. More 
recently, these taxes have been justified as measures to promote en­
ergy conservation and environmental protection. The fact that Ontar­
io' s motor vehicle fees and fuel and gasoline taxes are not well 
designed for either purpose has not prevented governments from ra­
tionalizing increases in fuel excise taxes both as payments for road 
use and as economic incentives for fuel conservation. When specific 
design features of the Ontario Gas Tax, the Ontario Fuel Tax, the 
Ontario Tax for Fuel Conservation, and Ontario vehicle registration 
fees are examined, it is difficult to find a consistent rationale for these 
charges. Rationalization of the system would require changes in 
existing taxes as well as the introduction of new taxes that serve 
stated objectives. 

The distinct policy objectives of accounting for environmental 
costs and paying for road · use require a number of different tax in­
struments. The importance of employing a range of tax and fee in­
struments for these purposes should not be understated. With fewer 
instruments, relatively high rates of tax are required to influence be­
haviour to support environmental goals and to raise revenue for 
transportation expenditures. Higher rates, in turn, generally lead to 
increased tax avoidance and the loss of revenue to other juris dic-
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tions. If the Ontario Gas Tax, for example, were the sole instrument 
employed in the generation of revenues for transportation infrastruc­
ture and to compensate for environmental costs associated with ve­
hicle use, many Ontario residents would purchase gasoline in the 
United States. In addition, tourists would find it more expensive to 
vacation in Ontario. By contrast, a moderate gas tax combined with 
road tolls, a redesigned vehicle licence system, and an environmental 
tax on fuel-inefficient vehicles might achieve the same objectives 
with less undesirable economic disruption. 

Taxes on Transportation Fuel 

In principle, a broad-based carbon tax should apply to transportation 
fuels in the same way as it applies to all other energy inputs in other 
sectors. The portion of carbon tax that applies in the transportation 
sector could be levied in conjunction with the current gasoline and 
fuel taxes, the retail sales tax, or through a separate carbon tax. One 
problem with using the gasoline and fuel taxes as the administrative 
vehicle for a carbon tax is that the base for these taxes is too narrow. 
Off-road uses, natural gas, and fuel purchased by marine vessels are 
exempt. These exemptions would undermine the effectiveness of a 
broad-based carbon tax. If the carbon tax in the transportation sector 
is administered through the gasoline and fuel tax system, these taxes 
should be revised to include off-road use, natural gas used in the 
transportation sector, and marine vessel fuel. 

There are several reasons why the carbon tax on transportaFon 
fuel should be higher than the tax on other carbon-producing fu"els. 
First, if the carbon tax is applied to transportation fuel at a level 
which is substantially lower than the current level of taxation 
through gas and fuel taxes, much of the ground previously gained in 
encouraging fuel conservation will be lost as fuel consumption in­
creases. Second, the carbon tax inclusive price of fuel will only reflect 
the environmental cost of using the fuel and not the cost of road use, 
which is also a valid component of a tax on transportation fuel. 
Third, the impact of urban smog on the environment and human 
health suggests that the use of transportation fuels results in a 
greater degree of harm than their use in other sectors. This argument 
suggests that in the long term the tax on transportation fuels should 
be higher than the tax in other sectors. 
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For these reasons, we suggest that the current level of taxation on 
transportation fuels be maintained in the short term and that the 
level be brought into line with the tax on other carbon-producing en­
ergy sources after businesses have had a chance to adjust and a sys­
tem of road use charges has been developed. 

R E C O M M E N D A T I O N  6 5  
To maintain incentives for fuel conservation and to 
reflect the higher environmental costs associated 
with transportation use, Ontario should retain a 
rate of tax on transportation fuels higher than on 
energy consumed in other sectors. 

Taxes on Fuel-Inefficient Vehicles 

Environmental taxes should not be set at such high levels that con­
sumption is simply shifted to other jurisdictions and the net result is 
a substantial loss in revenue. Differences in fuel tax levels between 
Ontario and neighbouring US states have resulted in less business 
activity in border towns and declines in tourism (figure 25 .1 ) .  This 
may change somewhat with the US energy tax of 4.3 cents on all 
transportation fuel, except commercial airline fuet which came into 
effect in October 1993. 

To ease the pressure on fuel taxes as the sole means of encouraging 
vehicle fuel conservation, taxes on fuel-inefficient vehicles have been 
applied in Ontario and other jurisdictions. The most prominent of 
these instruments is Ontario's Tax for Fuel Conservation, which 
provides a subsidy or rebate on the purchase of relatively efficient 
new vehicles and applies a tax on relatively inefficient new vehicles. 

One of the gaps in the Tax for Fuel Conservation results from the 
fact that it does not apply to a large proportion of the vehicles sold in 
Ontario. The tax applies only to passenger cars and sport utility ve­
hicles. Light trucks and vans are excluded from the taxi credit 
scheme, although they account for approximately 25 per cent of the 
vehicles sold in the province.3 

3 Sales figures based on 1992 estimates from On tario Ministry of En vironment and 
Energy, Policy Division, Economic Services Branch. 
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FIGURE 25.1 
Comparative Prices of Gasoline, March 1993 
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Even where the tax does apply, the design of the tax undermines 
its potential value as an environmental measure. Current rates of tax 
as a percentage of the purchase price of the vehicle are probably too 
low to affect consumer choices to any significant extent. The rate 
structure contributes further to this ineffectiveness. Because about 90 
per cent of passenger cars sold in Ontario currently fall in the fuel­
efficiency range that attracts a $75 tax, for practical purposes the tax 
applies at a flat rate. 

Insofar as the Tax for Fuel Conservation does change behaviour, 
there is concern that it may cause harm to the Ontario economy if a 
large proportion of vehicles produced in the province are less fuel ef­
ficient than imported vehicles. However, this concern is unjustified 
for two reasons. First, Ontario production is largely exported to the 
United States and thus is not subject to the tax. Second, the average 
vehicle manufactured in Ontario is actually relatively more fuel effi­
cient than the average vehicle sold in Ontario (Millyard 1992), and 
thus is subject to less tax, on average, than imported vehicles. 
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The Tax for Fuel Conservation also generates opposition on the 
grounds that it creates the perception that environmental constraints 
in the transportation sector are more stringent in Ontario than in 
other jurisdictions. Car manufacturers often stress the importance of 
these perceptions in choosing locations for production, and threaten 
to relocate outside Ontario if the tax is expanded. Since more oner­
ous environmental restrictions on motor vehicles exist in other juris­
dictions, this argument does not carry much weight. Under the US 
Clean Air Act, for example, California sets tighter restrictions on ve­
hicle emissions than any other jurisdiction in North America. The 
state of Maryland has recently introduced a special tax on fuel­
inefficient vehicles. In light of these initiatives, it is difficult to sustain 
the argument that Ontario's Tax for Fuel Conservation is a special 
burden for vehicle manufacturers. 

R E C O M M E N D A T I O N  6 6  

Ontario should extend the Tax for Fuel 
Conservation to light trucks and vans and then 
adjust the rates to provide a stronger incentive to 
purchase fuel-efficient vehicles. 

Taxes to Support Roads 

Government expenditures on our road system are significant; road 
users gain substantial benefits as individuals from that system. 
Spending typically involves outlays on infrastructure, such as road 
construction and maintenance, as well as expenditures related to 
proper and safe use, such as the enforcement of traffic laws and the 
administration of vehicle registration. 

The primary purpose of a system of benefit taxes for road use is to 
strengthen the relationship between the tax paid and the benefit re­
ceived by the road user, thereby generating economic benefits and 
improving fairness. 

Traditionally, motor fuel taxes and vehicle registration fees have 
been viewed as the most appropriate changes, in a notional sense 
only, for road use in Ontario. While revenues from vehicle 
registration have increased to approximately $600 million in recent 
years, taxes on motor fuels are a more important source of provincial 
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revenue. As figure 25.2 shows, revenues from motor fuel taxes have 
increased steadily over the last decade. In 1991-92 motor fuel taxes 
generated approximately $2 billion, or 5 per cent of total provincial 
revenue (Ontario Public Accounts 1991-92). 

To determine whether users are paying the full cost of road use, 
revenues generated by fuel taxes and vehicle registration fees are of­
ten compared with road-related expenditures in the province. How­
ever, a broader comparison is appropriate since these levies are not 
earmarked for road-related costs and currently serve the functions of 
a provincial sales tax on transportation fuels, an energy tax on trans­
portation fuels, an environmental tax on vehicle emissions, and a fee 
for road use. Of the $2.6 billion generated from transportation fuel 
taxes and vehicle registration fees in 1991-92, approximately $588 
million can be seen as the portion that would be raised by the retail 
sales tax if it were levied on transportation energy.4 The remaining $2 
billion can be viewed as an excise tax both to encourage energy 
conservation, reflecting the environmental costs associated with 
transportation energy consumption, and to charge drivers for the use 
of roads and highways. Given that the province spent over $2 billion 
on roads in 1991'--92 (Ontario Public Accounts 1 991-92, 4-473), it is 
clear that the road-use portion of fuel taxes falls short of the costs of 
the road system. 

The road system provides benefits to businesses and individuals 
other than the direct users of the infrastructure. Given the broad dis­
tribution of benefits among the Ontario public, there is no necessary 
fault in the current revenue shortfall. More serious are the economic 
and fairness problems created by the existing system's inability to 
reflect users' benefits accurately. The deterioration of transportation 
infrastructure varies with frequency of use and vehicle weight. The 
current system of charges can be viewed as accounting for frequency 
of use through motor fuel taxes, and for weight through vehicle reg­
istration fees. These instruments, however, lack design features that 
would enable them to reflect these costs more accurately. 

4 Fair Tax Commission calculation based on Ministry of Finance, Ontario Budget 1993, 
and Energy, Mines and Resources average gas and fuel prices in Toronto (mimeo 
from Canadian Oil Markets and Emergency Planning Division, Energy Sector, 
Energy, Mines and Resources). 
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FIGURE 25.2 
Revenues from Motor Fuel Taxes, Ontario, 1971-72 to 1991-92 (1990 $) 
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Consumer Prices and Price Indexes, Cat. 62-010 (Ottawa, 1993), table 8.  

In addition, because of wide variations in vehicle fuel efficiency, 
motor fuel taxes may fail as a proxy for road use. Owners of rela­
tively efficient vehicles will pay less for road use than owners of rela­
tively inefficient vehicles because they are consuming less fuel, and 
thus paying less tax, for every kilometre they drive. This might be 
justified on the basis that more efficient vehicles are also lighter and 
therefore less damaging to roads. For most passenger vehicles, how­
ever, differences in weight are only marginally significant in the de­
termination of road wear. 

An alternative to fuel taxes which would capture the cost of road 
use more accurately is a revised road use fee based on distance 
travelled and vehicle weight, and levied as part of the annual vehicle 
registration fee. Currently, passenger vehicle registration fees in 
Ontario are based on the region. of registration only. Vehicle owners 
pay $90 per year in the Greater Toronto Area, $66 elsewhere in 
southern Ontario, and $0 in northern Ontario. To reflect road use, 
mileage-based registration fees could eventually replace the road use 
portion of transportation fuel taxes. The vehicle registration system 
could also be used to address the environmental problems caused by 
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poorly maintained vehicles. A portion the registration fee could be 
tied to vehicle inspection results. 

R E C O M M E N D A T I O N  6 7  
Ontario should establish a new system of vehicle 
registration based on mileage, vehicle inspection 
results, and other vehicle characteristics related to 
road use, such as weight. Fees raised from this sys­
tem should replace a portion of the revenue cur­
rently raised from transportation fuel taxes. Until 
this system is implemented, transportation fuel 
taxes should remain at their current levels. 

Commercial vehicle charges are more consistently structured to 
reflect benefits than passenger vehicle charges. Fees range from $109 
for vehicles under 3500 kilograms, to $1689 for vehicles above 40,000 
kilograms (Ontario Highway Traffic Act 1991, R212-R213). 

Commercial vehicle registration fees should be based on distance 
travelled in Ontario as well as weight. Ontario should investigate 
ways of applying this system of charges to out-of-province vehicles 
so that Ontario companies are not disadvantaged. Truckers based in 
Ontario and out of the province already keep mileage log books for 
calculating fuel taxes. These logs might b e  used to determine 
kilometres travelled in Ontario and vehicle registration fees owed by 
all truckers regardless of origin. 

Taxes on Ozone-depleting Substances 

A number of substances used in Ontario have been linked to deple­
tion of the Earth's ozone layer. These substances or families of sub­
stances include chlorofluorocarbons (CFCs), which have been used 
as blowing agents in rigid and flexible foam, and as refrigerants in 
refrigerators, freezers, air conditioners, and heat pumps; brominated 
compounds (halons), which have recently been used in fire extin­
guishers; methyl bromide, which has been used as an agricultural 
pesticide; and methyl chloroform and carbon tetrachloride, which 
have been used as solvents. Ozone depletion caused by these sub­
stances can lead to increased incidence of skin cancers and eye 
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cataracts, suppression of the human immune system, damage to 
plant life, and damage to aquatic organisms. 

By applying a tax on ozone-depleting substances, their price 
would increase, thus encouraging a reduction in their use and mak­
ing substitutes economically more attractive. In 1989 the United 
States applied a system of special environmental excise taxes to 
CFCs, halons, methyl chloroform, and carbon tetrachloride. The tax 
rate increases with the ozone-depleting potential of the substance 
and is set to increase gradually over time. For various CFC products, 
rates in 1992 varied from about $1 .00 to $1.70 per pound (US 
Department of Treasury, Internal Revenue Service 1991 , 4). The tax 
also applies to imported products containing or manufactured with 
ozone-depleting substances when the product is first sold or used by 
its importer . At this time, no such tax applies in Ontario or anywhere 
else in Canada. 

The purpose of introducing an environmental tax on ozone­
depleting substances would be to reduce the use of these substances 
in the province. Thus, the tax should apply on the broadest possible 
base and should not exempt any of the major ozone-depleting 
substances used in Ontario unless administrative constraints are 
prohibitive. 

The impact of such a tax on the use of specific substances would 
depend on the regulatory framework as well as the short-term avail­
ability of substitute products. In the case of CFCs, government estab­
lished targets for the phase-out of the sale and production of CFCs 
have led to the search for alternatives in the production of foam 
products as well as in air conditioning and refrigeration. The two 
existing viable substitutes to CFCs are known as HCFCs and HFCs. 
Although HCFCs are thought to deplete ozone, they have only one­
tenth to one-twentieth the ozone-depleting potential of CFCs. HFCs 
are believed to have no ozone-depleting impact. 

Although the regulatory structure has been effectively used to 
eliminate the production of CFCs, there is still a role for the tax sys­
tem in reducing their use. No CFCs are currently produced in 
Canada, but they are imported for use in the repair of old 
equipment, including refrigerators and air conditioning units. In 
addition, provincial regulations prohibiting the use of new ozone­
depleting substances will likely result in the use of recycled CFCs 
and HCFCs in older vehicles. 
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Despite provincial regulations, there are two ways in which ozone­
depleting substances can escape into the environment. First, while 
intentional venting of ozone-depleting refrigerants is prohibited un­
der the regulations, equipment will continue to leak and require re­
filling. Second, the regulations do not apply to all ozone-depleting 
substances used in the province. Products not affected include halon, 
methyl bromide, methyl chloride, and carbon tetrachloride. 

It is clear that regulation cannot eliminate the use of ozone­
depleting substances. This suggests that a tax on recycled CFCs and 
HCFCs, combined with a tax on new CFCs and HCFCs as well as on 
ozone-depleting substances not covered by the regulations, could 
complement current and future regulations and potentially hasten 
the reduction of ozone-depleting substance use in Ontario. 

The impact of the tax would differ among substances. In some 
cases, the tax would encourage short-term substitution of a less 
harmful substance. For example, the tax may accelerate substitution 
of HFC substances for CFCs in refrigeration equipment. Similarly, 
the tax could accelerate and broaden substitution from CFCs to non­
ozone-depleting terpene-based solvents in the electronics industry. 
In other cases the tax would encourage substitution in the longer 
term, or short-term reduction without substitution. For example, 
though it may be difficult to find an effective substitute for halon in 
fire extinguishers in the short term, a tax could discourage its release 
into the environment through short-term reductions in unnecessary 
uses and by providing an incentive to search for a viable long-term 
alternative. Likewise, a tax on methyl bromide could provide an in­
centive to reduce pesticide application in the short term and to find a 
less harmful substitute in the long term. 

There are at least two main issues to be addressed prior to the in­
troduction of an ozone-depleting substance tax in Ontario. The first 
issue is the point of application for such a tax . Options include points 
of importation and production, point of purchase for final consump­
tion, or some combination, depending on the substance. The decision 
on point of application will ultimately hinge on administrative ease 
and Ontario's constitutional authority to levy particular forms of tax. 

The second issue is the timing for introduction of such a tax and 
the design of the tax in the context of current and emerging regula­
tions. Given Canada's commitments to phase out production and 
consumption of a wider range of ozone-depleting substances under 
the most recent round of agreements between the major industrial-



574 The Natural Environment and Taxation · 

ized countries formalized in the Montreal Protocol, it is possible that 
many of the substances would be regulated out of use prior to, or 
shortly after, introduction of a tax. 

R E C O M M E N D A T I O N  6 8  

Ontario should introduce an environmental tax on 
all ozone-depleting substances used in the pro­
vince, whether new or recycled. The government 
should ensure that the tax closely complements 
the province's existing and emerging regulatory 
framework. 



26 Environmental Charges for 
Water and Sewer Services 
and Solid Waste 

The examples of environmental taxation reviewed in the preceding 
chapter all dealt with specific substances or activities causing envi­
ronmental damage. Even where specific harmful substances are not a 
concern, however, the volume of emissions may give rise to envi­
ronmental problems. The most obvious examples involve the genera­
tion and disposal of liquid and solid waste in the household, 
industrial, commercial, and institutional sectors of the economy. In 
addition, concerns about resource conservation may arise even 
where there is no specific environmental problem with waste 
disposal. These areas are also distinguished from the specific issues 
discussed in chapter 25 by the fact that, to varying degrees, the 
public sector is involved in the process. The public sector is largely 
responsible for water and sewer services. In the case of solid waste, 
the publiC sector is responsible for the disposal of most household 
waste and a portion of waste generated in the industrial, commercial, 
and institutional sectors. 

The logic that supports increased reliance on environmental taxes 
to address specific pollution problems also suggests that the prices 
charged for water and for sewage and solid waste disposal can influ­
ence the amount of solid waste generated and water used. If water is 
made available free, Or at a price that does not vary with the amount 
consumed, there is no incentive for the individual consumer to con­
serve water and therefore limit the volume of liquid waste generated. 
Similarly, if the cost to the individual of disposing of the solid waste 
he or she generates is independent of the amount generated, there is 
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no economic incentive to reduce, reuse, or recycle to cut down on the 
amount of waste for disposal in landfill sites. This chapter explores 
the potential role of pricing policies for environmental services, in 
conjunction with other policies, in reducing the environmental 
problems caused by solid waste disposal and excessive water use. 

Water and Sewer User Fees 

A dean, secure water supply is a critical fa<:tor in maintaining the 
health of the Ontario economy. Water is not only vital to human life, 
but is also an important input both for industrial production and for 
the generation of electric power. Water treatment for consumption 
and disposal is also a significant area of public spending in Ontario. 
However, the system of pricing of water in Ontario does not ade­
quately reflect either the importance of water to the Ontario econ­
omy or the public cost associated with water treatment. Although 
pricing systems vary among municipalities, in general they bear little 
or no relationship to levels of water consumption. This creates prob­
lems of tax fairness as well as of environmental quality and public 
sector economy. Because prices do not reflect the cost of water usage, 
those who consume large amounts of water are subsidized by those 
who consume less. In addition, both environmental and public sector 
costs associated with water treatment and liquid waste disposal are 
higher than they should be. The environmental and economic conse­
quences of subsidized water consumption led the Ontario Round 
Table on Environment and Economy to conclude that Ontario's sys­
tem of water charges should reflect the full social and environmental 
costs of water use. The current system falls far short of that objective. 
A reformed system of water and sewer user fees would improve 
fairness, encourage conservation, and improve water quality. 

Ontarians rely on an abundant, clean water supply. Water is used 
for private residential purposes such as drinking and lawn care, as 
well as for public purposes such as fire-fighting and street cleaning. 
Water resources are also used as an input in commercial and indus­
trial production and by utilities in generating electricity. Agriculture 
is an intensive consumer of water for irrigation. The breakdown of 
water uses in Ontario is presented in table 26.1 .  
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TABLE 26.1 
Water Withdrawal in Ontario, 1986 

Inta ke - millions of 
_s_ec_t_or _________ c_u_b_ic �letres per year 

Agriculture 1 66 

Mineral extraction 100 

Manufacruring 3,763 

Thermal power generation 19,967 

Municipal 1,602 

Total 25,598 

Percentage of total intake 

0.6 

0.4 

14.7 

78.0 

6.3 
100.0 

Source: Data provided by Environment Canada, Economics and Conserva­
, 

tion Branch. 

Ontarians pay for water-related services in part through water and 
sewer charges levied by municipalities, and in part through taxes 
paid at the provincial and municipal levels. The degree to which the 
cost of local water and sewer services is subsidized by taxpayers 
varies by municipality. 

Ontario municipalities levy water and sewer charges as well as 
"extra-strength sewer surcharges." Water withdrawal charges apply 
to the consumption of water and may cover the extraction of the wa­
ter from a natural source, treatment to make it suitable for human 
consumption, and distribution to final consumers. Sewer charges are 
generally based on water consumption and a formula related to 
building characteristics (primarily the number of toilets in the 
building), because metering of sewer discharges is impractical. The 
major exception is extra-strength sewer surcharges, which are levied 
on the discharge of particular substances into the sewer system and 
may cover treatment or environmental costs. These surcharges are 
applied in a limited number of municipalities to a limited range of 
substances (Ontario Ministry of Environment 1988). 

Water and sewer revenues in Ontario over the past 12 years have 
increased in absolute terms, on a per capita basis, and as a percent­
age of total municipal revenue. Expenditures have also increased 
and continue to exceed user fee revenue (figure 26. n 
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FIGURE 26.1 
Municipal Water and Sewer Revenues and Expenditures, Ontario (1990 $) 
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Evaluation of Current Water and Sewer Charges in Ontario 

0 
0\ � 

The basis for current water and sewer pricing structures in Ontario 
seems to be simplicity and the equalization of costs among users, re­
gardless of consumption. This leads to a situation where payments 
for water and sewer services often fail to reflect levels of water con­
sumption. Currently, with little regard for relative consumption lev­
els, residential water rates across the province vary from a low of 
about $5 per month to a high of about $75 (Marshall, Koenig & 
Associates 1 991 , 1 1 ) .  In effect, households subsidize each other's 
water use. 

In 71 per cent of municipalities that levy water user fees, residen­
tial rates are the type that do not vary at all with consumption (a flat 
rate) or that decline with increased consumption (a declining block 
rate) (see figure 26.2) . The declining block rate pricing structure gen­
erally includes a basic or fixed service charge per period combined 
with a volume charge that decreases in steps or blocks as the volume 
consumed increases (Marshall, Koenig & Associates 1991 ,  6) . In the 
remaining 29 per cent of municipalities, the dominant rate structure 
is the constant unit rate - a rate that does not vary with the level of 
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consumption. These figures have remained essentially unchanged 
since 1986. It should also be noted that many block rate structures 
strongly resemble flat rates since the minimum charge (first block) 
tends to cover a wide range of water volumes. The figures were simi­
lar for the commercial sector in 1986 (see figure 26.3).1 

The provincial government also contributes to the cost of main­
taining the water system in Ontario. This complicates the determina­
tion of who actually pays for water use. There is some degree of 
provincial subsidization through provincial involvement in the own­
ership of water and sewer infrastructure in municipalities. In addi­
tion, the provincial government and regional municipalities often 
charge local municipalities wholesale prices for water and sewer ser­
vices. Local municipalities may or may not pass these costs on to 
users through user fees. As a result, water use is subsidized to vary­
ing degrees in different municipalities through provincial and mu­
nicipal taxes. Water and sewer user fees designed to reflect costs 
would ensure that households pay for water-related services on the 
basis of the benefits they receive. 

User fees are most effective where taxpayers have some flexibility 
in the extent of their water consumption and are informed as to how 
to alter their use in response to increased user fees. As a complement 
to user fees, Ontario should distribute easily accessible information 
on water conservation practices. 

In principle, water and sewer rates should be set at levels that re­
flect the full cost of providing the service, including both transmis­
sion and distribution costs, as well as the environmental costs asso­
ciated with water withdrawal and its subsequent discharge back into 
the natural environment. 

A number of issues arise in measuring costs. First, both fixed and 
variable costs must be taken into account. Fixed costs may arise from 
spending on infrastructure and hook-up, while variable costs are in­
curred in pumping, water purification, and maintenance of machin­
ery and equipment. 

1 These data are available in Marshall, Koenig & Associates (1991, 9) and Ontario 
Ministry of Environment (1991a, 18). 
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FIGURE 26.2 
Municipal Residential Water and Sewer Rate Structures, Ontario, 1986 
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Municipal Non-residential Water Rate Structures, Ontario, 1986 
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Source: D.M. Tate, "Municipal Water Rates in Canada, 1986 - Current 
Practices and Prices," reproduced in Marshall, Koenig & Associates, 
"Backgroupd Study on the Pricing of Water and Sewer Services" (1991), 
tables 1 and 2. 

Second, it is also difficult to calculate the environmental costs as­
sociated with water and sewer service. These are often difficult to 
measure in dollar terms. Environmental costs may also increase as 
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overall use increases; for example, as sewer discharges increase, or as 
water temperature increases as a result of industrial and utility 
cooling processes. 

If water and sewer rates were set to include all of these costs, there 
would be an increased incentive for consumers to reduce their con­
sumption. However, given the measurement difficulties outlined 
above, rates can only approximate the environmental costs associ­
ated with water use. 

There are serious problems with both the design and the level of 
current rates for sewer and water services. The common flat rate, de­
clining block rate, and constant unit rate structures are not suffi­
ciently sensitive to variations in unit costs of supply. Current rates 
also fail to recover the costs of providing the service. While full cost 
recovery is not necessarily an appropriate objective in setting rates, 
there is no evidence that local differences between revenues and 
costs are anything other than accidental. Moreover, these rate struc­
tures do not reflect environmental costs and thus do not provide an 
incentive for conservation and pollution reduction. 

To account for fixed costs, variable costs, and environmental costs 
involved in resource use, charges might include a fixed amount to 
account for capital costs, and a variable charge to reflect the costs of 
water use and to provide some incentive for resource conservation. 
Other features such as seasonal pricing and pricing that increases 
during high-use periods (peak-load pricing) could improve the allo­
cation of resources during high-demand periods. 

Ensuring that water and sewer charges reflect the environmental 
costs of pollution is somewhat more complicated than providing in­
centives for conservation. These costs could be addressed either 
through expanded use of sewer surcharges in the water and sewer 
rate structure or through generally applicable pollution taxes. 

The impact of moving closer to full-cost pricing from the current 
fee system for water would vary substantially among municipalities. 
A 1991 study for the Ministry of Municipal Affairs estimated the im­
pact of implementing full-cost water and sewer rate structures in 
various municipalities (Marshall, Koenig & Associates 1991 ) .  
Without considering environmental costs, the study indicated that 
household water cost increases could range from 1 1  per cent in Peel 
Region by 1994 to 70 per cent in the City of London by 1995. Sewer 
costs could increase in a range from 12 per cent in Peel to nearly 60 
per cent in the Town of Carleton Place by 1994. These increases 
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would be moderated if water consumption were to decline in re­
sponse to higher prices. In addition, full-cost pricing would eliminate 
the need for the various provincial subsidies. While water and sewer 
rates might increase, provincial and municipal taxes would decline. 

Since increases in some household water bills could be large, mea­
sures must be included to ensure that low-income households have 
access to an adequate level of service. One way to ensure access is to 
levy a flat or constant unit rate up to an average level of consump­
tion, with increasing block rates for any additional units consumed. 
This approach would be consistent with the introduction of a fixed 
capital charge. Special "lifeline" rates for low-income consumers 
(which provide subsidized rates for basic consumption), increases in 
direct support payments, and income-tested exemptions are other 
possible approaches to ensuring broad access. 

R E C O M M E N D A T I O N  6 9  

User fees should be applied for water and sewer 
services, based on levels of consumption and costs 
of providing the service. Such fees should apply to 
all sectors that consume these services. 

Fees for water and sewer services should include a 
fixed amount to account for the costs of capital re­
placement, and a variable amount that reflects con­
sumption. 

To improve efficiency and to provide incentives for 
resource conservation, the user fee system should 
incorporate such features as peak-load pricing, 
seasonal pricing, and surcharges for hard-to-treat 
industrial, commercial, and institutional waste. 

User fee systems should include such options as 
reduced, flat, or constant unit rates up to a mini­
mum level of consumption, subsidized rates for 
basic service, and exemptions for low-income con­
sumers to ensure that higher fees for sewer and 
water services do not bar low-income families from 
access to those services. 
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User Fees for Solid Waste Collection and Disposal 

Solid waste collection and disposal is another service for which full­
cost pricing would help to achieve greater tax fairness by ensuring 
that those who benefit from the service pay for it. User fees closer to 
full cost would reduce the need for municipalities to subsidize the 
service through property taxes, thereby shifting the cost from taxpay­
ers generally to the specific beneficiaries. User fees of this kind 
would also provide an incentive for consumers to reduce their out­
put of solid waste, thereby reducing pollution, conserving resources, 
and reducing the costs to municipalities and businesses of collection 
and disposal. In addition, the reduction of solid waste through user 
fees would support the Ministry of Environment and Energy's goal 
of diverting 50 per cent of solid waste from landfill sites by the year 
2000. The understandable reluctance of many communities to host a 
landfill site for garbage from the Metropolitan Toronto area suggests 
that reducing the volume of solid waste should be a priority. The tax 
system can play an important role in achieving this goal. 

Taxes raise the price of new materials relative to used materials, 
the price of garbage disposal, or the price of products and packaging 
that generate excess waste. Because producers are the primary deci­
sion makers in determining how products are packaged and because 
there are fewer producers than consumers, administrative costs are 
lower for taxes on producers that use excess packaging than for taxes 
on consumers. Unfortunately, a producer tax is subject to serious 
problems. First, it is likely beyond Ontario's constitutional authority 
to levy such a tax. To be effective as an environmental measure, it 
would have to apply to imports. And as a tax on producers that is in­
tended to be passed on to consumers, it would clearly be an indirect 
tax. Second, unless some way could be found to exempt goods for 
export, it would create problems for exporters. Third, it would 
penalize consumers who avoid waste generation by returning 
packaging and products for reuse or recycling. 

Packaging taxes applied at the consumer level can provide a signal 
for solid waste reduction while avoiding these complications in­
volved in taxes at the producer level. Solid waste user fees make 
those who generate waste aware of the cost of municipal garbage col­
lection and disposal and provide an incentive to reduce waste gener­
ated. Likewise, taxes on waste-generating products can help ensure 
that individuals pay when their behaviour imposes spillover costs 
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on society. Further, a tax that serves as a refundable deposit can help 
encourage reuse and recycling of products and packaging that 
would otherwise be sent to landfill sites. 

Governments provide for both collection and disposal of solid 
waste. Fees could apply to one or both of these stages in the waste 
management process. At the collection stage, residential, industrial, 
commercial, and institutional user fees might be based on volume or 
weight and type of waste. At present, user fees for waste collection 
are common only in the industrial, commercial, and institutional 
sector. In this sector, private contractors play a major role in the 
collection system, and the municipalities that collect this waste levy 
special fees for the service .  In the residential sector, user fees have 
been levied only on an experimental or pilot project basis. Indeed, 
until recently the Municipal Act did not expressly provide local 
municipalities with authority to impose user fees for residential 
waste collection. 

At the disposal stage, user or "tipping" fees could be based on 
volume or weight, or type of waste if sorted at collection. Debates 
over appropriate use and levels of tipping fees in Ontario are com­
plicated by the fact that both the public and private sectors are in­
volved in waste collection and disposal. For collection, private 
haulers are often contracted to service the industrial, commerciaL 
and institutional sector, which generates approximately 60 per cent 
of municipal solid waste. Although there is some contracting out to 
private operators, municipalities usually provide collection services 
for the residential sector, which generates the other 40 per cent of 
municipal solid waste (Ministry of Municipal Affairs 1992, 7) . For 
disposal, landfills can be owned and/ or operated by either public or 
private interests. Charges that reflect environmental costs within this 
system of mixed ownership would have to include both user fees on 
households and taxes on private operators. 

Tipping fees at landfill sites are normally based on the weight of 
waste materials. These fees have increased dramatically in recent 
years, particularly in the Toronto area, where fees roughly tripled 
between 1988 and 1992 from roughly $50 per tonne to $150 per 
tonne. In 1992, fees in Peel, Durham, and Halton regions were more 
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than 10 times their 1982 levels.2 Municipal revenues from these fees 
increased from approximately $31 million to $325 million over the 
period 1 980 to 1990. Including private sites, total revenue from the 
operation of landfill sites is in the $600 million to $700 million range 
(Calvert 1991, 21). 

From the perspective of tax fairness, there is no reason why user 
fees should not be applied for residential waste collection. The user 
clearly benefits most from solid waste collection and disposal. Fur­
ther, there is no public policy reason why the use of this service 
should be subsidized. Solid waste disposal is also associated with a 
range of environmental costs. An expanded system of user fees in 
this area could serve as a charge for benefits received and as an as­
surance that households, institutions, and businesses face the full 
environmental costs involved in waste disposal. 

User fees for solid waste disposal would also provide an economic 
incentive for waste reduction. While recycling technologies and the 
size of markets for secondary materials may limit potential for waste 
reduction, the composition of solid waste from all sectors indicates 
that these limits have not been reached in Ontario. Furthermore, 
changes in technology and market development will likely expand 
this potential in the future. 

R E C O M M E N D A T I O N 7 0  

Ontario should expand the application of user fees 
for both residential and non-residential solid waste. 

A framework for solid waste user fees should account separately 
for collection and disposal. Collection costs arise from administrative 
operations, capital investments in transportation and other equip­
ment, and other operating expenditures including wages and fuel. 
Disposal costs are incurred in the construction and operation of 
dump sites. Other costs, which are more difficult to measure, include 
environmental costs and the cost of holding land out of other uses. In 
principle, pricing for solid waste collection and disposal should ac-

2 Information obtained from treasurers and commissioners of finance, regional 
municipalities of Peel, Durham, and Halton. 
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count for this full range of costs and should ensure that these costs 
are passed back to the user. 

The mix of public and private ownership of landfill sites and oper­
ation of collection services limits policy options. It would make no 
sense to require that public sector operators charge fees that account 
for social and environmental costs and provide incentives for waste 
reduction if the result would simply be to put private operators at a 
competitive advantage relative to public operators. 

The potential for waste either to be transported to other jurisdic­
tions for dumping or to be dumped illegally also constrains solid 
waste user fees. Tipping f.ee differentials between Ontario municipal­
ities and various jurisdictions in the United States have already given 
rise to a solid waste exporting industry. The Municipality of  
Metropolitan Toronto, for example, has estimated that annual ex­
ports of solid waste to the United States have reached one million 
tonnes since local tipping fee rates increased beyond $100/tonne.3 

At one level, one might argue that solid waste exports are not a 
problem. After all, the social and environmental costs are associated 
primarily with disposal, and we save those costs if the United States 
is willing to take our garbage. Apart from the somewhat question­
able environmental ethic behind this view, however, it misses the 
point that one of the objectives of this policy is to provide incentives 
for waste reduction. If competition from solid waste exporters keeps 
fees down, the economic incentive to reduce is eliminated, and, un­
less all our waste is dumped in the United States, the waste disposal 
"savings" in the export market will be offset to some extent by 
higher levels of waste generated in Ontario and dumped here. 

The government could address these problems by prescribing 
rates that reflect environmental costs and require that private haulers 
and landfill owners charge these rates. The resultant windfall profits 
could then be recovered through a special levy. For example, one 
way to avoid constraints on tipping fees is to levy a higher charge for 
collection to account directly for a wider range of costs. Costs associ­
ated with both collection and disposal generally increase with vol­
ume or weight and could be reflected in a single charge. In the resi­
dential sector, fees could be set by municipalities. In the industrial, 

3 Information supplied to FTC by Waste Management Department, Municipality of 
Metropolitan Toronto. 
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commercial, and institutional sector, private haulers could be re­
quired to charge similar fees to provide an incentive for waste reduc­
tion. This option has been implemented by various jurisdictions in 
the United States; for example, Hennepin County, Minnesota, which 
includes the City of Minneapolis-St. Paul and many of its suburbs. 

Two other approaches might be taken. First, private operators 
could be subjected to a special tax designed to reflect social costs not 
captured in their fees. Second, the government could deal directly 
with the basic issue of industrial structure and assume public control 
over solid waste collection and disposal. 

Solid Waste User Fees in the Residential Sector 

Although Ontario has very limited experience with user fees for 
residential solid waste collection, there is substantial experience with 
user fee systems elsewhere in Canada and in the United States. For 
example, a user fee system was recently introduced in the Capital 
Regional District of British Columbia (Victoria). In the United States, 
solid waste user fee systems have been implemented in at least eight 
states, most of which contain major urban areas (CH2M Hill 
Engineering 1992; Ontario Ministry of Environment 1993a). 

Solid waste user fees in the residential sector should reflect all 
costs of collection and disposal, as well as environmental costs. In 
North America, most residential fees for solid waste are based on 
volume. However, Seattle, Washington, experimented with a weight­
based system in 1 990. The project was reasonably inexpensive and 
highly successful in terms of effectiveness and public acceptance. 
Technologies for weight-based programs are rapidly becoming 
available. 

Regardless of whether fees are based on weight or volume, deci­
sions must be made with regard to rate structures. Major urban cen­
tres in California, Oregon, Minnesota, Washington, and New York, 
as well as Victoria, British Columbia, levy fees that increase with 
volume generated. The city of Salem, Oregon, has implemented per­
haps the steepest rate structure. It requires that charges per can of 
garbage increase as the number of cans increase. Other systems pro­
vide a more moderate incentive for waste reduction. 

The clear incentives for reduction provided by solid waste user 
fees have been found extremely effective in the diversion of solid 
waste from landfill. It is not uncommon for cities with such schemes 
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to experience diversion rates of up to 40 per cent (CH2M Hill Engi­
neering 1992, 2-2) . Although these accomplishments are also at­
tributable to other policies, most regions find that substantial reduc­
tions result directly from application of the user fee; One notable 
example is Seattle, where diversion has reached approximately 25 
per cent and the city has identified the variable can rate as its most 
effective program in the promotion of recycling (CH2M Hill 
Engineering 1992, 2-16). 

R E C O M M E N D A T I O N  7 1  

User fee rates for solid waste in the residential sec­
tor should reflect all costs associated with the col­
lection and disposal of solid waste, including the 
environmental costs generated by waste collection 
and disposal. 

Fees should vary with the amount of waste gener­
ated. Where possible, fees for residential solid 
waste should increase with weight. 

To ensure broad access to solid waste collection 
and disposal services, user fee structures should 
provide for reduced rates for basic service, and 
special reduced rates for low-income consumers. 

Public Information 

One of the primary objectives of a solid waste user fee system is to 
change behaviour to promote economic efficiency and to protect the 
environment. This requires that households be able to make in­
formed choices as to how to reduce solid waste. Waste reduction is 
possible only if viable substitutes for disposal are available and in­
formation on waste diversion methods is accessible to consumers. In 
Ontario, alternative disposal methods are available, but there are 
indications that people are not making use of them. For example, 
studies of waste composition in 1989 and 1990 indicate that recy­
clable newspaper made up approximately 17 per cent of the residen­
tial solid waste stream; food and beverage containers constituted 
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approximately 9 per cent; and organic material suitable for 
composting, such as food and yard waste, 32 per cent.4 Estimates of 
the extent of recycling vary substantially, from municipality to mu­
nicipality and froin product to product, but generally do not exceed 
50 per cent for newspapers and 20-30 per cent for glass, metal, and 
plastic food and beverage containers. This reflects the limited success 
of alternatives to disposal, such as the blue box program and back­
yard composting. While composting has increased in recent years, 
owing in part to the efforts of the provincial government, better in­
formation is required on sound, successful composting methods in 
urban areas for these methods to reach their full potential. In addi­
tion, consumers should also be provided with accessible information 
on the importance of waste reduction and the merits of simple tech­
niques for reducing waste, such as the purchase of reusable products 
and packaging. 

Implementation Issues 

Costs of administration, compliance, and enforcement will depend 
largely on the type of program introduced. The systems in Victoria 
and in Tompkins County, New York, involve the use of special tags 
or tickets indicating payment in advance for additional cans of 
waste. Similarly, customers in Seattle subscribe to a particular level 
of disposal and are provided special wheeled toters to match. These 
types of systems could be introduced at relatively low cost, espe­
cially if consumers are required to purchase their own cans. To avoid 
the cost of standardized cans altogether, an alternative is to use spe­
cial stickers or ties on trash bags to indicate pre-payment. 

Although a weight-based system would involve substantial start­
up costs in the purchase and installation of specialized equipment, 
charges based on weight would achieve better results from an envi­
ronmental perspective, and, in the longer term, simplify the process.s 
A tag system encourages households to reduce the volume of 

4 These statistics vary substantially between municipalities. 
5 The Seattle weight-based pilot project found costs to retrofit trucks for waste 

collection were less than $8000 per truck, but would have been lower for full-scale 
implementation. Labour costs may or may not increase depending on the 
technology. See Hill Engineering 1992, 3-3. 



590 The Natural Environment and Taxation 

trash, even though weight is the more important factor in determin­
ing collection and disposal cost. In addition, volume systems still re­
quire rough limits on weight, if for no other reason than to protect 
the health and safety of collectors, and thus call for some discretion 
on the part of the collector to determine whether this limit has been 
exceeded. 

Multiple unit residential buildings pose administrative problems 
for sold waste user fees, regardless of the type of program. Most ju­
risdictions with a residential user fee program levy volume-based 
charges for an entire building. While this approach avoids the obvi­
ous practical problems posed by multiple unit buildings, it offers no 
incentive for waste reduction to individual residents. Because waste 
disposal costs are paid centrally and are passed on to residents as a 
group, the waste reduction efforts of individualresidents will not re­
sult in any appreciable savings unless others reduce their waste as 
well. Seattle permits all units in a building to subscribe to its variable 
can service on a building-wide basis as an alternative to imposing 
one rate on the entire building. This approach has potential as an 
option in Ontario, especially for relatively small multi-unit buildings. 

Illegal dumping has also been cited as a barrier to the introduction 
of solid waste user fees. Experience in other jurisdictions, however, 
suggests that these concerns may be exaggerated, In a survey of 12 
counties across eight states in the United States, none of the user fee 
programs resulted in significant illegal dumping (CH2M Hill 
Engineering 1 992, 2-2) . Nonetheless, these matters should be ad­
dressed specifically in any fee system introduced in Ontario. Actions 
to minimize dumping activities might include stricter enforcement 
and visible penalties. Better information about programs and the 
availability of reduction and recycling alternatives will also support 
a fee system by strengthening the option of avoiding user fees 
through reduced waste generation. 

Solid Waste User Fees in the Industrial, Commercial, and Institutional 
Sector 

The same principles would apply to solid waste user fees in the in­
dustrial, commercial, and institutional (ICI) sector. The primary ob­
jective of any system should be to ensure thatthe user pays the full 
cost of disposal, including social and environmental costs. To a cer­

tain extent, this objective is already met in the lCI sector since private 
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haulers generally charge customers at the pick-up point. Presumably 
services are priced to account for collection and hauling as well as 
disposal. 

The main question in the ICI sector is whether the full social costs 
of waste generation are reflected in prices charged by haulers. The 
answer will depend on a number of factors, including tipping fee 
rates charged by municipalities and the public/private mix in the 
provision of the service. With tipping fees constrained by the absence 
of strong regulations against waste export, it may be i:nore promising 
to focus on collection in establishing full-cost pricing in this sector. 
The significant role of private operators means that full-cost pricing 
in the ICI sector can only be achieved t hrough a combination of mu­
nicipal fees and taxes on prlvate waste collection designed to reflect 
social costs that would not otherwise be included in the prices 
charged by private operators. 

As another option, municipalities could set tipping fee rates to 
reflect full costs if the provincial government introduced a disposal 
tax on waste generators in the ICI sector. To curb cross-border trans­
port of waste, the tax could be set equal to the difference between 
full-cost tipping fees in Ontario and fees in the United States. Ontario 
tipping fees would then be creditable against this tax, but fees paid 
in the United States would not. Revenues generated by the tax would 
flow back to municipalities. Under this system, the government 
could reduce the flow of Ontario garbage to the United States while 
also providing a general incentive for waste reduction. 

R E C O M M E N D A T I O N 7 2  

Ontario should establish a regulatory and fee 
framework to ensure that prices charged for solid 
waste collection and disposal in the industrial, 
commercial, and institutional sector provide incen­
tives for waste reduction. 

Other aspects of solid waste user fees, as set out for the residential 
sector, also apply in the ICI sector. In particular, charges should in­
crease with weight, the government should ensure the availability of 
viable options for the reduction of solid waste, and information on 
waste reduction techniques should be easily accessible. 
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Taxes on Packaging and Deposit Refunds 

Solid waste user fees are intended to provide an incentive for waste 
reduction by increasing the cost of disposal of solid waste. A similar 
incentive can be provided by increasing the cost of acquisition of 
packaging and products that end up in landfill sites. 

Environmental taxes on packaging can serve two main functions. 
First, they can provide an incentive for consumers to purchase prod­
ucts that generate less waste. Second, if the taxes take the form of re­
fundable deposits, they can encourage the return of reusable and re­
cyclable products or packages. 

Environmental taxes on goods which have a clear value in reuse 
and for which there is a consistent basis for determining a tax level 
related to environmental costs have a clear role in encouraging the 
diversion of waste from landfill sites. Both newspapers and maga­
zines (21 per cent of the waste stream) and food and beverage con­
tainers (9 per cent) meet these criteria. While there is no precedent 
for environmental taxes on newspapers and magazines at the con­
sumer level, many jurisdictions apply environmental taxes to food 
and beverage containers. 

Food and Beverage Containers 

Environmental taxes on food and beverage containers should en­
courage resource conservation and waste reduction by allowing for 
variable refunds on containers returned for reuse and recycling. A 
tax/refund system would include a tax that varies with waste gener­
ated and a refund that is higher for material that can be reused than 
for material that can only be recycled. 

Tax/refunds should apply to most glass, rigid plastic, and metal 
food and beverage containers sold in Ontario. Most jurisdictions 
have limited the application of their refundable and non-refundable 
packaging taxes to beverage containers. It is difficult to justify this 
narrow focus because the environmental impact of a container is in­
dependent of its original contents. However, considerations other 
than environmental impact, such as availability of substitutes in con­
sumption and markets for secondary materials, may ultimately jus­
tify limiting the range of products subject to taxation. If there is no 
widely available container substitute in consumption and no market 
for secondary container materials, as in the case of milk cartons, for 
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example, little or no behaviour change will result from application of 
a tax. 

On the other hand, if there is a substitute available for a particular 
container, the market for this container's secondary materials should 
be irrelevant to the taxation decision. Glass beverage containers that 
are recyclable or reusable, for example, are often good substitutes for 
non-recyclable plastic beverage containers. Even if no market exists 
for the reuse or recycling of plastic materials from certain beverage 
containers, a tax would have an impact on behaviour if price in­
creases on these containers relative to glass make them relatively less 
attractive to consumers. 

Another case where an environmental tax may be applicable arises 
where there is no widely available substitute for the container, yet a 
well-established market exists for the recycled container. This cate­
gory of container can be exemplified by glass jars, such as jam jars. 
An environmental tax on glass jars, partially refunded on return, 
would help increase recovery and recycling rates. 

R E C O M M E N D A T I O N  7 3  

Ontario should introduce a broad-based system of 
environmental excise taxes on food and beverage 
containers. These taxes should be fully refundable 
for containers returned for reuse and partially re­
funded for containers retU:rned for recycling. 

Concerns about potential employment impact invariably generate 
opposition to packaging taxes. There is no evidence, however, that 
shifts towards reusable and recyclable containers would result in net 
job losses in Ontario. In fact, there is some evidence that the labour 
needs of container redemption systems can result in net job gains 
(Vallante and Vopni 1991, 33) . While this information may be of 
some comfort to economists, it is not particularly helpful td the indi­
vidual worker displaced as a result of an environmental change. The 
only way to address this individual impact is to insist that adjust­
ment measures are included as part of any environmental reform 
that has a potential impact on employment. 

The most important technical issue to be addressed in developing 
depOSit/return/refund systems concerns the institutional framework 
for administering the system. An institutional basis must be devel-
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oped for collection of the tax, return of refunds, and operation of  
container collection facilities. In some jurisdictions, such as Quebec 
and Saskatchewan, point of sale refund systems have been success­
fuL In others, such as Alberta and Washington, central community 
depot systems have been successful (British Columbia Department of 
Environment 1990). 

Another option might involve a combination of at�source separa­
tion and, where that is impractical, municipal collection and the use 
of central · depots. Funding for a municipally based collection and 
refund system cQuId be generated from environmental tax revenues 
and non-refundable deposits. From an environmental perspective, 
this system may be superior to a system of central depot collection 
facilities because it would reduce fuel consumption in the trans­
portation of containers by individual households. 
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27 Issues in Property Tax and Local 

Government Finance 

Local government finance issues were raised more often in the com­
mission's public consultation process than all other tax issues 
combined. We received hundreds of letters from individuals and 
groups concerning property assessment and the financing of 
education. Most of the community task forces sponsored by the 
commission found local finance to be the main public issue of tax 
fairness. Similarly, during our public hearings, we engaged in 
frequent discussions with individuals and organizations interested 
specifically in property tax and the financing of education. 

The issues ranged from technical problems with the property as­
sessment system to the broadest questions of public policy. Out of 
those many individual submissions, some clear messages emerged: 

• The system of local government finance is so complex and arcane 
that it is incomprehensible to most Ontario residents. 

• Those few who know the system well accept as a given that virtu­
ally every component of Ontario's system of local government fi­
nance is in a state of crisis or near crisis. 

• Most residents believe that Ontario is far too dependent on prop­
erty taxes for the funding of education. 

• Many Ontario residents feel that the current system for funding 
education discriminates unfairly against students who attend 
schools with limited access to local sources of funding. 

• Many residents and most municipal leaders question the extent of 
Ontario's reliance on property taxes for funding social services. 
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• The system of property assessment and local taxation is extremely 
confusing and perpetuates a number of obvious inequities. 

• Assessment reform, even when it is introduced in small measures 
and as a local option, creates its own practical and fairness 
problems. 

Our research and analysis confirm these views and pOint directly 
to the need for substantial and dramatic change. 

For the most part, the issues that have emerged in our contact with 
the public and in our own investigation are not new. Many of the 
same issues were addressed in the report of the last commission to 
take a comprehensive look at the Ontario tax system - the Ontario 
Committee on Taxation (Smith Committee) - which reported in 1967. 
The assessment system was in chaos then; it is in chaos now. The ex­
tent to which property tax was relied upon for financing education 
was a concern then, as it is now. 

Efforts at reform have failed. While the provincial government 
took over the property assessment function from local governments 
in response to the Smith Committee's recommendation, it did not 
implement assessment reform. The system today is different, but it is 
no more uniform and no easier for the taxpayer to understand than it 
was before. 

Education Funding 

The issue of funding education from property taxes dominated 
discussions of local government finance in our public consultation 
program. Virtually every aspect of the education funding system was 
questioned: 

• Ontario's growing reliance on property taxes as a source of fund­
ing for education; 

• variations in the burden of local taxes required to support educa­
tion in different parts of the province; 

• variations in tax revenue available at the local level in different 
parts of Ontario and between separate and public school boards; 
and 

• the impact of these variations on the quality of education available 
to students in different parts of the province. 
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F1GURE n.1 
Education Funding - Ontario's Growing Property Tax Dependence: Percentage of 
Elementary and Secondary Education Cost Funded from Property Taxes, Ontario, 
1970-92 
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Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Education administrative data. 

On most of these issues, our research showed clearly that these 
concerns are well founded. 

Over the past 20 years, Ontario has become increasingly depen­
dent on property taxes as a source of funding for education. From a 
low of less than 40 per cent of funding in the mid 1970s, property 
taxes have risen steadily, accounting for over 60 per cent of revenue 
for education in Ontario in 1992 (see figure 27.1 ) .  

Provincial grants now account for about 38 per cent of school 
board revenue, and other sources about 2 per cent. In contrast, mu­
nicipalities have a much more diverse revenue base and are much 
less dependent on property taxes for their funding. In 1991, 39 per 
cent of municipal operating revenue came from property taxes and 
30 per cent from provincial grants; the other 31 per cent of municipal 
revenue came from a variety of local sources. 

Ontario's heavy and growing reliance on property taxes for educa­
tion funding has generated an increasingly heated debate in recent 
years. At the public hearings, people told us that services such as ed­
ucation, which are of general benefit to society, should be funded 
from taxes based on ability to pay. They identify the property tax as 
a tax related to property, and they don't see why it should be a 
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source of funding for services such as education or social assistance, 
which have nothing to do with property. 

Seniors and others on fixed incomes expressed their concerns 
about Ontario's growing reliance on property taxes for education 
funding because of the impact on their property tax bills of what 
they saw as the spiralling costs of education and the potential effect 
of market value assessment. Tenants expressed the same fear of the 
unknown. 

One problem is that the property tax base is distributed very un­
evenly across the province. School boards that operate in jurisdic­
tions with access to large tax bases relative to the size of the student 
population they serve are able to raise revenue more easily than 
boards that operate in jurisdictions without access to large tax bases. 
Students, teachers, and school board representatives at the public 
hearings consistently raised the issue of student equity: Why should 
some students be deprived of services because they happen to live in 
an assessment-poor school district? There is no question that there 
are significant disparities among school boards in the size of the 
property tax base to which they have access, although the measure­
ment of that base in a way that permits comparison among school 
boards is a difficult exercise in and of itself. 

To compare the hundreds of different assessment and tax systems 
at the local level in Ontario, local assessment figures must be ad­
justed to a common standard. This process - assessment equalization 
- is complex. It involves estimating for each municipality in Ontario 
the average relationship between assessment and market value for 
each of the broad types of property. The resulting percentages are 
used to create equalization factors. When these factors are applied to 
assessment totals in local areas, they produce estimates of current 
market value assessment for each class of property. For example, a 
property valued at $10,000 on a local assessment roll and assessed at 
10 per cent of its market value would have an equalized assessment 
of $100,000. 

There are enormous disparities in equalized assessment per pupil 
among the 1 1 4  school boards that operate both elementary and sec­
ondary schools on a permanent basis. Table 27. 1 shows the range of 
variation in the public and separate school systems in equalized res­
idential assessment, while table 27.2 provides the same picture for 
equalized commercial and industrial assessment. The numbers 
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TABLE 27.1 
Equalized Residential Assessment per Student, Ontario, 1991 

Public boards Assessment ($) Separate boards Assessment ($) 

Highest 5 Highest 5 
Haliburton County B of E 281,319 Ottawa RCSSB 1 6 1 ,396 

Muskoka B of E 257,709 Metropolitan Toronto 

Separate School Board 1 29,230 

Ottawa B of E 231,077 York Region RCSSB 1 24,460 

West Parry Sound B of E 230,433 Halton RCSSB 1 05,536 

York Region B of E 2 17,806 Ottawa -Carleton French 

(catholique), Cslf 1 05,002 

Lowest 5 Lowest 5 
Lake Superior B of E 49, 1 3 1  Cochrane Iroquois Fallsl 

B lack River Matheson 

RCSSB 38,464 

Geraldton B of E 52,427 Timiskaming District RCSSB 43,406 

Nipigon Red Rock B of E 54,464 Hearst District RCSSB 49,577 

Atikokan B of E 56,226 Kapuskasing Disuict RCSSB 50,521 

Cochrane Iroquois Fallsl Kenora District RCSSB 5 1 ,082 

Black River Matheson 

B of E 57,197 

Source: Ontario, Ministry of Education administrative data. 

Abbreviations: B of E = Board of Education; Cslf = Conseil scolaire de langue 
fran�aise/French-Language School Board; RCSSB = Roman Catholic 
Separate School Board. 

Notes: Equalized assessment per student based on total elementary and 
secondary average day school enrolment. Ranking excludes elementary­
only boards. 

indicate clearly that there are wide disparities in residential and in 
commercial and industrial assessment bases both between the public 
and separate systems and within each system. 
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TABLE 27.2 
Equalized Commercial and Industrial Assessment per Student, Ontario, 1991 

Public boards Assessment ($) Separate boards Assessment ($) 
-----

Highest 5 Highest 5 
Kapuskasing B of E 260,03 1 Ottawa RCSSB 84,869 

Metropolitan Toronto Metropolitan Toronto 

School Board 258,865 Separate School Board 56,608 

Hearst B of E 220,6 1 1 Lakehead District RCSSB 44,8 1 8  

Ottawa B of E 21 9,364 Kapuskasing District RCSSB 39,716 

Michipicoten B of E 206,3 1 8  Weiland County RCSSB 34,758 

Lowest 5 Lowest 5 

Central Algoma B of E 15,102 Haldimand-Norfolk Coullty 

RCSSB 10,121 

Ottawa-Carleton BlUce-Grey County RCSSB 1 1 ,937 

(publique), Cslf 15,761 

Bruce County B of E 23,3 1 8  Peterborough Victoria 

Northumberland and 

Newcastle RCSSB 1 2,279 

East Parry Sound B of E 24,1 1 7  Huron-Perth County RCSSB 12,582 

Manitoulin B of E 26,767 Simcoe County RCSSB 13, 174 

Source: Ontario, Ministry of Education administrative data_ 

Abbreviations: B of E = Board of Education; Cslf = Conseil scolaire de langue 
franc;aise/French-Language School Board; RCSSB = Roman Catholic 
Separate School Board. 

Notes: Equalized assessment per student based on total elementary and 
secondary average day school enrolment. Ranking excludes elementary­
only boards. 

There are also wide variations in equalized assessment per pupil 
between public and separate school boards that serve the same 
community (see table 27.3). The provincial grants system is supposed 
to compensate for differences in per pupil assessment bases, but it is 
only partly effective. A distinction is drawn between recognized ex­
penditures, for which the province provides equalization grants, and 
other expenditures, for which the province does not. The objective of 
the grants is to equalize the impact on taxpayers of local spending up 
to the recognized level. 
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TABLE 27.3 
Equalized Assessment per Student, Selected Ontario Public and Separate School 
Boards, 1991 

Residential ($) Commercial and industrial ($) 

Community Public Separate Public Separate 

Metro Toronto 2 1 1 ,217 129,230 258,865 56,608 

London 1 1 7, 142 83,575 80,2 14 20,835 

Sudbury 83,721 62,434 91,924 25,509 

Hearst 94,496 49,577 220,6 1 1  32,934 

Renfrew 90,643 63,229 61,769 16,48 1 

Brant 101 ,173 7 1 ,887 66,737 1 7,642 

Lambton 1 19,265 74,555 92,055 19,790 

Source: Ontario, Ministry of Education administrative data. 

Notes: Equalized assessment per student based on total elementary and 
secondary average day school enrolment. Ranking excludes elementary-only 
boards. 

One problem with the provincial grants system is its narrow defi­
nition of expenditures. In 1993 recognized expenditures make up 
only about 74 per cent of total expenditures by school boards. An­
other problem is that the grants do not produce equal effective tax 
rates even for recognized expenditures. 

It is difficult to compare the impact of local taxes on taxpayers in 
different jurisdictions in Ontario. Because the tax paid on a given 
property is determined by multiplying the local tax rate by the as­
sessment of the property, it is not possible to compare tax rates with­
out reference to the relevant assessment. Because assessment systems 
differ so much from municipality to municipality, it is impossible to 
tell by looking at the tax rates alone whether the tax rate is "high" or 
"low." To make a valid comparison of tax rates, assessments have to 
be adjusted to a common standard. The most obvious common stan­
dard is market value, the assessment basis mandated in Ontario un­
der the Assessment Act. Adjusting assessments in this way makes it 
possible to calculate effective tax rates - taxes as a percentage of 
market value - which can be compared among municipalities with 
different underlying assessment systems. 

As an example, consider two municipalities, one with a tax rate of 
20 per cent and assessment at 10 per cent of market value, the other 
with a tax rate of 3 per cent and assessment at 100 per cent of market 
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value. The municipality with the 3 per cent tax rate actually has a 
higher effective tax rate than the municipality with the 20 per cent 
tax rate. In the first municipality, a property with a value of $100,000 
would be assessed at $10,000 00 per cent of value) and would pay 
$2000 in tax (20 per cent of $10,000). In the second municipality, a 
property with a value of $100,000 would be assessed at $100,000 and 
would pay $3000 in tax (3 per cent of $100,000). The municipality 
with the 20 per cent tax rate actually has a lower tax rate, on an 
equalized basis, than the municipality with the 3 per cent tax rate. 

The idea behind the system of equalization grants for education is 
that taxpayers in different parts of the province should pay the same 
rate of tax for the provincially recognized portion of education 
spending. This implies that effective tax rates for recognized spend­
ing should be equal among all boards in the province, both for resi­
dential taxpayers and for commercial and industrial taxpayers. Our 
analysis reveals that effective tax rates are not equal. In the following 
figures and tables we present data in two forms: graphically, sum­
marizing the data for all municipalities; and in tabular form for a 
sample of 40 municipalities of varying sizes and in different regions 
of the province. Although the graphs provide a general picture, the 
tables present more concrete detail for a limited number of represen­
tative municipalities. This pattern is followed in presenting munici­
pal data throughout this report. 

Figure 27.2 reveals substantial variation in effective tax rates on 
residential properties for recognized educational spending in On­
tario. It shows that, despite the expenditure of approximately $5 bil­
lion on a grants program intended to equalize local taxation required 
to fund recognized expenditures, there is in fact a very wide. varia­
tion in effective rates of tax around the provincial average of 0.48 per 
cent of equalized market value assessment.1 

Figure 27.3 shows a similar variation in the effective tax rates on 
non-residential (commercial and industrial property, including the 
business occupancy tax) properties for recognized educational ex­
penditures. Here, the variations around the provincial average of 
0.67 per cent are even greater. 

1 The provincial average is calculated by dividing total residential property taxes for 
recognized expenditures by tota I equalized assessment. This calculation produces an 
average for all municipalities weighted by total equalized assessment in the munici ­
pality. Because the graph gives equal weight to each municipality, regardless of its 
size, the apparent average in figures 27.2 and 27.3 differs from the weighted average. 
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FIGURE 27.2 

Distribution of Residential Effective Rate of Tax for Recognized Expenditures in 
Education by Municipalities, Ontario, 1991 
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FIGURE 27.3 
Distribution of Non-Residential Effective Rate of Tax for Recognized Expenditures in 
Education by Municipalities, Ontario, 1991 
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Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Education administrative data and Ministry of Municipal Affairs, 
Municipal Analysis and Retrieval System (MARS). 
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TA13LE 27.4 
Effective Tax Rates for Recognized Education Expenditures 
Selected Ontario Municipalities, 1991 

Municipality Residential 
Cities (%) 

Barrie 0.41 

Burlington 0.41 

Cambridge 0.42 

Chatham 0.59 

Cornwall 0.48 

Etobicoke 0.35 

Guelph 0.40 

Hamilton 0.37 

Kingston 0.45 

London 0.45 

Mio.siosauga 0.45 

Nepean 0.52 

North Bay 0.43 

North York 0 33 

Oshawa 0 36 

Ottawa 0.54 

Owen Sound 0.35 

Peterborough 0.40 

Sault Ste Marie 0.51 

Scarborough 0.34 

Sudbury 0.60 

Thunder Bay 0.46 

Timmins 0.48 

Toronto 0.29 

Windsor 0.52 

Towns 
Halton Hills 0.38 

Markham 0.38 

Milton 0.40 

New Liskeard 0.49 

Oakville 0.37 

Orangeville 0.19 

Pickering 0.10 

Picton 0.43 

Townships 
Augusta 0.41 

Horton 0.43 

McKellar 0.37 

Mersea 0.67 

Montague 0.49 

Nakina n/a 
Stephen 0.56 

Provincial average 0 48 

Non-residential 

0.61 

0.55 

0.60 

l.03 

l.05 

0.76 

0.74 

0.76 

0.65 

0.60 

0.52 

0.64 

0.85 

0.76 

0.79 

0.60 

0.9J 

0.78 

0.81 

0.79 

0.76 

0.98 

0.90 

0.71 

0.84 

0.58 

0.50 

0.61 

1 .28 

0.53 

0.27 

0.60 

0.57 

1.50 

0.62 

0.87 

0.92 

0.91 

n/a 
0.60 

0.67 

Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Education administrative data and Ministry of Municipal Affairs, Munici­
pal Analysis and Retrieval System (MARS). 

Note: Effective tax rates for commercial and industrial property take into 
account business occupany tax and business assessment. 
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In the 40-municipality sample (table 27.4), effective tax rates on 
residential property for recognized expenditures in 1 991 ranged 
from a low of 0.19 per cent in Orangeville to 0.67 per cent in Mersea 
Township. On non-residential property, effective tax rates for recog­
nized expenditures ranged from 0.27 per cent in Orangeville to 1 .50 
per cent in Augusta Township. 

The current system of equalization grants fails to equalize tax rates 
among taxpayers in similar situations because it is based on a 
weighted sum of residential assessment and commercial and indus­
trial assessment. If residential assessment and commercial and in­
dustrial assessment were distributed across the province in the same 
way and if the relationships between effective tax rates on commer­
cial and industrial property were the same in every jurisdiction, the 
weighted average approach to equalization would work. Unfortu­
nately, neither of these conditions is met. 

Ignoring the figures for township muncipalities, for which the res­
idential category includes farm properties and recreational property 
used by non-residents, education property taxes for recognized 
spending in 1991 ranged from $7.23 per $1000 of household income 
in New Liskeard to $16 . 19  per $1000 of household income in 
Markham. 

No system of equalization based on property assessment can be 
expected to produce a fair distribution of either the costs or the bene­
fits of public education in Ontario. The fundamental flaw in the use 
of assessment in the distribution of education costs among local ar­
eas is that assessment is not a good indicator of the collective ability 
to pay taxes. As a result, as a percentage of household income, resi­
dential property taxes for recognized education spending vary sig­
nificantly across the province. They would continue to vary even if 
differences in tax rates on equalized assessment were eliminated. 

Figure 27.4 shows the variation in residential property taxes used 
to support recognized education spending at the board level relative 
to household income. 
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TABLE 27.5 
Residential Property Taxes for Recognized Expenditures in Education 
per $1 000 of Household Income, Selected Ontario Municipalities, 1991 

Municipality Tax ($) Municipality Tax ($) 

Cities Thunder Bay 8.02 
Barrie 13.09 Timmins 8.72 
Burlington 12.48 Toronto 14.44 
Cambridge 10.46 Windsor 10.91 
Chatham 8.80 Towns 
Cornwall 9.19 Halton Hills 12.69 
Etobicoke 14.25 Markham 16.19 
Guelph 11.11 Milton 13.21 
Hamilton 10.32 New Liskeard 7.23 
Kingston 11 .63 Oakville 12.51 
London 10.66 Orangeville 11 .58 
Mississauga 15.61 Pickering 13.23 
Nepean 1 1 .05 Picton 8.92 
North Bay 9.20 Townships a 

North York 14.27 Augusta 8.46 
Oshawa 10.33 Horton 10.95 
Ottawa 12.43 McKellar 35.27 
Owen Sound 9.15 Mersea 21.28 
Peterborough 10.94 Montague 9.62 
Sault Sle Marie 10.50 Nakina n/a 
Scarborough 12.98 Stephen 18.39 
Sudbury 9.53 

Source: Ontario, Ministry of Education administrative data; Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS); 
Statistics Canada, 1991 Census of Canada, 2B Profile for Census Divisions 
and Census Sub-divisions. 

a. Figures for township municipalities are distorted by the fact that taxes on 
agricultural and recreational property are reported as residential taxes, 
thus affecting the figures for property taxes relative to income. 

The residential tax burden associated with recognized education 
spending - in theory related to comparable education services across 
the province - varies widely at the local level. Although many On­
tario households are located in municipalities in which the average 
tax burden is close to the provincial average of 1 . 15  per cent of 
household income, many others are located in municipalities in 
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flGURE 27.4 
Distribution of Residential Property Taxes for Recognized Expenditures in Education 
per $1000 of Household Income, Ontario, 1991 
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Sources: Ontario, Ministry of Education, administrative data; Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS); 
Statistics Canada, 1991 Census of Canada, 2B Profile for Census Divisions 
and Census Sub-divisions. 

which the impact on household income is substantially above or 
below this average. 

The inadequacy of the current system of equalization grants is ex­
acerbated by its restriction to recognized expenditures. Recognized 
expenditures have declined as a share of total expenditures since the 
early 1970s. As recognized expenditures decline as a percentage of 
total expenditures, a larger share of the burden of funding education 
expenditures has shifted to local taxpayers. 

Given the narrow definition of recognized expenditures, the cur­
rent system of equalized grants is not equipped to produce a fair dis­
tribution of spending on pupils across the province. Recognized 
spending in 1 993 is, on average, only about 74 per cent of total 
spending on education at the board level in Ontario. Because local 
boards are totally dependent on their local assessment base to make 
up any difference between recognized and actual spending, boards 
with limited local resources have to choose between imposing higher 
than average taxes to maintain spending levels and reducing pro­
gram spending to keep taxes in line. Because the overall level of 
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funding recognized for provincial support is inadequate, local school 
boards are forced by the funding system to make a trade-off between 
pupil and taxpayer equity; this trade-off is perceived as unfair by the 
public. 

Social Services Funding 

Property taxes are also used to fund social services provided through 
municipal governments. Although there is concern about the fairness 
of funding these programs from property taxes, the magnitude of the 
problem is not nearly as great as it is for education. In 1991,  expendi­
tures on health and social services accounted for 28 per cent of total 
municipal operating expenditures. Their funding, however, was 
heavily subsidized by provincial grants. Only 4.9 per cent of total 
property taxes across the province were used for these services. 

Social assistance (general welfare) expenditures are divided be­
tween the provincial and municipal governments . The cost of pro­
viding the local share of social assistance varies among municipali­
ties, depending on local employment and other factors that affect the 
welfare case-load. The tax resources available to fund the local share 
of program costs also vary from municipality to municipality. 

Social assistance programs are normally administered by county, 
regional, district, or metropolitan governments, known as upper-tier 
municipalities. In some parts of Ontario, however, social assistance is 
the responsibility of the lower-tier or local municipalities (cities, 
towns, villages, townships, and boroughs) that make up the county 
area. In addition, in cities and towns that are not part of the county 
government system (known as separated cities and towns), social 
assistance programs are delivered by the separated city or town. 

This variation creates a problem in tax fairness. Despite the fact 
that social assistance is a provincial program and is intended to be 
broadly comparable across the province, the burden of residential 
property taxes for social assistance benefits varies widely across On­
tario. Table 27.6 shows that residential taxes to support social assis­
tance benefits in 1991 vary in a sample of 40 municipalities from 
$0.31 per $1000 in household income in New Liskeard to $3.82 per 
$1000 of household income in Orangeville. 

Similar concerns arise in varying degrees from an analysis of other 
social service and health programs provided by municipalities where 
costs are shared with the provincial government. 
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TABLE 27.6 
Residential Property Taxes for Social Assistance Benefits per $1000 of Household 
Income, Selected Ontario Municipalities, 1991 

Municipality Tax ($) Municipality Tax ($) 

Cities Thunder Bay 0.86 
Barrie 1 .09 Timmins 1 .26 
Burlington 0.42 Toronto 1 .22 

Cambridge 0.94 Windsor 1 .62 
Chatham 1.30 Towns 

Cornwall 1.58 Halton Hills 0.47 

Etobicoke 1 .60 Markham 0.53 
Guelph 1 .03 Milton 0.39 
Hamilton 1 .45 New Liskeard 0.31 
Kingston 2.04 Oakville 0.42 
London 1.73 Orangeville 3.82 
Mississauga 0.69 Pickering 1 .68 
Nepean 1 .80 Picton 0.35 
North Bay 1.08 Townships · 

North York 1 .75 Augusta 0.33 
Oshawa 1.01 Horton 0.84 
Ottawa 2.13 McKellar 1 .23 
Owen Sound 0.33 Mersea 1 .66 

Peterborough 1 .86 Montague 0.67 
Sault Ste Marie 1 .98 Nakina 1 .53 

Scarborough 1.66 Stephen 0.53 
Sudbury 1 .64 

Source: Fair Tax Commission calculation based on Ministry of Municipal 
Affairs, Municipal Analysis and Retrieval System (MARS), and Statistics 
Canada, 1991 Census of Canada, 2B Profile for Census Divisions and 
Census Sub-divisions. 

a. Figures for township municipalities are distorted by the fact that taxes on 
agricultural and recreational property are reported as residential taxes, 
thus distorting the figures for property taxes relative to income. 
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TABLE 27.7 
Assessment as a Percentage of Market Value, Selected Ontario Municipalities, 1991 

Single family 
residential Multi-residential 

Municipality 0-2 units) (7+ units) Commercial Industrial 
----�--�--------------------------------------

% 
Cities 
Barrie 42 44 59 59 
Burlington 4 9 4 6 
Cambridge 4 1 1  6 6 
Chatham 5 8 9 11 
Cornwall 5 8 8 1 1  
Etobicoke 2 8 4 7 
Guelph 9 21 13 20 
Hamilton 3 8 6 8 
Kingston 4 6 5 6 
London 4 9 5 8 
Mississauga 13 22 13 17 
Nepean 2 4 2 3 
NorthBay 3 9 6 1 1  
North York 2 8 5 4 
Oshawa 5 10 6 15  
Ottawa 4 9 5 n/a 
Owen Sound ' 8 19 18 26 
Peterborough 4 5 6 9 
Sault Ste Marie 9 14 12 15 
Scarborough 2 8 5 5 
Sudbury 13 26 18 20 
Thunder Bay 4 10  6 8 
Timmins 5 10 9 10 
Toronto 1 6 5 5 
Windsor 9 17  11 18 

(Table 27.7 is continued on the following page) 

Assessment and Market Value 

Nearly 25 years after the province took over the property assessment 
function from muniCipalities, the system is still disorganized. Few 
people actually understand how their assessments and taxes are cal­
culated. Because of inconsistencies in assessment systems among 
municipalities, it is almost impossible for people to compare the rates 
at which they are taxed. 
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Table 27.7 concluded 

Single family 
residential Multi-residential 

Municipality <1-2 units) (7+ units) Commercial Industrial 

% 

Towns 
Halton Hills 3 5 3 5 
Markham 10 18 11 12 
Milton 2 7 3 4 
New Liskeard 4 6 1 0  10 
Oakville 3 7 3 5 
Orangeville 2 5 2 4 
Pickering 11 19  16  15  
Picton 46 61 65 76 

Townships 
Augusta 3 n/a 5 1 2  
Horton 3 n/a 4 n/a 
McKellar 41 n/a 88 91 
Mersea 3 4 3 5 
Montague 2 n/a 5 5 
Nakina 1 0  8 7 7 
Stephen 50 53 62 71 

Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS). 

According to the Assessment Act, all real property must be as­
sessed at its market value. In most municipalities, however, prop­
erty is assessed at a percentage of market value. This percentage 
varies from municipality to municipality, depending on the base 
year used when the municipality was reassessed. 

Within each single municipality, this percentage also varies for 
different property classes. In one municipality, a house may be as­
sessed at 5 per cent of its market value while an apartment building 
is assessed at 8 or 9 per cent. In a neighbouring municipality, the 
houses and apartment buildings may be assessed, respectively, at 3 
and 7 per cent of their estimated market values and these values may 
be based on another year. 

The extent of these variations between municipalities and between 
classes of property in the same municipality is illustrated in table 
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27.7, which looks at assessment as a percentage of market value in 
selected municipalities. 

Although the assessment and taxation system takes the differences 
in base years into account when the tax rate is set, property owners 
paying taxes to the same school board and region or county will find · 
it difficult to compare the basis on which they pay those taxes. For 
example, a house in community A may be assessed at $5000 because 
the municipality has not been reassessed for many years. A similar 
house in neighbouring community B might be assessed at $25,000 
because B was recently reassessed using values from a more recent 
base year. The assessments cannot be compared without knowing 
how assessment/market value percentages compare for a common 
base year. And even this comparison doesn't tell the whole story 
when it comes to comparing tax burdens. The amount of tax paid 
will depend not only on the assessment on the individual property, 
but also on the assessment of other classes of property in the two 
municipalities. For example, in two economically similar communi­
ties, non-residential property might be assessed at different percent­
ages of value. Residential taxes will be lower in municipalities where 
non-residential property is relatively overassessed, and higher in 
municipalities where non-residential property is relatively under­
assessed. 

As a result, similar properties may be assessed and taxed very 
differently in different parts of the province. For example, 
automobile plants in Oakville, Brampton, and Oshawa bear different 
tax burdens even though each is a similar plant with essentially the 
same access to local services, making the same type of product for 
the same market. In Oshawa, where the General Motors assembly 
plants are located, industrial properties are assessed for local tax 
purposes at 15.3 per cent of their value and pay an effective rate of 
tax (including business occupancy tax) of 1 .95 per cent. In Brampton, 
where the Chrysler plant is located, industrial assessment is at 1 6.2 
per cent of value. The effective rate of tax is 0 .65 per cent. In 
Oakville, where one of Ford's plants is located, industrial property is 
assessed at 5.3 per cent of value. The effective tax rate is 0.81 per 
cent. 

Assessment differences also lie at the root of issues in local gov­
ernment finance that initially appear unrelated to assessment. For 
example, residential property taxes for education are extremely high 
in Peel and York regions compared with residential taxes for educa-
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tion in Metropolitan Toronto. While at first glance it would appear 
that the difference can be explained by differences in the size of the 
commercial and industrial assessment base between Metropolitan 
Toronto and the surrounding area, it turns out that differences in as­
sessment contribute significantly to the problem. In Peel and York, 
commercial property is taxed at about the same rate as single family 
residential property on an equalized assessment base. On the same 
adjusted basis in Metropolitan Toronto, commercial and industrial 
property is taxed at roughly twice the rate of residential property. 
Depending on one's perspective, either commercial and industrial 
taxpayers in Metropolitan Toronto are subsidizing single family 
residential taxpayers, or single family residential taxpayers in Peel 
and York are subsidizing commercial and industrial taxpayers. In 
fact, compared with the provincial average relationship between sin­
gle family residential and commercial properties, each of these per­
spectives is about half right. 

The end result of this mixture of assessment systems and base · 
years is a system that preserves virtually as many different local 
taxation policies as there are municipalities. These different policies 
exist behind the facade of a relationship that links tax rates on differ­
ent classes of property. The Municipal Act, the Education Act, and 
the Ontario Unconditional Grants Act require that the rate of tax on 
residential property be 85 per cent of the rate of tax on non­
residential (commercial and industrial) property. Implicit in this 
requirement is an expectation that all residential property will be 
taxed at the same rate and that all commercial and industrial 
property will likewise be taxed at the same rate. In practice, neither 
the relationship between residential and non-residential taxation nor 
the relationships among tax rates within each sector comes close to 
matching the standards set in legislation. 

The report cif the Property Tax Working Group (1 992, 33-40) re­
vealed a wide variation across municipalities in these relationships 
among effective tax rates. The data for a sample of 40 municipalities 
presented in table 27.8 make the same point. Relationships among 
effective tax rates on different classes of property are extremely 
diverse across municipalities for both residential and non-residential 
properties. 

For residential properties, these differences occur both within the 
single family residential sector and between the residential single 
family and multiple unit sectors. Effective tax rates on single family 
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residential properties ranged from 27 to 131 per cent of the commer­
cial rates in the sample considered. The provincial average effective 
tax rate of residential property relative to commercial property in 
1991 was 49 per cent. By contrast, multi-residential (more than seven 
units) properties are taxed in a range of 49 per cent to 224 per cent of 
commercial rates. The provincial average in 1991 was 138 per cent. 

Industrial properties show similar inequities. The effective tax rate 
for industrial properties should be the same as for commercial prop­
erties. In practice, though, the study showed it ranges from 84 per 
cent to 253 per cent, with the majority of municipalities taxing indus­
try at well over 100 per cent of the commercial rate. The provincial 
average was 1 12  per cent. 

Figures 27.5, 27.6, and 27.7 illustrate how effective tax rates on res­
idential, multi-residential, and industrial property, respectively, vary 
relative to commercial property. For each type of property, the dis­
tribution of effective tax rates relative to the effective tax rate on 
commercial property is compared with the legally mandated rela­
tionship. 

From a tax policy standpoint, the situation presented by this 
chaotic system is virtually impenetrable for the average taxpayer and 
is the source of much anger and frustration. The apparent tax policy 
- residential tax rates at 85 per cent of commercial and industrial tax 
rates - exists only as words on the pages of the Education Act, the 
Municipal Act, and the Ontario Unconditional Grants Act. The actual 
tax rate relationships are buried in Significant differences in assess­
ment practices that have never been acknowledged directly in any 
previous efforts at property tax reform. Local tax policy is deter­
mined by the Ministry of Finance, which decides what classes of 
property will be recognized as separate classes in class-by-class re­
assessments. By deciding what classes will be recognized, the min­
istry effectively decides which historical differences in tax policies 
will be preserved and which will be eliminated. 

Although many of these issues are related to the fact that assess­
ment systems are not consistent among municipalities, the basic 
problem goes beyond these differences. The system of market value 
assessment contains significant flaws that distort the assessment 
results it produces. 



Issues in Property Tax and Local Government Finance 

TABLE 27.8 
Effective Tax Rate in Class as a Percentage of Commercial Tax Rate 
Selected Ontario Municipalities, 1991 

Single family 
residential Multi-residential 

Municipality 0-2 units) (7+ units) Industrial 
Cities 

Barrie 60 63 100 
Burlington 83 202 163 
Cambridge 58 146 100 
Chatham 48 77 118 
Cornwall 47 87 135 
Etobicoke 42 162 168 
Guelph 5(, 135 153 
Hamilton 44 104 124 
Kingston 68 121 131 
London 71 151 157 
Mississauga 85 142 126 
Nepean 80 161 140 
North Bay 49 134 182 
North York 32 125 84 
Oshawa 65 138 238 
Ottawa 72 153 n/a 
Owen Sound 39 89 141 
Peterborough 54 77 154 
Sault Ste Marie 65 99 126 
Scarborough 35 122 93 
Sudbury 61 121 112 
Thunder Bay 46 127 123 
Timmins 52 97 114 
Toronto 27 115 105 
Windsor 66 124 157 

Towns 
Halton Hills 70 137 164 
Markham 85 157 105 
Milton 58 166 121 
New Liskeard 36 49 96 
Oakville 84 187 165 
Orangeville 83. 224 183 
Pickering 60 104 97 
Picton 61 80 118 

Townships 
Augusta 60 nla 253 
Horton 56 nla n/a 
McKellar 40 nla 103 
Mersea 75 110 167 
Montague 43 nla 111 
Nakina 131 97 102 
Stephen 67 71 114 

Source: Fair Tax Commission calculation based on Ministry of Municipal 
Affairs, Municipal Analysis and Retrieval System (MARS). 

619 
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FIGURE 27.5 
Distribution of Effective Tax Rates, Residential (1-6 Units) Compared with 
Commercial, Ontario, 1991 
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FIGURE 27.7 
Distribution of Effective Tax Rates, Industrial Class Compared with Commercial, 
Ontario, 1991 
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Properties in different classes have their market values calculated 
by different methods. There are three commonly used methods to 
determine the market value of property: the cost approach, the direct 
comparison approach, and the income approach. Each of these ap­
proaches measures something different. 

• The cost approach involves estimating the value of the land as if it 
were vacant and then adding the cost of replacing any buildings 
on it, less an allowance for depreciation based on the age and 
condition of the building. This is the approach used to value most 
large industrial properties and soine large commercial properties. 
Values are based on replacement cost without reference to 
whether replacement would be economically viable under current 
market conditions. 

• The direct comparison approach estimates market value by com­
paring one property with similar properties that have recently 
sold. Adjustments are made for differences in the properties. This 
approach is used for single family residential properties and for 
some smaller commercial properties. Values arrived at using this 
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method will include whatever speculative value market transac­
tions reflect in prices. 

• The income approach values properties by the net rental income 
they can generate. Large commercial properties and multi­
residential properties are valued by this method. The income ap­
proach attempts to measure the value of the income stream on a 
property. It reflects what a tenant in the property would pay to 
use the property as is, thus ignoring most speculative elements of 
value. It is normally based on such factors as how much money a 
tenant pays to use the property, what the average rate of return on 
investment is for properties of a similar type, and how much a 
buyer might be willing to pay for an income stream based on cur­
rent rents. 

Each of these methods takes into account elements from the other 
two methods, but the weight assigned to them is largely a matter for 
the personal judgment and experience of the assessor, as well as the 
circumstances under which the valuation is being prepared. Has 
there been an appeal on the property? Is there a general reassessment 
of the municipality taking place? Has there been some change to the 
property? Has the neighbouring property been appealed? Was there 
a court decision on that property which changed its value? Each of 
these circumstances can produce a different valuation and assess­
ment on any given property, making it difficult for affected taxpay­
ers to understand the basis for assessment. 

Each of the three methods of estimating market value is a valid, 
recognized approach to property appraisal. But each measures 
something different and can result in varying estimates of value. To 
value different classes of property with such different methods, col­
lect all the results into one system, and call it market value is mis­
leading and inaccurate. 

The use of different methods for different types of property intro­
duces an element of randomness into the assessment results. Houses 
are assessed based on sales of similar properties in the immediate 
neighbourhood. Farm properties are assessed based on sales! but 
only on farmer to farmer sales (that is, based only on farms sold to 
buyers intending to farm the land, not to speculate with it, develop 
it, or put trailer parks on it). Large commercial and multi-residential 
buildings are assessed on the income they currently produce. By con­
trast, most smaller commercial properties are assessed on the basis of 
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sales data that reflect development potential. Industrial properties 
are generally valued either on an estimated rental value or on a cal­
culation of how much it would cost to replace the building on a simi­
lar piece of property. Anchor tenants in large retail malls are also of­
ten assessed on a cost basis. Retailers and other business people with 
commercial properties told us time and time again that the inequities 
inherent in the current system were a constant source of perplexity 
and frustration. 

In addition to these theoretical concerns, the current approach to 
assessment raises a number of practical questions. The Ontario gov­
ernment has been responsible for property assessment since 1970. 
Since that time the resources allocated to assessment have decreased 
as a proportion of total provincial expenditures and the assessment 
bases in many municipalities have not been kept up to date. For ex­
ample, new buildings, renovations, and changes in occupancy and in 
the use of a property are not always promptly reflected in the as­
sessment roll. Municipalities lose millions of dollars in tax revenues 
because of the delays in assessing these properties. Commercial as­
sessments are being challenged regularly and reduced by appeal tri­
bunals because they are not up to date, or were not calculated accu­
rately or defended effectively before the tribunal by the assessor. (It 
is the statutory responsibility of the regional assessment commis­
sioner to defend the assessment base.) These successful appeals also 
cost municipalities and, indirectly, other taxpayers millions of dollars 
in lost tax revenue. 

The Ministry of Finance has responded to reduced funding and 
staff levels by streamlining the assessment process. For residential 
properties, it relies increasingly on mass appraisal techniques and 
self-assessment by property owners. Mass appraisal involves the 
valuation of similar properties, such as houses in subdivisions or in 
blocks of similar houses, without individual inspections. While this 
method is more efficient, it does not take into account upgrades in 
the finish of the house or extras added after the house was com­
pleted. Although overall this streamlining may not cost the munici­
palities much in lost tax revenue, it does irritate taxpayers to dis­
cover that houses that command significantly higher market values 
than their own have been assigned the same assessment. After all, 
the assessment system is supposed to be based on market value. 

The ministry has also attempted to reduce costs through a pro­
gram of self-assessment, a relatively new activity. A form is gener-
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ated from the Assessment Division's database that lists typical house 
characteristics. This form is sent to the property owner, who is asked 
to confirm the information or update it. People are warned that the 
forms will be audited and that there are penalties for being untruth­
ful. Because experience in other tax programs shows that taxpayers 
on the whole comply voluntarily with such requests, the assumption 
is made that the forms will be returned with the correct information. 

Information about the characteristics of the property is compared 
with information about similar properties nearby that have recently 
sold, and an estimated market value is established for each property. 
In areas that have not been reassessed in many years, such as the 
City of Toronto, these estimated market values are weighted to gen­
erate an assessment that would reflect the property's estimated value 
in the municipality's base year (in Torontds case, 1940). There is a 
wide margin for personal interpretation or error in these retrospec­
tive calculations. Further, when the assessments of older houses in 
places such as Toronto are appealed, the market value of neighbour­
ing similar properties is weighted, reduced -to a square-foot rate, and 
applied to the area of the property under appeal. Although this ap­
proach is actually quite sensible and efficient, it is not recognized of­
ficially by the ministry as standard assessment practice and does not 
appear in any description to taxpayers of the process by which their 
share of local taxes is determined. 

The current system of measuring values in different ways is inde­
fensible. A similar situation with respect to any other tax would not 
be tolerated. Imagine an income tax system in which income from 
employment is measured in Japanese yen, dividend income in US 
dollars, interest income in Canadian dollars, and income from self­
employment in German marks. Tax is determined by adding up all 
these numbers and applying a single tax rate. And neighbouring 
provinces use different currencies to measure . the same things. To­
tally irrational. But for income from employment, dividend income, 
interest income, and income from self-employment read single resi­
dences, multiple residences, commercial property, and industrial 
property. For yen, US dollars, Canadian dollars, and German marks 
read seemingly random percentages of value. For provinces read 
municipalities. And you've got the property tax system. 
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Comprehension of the Property Tax System 

The assessment system in this province is inconsistent and virtually 
incomprehensible to all but assessment officials and professional tax 
agents. In our public hearings, we heard repeatedly from frustrated, 
angry, and dissatisfied taxpayers who received assessment notices 
they didn't understand; who were given explanations of figures that 
didn't make any sense; who participated in an appeal process in 
which the points at issue were never dear, and the real issues never 
discussed; and who, in the end, felt that the process itself was biased 
against them. 

From the taxpayer's perspective, the local government finance 
system is nothing short bf impenetrable. The role of assessment in 
relation to tax is mysterious. In most areas, three distinct levels of 
government - lower-tier municipal, upper-tier municipal, and school 
boards - determine portions of the tax rate. Local politicians regu­
larly blame the provincial government and each other for tax in­
creases. The provincial government regularly accuses local politi­
cians of fiscal irresponsibility. The assessment process generates 
numbers that are difficult to rationalize or relate to everyday experi­
ence. Local government finance is characterized by archaic language 
- mill rate instead of tax rate, for example. 

The Assessment Act itself is difficult to understand - it relates to 
the world of the 1890s, not that of the 1990s .  The act has been 
amended in a patchwork manner over the last 90 years to solve indi­
vidual and unique assessment and taxation issues. While it has been 
reviewed by a number of commissions, some recommending com­
prehensive change, the act has never been the subject of a thorough 
legislative overhaul. In many respects it has not changed since it was 
rewritten in 1904. As a result, the Assessment Act is difficult to apply 
in today's society. The appeal process is also an anachronism. The 
Assessment Review Board evolved from the Court of Revision, the 
earliest mechanism for assessment appeal. The main responsibility of 
the Court of Revision was to resolve assessment complaints. There 
was no requirement that persons who sat on the Court of Revision be 
knowledgeable concerning property valuation, although they were 
presumed to have been selected for their common-sense approach to 
the issues. 

The Assessment Review Board was set up in 1970 with the same 
responsibilities and characteristics as the Court of Revision. The On-
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tario Municipal Board considers appeals from Assessment Review 
Board decisions and is the final decision-making body on questions 
of fact. Questions of law are resolved by the courts. Since the As­
sessment Review Board is not a court of record, appeals from its de­
cisions on assessment complaints to the Ontario Municipal Board re­
sult in a rehearing of the entire matter. In many complex cases, the 
parties to a complaint simply ask the Assessment Review Board to 
confirm the original assessment in order to speed up progress to� 
wards final determination by the Ontario Municipal Board. 

The issues addressed by assessment complaints can range from 
changes in a taxpayer's designation of school support to complex 
valuation problems involving tens of millions of dollars in assess­
ment and millions of dollars in property taxes. As a first-level com­
plaints body, the Assessment Review Board must strike a delicate 
balance between the need for a technical capacity to deal with com­
plex issues and the need to maintain an atmosphere in which non­
expert complainants can present their cases fairly and effectively. 
The current system does not reflect an appropriate balance. 

Taxpayers perceive the Assessment Review Board as lacking im­
portant knowledge and understanding of the system and as being 
unable to resolve crucial issues. Often Ministry of Finance officials 
are the only people present at hearings with an understanding of the 
system. Appellants are left with the impression that adjudicators de­
fer to the expertise of the officials, making the process inefficient and 
undermining its credibility with taxpayer participants. 

It would be tempting to attribute taxpayer concerns with the as­
sessment system to lack of communication, to process defects, and to 
the fact that the system has not been reformed. It is certainly true that 
the local government finance system is complex and not well under­
stood by the public; that the legislation that governs the process is 
archaic in its language and obscure in its meaning; that the appeals 
process leaves a lot to be desired; that the failure of successive gov­
ernments to reform the system has layered compleXity on top of 
complexity. But it would be misleading to suggest that the problems 
experienced by taxpayers with the assessment system can be re­
solved by redrafting the Assessment Act, making the assessment ap­
peal process more professional, writing better pamphlets explaining 
the role of assessment in the local government finance system, and 
getting on with the job of implementing market value assessment. 
The root of the problem is in the goal of the assessment system itself. 
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While it sounds simple, measurement of the market value of an indi­
vidual property is a complex process that is subject to the individual 
judgment of the property assessor. Measuring the market value of 
every property in a municipality on a consistent basis is a very tall 
order indeed. Much of the complexity in the assessment system is in­
evitable, given the decision Ontario has made to base local property 
taxation on a concept as difficult and elusive as market value. Much 
of the complexity in the broader system of local government finance 
is driven by the need to adapt other aspects of the system to the 
market value assessment base. 

The Dysfunctional Provincial-Local Financial Relationship
' 

Municipalities in Ontario exist constitutionally as "creatures of the 
province." This means that the roles, powers, responsibilities, and 
structure of municipal government are determined by the provincial 
government. In practice, a quasi-constitutional relationship has 
evolved which effectively recognizes local government as a third or­
der of government and provides for a significant degree of stability 
in the provincial-municipal relationship and in the roles played by 
local governments. 

That re�ationship is complicated, however, by three key charac­
teristics. 

• First, the programs and fiscal responsibilities of the provincial and 
local levels of government are intertwined and overlap in virtually 
every area of local government activity. This entangled relation­
ship has been widely criticized for creating duplication and blur-
ring lines of political accountability. 

' 

• Second, despite their access to local revenue sources, local gov­
ernments are fiscally dependent on the provincial government. 
Municipalities received 30 per cent of their funding from the 
provincial government in 1991 .  The extent of provincial funding 
for locally delivered programs means that municipal governments 
are vulnerable to the effects of provincial policies. Changes in 
provincial spending priorities can have a direct impact on the pol­
icy choices open to municipal governments. General provincial 
fiscal policies have an equally direct impact on the capacity of 
municipal governments to plan and deliver services. Increases in 
provincial grants such as those of the early 1970s significantly ex-
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panded the ability of municipalities to deliver services locally. 
Cutbacks, through the process described by municipal govern­
ments as "downloading," have the opposite effect. 

• Third, although municipal governments have been able in recent 
years to broaden their revenue bases, they are still almost totally 
dependent on three related taxes - the residential property tax, the 
commercial and industrial property tax, and the business occu­
pancy tax - as their sources of general revenue. 

The importance of provincial grants in municipal finance, com­
bined with the dependency of municipal governments on property 
taxes, creates an invisible but direct relationship between provincial 
fiscal policies and the levels of these taxes. When provincial grants 
go down, there is upward pressure on property taxes. If property 
taxes were relatively minor taxes in the overall provincial/municipal 
fiscal system, this relationship might be of little interest from the per­
spective of taxation policy. However, property taxes are anything 
but minor taxes. Property-based business taxes (the commercial and 
industrial property tax and the business occupancy tax) are by far the 
largest single source of revenue from business under Ontario's juris­
diction. The residential property tax is the second-largest tax borne 
by individuals in the province. As a result, policies that influence the 
level and distribution of these local taxes are important elements of 
provincial tax policy. 

During the past 30 years, the services provided to the public by 
both the provincial and local levels of government expanded rapidly 
to meet the changing needs and expectations of Ontario residents. 
Today, services such as policing, social services, transit, and waste 
management are essential to the quality of life in the province. How­
ever, services at the local level are delivered within a complex web of 
interrelated and overlapping responsibilities shared by the provin­
cial and municipal governments. For example, municipalities now 
deal with 15 different provincial ministries to secure funding to sup­
port their responsibilities for program delivery. More than 100 dif­
ferent conditional grants programs exert a significant influence on 
municipal spending priorities. 

Over the years, various study groups have looked into the 
provinCial-local financial relationship and have focused primarily on 
concerns related to accountability and efficiency. The most recent of 
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TABLE 27.9 
Distribution of Lower-Tier Municipalities by Size, Ontario, 1991 

Population Number of municipalities 

1000 and under 

1001-2500 

2501-5000 

5001-10,000 

10,001-25,000 

25,001-100,000 

100,001-250,000 

Over 250,000 

208 

247 

145 

85 

59 

39 

9 

8 

Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS). 

these groups, the Advisory Committee to the Minister of Municipal 
Affairs on the PrOVincial-Municipal Financial Relationship (Hopcroft 
Committee), recommended that steps be taken to "disentangle" the 
provincial-municipaJ relationship (Hopcroft Committee 1991). 

Participants in our public hearings highlighted the problems of 
duplication and waste that result when responsibilities are not 
clearly defined and activities overlap. Both school board and munici­
pal leaders complained bitterly about cutbacks in provincial cost 
sharing that effectively downloaded the responsibility for funding 
important services onto local government and therefore onto prop­
erty tax payers. From members of the general public, however, local 
government itself came in for its share of criticism. The overlapping 
responsibilities of the two levels of municipal government were often 
cited as examples of waste and duplication that contribute to high 
property tax levels. There is also widespread frustration with an ed­
ucation system whose governance structure is complicated by two, 

. three, or even four elected school boards operating in parallel in the 
same geographical area. 



630 financing Local Government in Ontario 

TABLE 27.10 
Distribution of School Boards by Total Enrolment, Ontario, 1990 

Number of students enrolled N urn ber of boards 

0-999 15 

1000-1999 9 

2000-2999 1 1  

3000-3999 10 

4000-4999 4 

5000-9999 23 

10,000-14,999 17 

15,000-19,999 15 

20,000--24,999 5 

25,000-49,999 9 

50,000-74,999 2 

75,000-99,999 2 

100,000-149,999 ° 
150,000�199,999 ° 
200,000-250,000 

Source: Ontario, Ministry of Education administrative data. 

One of the major problems with the various reform exercises that 
have attempted to address these funding and jurisdictional problems 
is that they have been based on the assumption that there is a 
"typical" local government around which proposals for reform can 
be built. Nothing could be further from the truth. At the end of 1991, 
832 municipal governments in Ontario served a population of 10 
million people. These municipalities vary significantly in population, 
responsibilities, administrative resources, and ability to raise 
revenue. 

Ontario's municipal sector is characterized by many very small, 
sparsely populated municipalities and a few very large municipali­
ties, with more than half the population concentrated in the area sur­
rounding Metro Toronto. Table 27.9 shows how municipalities in 
Ontario are distributed by size. Almost 75 per cent of all lower-tier 
municipalities in Ontario have a population of fewer than 5000 peo­
ple, and only 2 per cent have populations of more than 100,000. 
From another perspective, 15 per cent of all lower-tier municipalities 
contain 80 per cent of Ontario households (Hopcroft Committee 
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1991, 8). These large variations mean that no single answer will nor­
mally be adequate to deal with the problems faced by differing mu­
nicipalities. Different solutions must be developed for the different 
categories of municipalities. 

Similar issues arise with respect to school boards. Ontario's public 
elementary and secondary education system provides instruction to 
approximately 1 .8 million students, operates nearly 5000 schools, 
and employs approximately 120,000 teachers. As table 27.10 shows, a 
substantial proportion of boards serve relatively small student popu­
lations. Thirty-five of the 123 larger boards represented have enrol­
ments of 3000 or less. 

Infrastructure Funding 

Paying for the infrastructure needed to support urban growth has 
been a major issue in recent years. The Federation of Canadian Mu­
nicipalities has drawn attention to the deterioration of the physical 
infrastructure of urban areas in Canada as federal funds have been 
withdrawn and provincial governments have had to deal with in­
creasingly difficult financial circumstances. As federal and provincial 
capital funds dried up, municipalities looked to the development 
process itself as a source of funds for road, water, and other services 
through the imposition of lot levies and the negotiation of agree­
ments with developers as a condition of zoning or subdivision ap­
proval. In 1989 the Development Charges Act fomialized municipal 
authority to levy development charges and, for the first time, estab­
lished the right of school boards to levy their own development 
charges. 

The funding of infrastructure in growing areas through the impo­
sition of special charges, which are passed on to new residents in the 
form of higher prices for housing and for commercial and industrial 
space, has raised both legal and public policy issues. The constitu­
tional validity of the Development Charges Act has been challenged 
in the courts, and the funding of new infrastructure from special 
charges borne by residents has been attacked as bad housing policy 
because of its impact on housing prices. This approach to funding 
also raises issues of tax fairness that were brought to our attention 
during our public consultation process. Questions were raised about 
the fairness of requiring one group of taxpayers to pay a special fee 
for services which, for other taxpayers, are funded from general 
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taxes paid by everyone - including those paying the special levies -
and about the fairness of requiring one generation of taxpayers to 
pay the full cost of infrastructure developments that will be of bene-
fit to future generations. 

. 

Interrelated Problems Demand a Coherent Solution 

A system of local government finance must answer a number of 
basic questions: 

• What services should be provided by local government and 
funded from its local tax base? 

• How should the costs of local government be allocated among 
individual residents of each local jurisdiction? 

• How should the costs of local government be allocated among 
businesses in each local jurisdiction? 

• How should the costs of local government be allocated between 
individual taxpayers and business taxpayers? 

• How should the costs of services provided by upper-tier (county, 
regional, and metropolitan) jurisdictions be allocated among the 
lower-tier (local) municipalities that make up the jurisdiction? 

• How should the provincial government allocate funds to assist in 
the financing of local services among municipalities and school 
boards generally? (Bossons et a1. n.d.) 

With the exception of the first question, which deals with the 
mandate of local governments, the official answer to all these ques­
tions in Ontario since the provincial take-over of assessment in 1970 
has been based on a presumption that all properties in the province 
would be reassessed at full market value with a common base year. 
In this system, taking the pre-existing fiscal responsibilities of local 
government as given, the costs of local government services would 
be allocated among all local taxpayers in proportion to the market 
value of their property. In addition to resolving the basic problem of 
assessment - the measurement of the tax base for local government -
market value reassessment was also intended to form the basis for 
the remainder of the system of local government finance. 

In this scenario, market value assessment would determine the lo­
cal tax mix between residential and commercial! industrial taxpay­
ers. A single rate of tax would be applied to all property assessed at 
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market value, and the mix of tax revenue for each local government 
between residential and commercial/industrial property would be 
determined by the total market value of each type of property. 

Using market value assessment as a measure of the local taxpay­
er's ability to pay and of the capacity of a local municipality to 
shoulder a portion of the upper-tier burden, market value assess­
ments would also determine apportionment of upper-tier costs 
among lower-tier jurisdictions. Jurisdictions with relatively large 
amounts of commercial and industrial assessment would pay rela­
tively more as would jurisdictions with relatively higher-value resi­
dential properties. 

Market value assessment would also be used as an indicator of the 
community's ability to pay in determining how provincial grants to 
support local services would be allocated. Local governments with 
relatively large market value assessment bases would receive less 
provincial support; local governments with relatively small assess­
ment bases would receive more provincial support . .  

Previous Attempts at Assessment Reform 

Following its assumption of responsibility for assessment in 1970, the 
provincial government made a number of attempts to follow 
through on the original purpose for the take-over and to introduce a 
uniform assessment system across the province. In the early 1970s 
the Assessment Act actually specified an effective date for a new as­
sessment system. As details of the potential impact of a uniform sys­
tem of assessment and taxation for all types of property became 
clear, however, significant opposition to the proposed change 
emerged. One of the major problems with the proposal concerned its 
impact on the shares of local taxes raised from residential and non­
residential property, and, within the residential sector, from multiple 
unit property and single family property. Non-residential property 
and multiple unit residential property had traditionally been 
overassessed relative to single family property. 

In proposing a new system incorporating a common assessment 
and tax system for all types of property, the government was effec­
tively proposing a substantial tax shift against single family residen­
tial property and in favour of non-residential property and multiple 
unit residential property. When political opposition to this shift be­
came too strong, the government appointed a commission to review 
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the concerns raised about uniform market value reassessment and to 
recommend a response to the government. The Commission on the 
Reform of Property Taxation in Ontario (Blair Commission) recom­
mended that the provincial government continue with its plans for 
market value reassessment. To offset the province-wide tax shift that 
would otherwise take place, however, Blair proposed that single 
family residential property be reassessed a t a lower percentage of its 
market value than multiple unit residential and non-residential 
property. This would make it possible to maintain the implicit policy 
of assessing single family residential property at lower rates than 
other types of property, but at the same rates across the province. 

The Blair Commission's report led, in turn, to the most compre­
hensive attempt at reform, announced in January 1978 by Treasurer 
Darcy McKeough. The details presented in that announcement are 
interesting for a number of reasons. First, the statement presents a 
catalogue of problems with the assessment system that would apply 
as well today as it did in 1978 . Second, the proposals advanced show 
a determination to produce a single answer t6 all the problems. 
Third, the eventual failure of these proposals illustrates the difficulty 
of finding a workable approach to reform of the system of local 
government finance, if the scope of reform is limited to the 
assessment system. 

The statement catalogued inequities in the distribution of provin­
cial grants, the apportionment of costs of upper-tier municipalities 
and school boards among local municipalities, the distribution of tax 
burdens among different classes of properties, the relative tax 
burdens of similar properties, the tax treatment of government 
properties, and the system for exemption of particular properties 
from local taxation (McKeough 1978, 4) . As a solution to these 
problems, it proposed a uniform province-wide system of 
assessment and taxation based on the market value of real property. 
The statement also suggested that a reformed assessment system 
should be used as the basis for resolving a host of other tax and 
provincial grants policy problems. 

While McKeough's proposals offset the impact of reassessment on 
the distribution of tax burdens among classes or types of property at 
the provincial level, they ignored the variations in assessment sys­
tems and practices in existence at the local level by proposing that 
rates of assessment be uniform across the province. When it became 
clear that the 1978 reforms were unworkable, the provincial govern-
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ment essentially abandoned its goals of a single uniform assessment 
system for all properties and a uniform taxation policy for all local 
governments. As an alternative, it shifted the decision on reassess­
ment to the municipal level, and offered partial reform options that 
preserved existing differences in taxation policy at the local level. 

Class-based reassessments, conducted under section 58 of the As­
sessment Act (formerly section 63), equalize assessments within 
classes of property (such as single-family residential, multi-unit resi­
dential, commercial, and industrial) . In class-based reassessments, all 
properties in a class are reassessed at the same percentage of their es­
timated market value in a specific year. Within the class, some as­
sessments increase; some decrease. But the point of the class-based 
reassessment is that the class as a whole pays the same amount of tax 
after the reassessment as it did before. This approach has been 
favoured by many municipalities because it avoids tax shifts among 
classes, but for that reason it perpetuates inequities in the distribu­
tion of the tax burden particularly between tenants and homeowners 
and between commercial and industrial property owners. 

Although uniform reassessment for all classes of property on the 
same basis across Ontario has vanished as a provincial objective, it is 
still available as a local and upper-tier option. In so-called full market 
value reassessment (section 63 of the act, formerly section 70) each 
property is reassessed at its estimated market value in the chosen 
base year without concern for the protection of class tax burdens. 
Because this system causes tax shifts among classes, especially when 
first implemented, it is usually adopted only by municipalities with a 
limited commerciallindustrial tax base - generally rural and farm 
municipalities with stable property values. 

More recently, ill a number of areas, all municipalities within a 
county or region have been reassessed at the same time and on the 
same basis. Most of these upper-tier-wide reassessments have been 
class-by-class reasssessments under section 58 of the Assessment Act. 
This has been done to try to address differences in assessment be­
tween local municipalities in the same upper-tier jurisdiction. 

In official explanations of the reassessment programs, a great deal 
of emphasis is placed on the number of municipalities that has been 
reassessed since 1970. The numbers sound impressive: 730 mu­
nicipalities, or 87 per cent, reassessed. In fact, however, only 20 per 
cent of municipalities have been reassessed at full market value; 67 
per cent have been reassessed on a class-by-class basis only. And a 
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total of 29 per cent of all municipalities are now operating on as­
sessment bases that are at least 15 years old. 

When population is factored into the summary, the rural bias in 
the reassessment success story is evident. The 13 per cent of munici­
palities that have not been reassessed at all make up 34 per cent of 
the population. More than 45 per cent of the population lives in mu­
nicipalities whose assessment base is 15 or more years out of date. 
Only 6 per cent of the population lives in ni.unicipalities that have 
been reassessed at full market value (FTC calculations based on  
Ontario Ministry of  Finance, Assessment Division, 1 993). 

While these reassessments have addressed some of the problems 
at the local level, they have failed totally to address the more general 
problems that formed the basis for the provincial take-over of as­
sessment in the first place. 

Inconsistencies remain for a number of reasons. There has been a 
lack of political will to risk the changes needed to address the in­
equities and inconsistencies that have grown over the past 20 years. 
This reluctance has translated into a decreasing budget for the As­
sessment Division that has meant fewer staff, less resources for the 
staff to work with, and a loss of credibility with the taxpayers. 

The lack of the political will to implement province-wide reform is 
partly a consequence of the substantial shifts in tax burden that such 
reform would create. Although differences in local assessment prac­
tices are often described as accidents of history with no rational ex­
planation, they may in fact reflect differences in local taxation policy 
that developed over time and were hidden in the local assessment 
system in order to preserve the appearance of compliance with 
provincial standards. As a result, dismissing these differences as ac­
cidents and attempting to wipe them out by imposing a uniform sys­
tem across the province has the effect of eliminating long-standing 
variations in taxation policy at the local level. The elimination of 
these hidden differences in taxation policy in assessment reform, 
without at the same time reforming the role of the property tax, 
would have the effect of creating substantial increases in tax burdens 
for some classes of property at the local level. Ultimately, the 
prospect of such tax increases doomed reform initiatives in the 1970s 
to failure. 

Although market value assessment has not been implemented 
generally in Ontario, it is used to determine the share of the costs of 
upper-tier governments to be borne by taxpayers in each of the local 
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municipalities that make up the upper-tier government. It is also the 
, basis for provincial grants for education and other programs. Equal­

ization factors determined by comparing estimated market values 
with assessments on sample properties are used to adjust local ag­
gregate assessment figures to reflect current market values. 

A reformed assessment system is clearly needed in Ontario. 
However, apart from conceptual problems with the use of market 
value as an assessment base, market value itself has proven to be 
difficult to estimate consistently in practice. In addition, it is not ob­
vious that such a reformed system need necessarily be used to de­
termine the local tax mix, the local shares of upper-tier costs, and the 
allocation of provincial equalization grants among local govern­
ments. There are significant problems associated with its use for 
these other purposes, suggesting these functions should be uncou­
pled from assessment. 

The problems faced by Ontario's system of local government 
finance are interrelated and cannot effectively be addressed in isola­
tion from one another. But there is no one solution for all these 
problems. In fact, the issues are far too complex for a one­
dimensional policy response to be effective. Our approach to the 
issues of local tax mix and local government finance flows from two 
basic points of departure. 

First, the residential property tax and the commercial and indus­
trial property tax should be considered as two different taxes. Each 
has a different impact on people and on· the economy. There is no 
reason in principle why the two tax bases should be measured in ex­
actly the same way and taxed at the same rate, and no reason in 
principle why the mix of local taxes between residential taxes and 
commercial and industrial taxes should be determined on the basis 
of the total assessed value of the property in each class. 

Second, the issues of local apportionment and provincial equaliza­
tion. can be resolved independently of the assessment system. While 
it is obviously possible to determine apportionment and equalization 
payments based on assessment, there is no reason why they must be. 
Whether assessment is used as the basis for apportionment or equal­
ization depends on how well assessment performs against other 
methods in achieving public policy goals. 

The appropriate direction for reform depends critically on the 
particular framework of tax fairness in which the issues are analysed. 



28 Paying for Services: Property 

Taxes in a Fair Tax System 

In chapter 27 we identified significant problems with the current 
system of local government finance in Ontario. Virtually every aspect 
of the system was described as being in a state of crisis or near crisis. 
Our analysis of the data confirmed these concerns. Given the wide 
range of important issues to address, it would be tempting to plunge 
right in and begin considering specific options for reform of the 
system. As our analysis suggests, however, that would be a mistake. 
The extent to which issues in local government finance are 

interrelated requires a systematic policy response from a carefully 
considered and consistent conceptual framework. 

Because of the importance of the property tax in local government 
finance, the fundamental question that must be addressed is, under 
what circumstances and in what context can property taxes be con­
sidered fair? The way we answer that question has important 
implications for the design of virtually every aspect of Ontario's 
system of local government finance. 

The Property Tax and Tax Fairness 

There are two ways in which property taxes might be considered to 
be fair. If there were a systematic relationship between property 
taxes paid and the ability to pay of taxpayers, property taxes would 
be seen as fair according to the ability-to-pay principle of tax fair­
ness. Alternatively, if there were a systematic relationship between 
the amount of tax paid by an individual taxpayer and the benefits re-
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ceived by that taxpayer from services funded from the tax, property 
taxes would be seen as fair on the benefit principle of tax fairness. 

Evaluating property taxes and ability to pay is relatively straight­
forward. It simply requires an assessment of the relationship be­
tween property taxes and various potential measures of taxpayers' 
ability to pay. It is somewhat more complex to determine the rela­
tionship between property taxes and benefits received because it 
depends on what services are being funded from property taxes. If 
property taxes are used as the source of funding for services that 
should not be funded from benefit-related taxes, property taxes used 
to fund those services would not be seen as fair on a benefit 
approach to fairness. 

In the analysis that follows, we test property taxes against these 
basic principles of fairness and reach dear conclusions that have pro­
found implications for Ontario's system of local government finance. 

We find that: 

• There is no systematic relationship between residential property 
taxes and ability to pay as measured either by income or by net 
wealth. On average, regardless of how ability to pay is measured, 
property taxes are regressive. When comparing individual tax­
payers, the relationship between property tax and ability to pay is 
weak. 

• More than half of the property tax bill in Ontario supports ser­
vices such as education, social assistance, and services for chil­
dren. None of these services should be funded from benefit­
related taxes . 

• A further portion of the property tax bill in Ontario supports ser­
vices such as sewer and water services and solid waste collection 
and disposal for which direct benefits taxes or user fees are the 
most appropriate source of funding. 

From these findings, we conclude that: 

• The residential property tax cannot be seen as an ability-to-pay­
related tax and should be viewed as a benefit tax for services of 
local benefit. 

• The non-residential property tax may be viewed either as a benefit 
tax for services of local benefit or as a general tax on business. As 
a local benefit tax, it is subject to the same considerations as the 
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residential property tax. As a tax on business activity in Ontario, it 
must be judged in comparison with other taxes on business such 
as capital taxes and corporate income taxes. 

• Educatiol1, social assistance, and assistance to children should not 
be funded from property taxes. Instead, these services should be 
funded from provincial general revenue sources. 

• Sewer and water services and solid waste collection and disposal 
should be funded primarily from user charges. 

In this chapter, we set out the research on property taxes and local 
services that supports these arguments and draw specific conclu­
sions about the funding of education, social assistance, services for 
children, and environmental services. This analysis has direct impli­
cations for the role of residential property taxes in particular in the 
mix of taxes used to support public services in Ontario. It also has 
implications for the basis to be used for property assessment, for 
local tax poliCY, for provincial grants policies, and for the overall 
functioning of the system of municipal finance. These implications 
are analysed, with conclusions drawn in chapters 29, 30; and 31 .  

Residenti£ll Property Taxes and Ability to  Pay 

A number of arguments are traditionally advanced to support the 
idea that residential property taxes are related to ability to pay. One 
suggests the value of the residential property occupied by a house­
hold is related to the income of the household - the higher the in­
come, the higher the value of the residential property. In this ap­
proach, the value of the property of the household acts as a proxy for 
its ability to pay, measured by its income. A second argument sug­
gests the value of residential property is an indicator of the ability to 
pay of the household, as measured by its wealth. In this approach, 
the gross value of the property occupied by the household is taken as 
a proxy for the net wealth of the household, and the property tax is 
viewed as a type of wealth tax. A third argument views the residen­
tial property tax as compensating for the fact that the personal 
income tax does not include in income the imputed income (in the 
form of rent-free housing) received by owner-occupiers. In this ap­
proach, the gross value of residential property is seen as a proxy for 
the net benefit derived by taxpayers from owner-occupied housing. 
A fourth argument suggests the residential tax generally as a way to 
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tax increases in the value of real property that would otherwise es­
cape capital gains taxation. 

The first argument presents a fairly straightforward proposition 
concerning the relationship between the value of residential property 
occupied and income. This analysis is conducted not to determine 
how well the property tax resembles the income tax, but to test the 
proposition that the property tax can be characterized as a tax related 
to ability to pay. 

Each of the other arguments, however, is subject to serious concep­
tual problems. If the property tax really were a way to tax wealth, it 
would have to apply only to owner-occupiers and would have to be 
based on the net value of property after allowing for mortgage debt 
While there may be some debate as to how much of the property tax 
is shifted from landlords to tenants, it is beyond question that some 
of the property tax is shifted. Housing does not represent wealth to a 
tenant. In addition, in the wealth tax approach, it is clearly net 
wealth that should be subject to tax, not gross wealth. The fact that 
the property tax is paid by tenants as well as owners, and that it 
makes no allowance for mortgage debt, clearly undermines this line 
of argument. Finally, it would be difficult to justify designing a 
wealth tax that included only one asset in the base unless it was an 
extremely good proxy for total wealth. Our analysis, presented be­
low, shows clearly that the market value of a principal residence is 
not at all a good proxy for net wealth. 

The same problems arise in considering the property tax as a way 
to tax the imputed income from housing. First, if it is a tax on im­
puted income from housing, it should not apply to tenants. There is 
no imputed income from rental housing. The net income from rental 
housing is already taxed in the hands of the landlord. Second, there 
is no conceptual basis for a proxy relationship between the imputed 
income from owner-occupied residential property and the market 
value of the property. The only relationship for which there might be 
a conceptual basis is between imputed income and the value of the 
property after allowing for mortgage debt. Interest on mortgage debt 
is not part of the imputed income from the property; a value that 
does not account for mortgage debt cannot serve as a proxy for im­
puted income. Again, the fact that the property tax applies to tenants 
as well as to owner-occupiers and makes no allowance for mortgage 
debt undermines the argument. 
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The argument that property taxes are really a way to compensate 
for the fact that capital gains on principal residences are not taxed in 
the income tax system is subject to the same criticism; if that were the 
role of the property tax, it would not apply to tenants at all, since 
they clearly cannot benefit from any capital gain on the property 
they occupy. This argument runs into a second problem as well. If 
the property tax were really a capital gains tax, the appropriate mea­
sure of the tax base would be the increase in the value of the prop­
erty, not the current gross value of the property. In a market value 
property tax system, increases in property taxes from valuation to 
valuation might reflect capital gains (although not necessarily capital 
gains received by the owner paying the increased tax), but there 
would be no reason to expect the total value of the property to bear 
any systematic relationship to periodic increases in value. In any 
case, the more straightforward and effective way to tax capital gains 
on owner-occupied residential property would be to alter the treat­
ment of these gains in the income tax. 

Residential Property Tax and Income 

We conducted these studies of the relationship between property 
taxes and income and between the market value assessment of 
residential property and income. The first study used a model based 
on province-wide data to measure the overall relationship between 
property taxes and income. The second used data on incomes and 
property values in individual municipalities to measure the 
relationship between assessed value and household income. The 
third used data on family income and assets from Statistics Canada's 
1984 wealth survey (Statistics Canada 1986). 

The province-wide study used the Social Policy Simulation 
Database and Model (SPSD/M) developed by Statistics Canada as a 
tool for public policy analysis. It looked at the relationship between 
property taxes and family income. The study results confirmed the 
general findings of most other studies - that residential property 
taxes are regressive. Lower-income families pay a higher proportion 
of their incomes in property tax than higher-income families. The 
Fair Tax Commission study found that the regressive pattern was 
particularly pronounced in the lower and middle income ranges, 
$50,000 and below. It also found that when the provincial property 
tax credit (administered through the income tax system) is taken into 
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account, households in the $20,000-$30,000 range still pay 
proportionally more property tax than higher-income households.! 

For the purposes of the study, it was assumed that property taxes 
on residential rental accommodation are ultimately paid by tenants 
through their rents. Given the fact that property tax increases have 
been passed through into rents under rent review and rent control in 
Ontario for nearly 20 years, that would appear to be a reasonable as­
sumption. A number of different assumptions about the shifting of 
taxes in rental property were tested. Generally speaking, the greater 
the extent to which taxes were assumed to be shifted to tenants, the 
more regressive the pattern appeared to be. 

Figure 28.1 shows the overall results of this study. It presents the 
average percentage of household income paid in property taxes by 
households according to their income. Two different results are pre­
sented. One shows the impact of property tax as a percentage of in­
come (the dark bars) without taking into account the property tax 
credit administered through the income tax system. The other shows 
the effect of property tax credits on the incidence of the property tax. 
Households with incomes in the $20,000-$30,000 range paid out 
roughly 5.7 per cent of their income in property tax. Households in 
the $60,000-$70,000 range paid 3 per cent of their income in property 
tax. The property tax credit reduced that average impact by 1 .5 per 
cent - to 4.2 per cent - for households in the $20,000-$30,000 income · 
range. In the $60,000-$70,000 income range, the credit had relatively 
little impact. 

These results speak to the relationship between average property 
taxes and average incomes in different income ranges as a measure 
of the vertical eqUity (appropriately unequal treatment of unequals) 
of the property tax. The study also looked at how the impact of 
property tax on household income varies among households in the 
same income range as a measure of the horizontal equity character­
istics (equal treatment of equals) of the tax. 

1 The analysis summarized in figure 28.1 assumes that property taxes are fully passed 
through by landlords to residential tenants. An alternative assumption of a 50:50 
split between landlords and tenants shows a similar overall pattern that is somewhat 
less regressive at lower household income levels. 
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FIGURE 28.1 
Estimated Effect of the Property Tax Credit in Offsetting the Property Tax Paid by 
Ontario Households in 1991 
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Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M); 1988 data adjusted to 
1991 values. 

Note: In this example, it is assumed that property tax levied on multi­
residential buildings is passed on to tenants. See also note to figure 16.1 .  

The study found substantial variability in property tax as a per­
centage of household income among households in the same income 
range. These results are summarized in figures 28.2 and 28.3. 

Figure 28.2 shows the percentage of household income accounted 
for by property taxes in Ontario for each household income range. 
The vertical axis shows property tax as a percentage of household in­
come. The horizontal axis shows ranges of household income. The 
lines plotted on the chart show the impact of the property tax on the 
median or average household in the province in 1991 . (The lines 
above and below the average illustrate the range in impact of varia­
tions in property taxes in each income range.) 
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FIGURE 28.2 
Dispersion of Property Tax Impact on Household Incomes, All Ontario Residents, 
1991 
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The middle line, shown on the legend as the median, shows the 
impact on the average household in the income range. In the 
$40,000-$50,000 range, half the households pay more than the 
median of 3.5 per cent of their income on property taxes and half pay 
less than 3.5 per cent. The bottom line in the chart is the 10th 
percentile. For 10 per cent of households in each income range, the 
impact of property taxes on income is lower than the · percentage 
indicated by the 10th percentile line. For example, in the $40,000-
$50,000 income range, one-tenth of households pay less than 1 .75 per 
cent of their income. The second line from the bottom is the 25th 
percentile. In each income range, 25 per cent of households pay less 
in property tax as a percentage of income than the percentage shown 
by the 25th percentile. In the $40,000-$50,000 range, one-quarter of 



646 Financing Local Government in Ontario 

FIGURE 283 
Distribution of Property Tax Impact, Ontario Households with Incomes of 
$40,000-$50,000 
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Source: Fair Tax Commission estimate based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M); 1988 data adjusted to 
1991 values. 

households pay less than 2.5 per cent of their income on property 
taxes. The fourth line from the bottom of the chart is the 75th 
percentile. In each income range, 75 per cent of the households pay 
less in property tax as a percentage of income than the percentage 
indicated by the 75th percentile line. In the $40,000-$50,000 income 
range, three-quarters of the households pay less than 4.5 per cent of 
their income in property taxes, and one-quarter of households pay 
more than 4.5 per cent. The top line in the chart is the 90th percentile. 
Ninety per cent of households in each income range pay a lower 
percentage of their income in property tax than that indicated by 
90th percentile. For example, in the $40,000-$50,000 income range, 90 
per cent of households pay less than 6 per cent of their income on 
property taxes; 10 per cent pay more. 

Figure 28.3 presents the same information described in the text fol­
lowing figure 28.2, but in another form. It is a cross-section of figure 
28.2, showing the distribution of the impact of property taxes for 
households in the $40,000-$50,000 income range. 
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Figures 28.2 and 28.3 illustrate two key points. First, the range of 
residential property taxes as a percentage of household income in 
each income range is very broad. Looking again at the $40,000-
$50,000 income range, the figure shows that half of all households 
with income in this range pay between 2.5 per cent and 4.5 per cent 
of their income in property tax. However, one-quarter pay more than 
4.5 per cent; one-quarter pay less than 2.5 per cent. This diversity 

. illustrates very clearly a problem of horizontal equity - the principle 
that taxpayers in a comparable economic situation should pay a 
comparable tax - with property tax. Households in similar financial 
circumstances pay very different amounts of property tax. Second, 
figure 28.2 shows plainly the familiar regressive profile of the 
residential property tax. Property taxes are shown as declining as a 
percentage of household income over the entire income range. 
Although the range of variation narrows in absolute terms as income 
increases, it remains essentially the same, in relative terms, over all 
income ranges. 

Studies such as these, which use data from general statistical sur­
veys, must be interpreted with care. First, either the property tax 
data or the income data or both usually come from surveys relying 
on self-reporting of these amounts by survey respondents. This 
method creates the potential for error that might distort the results. 
Second, because these studies are based on data that cover a number 
of local jurisdictions, they cannot allow for differences in assessment 
systems, provincial grants, local tax mix, and the overall size of the 
local public sector. Third, these types of studies are not based on ac­
tual property tax data for rental properties. It is generally assumed 
that property taxes make up a constant proportion of rents, and that 
calculated figure is what is used as the measure of property taxes on 
rental property. Data from Ontario's rent control program suggest 
this proportion varies both with the age of the building and among 
municipalities. 

To address these problems, we conducted our own study of the 
relationship between property values and household income, using 
data that permit the analysis to be done at the level of the individual 
municipality and that make possible an analysis of the relationship 
between a number of property characteristics measured in the 
assessment database and household income. 

This study design addresses, in part, one further criticism of the 
kind of general tax incidence analysis done for the Fair Tax Commis-
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sion. In typical studies of this type, the pattern of distribution of tax 
impacts is largely predetermined by the assumptions made in ad­
vance about how the burden of the tax is distributed. This relation­
ship between assumptions and results is a common weakness in tra­
ditional studies (Kitchen 1 992, 55-57). In our studies, the impact of 
this problem is reduced because the nature of the database allows the 
analysis to be done separately for different types of properties, for 
owner-occupied properties and rental properties and for different 
types of households. It is therefore not necessary to include in the 
same component of the analysis properties for which different as­
sumptions about who ultimately bears the tax would be appropriate. 
As a result, while the absolute level of tax for each category of prop­
erty analysed will vary depending on how it is assumed the burden 
of the tax is distributed, the distribution within each category will be 
independent of those assumptions. 

Final results of this s�udy are avaHable in a publication of the Fair 
Tax Commission's research program (Bossons n.d.) . The study drew 
data from three sources: individual income tax records from Rev­
enue Canada for all income tax filers in Ontario; assessment and 
enumeration data for each residential property in the province from 
the Assessment Division of the Ontario Ministry of Finance; and, for 
communities not operating on an updated market value assessment 
system, the most recent market value estimates from Ministry of 
Finance reassessment studies. Both the income tax and some of the 
assessment data used in this study are confidential. The data are 
accessible only on a restricted basis to authorized employees of the 
Ministry of Finance. We were permitted to conduct the study 
described here and to report its results in a way that maintains the 
confidentiality of the underlying data. 

The first step in the study was to create household income data 
from the income tax database. These households were then matched 
to individual property assessments and estimated market value 
records from the Assessment Division of the Ministry of Finance to 
create a database that linked household income and a variety of in­
formation maintained by the Assessment Division, including various 
physical measurements of the property occupied by the household 
as well as its assessment and current estimated market value. 

The summary information presented in this report is drawn from 
an analysis of this combined database. 
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FIGURE 28.4 
Dispersion of Property Tax Impact, Pickering Homeowners, 1990 
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Source: Fair Tax Commission Income Tax and Assessment Record Matching 
Project. 

Two communities were studied in the first phase of this project: 
the Town of Pickering in the Regional Municipality of Durham and 
the City of Etobicoke in Metropolitan Toronto. These studies used 
income tax records to generate household income data and then 
linked these household data to assessment and property tax data. 

The findings for the two areas were similar. Overall, the pattern in 
each case was regressive: property taxes declined as a percentage of 
household income as that income increased. As was the case for On­
tario as a whole, however, within income ranges the assessed value 
of property and the impact of property taxes on household income 
varied widely. These variations are illustrated in the figures below. 

Figures 28.4 and 28.5 are in the same format as figure 28.2. They 
illustrate both the overall pattern in the relationship between prop­
erty taxes and household income and the spread in impact within 
income ranges. 
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FIGURE 28.5 
Dispersion of Market Value-based Property Tax Impact, Etobicoke Homeowners, 1 990 
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Project. 

The statistical relationships among income and various household 
characteristics were measured directly. The results are summarized 
in table 28 . 1  In general, they show that there is an extremely weak 
relationship between household income and any characteristic of the 
residential property occupied by the household. 

For the households analysed in Pickering and Etobicoke, there is 
virtually no relationship between any measure of the size or value of 
a residential property and total household income of all occupants. 
In Pickering, only 3 per cent of the variation in market values is ex­
plained by variation in household income. In Etobicoke, the associa­
tion between household income and property values is slightly 
stronger, but even there only 7.5 per cent of the variation in property 
market values is explained by variations in income. In both munici­
palities, a poll tax (a flat tax per adult member of the household) 
would have been almost as well related to ability to pay as a market 
value-based property tax. 
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TABLE 28.1 
Percentage of Variation in Various Housing and Household Characteristics 
Explained by Differences in Household Income (%) 

Factor 

Market value assessment 

Number of adults in the household filing income 
tax returns 

Gross floor area of house 

Town of 
Pickering 

3.0 

5.8 

2.0 

Etobicoke 

7.5 

4.1 
4.8 

Source: Fair Tax Commission Income Tax and Assessment Record Matching 
Project. 

Note: Samples are confined to single family residences (detached, semi­
detached, and row houses). Sample size: Pickering, 8952 households; 
Etobicoke, 26,816. "Household income" is total income from income tax 
returns of all filers in household. 

Major factors affecting market value assessment are displayed in 
table 28.2. In both municipalities, the most important of these factors 
is the total floor space in the house. The property tax is much closer 
to a tax on gross floor area than to a tax on ability to pay as measured 
by total household income. 

These studies demonstrate that there is only a very weak 
relationship between the assessed value of residential properties and 
household income. Averages for each income range reveal a strongly 
regressive pattern. The data also show that effective tax rates for 
individual households range widely around these averages. The 
variations within those ranges are so substantial that, at the 
individual household level, there is essentially no statistical 
relationship between income and the assessed value of residential 
property occupied. The relationship between the market value 
assessment of owner-occupied residential property and household 
income is essentially random. 

The most obvious hypothesis to explain this finding suggests there 
may be a relationship between life cycle and the value of housing 
relative to income. The premise on which this argument is based is 
that younger families just getting into the housing market and at the 
beginning of their earnings cycle occupy property with a higher 
value relative to their income than middle-aged people in their peak 
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TABLE 2S.2 
Percentage of Variation in Market Value Assessment Explained by Different Factors 

Factor 

Household incomes 

Number of adults in the household filing income 
tax returns 

Gross floor area of house 

Town of 
Pickering 

3.0 

0.01 

79.2 

Etobicoke 

7.5 

1.4 

39.3 

Source: Fair Tax Commission Income Tax and Assessment Record Matching 
Project. 

earning years. Similarly, older people may continue to occupy their 
family homes after they retire and their incomes decline. From this 
premise, it is argued that these life cycle differences are masking a 
positive relationship between income and residential property 
values. To test this hypothesis, the commission study measured the 
relationship between income and the assessed value of property 
separately for various age ranges of the highest-income member of 
the household . The study fourid no underlying relationship between 
the assessed value of housing occupied by households whose highest 
income earners were in the same age range. The same weak 
relationship was found within each age range. 

Our third study of the relationship between income and the value 
of a family's principal residence also addressed this issue, taking 
advantage of the fact that Statistics Canada's wealth survey allows 
the data to be grouped by family type and by type of community. In 
this analysis, we found a weak relationship between family income 
and property value, although one that is somewhat stronger than the 
preliminary results of the individual municipality study for the 
commission would suggest. For homeowner families in urban areas 
with a population of over 100,000, 14 per cent of the variation in 
housing value is explained by variations in family income. In smaller 
communities, only 3 per cent of the variation in housing value was 
explained by familiy income variations. The results of this analysis 
are summarized in table 28.3. 
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TABLE 28.3 
Family Income and Value of Principal Residence, 1984 
Percentage of Variation in Value of Principal Residence Explained by Variations in 
Family Income, Homeowner Families 

Type of family 

All homeowner families 

Two-adult families with children under age 16  
Other two-adult families 

Unattached individuals 

Other family types (primarily single parent 
families with children) 

Urban areas, 
population 

over 100,000 

13.8 
16.4 
11 .5 
12.0 

4.0 

Small cities, 
towns, and 
rural areas 

% 
3.1 

11 .3 
0.1 
0.0 

1.1 

Source: Fair Tax Commission calculation based on Statistics Canada, 
Household Surveys Division, 1984 Survey of Consumer Finances, Ontario 
sub-sample, microdata file. 

The relationship between value of principal residence and family 
income is strongest for two-adult families with children under age 16 
in large urban areas. Just over 1 0  per cent of the variation in the 
value of principal residence is explained by family income for two­
adult families with children outside large urban area and for two­
adult families living in large urban areas. Outside these three groups, 
the relationship is almost non-existent. This analysis suggests a 
stronger relationship between income and value of principal 
residence across the province in 1 984 than the preliminary results of 
the commission study (for Pickering and Etobicoke) suggest. Given 
the volatility of the housing market in the Toronto area, the results 
from the 1 984 wealth survey may be more representative of property 
value and family income relationships in the longer term and in 
Ontario as a whole than are the results in the Toronto area for 
Pickering (1984 market values) and Etobicoke (1988 values). 

The conclusion emerging from our analysis of these data is that-the 
property tax performs poorly as a tax based on ability to pay, as 
measured by household income. This conclusion would appear to 
hold whether the measurement base for property assessment is mar­
ket value (as estimated by provincial assessors) or the physical char­
acter of the structure occupied by the household. 
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The common-sense description of this finding is that incomes vary 
substantially within neighbourhoods in which the homes are similar. 
As a result, while it is true that the incomes of households in neigh­
bourhoods with higher-value residential properties tend on average 
to be higher than incomes in neighbourhoods with lower-value 
residential properties, the variation in household incomes within 
neighbourhoods is so great that it swamps the variation on average 
between neighbourhoods. The horizontal inequity (unequal treat­
ment of equals) of the property tax is so great that, statistically, it 
overwhelms whatever vertical equity (unequal treatment of 
unequals) may exist in the tax. 

Residential Property Tax and Wealth 

An alternative argument put forward for the property tax as a tax re­
lated to ability to pay is that it plays an important role in a fair tax 
system as a tax on a form of wealth. It is argued that because other 
forms of wealth are not taxed, the property tax is to some minimal 
extent offsetting a gap in the tax system (Kitchen 1987, 963). The con­
ceptual problems with property value as a wealth tax base aside, the 
property tax on owner-occupied property might be seen as a legiti­
mate base for a wealth tax if the value of the residential property oc­
cupied by a household serves as a reasonable proxy for the net 
wealth of the household. 

We relied on two types of analyses to evaluate this assertion, one 
using a study of patterns of wealth holding by Ernst & Young Man­
agement Consultants (Ernst & Young 1990), and a second examining 
the relationship between the market value of principal residence and 
household net wealth in Statistics Canada's 1 984 wealth survey 
(Statistics Canada 1986) .  

The analysis of  patterns of  wealth by Ernst & Young shows that 
the value of residential property declines as a percentage of net 
wealth as income increases.2 This result suggests that a tax on owner­
occupied residential property will have a regressive impact 

. compared with a tax on net wealth. 

2 Wealth is defined as the total assets, both liquid (savings, stocks and bonds) and 
non-liquid (personal residence, pension plans), of a household. Net wealth is 
calculated by deducting liabilities (mortgages and personal debts) from total assets. 
Definitions taken from Ernst & Young (1990, vol. 1, 3). 
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HGURE 28.6 
Value of Principal Residence as a Percentage of Net Wealth, by Household Income in 

Ontario, 1989 
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Source: Ernst & Young, The Wealth Report (Toronto: Ernst & Young 
Management Consultants, 1990), vol. 2, apps. E and N. 

Figure 28.6 reveals that, in general, property value declines as a 
percentage of net wealth as household income increases. The higher 
the income of the household, the lower the percentage of that house­
hold's net wealth that is represented by the value of their principal 
residence. The highest-income households hold a much smaller 
proportion of their net assets in the form of housing than do lower­
income households. 

Statistics Canada's 1984 wealth survey (Statistics Canada 1986, 52) 
provides direct evidence that the value of housing occupied by a 
household declines as a percentage of net wealth as net wealth 
increases. 

Figure 28.7 illustrates the relationship between household net 
wealth and the percentage of net wealth that is represented by the 
value of the household's principal residence. Households are 
grouped according to their net wealth. The figure shows that in each 
successively higher wealth group, the market value of the principal 
residence of an average household in the wealth group declines as a 
percentage of the net wealth of the household. 
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FIGURE 28 7 
Market Value of Principal Residence as Percentage of Household Net Wealth, 1984 
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Source: Fair Tax Commission calculation based on Statistics Canada's 1984 
wealth survey, microfile for Statistics Canada, The Distribution of Wealth in 
Canada, 1984, Cat. 13-580 (Ottawa, 1986). 

Households with relatively little wealth tend to hold a much 
higher proportion of their net wealth in the form of housing than 
households with greater wealth. Consequently, a tax on the value of 
housing occupied by a household will tend to decline as a proportion 
of net wealth as net wealth increases. The property tax is a tax on 
only one component of wealth. Because residential property is the 
primary component of the wealth holdings of households with low 
and moderate incomes, the property tax is a regressive wealth tax -
property taxes decline as a percentage of wealth as net wealth 
increases. 

Using unpublished data from the Statistics Canada 1984 wealth 
survey, we also studied the statistical relationship between the net 
wealth of the households in the survey and the market value of the 
principal residence of the household. The study found a very weak 
statistical relationship. A special tabulation from the 1 984 wealth 
survey reveals that approximately 25 per cent of the variation in net 
wealth among households in Ontario can be explained by variations 
in market value of the principal residence of the household. 

We were able to shed some further light on the relationship 
between the value of a family's principal residence and its net wealth 
by looking at the relationship for different types of families and in 
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different types of communities. As was the case for family income, 
the relationship between value of principal residence and net wealth 
was strongest in large urban areas �nd for families with children. For 
families with children under the age of 16 in large urban areas, 49 
per cent of the variation in housing value could be explained by 
variations in net wealth. This is hardly surprising, considering that in 
this group, the value of principal residence averaged 85 per cent of 
the family's net wealth. For the group consisting primarily of single­
parent families, 33 per cent of the variation in value of principal 
residence was explained by variations in net wealth. For this group, 
the value of principal residence averaged 70 per cent of the family's 
net wealth. For all other family types, the relationship was much 
weaker. The results are summarized in table 28.4. 

A property tax would have its greatest impact as a wealth tax on 
families with children, for whom housing represents the largest 
proportion of net wealth and whose net wealth is relatively 
moderate. While this result is understandable, given the fact that 
families with children tend to invest heavily in housing in order to 
provide the best possible environment for raising children, it also 
highlights the problems associated with using housing value as a 
proxy for wealth in a wealth tax. A tax on hOUSing value affects only 
a small proportion of the net wealth of the most wealthy families. 
Thus, a tax on housing value has the greatest impact on families that 
we believe should be exempt from wealth taxation and the least 
impact on those families whose wealth we believe should be subject 
to tax. 

The value of a household's principal residence is a poor proxy for 
net wealth as a tax base for two reasons. First, a tax on a principal 
residence applies to a much higher percentage of the net wealth as 
the net wealth of the household declines. A flat rate property tax 
would therefore be a very regressive tax on net wealth. Second, the 
value of a household's principal residence is not a reliable proxy for 
net wealth. Because the statistical relationship between the value of a 
household's principal residence and its net wealth is relatively weak, 
a tax based on that value would apply unevenly among households 
in the same net wealth range. Furthermore, it would not vary 
systematically in its impact on households with different amounts of 
net wealth in different wealth ranges. 
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TABLE 28.4 
Family Net Wealth and Value of Principal Residence, 1984 
Percentage of Variation in Value of Principal Residence Explained by Variations in 
Family Net Wealth, Homeowner Families 

All homeowner families 

Two-adult families with children under age 16 
Other two-adult families 
Unattached individuals 

Other family types (primarily single parent 
families with children) 

Urban areas, 
population 

over 100,000 

32.1 

48.7 

26.9 

23.1 

33.1 

Small cities, 
towns, and 
rural areas 

% 
17.3 
12.5 

23.4 

3.4 

3.9 

Source: Fair Tax Commission calculation based on Statistics Canada, 
Household Surveys Division, 1984 Survey of Consumer Finances, Ontario 
sub-sample, microdata file. 

Our studies show that if the property tax is a wealth tax, it fails 
both of the tests of fairness applied to taxes based on ability to pay. It 
is very regressive relative to both income and net wealth. And it has 
a very different impact on households in the same income or wealth 
range. 

Capitalization of Property Taxes 

One common argument against the type of analysis presented in this 
chapter of the relationship between property taxes and various mea­
sures of household income or wealth is based on the assertion that 
property taxes are capitalized or reflected in the prices at which 
property is bought and sold. Property taxes would be capitalized if 
buyers take into account differences in property taxes in determining 
how much they are prepared to pay for a property by paying more 
for properties that are subject to relatively low property taxes and 
less for properties that are subject to relatively high property taxes. 
For example, consider two identical houses with annual property 
taxes that differ by $1000. That difference would be fully capitalized 
if a buyer of the property subject to the lower tax were willing to pay 
a premium equal to a lump-sum amount that would generate annual 
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interest of $1 000. For example, at an interest rate of 8 per cent, $1000 
would be fully capitalized at a price premium of $12,500. 

The significance of the capitalization argument is that if property 
taxes are fully capitalized, a reduction in property taxes would pro­
duce a windfall gain for the owner while an increase would produce 
a windfall loss. The reduction would increase the value of the prop­
erty by the capitalized amount of the reduction; the increase would 
reduce the value of the property by the capitalized amount of the 
increase. Property tax changes, therefore, would simply impose 
windfall losses and award windfall gains, with no improvement in 
fairness. 

One concern with this line of argument is whether, even with full 
capitalization, the differences in prices arising from capitalization 
would be large enough to distinguish them from normal fluctuations 
in housing prices. For example, a difference in property taxes as 
large as $500 would be fully capitalized at $6250 (at 8 per cent 
interest), compared with typical house values in large urban areas in 
excess of $200,000. 

In addition, even in its pure form, capitalization can only take 
place with respect to fluctuations within a given housing market. 
Differences in property taxes between different housing markets will 
not be capitalized because the houses are not substitutes for each 
other. Furthermore, if property taxes on all of the houses in a hous­
ing market increase or decrease, one would not expect the change to 
be capitalized. Thus, for example, one would not expect the across­
the-board reductions in property taxes that would flow from remov­
ing education from the residential property tax to be capitalized. 

The extent to which capitalization actually takes place cannot be 
determined theoretically. Ultimately, it is an empirical question. A 
review for the commission of capitalization studies concluded a s  

follows: 

Concerning research on the degree of tax capitalization, it is important 
to note that the estimated degree of capitalization varies so widely from 
study to study that one can only assume that capitalization does occur, 
but that in any particular instance it will be of unknown degree. A risk 
averse strategy would be to assume that capitalization cannot be relied 
upon to remove horizontal inequities in property assessments and to 
assume that the property tax will not be a useful tax for redistributive 
purposes. Moreover, should the property tax be reformed, say by the 
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implementation of market value assessment, grandparenting and post­
poned implementation of such reform is advisable to avoid the possibil­
ity that (an unknown degree of) capitalization in the past may lead to 
new inequities when the reform is undertaken. (Day and Winer n.d.) 

Given the limited absolute impact of capitalization, the uncertain 
extent to which it actually takes place, and the somewhat unsatisfy­
ing implication of a pure capitalization analysis that it would be 
unfair ever to change property taxes, it would be difficult to justify 
attaching a great deal of weight to the capitalization thesis except, as 
Day and Winer note, when it comes to dealing with transitional 
problems. 

Non-residential Property Taxes 

The non-residential property tax may be viewed either as a general 
tax on business or as a tax related to the benefit from local services 
received by businesses. Looking at the commercial and industrial 
property tax as a general tax on business does not yield any clear 
conclusions with respect to fairness as measured by ability to pay. 
The ultimate incidence of any tax on business depends on the impact 
of market conditions on the distribution of tax burdens. Depending 
on market conditions, taxes on business may be passed on to con­
sumers in the form of higher prices or absorbed by either employees 
or shareholders in the form of lower wages or lower dividends. 

Each of the major taxes on business is subject to different market 
considerations affecting how the burden of the tax is ultimately dis­
tributed.  With the exception of the payroll tax, which is generally 
understood to be borne in the long term primarily by labour, in the 
form of reduced wages, there is considerable debate in the academic 
and professional literature concerning how the burdens of various 
taxes on business are distributed. Since that debate is principally 
about assumptions rather than data, there is no obvious conclusion 
on which to base a decision about which business taxes are prefer­
able to others on tax fairness grounds. As a result, in considering the 
role of the property tax as a tax on business, the principal concern is 
the impact of the tax on business decision making specifically, and 
economic development more generally, as compared with the impact 
of other taxes. 
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In the benefit framework, it can be argued that non-residential 
property owners benefit from local services that are available gen­
erally in the municipality. For example, police and fire protection as 
well as roads, planning, and zoning are services from which busi­
nesses benefit. While other services may more appropriately be 
funded through direct user charges, non-residential property owners 
also derive benefits (at least indirectly) from the existence of efficient 
mass transit operations and recreational and cultural services. For 
example, many small business owners make use of publicly available 
research facilities at local libraries.3 

This analysis suggests that the non-residential property tax serves 
both as a general tax on business with property as the base and as a 
benefit tax for local services. The division of the commercial and in­
dustrial property tax into a local benefits tax component and a busi­
ness tax component may appear to be somewhat arbitrary. However, 
the distinction does have some significance for tax policy. While it is 
evident that local municipalities should be responsible for local 
benefit taxation, it is equally clear that the provincial government 
should retain responSibility for general provincial taxation of 
business. To the extent that the commercial and industrial property 
tax is seen as a general tax on business, it should be the responsibility 
of the provincial government. Indeed, since a property tax on 
business would be levied in the context of payroll taxes, capital taxes, 
corporate income taxes, and other taxes on business, it would be 
difficult to justify levying such a tax at different rates in different 
parts of the province. The pattern of tax rates across the province 
would not necessarily be the same for a property tax levied as a local 
benefit tax as for a property tax levied as a provincial tax on busi­
ness. Given the fact that the services provided by local municipalities 
and the nature of the tax base available to support those services 
vary greatly across the province, one would expect local rates of tax 
on commercial and industrial property tax to vary as well . .  

3 For a heroic attempt at estimating the benefits from specific municipal services, see 
Kitchen and Slack (n.d). 
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Property Taxes and Benefits from Services 

Property Taxes as Benefit Taxes 

We have concluded from our research that the relationship between 
the residential property tax and ability to pay, whether ability to pay 
is measured by income or by wealth, is very weak. The relationship 
between market value assessment as measured by the Ministry of 
Finance and household income is very nearly random. Our analysis 
of the relationship between other property characteristics and 
household income suggests that redesign of the property tax is 
unlikely to affect this conclusion. Without even considering the 
conceptual problems with the property tax as a wealth tax, our 
research indicates that no strong empirical link can be demonstrated. 

These conclusions have significant implications for the design of 
both the residential property tax and the system of local government 
finance of which it is a central part. In particular, our conclusions 
imply that the residential property tax must be reconceptualized as a 
benefit tax. Reconceptualizing the local property tax as a local benefit 
tax has implications for the non-residential property tax as well. 

Considering the property tax as a benefit tax conforms well with 
the views of the general public on local tax fairness as they were 
expressed to us in our hearings and other public consultations. The 
relationship between perceptions of fairness in property tax and ser­
vices funded from the tax underlies much of the public concern 
about property taxes in Ontario. 

It is important to distinguish between the two general lines of ar­
gument advanced in public discussion. One suggests that services 
such as education and general welfare assistance that implement 
broad provincial public policy objectives should not be funded from 
local property taxes.4 This point of view underlies much of the recent 
general public resistance to property tax increases in many parts of 
Ontario. A second argument is much more specific, suggesting 

4 This division of local services into those appropriately funded from local property 
taxes and those more appropriately funded from more broadly based taxes is one of 
the foundations of the argument for provincial/local disentanglement advanced in 
the Hopcroft Report. The distinction between general and local services is also 
explored in Graham (1991 , 150-53). 
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that people who do not make use of a particular service should not 
be required to pay property taxes to support that service. For exam­
ple, some groups of property tax payers such as seniors, cottagers, 
and others who do not have children in the local school system have 
taken the position that they should not have to pay taxes designated 
for education. 

The first argument is based on the proposition that revenue 
sources to fund a service should be appropriate to the service being 
funded. It leads to the conclusion that certain services would more 
fairly be funded by taxes, other than property taxes, which are re­
lated to ability to pay. The second argument is based on the proposi­
tion that the property tax should be seen as a kind of fee for service 
and should vary with the level of service received by the individual 
taxpayer. This leads to the conclusion that property tax payers who 
do not use a particular service should be exempted on an individual 
basis from paying the tax. 

Strictly speaking, the property tax is not a benefit tax. There is not, 
and likely could never be, a direct link between property taxes and 
specific benefits received by taxpayers from public programs 
(Graham 1991, 156). The property tax may be viewed as a benefit tax 
only to the extent that it acts as a reasonable proxy for benefits 
received from local public services. The framework we have adopted 
is consistent with the general argument advanced in public debate 
that there are certain services not appropriately funded from prop­
erty taxes; it is not consistent with the suggestion that property taxes 
paid by individual taxpayers should depend on whether specific 
local services are used by the taxpayer or not. 

The identification of the property tax as a general local benefit tax 
raises further questions: 

• To what extent is the local property tax being used to fund 
services that should be funded from revenue sources that bear a 
relationship to ability to pay rather than from a benefit tax? 

• To what extent is the local property tax being used to fund ser­
vices that would more appropriately be funded from taxes and 
user charges more directly linked to benefits? 

• On what basis should the tax burden be distributed among tax-
payers? 

. 
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To answer the first two questions, it is necessary to decide what 
services should be funded ftom property taxes. Distinctions must be 
made between services for which a benefit tax is an appropriate 
source of funding and those for which it is not. For services appro­
priately funded from a benefit tax, further distinctions must be made 
between those that are appropriately funded from local property 
taxes and those that are more appropriately funded from other user 
charges or benefit taxes. 

Chapter 4 of this report explores in some detail the rationale for 
and potential role of benefit taxes in a fair tax system. It points out 
that benefit taxes are most appropriate where goods and services 
provided by government are similar in nature to private goods and 
services. It then identifies categories of public services in which taxa­
tion on the benefit principle is either inconsistent with the purpose of 
the program in the first place or is subject to significant practical 
problems in its application. Two categories of public services are 
identified in which benefit taxation would be inconsistent with 
program purposes: programs whose purpose is redistribution; and 
services to individuals deemed mandatory as a matter of right. Two 
further categories of public services are identified in which the 
application of the benefit principle is subject to practical problems: 
services which generate benefits that cannot be allocated to specific 
individuals; and services which generate benefits for others as well 
as the user of the service and for which only partial funding from 
benefit taxes would be appropriate. 

In addition to education, services funded from property taxes may 
be divided into eight types, which correspond to the spending cate­
gories identified in the reporting framework of the Ministry of Mu­
nicipal Affairs for municipal government financial statistics. These 
types of services are general government; protection to persons and 
property (police and fire, conservation authorities); transportation 
(roads and transit); environmental services (sewer, water, garbage); 
health services (public health programs, health inspections, ambu­
lance services); social services (welfare, assistance to children, homes 
for the aged, day nurseries); recreation and culture (parks, libraries, 
etc.); and planning and development. 

While these categories of locally provided services are distinct 
from each other, each also encompasses a variety of different types of 
programs. The purposes of some of these programs are clearly in­
consistent with benefit tax funding. Consequently, in our framework, 
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they are not appropriately funded from benefit taxes of any kind, 
whether property taxes as general local benefit taxes, more 
specifically targeted benefit taxes, or direct user charges. Other pro­
grams deliver services that are closely related to private goods and 
services and present no practical or fairness obstacle to funding from 
direct user charges or specific benefit taxes. The remaining programs 
currently delivered at the local level would logically be funded from 
a combination of the property tax, serving as a proxy for locally 
delivered benefits, and provincial grants designed to meet specific 
provincial policy objectives. 

Looking at Services from a Benefit Tax Perspective 

Education 

In 1991 a total of $12.9 billion was spent in Ontario to provide public 
elementary and secondary education, not including provincial pay­
ments into teacher pension plans (Ministry of Education administra­
tive data, adjusted to remove school board to school board transfers). 
These expenditures were funded from a combination of sources: 55 
per cent from property taxes; 4 per cent from various user charges, 
tuition fees from the federal government or outside Ontario, and 
federal grants; 1 per cent net from school board reserve funds; and 40 
per cent from provincial transfers, which in turn are funded from the 
general revenues of the provincial government. While there may be 
some services provided through the education system for which 
specific beneficiaries can be identified, in general the nature of 
education as a public service indicates clearly that it should not be 
funded from a benefit tax. First, education is viewed as a service that 
should be universally accessible. Indeed, universal public elementary 
and secondary education is generally recognized as a fundamental 
right in a liberal democratic society. Second, public education offers 
benefits both to the broader society and the local community, 
because everyone in the province benefits economically, socially, and 
culturally from a well-educated population. Third, education can be 
seen as having a role to play in income redistribution by offering 
better prospects of employment and improved earnings for students 
from traditionally underprivileged backgrounds and by making 
special efforts to ensure the success of students with special needs. 
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In making these general observations, it is important to distinguish 
between education as a public service, whose funding should be 
guided by certain fairness principles, and education as "what school 
boards do," which encompasses a number of different functions, 
some of which may appropriately be funded from general local ben­
efit taxes. For example, it was suggested at our public hearings that 
school buildings should be seen as community facilities whose con­
struction, operation, and maintenance should be funded from local 
taxes on the same basis as municipally operated community facili­
ties. Such thinking lies behind the organization of education funding 
and governance in countries such as France, where responsibility for 
the construction, maintenance, and caretaking of school buildings 
lies with municipal or regional council authorities rather than with 
education authorities. 

The general conclusion, however, is that the broader purpose of 
education is inconsistent with local benefit taxation. Education 
should be financed from provincial general revenue. 

Social Services 

The funding of social service programs is currently shared between 
the provincial government and municipalities. Total expenditures 
were $3.9 billion in 1991, financed 15 per cent from property taxes, 7 
per cent from user charges, 76 per cent from provincial general 
revenues, and 2 per cent from miscellaneous local revenue sources. 

This category of services includes social assistance, children's aid 
societies, child care, and the operation of homes for the aged. Social 
assistance and assistance to children both serve income redistributive 
and poverty relief objectives. The potential for inter-jurisdictional 
spillovers as a result of migration and other factors is well docu­
mented, as are the significant differences in the levels of assistance 
provided from one jurisdiction to the next (Ontario Ministry of 
Community and Social Services 1 988, 348-410). We believe that it 
would be more appropriate to fund these services entirely from 
provincial general revenues rather than from a local benefit tax. This 
conclusion is consistent with the findings of a number of reviews of 
provincial/local shared cost programs in social services. It was also 
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the basic premise of the Provincial/ Local Relationship Review, 
where it was termed "provincial/local disentanglement."5 

The other two major social services currently delivered through lo­
cal government are assistance to the elderly - generally the operation 
of homes for the aged - and the operation of day nurseries, both 
directly and through contracts with private operators. In addition to 
provincial and local funding, these services are supported to a signif­
icant degree by user fees. In some municipalities this category also 
includes the financing of community-based services that enable the 
elderly to stay in their own homes. These services differ from social 
assistance and children's services in that there is no requirement that 
the municipality provide the service. 

Both of these services are currently funded from a combination of 
fees, taxes, and provincial transfers. Given the nature of these 
services, there would appear to be no tax fairness reason for 
fundamental change. 

Health Services 

The funding of health service programs is currently shared between 
the provincial government and municipalities. Total expenditures 
were $466 million in 1991, financed 30 per cent from property taxes, 
6 per cent from user charges, 59 per cent from provincial general 
revenues, and 5 per cent from miscellaneous local revenue sources. 

These services include public health services, health inspections, 
and (in Metropolitan Toronto) ambulance services. Some specific 
programs of public health units such as school lunch programs, well­
baby carc, and children's dentistry are more closely related to 
provincial health programs than to other services delivered by local 
government. Because these programs do not fit appropriately within 
a benefits tax framework� they should be funded from provincial 
revenues. With respect to ambulance services, the issue is clouded by 
the fact that the service is provided municipally only in Metropolitan 
Toronto. The close relationships in the emergency response systems 

5 The disentanglement process was established by the provincial government in 1991 
as a joint provincial/local initiative to review and rationalize the fiscal and program 
relationships between the provincial government and municipalities. It was 
suspended in 1993. 
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in place in most municipalities among ambulance, police, and fire 
services suggest that this inconsistency could in principle be resolved 
by requiring municipal funding everywhere in the province. The 
more reasonable approach given the current institutional framework 
would be to address the funding basis for these services in 
Metropolitan Toronto as the anomaly. It would be difficult to argue 
for a continuation of the funding of any portion of the cost of ambu­
lance services from property taxes, given that the service is provin­
cially funded everywhere else in the province. Apart from these ex­
ceptions, however, public health programs deliver services which 
provide benefits locally and which could appropriately be funded 
either from fees or from a general local benefit tax. 

A local benefit tax is appropriate for public health and inspections. 
For redistributive services such as those provided to needy children 
in schools, funding from provincial general revenues would be more 
appropriate. 

Environmental Services 

The funding of environmental programs is currently shared among 
the provincial government, municipalities and individual users. In 
total, expenditures were $2.3 billion in 1991 .  Seven per cent of the 
revenue required came from provincial general revenues, 33 per cent 
from property taxes, 54 per cent from user charges, and 6 per cent 
from miscellaneous local revenue sources. 

This category of services includes water treatment and supply, 
sanitary and storm sewage, and garbage disposal and collection. 
These are services in which beneficiaries can be identified and spe­
cific utilization can be measured. While there are clearly spillover 
benefits from private use of these services, of all the goods and ser­
vices provided by local governments these bear the closest resem­
blance to private goods. There may be some fairness concerns related 
to charging for access to potable water, but such concerns can be 
accommodated within a pricing regime. Since, for the most part, 
benefits from these services can be linked to users, specific user 
charges would generally be preferable to local property tax funding. 
Some provincial funding would be appropriate to reflect benefits 
that accrue to individuals who live outside the municipality 
providing the service. 
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Transportation 

. The funding of transportation programs is currently shared between 
the provincial government and municipalities. In total, expenditures 
were $3. 1 billion in 1991, funded 39 per cent from property taxes, 28 
per cent from user charges, 6 per cent from other local sources, and 
27 per cent from provincial general revenues. 

This category of services includes roads, snow plowing and re­
moval, public transit, and the operation of municipal airports and 
ferry services. Each component of this category of services has 
different characteristics from a benefits analysis perspective. For 
example, roads provide benefits to all the inhabitants of a 
municipality as well as to travellers from other jurisdictions. Funding 
from a combination of road tolls or other specific user charges and 
local benefit taxes would appear to be appropriate. Transit provides 
direct services to users, but also generates benefits for non-users, in 
enhanced environmental quality and reduced road congestion. The 
fare box is a significant source of funds for transit operations, and it 
is easy to identify individual benefit for this service. However, the 
use of property taxes or other local benefit taxes to subsidize transit 
use would be justified on the basis that transit usage generates 
benefits for non-users. 

Planning and Development 

Municipalities spent $377 million on planning and development in 
1991. These services were funded to the extent of 20 per cent from 
fees, 10 per cent from other local sources of revenue, 57 per cent from 
property taxes, and 13 per cent from provincial grants. Planning and 
development that provides benefits to the community at large is a 
local service. It also involves the provision of some specific services 
to individual beneficiaries. Funding from the property tax, along 
with targeted user fees, is appropriate. 

General Government 

In total, municipalities spent $1.5 billion on general government ad­
ministration in 1991 .  This expenditure is largely supported from lo­
cal revenues, including property taxes (71 per cent), user fees (7 per 
cent), and other local sources (12 per cent). Provincial grants provide 
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10 per cent of the revenue required for general government services. 
Most of the services in this category provide benefits to the local 
community at large, although some provide benefits that are enjoyed 
by individuals. Thus, continued funding from the property tax and 
the targeted use of fees is appropriate. 

Protection 

Municipalities spent $2.4 billion on police and fire services and on 
conservation authority operations in 1 991 . This expenditure is 
largely supported from local property taxes and user fees. Property 
taxes fund 73 per cent of expenditures in this area; local user fees, 2 
per cent; and miscellaneous local revenue sources, including fines, 12 
per cent. Provincial grants provided the remaining funding. 

Police and fire services may be seen as local services which pro­
vide collective benefits and which should appropriately be funded 
from the property tax as a local benefit tax. For fire services, which in 
some areas are not available on the same basis throughout a 
municipality, area rating (different tax rates in different areas of the 
municipality) based on service level may be appropriate. 

With respect to conservation authorities, the existence of spillover 
benefits beyond the geographical area covered by the authority sug­
gests that some continuing level of subsidy from provincial general 
revenues would be appropriate, as is the case now. Because some of 
the services provided by conservation authorities are similar to those 
provided by municipalities in parks and recreation in particular, 
some reliance on user charges on a basis similar to that for recre­
ational facilities would be appropriate. 

Recreation and Culture 

Municipalities spent $1 .5 billion on recreation and cultural services. 
This expenditure is largely supported from local municipal revenue 
sources. Property taxes fund 56 per cent of expenditures in this area; 
user fees, 23 per cent; and other local revenue sources, 9 per cent. The 
remainder is funded from provincial grants. 

This expenditure category includes parks and recreational facili­
ties, libraries, and contributions to local cultural activities. Generally, 
these services are provided as a local service with collective benefits . 
Some of these services have specific beneficiaries. Thus, it would be 
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F1GURE 28.8 
Uses of Property Tax, Ontario, 1991 
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appropriate to fund these services through a combination of the 
property tax and targeted fees. Given the role that cultural activities 
and libraries play in the general life of the province, there is a strong 
case for provincial transfers to support activities that generate 
benefits for the province generally. 

Role of Property Taxes in Ontario Public Finance: Overall Implications 

Ontario currently operates more than 100 programs in which grants 
are provided by the provincial government to support municipal 
services. Some of this funding is allocated unconditionally on the 
basis of a formula that originally took into account the type of munic­
ipality as well as such factors as population and the local assessment 
base. In 1991, $953.8 million, or 21 .4 per cent of provincial grants to 
municipal governments, were unconditional. 
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Most provincial funding for municipal government - the remain­
ing $3.5 billion, or 78.6 per cent - is linked directly to particular 
programs and activities of local governments. In fact, virtually every 
activity of local government involves provincial funding of one form 
or another. As a result, almost every activity of local government is 
funded partly from local property taxes and partly from provincial 
general revenues. One direct implication of our framework is that 
many of the activities of local government currently funded in part 
from provincial general revenues are more appropriately funded 
from local benefit taxes, including both direct user charges and 
property taxes. At the same time, a significant proportion of the 
funding for services that are not appropriately funded from benefits 
taxes of any kind is currently derived from local residential and 
commercial/industrial property taxes. 

Local property taxes currently fund a wide range of services. Some 
of these services should be funded from provincial taxes related to 
ability to pay, and not local property taxes. Some of these services 
should be funded from direct user charges rather than property 
taxes. To provide a general picture, figure 28.7 summarizes the allo­
cation of property tax revenues to various areas of local public 
spending. With the exception of education, for which property tax 
funding can be determined directly from available data, local ex­
penditure data for each service must be adjusted to reflect sources of 
revenue specific to each service. For example, sewer and water ser­
vices are funded from user charges and from conditional provincial 
grants as well as from property taxes. The contribution of general 
municipal revenues (including property taxes) to sewer and water 
services expenditures can only be determined by deducting user 
charge revenue and conditional grants from those expenditures. Ad­
justing the expenditure data for each area of municipal services in 
the same way yields the contribution of general municipal revenues 
to each service. The shares of general municipal revenues allocated 
to each service category will then determine the allocation of prop­
erty tax revenue to each service category. 

Education accounted for 55 per cent of property taxes in Ontario in 
1 991 .  Within the municipal sector, health and social services account 
for 5 per cent of total property taxes. The major spending areas that a 
benefits analysis suggests might appropriately be funded from 
provincial general revenues rather than from local property taxes -
education, social assistance, and services for children - amount to 



Paying for Services: Property Taxes in a Fair Tax System 673 

approximately 59 per cent of total property taxes. At the other end 
of the services spectrum, environmental services (sewer, water, and 
garbage), which might appropriately be funded from direct user 
charges, account for 5 per cent of property taxes. 

A significant proportion of local residential and commer­
cial/industrial property tax revenue is directed towards spending 
areas for which the property tax, as a local benefit tax, is not an 
appropriate funding source. We believe that such funding is not 
acceptable from a tax fairness perspective and should be replaced by 
funding from general provincial revenues. 

Education 

Framing the Education Debate 

The Property Tax Working Group adopted as the basis for its 
recommendations on the reform of Ontario's system of education 
finance a series of propositions concerning students and taxpayers. 
They were set out in the working group report as follows: 

For students 

� The overall goal of our system of education, from the perspective 
of the student, is to enable each student in the system to develop 
to his or her full potential. The overall equity objective of the 
system must therefore be to achieve this goal for every student. 
Equality of opportunity, access, and quality of service are impor­
tant targets in our system of education as proxies for this overall 
goal. 

• The ability of the education system to deliver provincially man­
dated services to students in Ontario should not depend on the fi­
nancial resources available locally to the school board responsible 
for their education. 

• Educational equity may require that per student spending be dif­
ferent across Ontario. Any funding formula must be sensitive to 
local needs and circumstances and must allow for the need for lo­
cal boards to deliver programs that respond to the different needs 
and circumstances of individual students. 
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For taxpayers 

• In principle, and to the extent that it is feasible, education should 
be funded from revenue sources based on ability to pay. 

• The decision to provide education through local school boards 
should not result in significantly different tax burdens being 
imposed on taxpayers in different jurisdictions for provincially 
mandated standards of service. (Property Tax Working Group 
1992, 92) 

The analysis by both the Property Tax Working Group and the 
commission of education taxation and finance policy flows from 
three basic principles that arise from these propositions: 

• The provision of education that is universally accessible is appro­
priately the responsibility of democratically elected government 
as a cornerstone of a liberal democratic society, as a vehicle for 
bringing together diverse cultural values and identities, and as a 
key to sustainable economic development in the future. 

• Since all Ontarians are equally entitled to educational experiences 
that support lifelong learning, the ability of education systems to 
provide those experiences should not vary according to the 
amount of money that can be raised locally. 

• The distribution of centrally allocated funds for publicly sup­
ported education should vary only according to geographical or 
demographic variations in the costs of meeting needs fairly and 
equitably. 

Using these principles as a starting point, our objective is to move 
the public policy discussion about education finance away from the 
traditional debate over school boards and assessment wealth that has 
dominated the scene for more than 20 years. In contrast, our goal is . 
to initiate a debate on how fairness for taxpayers and fairness for 
students can be realized. 

We take the view that the traditional debate is much too narrow. 
The debate begins with the assumption that the property tax must 
provide the core funding for the education system. This assumption 
distorts discussions about fairness both for taxpayers and for 
students: 
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• Discussions about fairness for taxpayers traditionally focus on 
finding ways to alleviate inequities created by the reliance on 
property taxes. The debate focuses on such issues as taxation of 
farmland, cottage properties, and the homes of senior citizens, and 
how much relief the province should provide to individual prop­
erty taxpayers in income tax credits and to school boards in grants 
to reduce the property tax portion of education revenues. 

• Discussions about fairness for students (expressed as per pupil 
funds available) traditionaliy focus on which institutions have 
access to which property tax revenues. The result is that "poor" 
school boards square off against "rich" school boards, and public 
boards of education are pitted against Roman Catholic separate 
school boards over access to commercial and industrial property 
taxes. 

Lost in this debate is any sense of the principles that determine 
how much and by what means taxpayers (whether individual or 
corporate) should pay for a publicly supported education system. 
Equally lost is the sense of what education taxes are supposed to be 
funding in the way of guarantees to the students themselves and to 
the broader society of which they are a part. The debate about how 
schools are actually run never gets started because property tax 
funding locks in the assumption that school governance has to be 
established as a parallel system to municipal governance. 

Our analysis takes the debate over education taxation and funding 
back to the basics of fairness. On the one hand, this means fairness 
for taxpayers whose burden should be more closely related to the 
ability to pay. On the other hand, it means fairness for all students 
whose learning experiences and outcomes should not be compro­
mised by unrecognized accidents of geography, socio-economic sta­
tus, or ethnocultural origin. 

Recognizing the diversity among communities in Ontario, we be­
lieve that fairness requires strong local democratic structures to sup­
port a flexible, responsive, adequate, and fair system of funding. 
Such structures are needed in particular to ensure that educational 
programs and services are designed to respond to local conditions, 
costs, and needs. 

Our recommendations propose a framework designed to meet 
fairness objectives for taxpayers and students throughout the system 
and to provide local decision makers with the fiscal capacity to 
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undertake initiatives that respond to local needs and conditions. The 
fairness principles embedded in this framework lead directly to con­
crete proposals for reform. Moreover, the framework clearly has im­
plications for the way the education system works as a whole, 
whether in the structures of collective bargaining for teachers, the 
levels at which particular kinds of decision are made, or the impact 
of the constitutional guarantees for Roman Catholic and French­
speaking communities. These implications are explored more fully in 
chapter 36. 

Fairness for Students: Allocating Funding for Education 

Determining what constitutes an adequate level of funding for the 
education of students in Ontario and how that funding should be 
allocated among schools in the province is an extremely complex 
task that transcends the tax fairness mandate of the Fair Tax Com­
mission. The nature of the debate over education finance reform that 
took place in our public consultation program and in the Property 
Tax Working Group makes it clear, however, that our proposed tax 
fairness reforms will not be accepted unless they are accompanied by 
reforms in the level and allocation of education funding. These re­
forms must provide some assurance that provincial funding will be 
adequate to meet current educational needs and will be sufficiently 
flexible to respond to changes in the expectations placed on the edu­
cation system. The formula for allocating provincial funding must 
also be sensitive to differences in the characteristics and needs of 
student populations and to local costs. 

In short, equity for students does not mean equality in funding, 
and equity for students is not possible without adequate funding. 

Concerns about the overall adequacy in funding for the education 
of students need not necessarily be met with increased funding for 
the educational system as a whole. We heard concerns expressed 
repeatedly about the proportion of the education budget that is spent 
outside the classroom. 

In allocating funding for education, we have identified a number 
of factors we believe should be taken into account in creating a for­
mula that meets the expectations for flexibility and responsiveness to 
local needs. Such a formula must ensure that a foundation level of 
education is fully funded throughout the province from revenues 
collected and disbursed centrally. It must recognize the relationship 
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between demographic characteristics of student communities such as 
socia-economic status, first language learned, and household liter­
acy, and the level of service (and therefore spending) needed to en­
sure equity for students. 

Socia-economic characteristics of households may be measured by 
such indicators as the average income of residents of the community 
and the spread of differences from that average. For example, the 
incidence of low income in a community can be measured and addi­
tional funds directed to education in communities with relatively 
more low-income families. 

Language as a cost driver can be measured using data on the 
number of immigrant families and families for which the language of 
the home is neither English nor French. This information can be used 
to direct additional resources to communities with higher than aver­
age language learning needs. 

Finally, it is well established in educational research that the level 
of family literacy has a direct impact on school achievement. The 
data are available for the creation of an index of family literacy that 
could allow additional funds to be directed to schools receiving stu­
dents with lower than average family literacy. 

R E C O M M E N D A T I O N 7 4  
The provincial government should assume 
responsibility for the funding of education to a 
provincial standard, allocating funds to school 
boards based on per student cost, student needs, 
and community characteristics which affect 
education costs, such as poverty and language. 

Equity for Taxpayers 

Ontario's system for funding education may be divided into two 
portions: the funding of provincially approved expenditures and the 
funding of unapproved expenditures. In 1991 the average total per 
pupil amount (elementary and secondary combined) actually spent 
on elementary and secondary education by boards stood at $7409 
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(including teacher pension costS).6 However, the average per pupil 
amount of approved expenditures in 1991 stood at $5839, only 79 per 
cent of the total. The difference between the two average amounts 
($1570 per pupil) represents the unapproved expenditure portion. 

Provincially approved expenditure in 1991 was, on average, 
funded 57 per cent from provincial grants and 43 per cent from 
property taxes. These figures include both total spending on and 
provincial contributions to teacher pension plans. Unapproved ex­
penditures are funded almost entirely from property taxes, with 
some contribution from fees and other minor sources of income. In 
1991 approved and unapproved expenditures combined were 55 per 
cent funded from local property taxes - 33 per cent from residential 
taxes and 22 per cent from non-residential taxes. 

Ontario's system for funding education is unusual in Canada be­
cause of the extent of its overall dependence on property taxes, its re­
liance on locally levied taxes, and its lack of restrictions on local edu­
cational authorities resorting to local taxes for expenditures above 
provincially approved levels. Most jurisdictions in Canada rely less 
heavily on residential property taxes than Ontario, provide for local 
access only to the residential property tax base, and limit this access 
for spending above provincially supported levels (Kitchen 1992, 1 1 ) .  

Jurisdictions outside Ontario are also taking a close look at the 
fairness of their systems of edilcation funding. The state of New 
York, for example, is conSidering a major change in its education 
funding system that would see residential property taxes for educa­
tion replaced by a local income tax surcharge. 

The education financing system in Ontario is currently not meet­
ing equity objectives, either on the expenditure side or on the 
revenue side. On the expenditure side, in 1991 only 79 per cent of 
total education spending (including the provincial contribution to 
teacher pension plans) was officially approved by the provincial 
government and eligible for provincial grant support. The remaining 
21 per cent was not taken into account by the provincial government 

6 The measure traditionally used in the education finance debate excludes pension 
contributions from both the expenditure side and the grant side. In 1991 this 
calculation would have yielded approved expenditures of $5378 per pupil and total 
expenditures of $6948 per pupil. Excluding pensions, 77 per cent of total 
expenditures were recognized; 47 per cent of recognized expenditures and 59 per 
cent of total expenditures were financed from property taxes. 
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in determining grants to local school boards. Actual spending levels 
per pupil vary widely across the province. While some of the 
variations are clearly related to local cost factors and special 
characteristics of the student population, differences in local 
resources available to fund educational services over and above 
provincially approved levels clearly play a role. Given the 
importance of public education to both the value system and the 
economic strategy of the province, it is difficult to justify significant 
differences in educational quality that now occur because of 
differences in the fiscal resources available to local school boards. 

On the revenue side, the extent to which funding for education re­
lies on local property taxes causes significant problems. One of the 
direct implications of our view of the residential property tax as a lo­
cal benefit tax is that, as a general rule, education should not be 
funded from residential property taxes. Provincially supported edu­
cation spending should be funded entirely from provincial general 
revenue sources.7 

As noted above, this analysis applies specifically to universal pub­
lic elementary and secondary education, as opposed to "what school 
boards do." Because school boards perform services other than edu­
cation, narrowly defined, it may be necessary, in order to carry the 
analysis to the next level, to set out the functions of school boards to 
determine the applicability of this general analysis to particular cate­
gories of expenditure. Table 28.5 provides a general breakdown of 
school board expenditures by category. 

One potential variation from the general position that educational 
services should not be funded from local benefits taxes concerns the 
operation and maintenance of educational facilities - the physical 
plant of the education system. Some participants in our public hear­
ings suggested that it would be appropriate for the operation and 
maintenance of physical plant to be funded from local property 
taxes. Because such facilities are part of the community's infrastruc­
ture and provide benefits similar to parks and recreational facilities, 
they could, logically, be funded on the same basis as those other 

7 This view has wide support among Canadian public finance authorities. See Kitchen 
and McMillan (1985, 238); (1991, 237-38); Graham (1991, 151); Kitchen (1992, 72). It is 
also discussed in Bird and Slack (1993, 58-59) .  
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TABLE 28.5 
School Board Expenditures, Ontario, 1991 

Item 

Administration 

Business 

General 

Computer 

Instruction-related 

Instruction 

Tuition fees 

Transportation 

Plant operations and maintenance 

Capital expenditures 

Debt charges 

Other 

Payments to municipalities 

Reserve funds 

Total 

Expenditure ($) 

237,562,359 

127,193,587 

86,385,782 

9,156,1 05,295 

546,036,176 

451,141,728 

660,626,055 10,362,767,526 

1,382,713,693 

732,303,338 

140,969,801 

11 1,821,825 

1 14,971,077 

189,097,475 

13,485,786,463 

Source: Fair Tax Commission calculation based on Ontario, Ministry of 
Education, "School Board Financial Statements," 1 991, updated as of 
March 1 993. 

Note: Board-to-boan;i payments are included in total. 

facilities. Ta'xes to support building operation and maintenance 
would be levied by municipal governments that would provide the 
necessary funding. While the responsibility for operating and 
maintaining school facilities could remain with individual school 
boards, municipal operation and maintenance does offer some 
potential advantages. It would facilitate the coordination of 
community facilities and the development of multi-use facilities at 
the local level, and it would provide a framework within which 
educational facilities could be shared among school boards on a 
rational basis. These expenditures amount to approximately 10 per 
cent of the total spending of school boards in Ontario. 

One of the attractions of this approach is that it would somewhat 
reduce the extent to which revenue sources would have to shift as a 
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result of the reforms in funding suggested by our analysis. If this ap­
proach were to be adopted, about 10 per cent of total education 
spending could legitimately remain on the local property tax base. 
Despite this, however, we see no equitable basis for making a dis­
tinction between educational services available to students and the 
physical facilities in which those services are delivered. Conse­
quently, we are not recommending that any distinction of this nature 
be made in determining the sources of funding for public elementary 
and secondary education. 

R E C O M M E N D A T I O N  7 5  

Ontario should replace the local residential prop­
erty tax as a source of core funding for education 
with funds raised from provincial general 
revenues. 

R E C O M M E N D A T I O N  7 6  

Ontario should eliminate the local education levy 
on commercial and industrial property. 

The issue of how the provincial government should raise the rev­
enue required to replace local property taxes on residential and non­
residential property is addressed in our recommendations on tax 
mix, in part twelve. Chapter 32 presents our recommendations for a 
provincial tax on commercial and industrial property as a replace­
ment for local non-residential property taxation for education pur­
poses. Chapter 33 presents our overall recommendations on tax mix, 
including sources of the additional provincial general revenue that 
would be required if the province were to assume the full cost of 
provincially mandated elementary and secondary education. 

Local Levy 

To be successful, a formula funding model for education must be 
sensitive to differences in local factors that affect the cost to school 
authorities of meeting Ontario's educational objectives . Educational 
equity does not imply equal funding on a per student basis. In fact, it 
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requires unequal funding in ways consistent with the different cost 
environments and different educational needs of different student 
populations. A successful funding model must be dynamic. It must 
be adjusted constantly to respond to changing demographic trends 
and educational requirements. It must also be consistent with a 
locally responsive system of governance. 

Local governance implies a tension between the central funding 
and policy-making authority and the local delivery system. The 
funding made available by the provincial government for education 
will inevitably require an accommodation between locally generated 
demands for services and provincial educational and fiscal priorities. 
It is essential that formula funding be sufficiently sensitive and suf­
ficiently dynamic to permit that accommodation to remain effective. 
It is equally inevitable that a formula funding model will not be per­
fect, and that legitimate local requirements will not be taken into ac­
count adequately in determining the resources to be made available 
for the provision of important local services. 

Consequently, the system requires a local financial safety valve. 
In determining an appropriate design for the financing of local ed­

ucational expenditures beyond those approved and supported by the 
provincial government, we considered four critical questions: 

• What should the funding base be for locally supported educa­
tional spending? 

• How should access to that funding base be limited? 
• How should that funding base be allocated between the public 

and the separate systems? and 
• How should the local political decisions be made with respect to 

access to that funding base? 

In principle, to be consistent with our reasoning with respect to 
appropriate revenue sources for provincially supported education 
spending, the local property tax should not be the funding base for 
any local contribution to education. The consistent recommendation 
would be for a local income tax that would be directed towards dis­
cretionary local education spending. However, we are not prepared 
to recommend the establishment of local income taxes in Ontario. As 
a result, the only general tax base available for the funding of discre­
tionary local spending is the local property tax base. 
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In our view, access to the property tax base must be tightly 
restricted to preserve its role as a formula funding safety valve, to 
ensure that pressure is kept up on provincial governments to 
maintain a realistic level of formula funding for education, and to 
limit the potential for revenue-driven inequities to emerge for 
students in different parts of the system. 

Access should be limited in two respects. First, the total amount of 
revenue that can be raised from the local property tax base should be 
limited. Unrestricted access would generate revenue-driven in­
equities among students and taxpayers. It would also provide an al­
most irresistible temptation for provincial governments to abandon 
tax fairness principles and to tap the local property tax base indi­
rectly by restricting formula funding below realistic levels. 

Such a limit could be defined with reference to the local property 
tax base or to the provincially approved expenditures on education 
in the community. We recognize that setting a limit with reference to 
provincially supported spending will result in differences in tax bur­
dens for the same relative level of local discretionary spending 
between school areas. In our view, however, this concern must be 
weighed against the overall purpose of permitting a local levy for 
education. The purpose of the local levy, in our framework, is to en­
able local authorities to meet student needs that cannot be met in the 
overall funding formula. This purpose must take precedence over tax 
fairness concerns, since they would otherwise have led us to recom­
mend that there be no local levy at all. We have concluded that the 
local levy limit should be determined with reference to the provin­
cially supported level of spending. 

The limit must strike a reasonable balance between the need for 
local flexibility and the need to maintain the pressure on the formula 
funding system to remain up to date, thus avoiding reliance on the 
property tax for core funding. A local levy limit of up to 1 0  per cent 
of a board's approved spending would, in our view, strike a reason­
able balance. 

Moreover, local access to the property tax should be restricted to 
the residential tax base. Commercial and industrial activity in On­
tario is distributed so unequally that local access for educational 
purposes to that base would inevitably create substantial inequities, 
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either for individual taxpayers or for students.8 We see no reason to 
depart from our position that general taxes on business (as opposed 
to benefits-based taxes) should be levied at the provincial level. 

The allocation of local discretionary funding between the separate 
and the public school systems has grown in importance as an issue 
as the gap between provincially supported spending and locally 
defined requirements has grown. Adoption of our recommendations 
with respect to provincially supported spending would cause that 
gap to narrow dramatically. Although a gap in revenue-raising 
capacity would remain through local discretionary spending, it 
would also be reduced by limiting the discretionary local levy to the 
residential tax base. As is the case in the current system, differences 
in funding capacity tend to be absorbed either by students, in the 
form of lower per pupil spending in jurisdictions with limited access 
to supplementary funding from local sources, or by taxpayers, in the 
form of higher taxes. 

Even in the current system, those differences tend to be absorbed 
to a greater extent by taxpayers than by students. The variations in 
spending per student in Ontario are far smaller than the variations in 
local fiscal capacity among school boards would suggest (Property 
Tax Working Group 1992, 93-98). Our proposal to limit discretionary 
spending to a fixed percentage of provincially supported spending in 
the jurisdiction would reinforce the general tendency to put student 
equity ahead of local taxpayer equity as these decisions are being 
made. There is an important exception to this general trend where 
public and separate boards in the same jurisdiction have very differ­
ent fiscal capacities. The pressure to keep residential tax rates close 
together will result in less being spent on the education of students 
in a poorer board than on students in a wealthier board serving the 
saine geographical area. 

One manifestation of this pressure has been intense competition 
among neighbouring boards for school support and therefore as­
sessment. A growing class of local officials devoted entirely to 
"assessment wars" with other boards has been created in public, 
separate, English, and French boards across Ontario. This effort 

--------------------

8 See Bird (1993, 212) for support of the argument that "some constraint should be 
placed on local taxation of non-residential property" in order to avoid the "tax 
exporting" problem. 
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serves no purpose other than to shift resources from board to board, 
to the benefit of some students and the detriment of others. We con­
sider this activity to be wasteful and destructive to the local coopera­
tion that is essential to make the system perform better and deliver 
its services more efficiently. By limiting access to the local residential 
tax base to a fixed amount based on provincial funding allocated to 
the local board, the stakes in these conflicts between boards would 
be reduced. The only way to eliminate this conflict entirely would be 
to pool the local discretionary funds based on student population. 
Although such an approach has some attractions as a way to elimi­
nate assessment competition between boards, it raises two very diffi­
cult problems whose solution would take us well beyond the limits 
of our mandate. 

First, if the local levy were to be pooled on the basis of student 
population or some other formula, how would the decision on the 
size of the levy be made? Indeed, what would prevent the local levy 
from moving automatically to the maximum everywhere in the 
province? Second, pooling the local levy would have the effect of 
overriding the constitutional rights of Roman Catholics to designate 
support for the separate school system. 

Breaking the link between school board fiscal capacity and as­
sessment would ease the administrative burden in assessment ad­
ministration and appeals at the provincial level. It would also make 
unnecessary the administrative overhead required to sustain the in­
tense competition between public and separate school boards for 
school support both in the assessment and appeal processes and 
within the school boards themselves. Blit it also begs questions of 
structure and governance that must be resolved on their own merits. 
For that reason, we do not recommend any change in current prac­
tices with respect to designation of school support for the local levy. 

R E C O M M E N D A T I O N 7 7  

Ontario should permit school boards to raise funds 
to support local discretionary spending through a 
local levy on the residential property tax base. The 
amount of this local levy for each board should be 
restricted to a fixed percentage - not greater than 10 
per cent - of the total amount of provincial funding 
provided to that board. 
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General Welfare Assistance and Programs of Assistance 
to Children 

Generally speaking, our view of the appropriate funding of social 
and health services parallels our view of the financing of education. 
Some of the social and health services currently funded from the lo­
cal tax base are not appropriately funded from benefit taxes. Other 
services, such as public health inspections, are appropriately funded 
from user fees or from the property tax as a local benefit tax. In grey 
areas such as day nurseries, homes for the aged, and public health 
services, joint provincial-local funding that permits some local 
differences in expenditure levels and tax burdens is justifiable. 

There is a strong consensus within and outside the provincial gov­
ernment that the funding of social assistance should be a provincial 
responsibility, replacing the current 80/20 funding split between the 
provincial government and municipalities. As a significant income­
redistribution program, social assistance should be available on the 
same basis across the province and funded from general provincial 
revenues, not from local benefit taxes. In 1991 the net municipal 
contribution to social assistance (net of specific grants) was $515 mil­
lion. The provincial government has already announced its intention 
to assume responsibility for social assistance transfers, and to offset 
the increased provincial costs by charging municipalities fees for as­
sessment services, transferring responsibility for some provincial 
roads to municipalities, and reducing unconditional grants. 

Similarly, the costs of assistance to children through children's aid 
societies is an income-redistributive service appropriately funded 
from ability-to-pay taxes. These services also have spillover effects 
across jurisdictions, and, as in education, policy control is exercised 
by the provincial government. In 1991 the municipal contribution to 
children's aid societies (net of specific grants) was $76 million. 

RECOMMENDATION 78 

Ontario should assume full responsibility for 
funding general welfare assistance and provin­
cially mandated services to children. 
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Realizing Property Tax Reductions from Funding Reform 

Many participants in our hearings, while supporting the principle of 
ending local property tax funding of education, expressed consider­
able cynicism about the likely impact of such a change on residential 
property tax rates. The assumption behind this cynicism was that 
municipalities would react to the change in education funding by 
increasing their own taxes as taxes for school boards went down. In 
our view, however, . this is unlikely to happen. The local political 
process in Ontario works well enough to prevent such a blatant 
attempt to frustrate the spirit of the reforms we have proposed. Any 
municipality tempted to do so would likely be unsuccessful in the 
current fragile state of most of this province's local economies. While 
we are doubtful that municipalities would in fact increase their tax 
rates to take advantage of the reduction in property taxes for 
education, we believe that it is important that taxpayers clearly 
understand that it will not happen. The local government finance 
system in Ontario is so complex that we believe extraordinary 
measures may be required to ensure this is understood. We have 
therefore concluded that, for a transitional period, there should be 
some restriction on the ability of municipal councils to establish tax 
rates that depart from those that would have been expected in the 
absence of education finance reform. 

R E C O M M E N D A T I O N  7 9  
a) To ensure that municipal governments do not 

eliminate property tax savings resulting from 
reform in the funding of education and social 
services by raising municipal tax rates, those tax 
rates should be subject to provincial regulation 
during a transitional period. 

b) Ontario should establish a base year municipal tax 
rate; which excludes taxes attributable to services 
no longer funded from properly taxes, and should 
limit municipal tax rate increases to a provincial 
standard increase, subject to appeal. In addition, 
municipal governments should be required to 
disclose on their tax bills any increases in tax 
relative to this revised base year tax rate. 
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Local Environmental Services 

User fees are already a significant source of local revenue in Ontario. 
The principal components of user charges include water billings and 
sewer surcharges, waste disposal fees, charges for recreational 
services, other special charges, · transit fares, and the fees paid for 
homes for the aged and day nurseries. In general, user charges may 
be appropriate where: 

• there is a clear relationship between fees paid by users and bene­
fits received; 

• the taxpayer has a choice about the extent to which he or she uses 
the service; 

• it is administratively feasible to collect the charge at a reasonable 
cost; 

• one goal of the user charge is to influence the use of the service; 
• the benefits can be quantified and attributed to the user; and 
• concerns with respect to equity of access can be dealt with in the 

design of the charge. 

Municipal user fees in total increased from just over $800 million 
in 1 977 to $3.5 billion in 1992. As a percentage of municipal revenue, 
fees increased during the 1 980s from 22 per cent in 1 980 to a high of 
25 per cent in 1 989. Since 1 989, user fees have dropped again to less 
than 22 per cent of municipal revenues. The near-collapse in revenue 
from tipping fees at municipally operated landfill sites resulting 
from the combined effect of the decline in industrial activity gener­
ally, particularly in construction, and the rapid growth in the export 
of waste to cheaper dump sites in the United States is the major rea­
son for this decline.9 

There is a broad public consensus that the pricing of water and 
sewer services as well as waste collection and disposal must begin to 
reflect the true cost, without subsidy, of proViding these services. 
There is also increasing interest in user fees for road transportation. 
Technological developments in the past decade have made feasible 
the collection of tolls and other fees related to road use. These tolls 

9 The composition of municipal revenue has also been affected by an increase in 
conditional transfers related to social assistance. 
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and fees can be far more flexibly designed to reflect the costs associ­
ated with road use than traditional toll systems. 

There are both local tax fairness reasons and environmental policy 
reasons to encourage a greater reliance by local governments on di­
rect user charges for environmental services such as water treatment 
and distribution, sewerage collection and treatment, and solid waste 
collection and disposal. From a tax fairness perspective, user charges 
would provide a stronger link between benefits and taxes for these 
services than is possible with funding from a local general benefits 
tax. From an environmental perspective, pricing of these services at 
cost would encourage environmentally sound water conservation 
practices and provide an incentive for reduction, reuse, and recycling 
of solid waste. 

The major administrative issue in the reform of the sewer and wa­
ter user fee system at the municipal level concerns the need to meter 
water consumption. It clearly makes little sense to shift from prop­
erty tax funding to user fees for these environmental services if the 
user fee bears no better relationship than property tax to the amount 
of water consumed. The cost of any changes to existing systems will 
vary substantially among municipalities. Some regions, such as the 
cities of London and Windsor and the Region oE Peel, are already 
metered. Others are not metered and would require an initial invest­
ment to fund equipment and installation. The costs of metering are 
generally in the range of $200 per consumer, but would vary for dif­
ferent types of structures. 10 In all but extreme cases, however, it is 
clear that the investment would be recovered .  Metering has been 
linked to decreased water consumption through increased household 
awareness (Marshall, Koenig & Associates 1991,  23-24). As a result of 
these decreases, and further reductions resulting from fuller cost 
pricing facilitated by meter use, metering would reduce supply and 
treatment costs as well as environmental costs over the long term. 

10 These costs are based on estimates from the City of Toronto Department of Public 
Works and the Environment. The cost of meter installation can run in the thousands 
of dollars for commercial or industrial structures. Most of these structures, particu-
1arly in the Toronto area, are already metered. Meter installation costs may also vary 
with the age of the structure. Certain structures require significant overhaul in their 
plumbing in order to ensure the operability of the meter. The costs of reading a me­
ter may vary across households, on access to meters and consistency in meter tech­
nologies. Emerging technologies may permit reading through radio or telephone. 
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R E C O M M E N D A T I O N  8 0  

Ontario should require that municipalities levy 
user fees for sewer and water services. Assessment­
based charges for water and sewer services should 
be replaced by metering of all consumption. Flat 
rate water charges should not be permitted. 

R E C O M M E N D A T I O N  8 1  

By the funding of pilot projects and other means, 
Ontario should encourage municipalities to levy 
user fees for waste collection. 



29 A New Basis for Property 
Taxation 

We have determined that the characteristics of the residential prop­
erty occupied by a household cannot be related in any systematic 
fashion to that household's ability to pay. Our studies reveal that the 
relationship between the market value of residential property and 
household income is statistically random. We concluded that the 
residential property tax must be seen as a general benefit tax for local 
services. 

The non-residential property tax, in our framework, has two roles: 
as a general local benefit tax reflecting the same principles of fairness 
as the residential property tax; and as a general tax on business, 
using commercial and industrial pn?perty as the tax base. In this 
chapter, we deal with issues arising from the role of the non­
residential property tax as a benefit tax for local services. In chapter 
32, we address provincial taxation of commercial and industrial 
property in the context of provincial taxation of business more 
generally and make recommendations with respect to the design of 
such a tax. 

A view of property taxes as general benefit taxes for local services 
has clear implications for the design of a property tax base. To serve 
as the base for a benefit tax, assessment should, in principle, reflect 
the distribution of the benefits from the local services that are funded 
from the tax. Since it is not possible to measure benefits from local 
services directly, the fairness goal should be to identify a basis for 
assessment that best approximates the distribution of benefits from 
local services. 
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Assessment 

Although the assessment system in Ontario is theoretically based on 
market value, the data presented in chapter 27 reveal that it is less a 
system than a patchwork of different - often dramatically different ­
assessment bases. The system was inconsistent with any concept of 
tax fairness 25 years ago; today it is in much worse shape. It would 
be difficult to argue, on fairness or on any other accepted grounds, 
that the current non-system be retained. The only question is, What 
should replace it? 

Options for Assessment Reform 

In addition to the obvious requirement that the system meet a fair­
ness criterion, other criteria are important in evaluating different as­
sessment systems. 

From the perspective of the taxpayer, the system should produce 
individual assessments that: 

• are objectively verifiable and easily reproduced; 
• can be clearly understood; 
• are consistently administered; 
• are not subject to large year-to-year fluctuations; and 
• may be appealed in an accessible, objective, and fair process. 

From the perspective of provincial and local governments, the sys­
tem should have: 

• a stable revenue potential over time; 
• the lowest possible administrative costs consistent with fairness 

objectives; and 
• the least possible negative impact on economic development, both 

within the local area and in the province. 

For most tax bases, the valuation of the base is not a principal con­
cern. This is because, for most taxes, the tax arises from a specific 
transaction or series of transactions. For example, in the personal in� 
come tax system, the income base is generally measured as the 
amount actually paid to an individual during the calendar year. The 
sales tax base is the price at which a taxable good or service changes 
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hands in a taxable transaction. The base for most taxes is the value at 
which a transaction subject to tax takes place. Valuation issues tend 
to arise when there is no actual transaction or where the transaction 
is not considered to be at arm's length and therefore produces a 
value that is suspect. These cases generally concern only a small por­
tion of the tax base and tend to be resolved on a case-by-case basis on 
practical grounds. In some cases, the valuation issue is simply 
avoided. For example, although in principle capital gains should be 
taxed on accrual, in fact they are not. Capital gains are normally 
taxed only when the asset is sold. Determining the value at that time 
is straightforward. In other cases, arbitrary rules are devised to pre­
vent abuse of the system. For example, in the retail sales tax, private 
sales of automobiles are deemed to have taken place at industry 
standard market prices. This price is used as the basis for computing 
tax liability, regardless of the price claimed to have been paid by the 
buyer. Most value-oriented systems of property assessment differ 
from the norm in tax base measurement in that the absence of a 
transaction is the rule rather than the exception. For most properties, 
there is no actual transaction that determines the value. The assessor 
must attempt to predict the price at which a transaction would have 
taken place at arm's length if it had occurred. This inevitably in­
volves elements of judgment that make it difficult for the taxpayer to 
understand how the assessed value of the property was determined. 

The assessment system must produce . results that are consistent 
with our fairness framework. In addition, general criteria for assess­
ment system design such as administrative feasibility, clarity, sim­
plicity, stability, and administrative fairness must be met. We con­
sidered a number of potential methods of assessment in light of these 
objectives. 

Market Value 

The market value of a property depends on the value of the property 
in its current use and the value attributable to potential future uses 
of the property. The varying roles of these elements in determining 
the market value of a property contribute significantly to the practi­
cal and conceptual problems associated with the implementation of 
fair market value as an assessment base. 

As a practical matter, the three primary bases used by assessors to 
measure market value - arm's-length sales, rental income, and re-
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placement value - differ in the extent to which they measure the el­
ements of market value. Arm's-length sale prices measure the com­
ponents of value together because they represent what a buyer 
would pay for full enjoyment of the rights of ownership. Rental in­
come measures only the value of a property in its current use. Re­
placement value reflects value in current use, but may be higher or 
lower than that value, depending on conditions in the industry un­
der consideration. 

In the private appraisal industry, the method used for property 
valuation depends in part on the type of property involved and on 
the purpose for which the valuation is being undertaken. For 
example, if the valuation is being done for a prospective purchaser 
and the property is not expected to generate rental income, the 
arm's-length sales method might be most appropriate. If the 
valuation is being done for a financial institution considering lending 
money on the security of a rental property, the rental income 
approach would probably be used. For insurance purposes, 
replacement value would be the most likely valuation method used. 
In the valuation process, it isn't necessary for the particular property 
to have been sold or rented or replaced. The appraiser values the 
property as if it had been sold, as if it were rented, or as if it were to 
be replaced. 

In property assessment for tax purposes, the particular method 
used for estimating market value influences the final assessment. For 
example, in the residential sector and the commercial sector, both the 
arm's-length sales method and the rental income method are used 
for valuing different types of properties. Because arm's-length sales 
data reflect components of value not reflected in rental income, 
properties valued using the former method will tend to be 
overvalued relative to properties valued using the latter method. 

In the current system, assessors determine the method to be used 
in assessment. In the commercial sector, large commercial properties 
and shopping centres are valued using the rental income method. 
Smaller commercial properties in "strip retail" areas (stand-alone 
stores with individual street frontages) are valued using arm's­
length sales as the assessment method. In the residential sector, large 
multiple-unit rental buildings are assessed using the discounted 
rental income method; single family residences and small rental 
properties are assessed using arm's-length sales data. In the com­
mercial sector, these assessment practices have led to inconsistencies 
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that have been quite visible in rapidly growing large urban areas 
where market value assessment reform has been considered. In the 
residential sector, the inconsistencies have not been as apparent be­
cause most areas with significant multiple unit residential sectors 
have been reassessed in class-by-class assessments, keeping multiple 
unit properties as a separate class from single family and small 
multiple residential properties. 

The use of a measure of value that includes values attributable to 
potential future uses or changes in value contributes to volatility in 
measured market values. Because values attributable to future capi­
tal gains or potential uses are essentially speculative, they tend to 
vary dramatically with the business cycle and with the health of the 
local economy. 

The extent of this variability may be illustrated by the changes that 
took place in the assessments of major Toronto financial district 
properties between the market value study conducted by the Min­
istry of Revenue in 1 984 and the study done in 1 988. In 1984 the 10 
largest financial district office buildings were assessed at 5.7 per cent 
of value on average, compared with a Metro Toronto average of 8.5 
per cent. Had market value been introduced on the 1 984 basis, the 
taxes on these buildings would have increased by 49 per cent. Taxes 
on buildings in other parts of Metro would have gone down by a 
substantial percentage. In 1 988 the 1 0  largest buildings were assessed 
at 4.2 per cent of value, almost exactly the Metro average of 4.3 per 
cent. If these properties had been reassessed first on 1984 values and 
then again on 1 988 values, taxes would have increased by 49 per cent 
with the first reassessment and would have dropped by one-third 
(back to the same position relative to the Metro average as existed 
prior to the first reassessment) with the second reassessment. 
Properties outside the financial district would have experienced 
substantial tax reductions resulting from 1 984 market values and 
then substantial tax increases resulting from the application of 1988 
market values.! 

Another comparison by the City of Toronto of successive local re­
assessment studies in 1975, 1980, 1984, and 1988 illustrates the prob­
lem of volatility using market values. Assuming that properties had 

1 Data in this section were supplied by the City of Toronto, Department of Planning 
and Development. 
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been reassessed in 1975 and then had their assessments updated in 
1980, 1984, and 1988, the study traces average percentage changes in 
assessment in each of the four major classes of property for each of 
the eleven wards in Toronto in that period. In Ward 4, a working­
class area in the west end of the city, assessments on single family 
residences would have increased by 17.7 pei cent in 1975, declined 
by 2 1 .9 per cent in 1 980, increased by 5.9 per cent in 1984, and in­
creased again by 17.5 per cent in 1988. In Ward 7, a rapidly changing 
"white-painted" area that straddles the Don Valley, assessments 
would have increased by 14 .4 per cent in 1975, declined by 6.5 per 
cent in 1980, declined by a further 10.1 per cent in 1984, and then in­
creased by 15.6 per cent in 1988. In Ward 1 1 ,  which includes the 
wealthy enclave of Forest Hill, assessments would have dropped by 
7.7 per cent in 1975, increased by 18.6 per cent in 1980, declined by 
1 . 1  per cent in 1984, and declined again by 2 per cent in 1988. 

Commercial property in the downtown core in Ward 6 would 
have seen its assessment decline by 5.3 per cent in 1 975, increase by . 
5.3 per cent in 1 980, increase again by 5 .1  per cent in 1984, and de­
cline by 6.8 per cent in 1988. Industrial assessment in the heavily in­
dustrial area of Ward 2 in the city's west end would have increased 
by 26.8 per cent in 1975, dropped by 26.4 per cent in 1980, dropped 
by 12.9 per cent in 1984, and dropped again by 13 per cent in 1988. 
Industrial assessment in the east end in Ward 8, in contrast, would 
have dropped by 1 1 .1  per cent in 1975, a further 7.5 per cent in 1980, 
a further 4.6 per cent in 1984, and then would have increased by 42.1 
per cent in 1988. 

To say the least, volatility of this order would create enormous 
practical problems. It would make the tax base extremely unstable. It 
would make it difficult for taxpayers to plan their own affairs in any 
reasonable manner. And by creating a succession of substantial 
changes in assessments, it would put the system into a permanent 
state of flux, in which transitional arrangements for increases in tax 
might end only to be replaced by transitional arrangements for re­
ductions that offset the earlier increases. 

In addition to these practical problems, there are important con­
ceptual problems with attributing anticipated values to individual 
properties for assessment purposes. In assigning a value to a future 
change that may or may not take place, the market is in effect estab­
lishing the terms of a gamble for the buyer of a property. The buyer 
anticipates future increases or decreases in value and takes those po-



A New Basis for Properly Taxation 697 

tential changes into account in determining the price that he or she is 
prepared to pay. For example, the buyer of a property in Toronto or 
Ottawa in the late 1 980s would have paid a premium based on an 
anticipation of future increases in value. That premium would have 
been greater in some areas than in others. By 1990 that premium 
would have been reduced dramatically, and by relatively more in 
some parts of each area than in others. 

Similarly, the buyer of a single storey commercial property zoned 
for high-rise development would pay a price based on the potential 
future value that would flow from redevelopment. But that price 
represents a gamble. If the property is in fact redeveloped, the gain 
will materialize. If a neighbouring property is developed first, and 
the redevelopment of the property in question is delayed as a result, 
the gain will materialize much later. And changes in development 
patterns may result in the gain never materializing at all. 

This process can work negatively as well. The buyer of an indus­
trial property contaminated with waste materials would likely dis­
count the price paid to reflect the costs of rehabilitating the site if it 
were to cease operation as an industrial facility. 

The function of the market in attaching present values to future 
events that may or may not take place is an important one in a mar­
ket economy. For some tax purposes - income and capital gains tax­
ation� for example - no distinction in principle is made between 
changes in value that are attributable to anticipated future changes 
and those that are attributed to enhancement of value in current use. 

The fact that the market value of a property reflects value at­
tributable to potential future uses as well as to current uses lies at the 
root of many of the problems associated with the introduction of 
market value assessment in rapidly growing urban areas in Ontario. 
In such areas, the potential for future capital gain varies greatly 
across the urban area, and can change rapidly from year to year. 

In the benefit tax framework we adopt, values attributable to po­
tential future changes in use or increments in value are not appro­
priately included in the tax base. Conceptually, it would not be rea­
sonable to attribute benefits from services currently being provided 
by local government either to the current value of anticipated future 
capital gains or to the current value of anticipated future uses of the 
property. For example, consider the owner of a property used as a 
hardware store that sits on land zoned for high-rise development. In 
principle there would be no reason to assume that the owner of the 
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hardware store derives any benefit from public services flowing 
from the potential future value of his or her property. 

Local public services overwhelmingly relate to current uses. The 
few exceptions, services like planning and zoning that relate to fu­
ture use, are relatively low-cost municipal activities. Consequently, a 
benefit tax should be linked more directly to current use than to 
market value, which incorporates future speculative value. 

This difference between value in current use and market value is 
taken into account in the present assessment model only in the as­
sessment of farming property and golf courses. Most urban fringe 
farm land and golf courses are not assessed at fair market value. 
These properties are assessed on the basis of their value as farm land 
or golf courses. 

Two-Tier Assessment 

Two-tier assessment is a variant of market value assessment in which 
land and improvements are assigned market values separately and 
are taxed at different rates. Although it is obviously possible to tax 
either improvements or land at a higher rate, the arguments for two­
tier assessment imply that land would be taxed more heavily than 
improvements . Historically, two-tier assessment is an outgrowth of 
the single tax movement that originated in the work of the American 
journalist, economist, and reformer Henry George in the 19th cen­
tury. In writings based broadly on the theories of economic rent ad­
vanced by David Ricardo earlier in that century, George advocated 
significantly increased reliance on taxes on land. From the proposi­
tion that the supply of land is fixed and will not change in response 
to changes in prices, he argued that land could be taxed without af­
fecting returns to labour or capital. Taxes on labour and capital, 
however, would alter such returns and produce a less efficient allo­
cation of resources. Land taxes, therefore, would be a more efficient 
way to raise funds for public services than taxes on either labour or 
capital. In addition, land taxes would encourage land owners to 
make more productive use of their land .  Advocates of two-tier 
assessment played a prominent role the Property Tax Working 
Group as well as in our hearings in a number of locations. 

The principal argument in favour of two-tier assessment is a 
planning argument. Specifically, it is argued that two-tier assessment 
will create incentives for intensification of land use and more rapid 
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economic development because two-tier assessment would permit 
municipalities to impose taxes at higher rates on land than on 
buildings. This attribute of two-tier assessment is put forward by 
advocates as a significant advantage of the two-tier system over 
other systems. They argue that the value attributed by the market to 
potential future uses of property is attached to the land rather than 
the improvements. If land is assessed on the basis of its highest and 
best use and is taxed at a higher rate than improvements, property 
that is employed in its highest and best use will be taxed at a much 
lower effective rate than underused property. While the economic 
incentive from two-tier assessment - and to a lesser extent 
conventional market value assessment - is exactly as described, it is 
not obvious that the planning outcomes would generally be desirable 
(Kitchen 1992, 122-23). 

The problem is that Ontario's urban planning and economic de­
velopment objectives are not one-dimensional. In some areas, the 
public policy goal is to encourage the development of land to its 
maximum intensity. For example, one goal may be to encourage re­
development of vacant land in downtown areas or along transporta­
tion corridors. In other areas - preservation of agricultural land or 
heritage buildings, for example - the objective of planning policy is 
explicitly to discourage land from being developed to its highest and 
best use. In some situations, the goal may be to protect older indus­
trial areas from encroachment by residential or commercial devel­
opments, or to promote neighbourhood stability by discouraging 
land assembly and redevelopment in residential areas. As a planning 
tool, two-tier assessment is far too blunt an instrument to be consid­
ered as a reasonable substitute for, or even a complement to, coher­
ent and sophisticated planning and development policies. Because 
conventional market value assessment shares with two-tier assess­
ment a highest and best-use value base, the planning implications of 
market value assessment are similar, although not as extreme. 

We do not view the tax system as an appropriate planning tool. 
Even if Ontario's planning objectives were as simple and as one­
dimensional as those supported by two-tier market value assessment 
systems, however, the tax fairness implications of such a system 
would still lead us to reject it. 

More important, two-tier assessment and taxation would exagger­
ate the one characteristic of market value assessment that is most 
undesirable from a benefit tax perspective: the value measured 



700 Financing Local Government in Ontario 

includes values attributable to future uses of the property and future 
potential capital gains. Because the Iocational attributes that give rise 
both to potential future uses and to increases in value in excess of 
inflation attach to land rather than to buildings, two-tier assessment 
and taxation would increase the weight given to these non-use  
related values. 

Rental Value 

The most direct way to measure the value of a property in its current 
use is to measure its value as a rental property. Since a tenant is not 
paying either for the right to earn a future capital gain or for the right 
to change the use of the property in future to a higher-value use, rent 
is a direct measure of current use value. For properties that are nor­
mally offered for rent, measurement of rental value is relatively 
straightforward. For residential and non-residential properties that 
are not on the rental market, rental values must be estimated from 
market data. 

It is apparent from the discussion above that rental value would be 
a better proxy for benefits from services delivered than market value. 
Two questions remain, however. The first concerns the administra­
tive feasibility of measuring rental value, given that in some sectors, 
at least, only a small proportion of properties are actually rented. The 
second concerns whether there are other measures that perform as 
well as or better than rental value as proxies for benefits from local 
services and that avoid the need to impute rental values. 

From a technical appraisal perspective, there is no fundamental 
difference between the task of estimating market value and that of 
estimating rental value. The principal technical issue is whether there 
is enough information available about the rental market to support 
an appraisal of rental value and, if not, what other approaches might 
be taken to the approximation of rental value. In markets in which 
property is typically rented', no imputation is required at all. The 
policy issue is whether there are alternative approaches to assess­
ment that avoid the need to estimate the value of individual proper­
ties altogether and that perform adequately as proxies for benefits 
from services. 
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Physical Measurement 

Assessment systems based on physical measurement, or unit as­
sessment systems, clearly offer advantages of simplicity, trans­
parency, and administrative ease. Physical measurement systems 
avoid the problem of valuation in the absence of a transaction be­
cause the assessment of the property is based on an objective deter­
mination that can be reproduced by the taxpayer without expert as­
sistance. It is essential, however, that physical measurement systems 
be designed carefully to avoid creating unintended distortions. A tax 
on windows in England in the 18th century led to the construction of 
houses with tiny windows and to bricked-up windows in existing 
homes. A more topical example is the commercial concentration tax, 
established in 1 989 and dismantled in the 1 993 provincial budget. 
This tax applied to commercial space in the Greater Toronto Area in ' 
buildings of over 200,000 square feet, and it created a market for 
buildings of 199,000 square feet - just small enough to avoid tax. 

While systems based on physical measurement may be superior in 
simplicity, stability, and administrative cost, they raise important 
fairness questions. Assessment based strictly on floor area or a com­
bination of floor area and lot area would be insensitive to the quality 
of the living space and to its location. For many local services, both 
location and quality of a dwelling unit would tend to influence the 
benefits received by the household from local services. Keeping in 
mind that the services under consideration do not involve income 
distribution or social policy entitlements, it would be reasonable to 
assUme that, other things being equal, residents of dwelling units in 
central locations receive greater benefits from local services than res­
idents of dwelling units in more remote locations. Similarly, resi­
dents of higher-quality dwelling units receive greater benefits than 
residents of lower-quality dwelling units. One complication in intro­
ducing location as a factor in assessment is that it becomes necessary 
to distinguish between location values related to current service­
level variations (a basis for tax) and location values related to future 
development prospects (not a basis for tax). 

Designing an assessment system to reflect the concept of the prop­
erty tax as a local benefits tax involves a trade-off between practical 
concerns of administrative cost, simplicity and administrative fair­
ness, and the degree of precision with which the measure adopted 
reflects benefit from local services. We have concluded that while an 
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assessment system based on physical measurement would be ex­
tremely economical to administer, the insensitivity of such a system 
to differences in quality and location of property would result in as­
sessments that do not adequately reflect benefit from local services. 

Value-Weighted Unit Assessment 

One approach, which would be consistent with actual practice in the 
current system, would be to establish rental values per square foot 
for various categories of property and then calculate individual as­
sessments based on category and area. This approach would, in con­
cept at least, be similar to mass assessment techniques currently used 
by provincial assessors in measuring market values. The issues to be 
resolved in assessing a property would include determination of the 
property category, definition of areas for which different value fac­
tors might apply, physical measurement of the property, and mea­
surement of value per square foot by property category and area. 
Values, categories, and areas would be determined within a munici­
pality on the basis of available rental data and could be subjected to a 
broad public hearing process at the time of a regular reassessment. 
Appeals related to physical measurement or category allocation 
would be dealt with on an individual basis. Appeals related to the 
determination of rental value factors would be dealt with through a 
broader public hearing process. 

Residential Assessment 

For the assessment of residential properties, we were attracted to 
unit assessment systems for their administrative simplicity and clar­
ity. Assessment based on some combination of lot, building area, and 
building type would be easily reproduced by the owner of a prop­
erty, would require little judgment by the assessor, and would sim­
plify the appeal process. As attractive as unit assessment is for its 
simplicity, a number of considerations led us to recommend a modi­
fication of the unit concept in order to introduce elements related to 
the value of the property in its current use, or rental value. 

First, assessment based on a combination of building area and lot 
area would require the adoption of weighting factors to be used in 
adding the various elements of the assessment together. The intro­
duction of building type as another variable in a unit assessment sys-
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tern would require the adoption of different weighting factors to be 
used for each type of building.' We believe these weighting factors 
should not be determined arbitrarily, but should reflect some under­
lying principle that would establish the relationship between the as­
sessment of different types of properties. 

Second, we conclude that residential properties in more advanta­
geous locations, as reflected in the general rental values in those 
locations, receive a greater benefit from certain public services than 
do residential properties in less advantageous locations. For 
example, residential properties located close to rapid transit facilities 
receive greater benefit from the public transit system than residential 
properties located on bus routes on the fringe of urban areas, 

Third, studies of unit assessment in the City of Toronto in 1986 
indicate that the introduction of a pure, unweighted unit assessment 
system in the single family and duplex residential category would 
have generated substantial shifts in assessment away from the 
wealthiest areas of the city and towards the poorest areas. We be­
lieve that local governments would find it extremely difficult to jus­
tify such shifts on a benefit principle. 

Finally, we conclude that a system of unit assessment based on 
building area, · lot area, type of building, and location, modified by 
requiring that the resulting assessments reflect variations in the 
rental value of residential property, would retain much of the sim­
plicity and transparency of unit assessment from the perspective of 
the individual property tax payer while recognizing the importance 
of locational values as a reflection of benefit from local services. 

In addition to requiring that the resulting weighted assessments 
reflect values in current use or rental value of residential properties, 
we believe it is important to impose some restriction on the defini­
tion of assessment areas or locations. Although there is no inherent 
reason why any one restriction would be preferable to any other, 
there is some merit in selecting as the basis for such a restriction ge­
ographical areas that are already recognized for some other purpose. 
One potential basis that offers some advantages would be to limit as­
sessment areas to geographically contiguous areas that have a com­
mon zoning designation for planning purposes. 
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;, 

Residential assessment of individual properties for 
local taxation purposes should be based on the fol­
lowing factors: 

• size of building, 
• dimensions of lot, and 
• type of building. 

Weighting factors used in combining the factors of 
size of building and dimensions of lot for each 
type of building should be designed to ensure that 
the resulting assessments reflect variations in the 
value of properties in their current use, as shown 
in their rental value. 

Weighting factors would be permitted to vary, 
based on location, subject to the following re­
quirements: 

• Without differential weighting factors based on 
location, it would be impossible to achieve as­
sessments which reflect value in current use. 

• Assessment areas could not be smaller than ge­
ographically contiguous areas which carry the 
same zoning designation for planning purposes. 

Special Issues 
Taxation of Residential Tenants 

The current treatment of property taxes on rental property is unsatis­
factory Jar a number of reasons. First, and most important, on aver­
age tenants are overtaxed relative to single family homeowners. 
Multiple unit residential properties are assessed at between two and 
three times the rate of single family homes in most municipalities in 
the province. Since a common tax rate is applied to the assessed val­
ues of all residential properties, this results in tenants paying taxes at 
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a higher effective rate than homeowners. Second, tenants are not 
aware of how much property tax they actually pay through their rent 
and, as a result, are less aware than they should be of the property 
tax and of the local issues that affect them. There is an inconsistency 
between the basis on which the Assessment Act allocates assessment 
and the way the regulatory system for rents allocates tax. Currently, 
the Assessment Act allocates assessment on the basis of the physical 
dimensions of rental units. The provisions of rent control, in contrast, 
allocate tax to be passed through to tenants on a percentage-of-rent 
basis. In buildings in which rents on units of similar size vary for 
historical and other reasons, those same distortions are reflected in 
the distribution of property taxes paid by the tenants through their 
rents. 

Third, because there is no explicit indication to tenants of how 
much they pay in property taxes through their rent, there is no ade­
quate basis for a mechanism to pass through to tenants any reduc­
tions in property taxes that may result from tax reform or any other 
change. Fourth, because tenants are not recognized by the assess­
ment and local tax systems as paying property taxes (although they 
are for rent control and property tax credit purposes), they have dif­
ficulty gaining standing to appeal the assessment on the buildings in 
which they rent. This lack of official recognition also creates diffi­
culty for tenants in hiring agents, who usually work on a contin­
gency basis, to represent them in assessment appeals. 

The lack of any direct relationship between tenants and the prop­
erty taxes they pay through their rents would be a problem in any 
local government finance reform, and, in a reform of the magnitude 
we propose, it is a very serious concern. The reforms proposed for 
education finance would cut residential property taxes, on average, 
roughly in half. Using the general rule that property taxes average 20 
per cent of rent, this change alone should lead to a reduction in rents 
of about 1 0  per cent. In addition, the proposal that all residential 
property be assessed and taxed on the basis of its value in its current 
use wou ld produce significant changes in the split of the remaining 
residential property tax burden between tenants and homeowners. 
In a pure market value system, reassessment would have to address 
the full amount of the difference in effective tax rates between single 
family residences and multiple unit residences. While the shift 
would likely be less extreme in a current use value system, it would 
still be substantial. 
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Individuals and organizations representing tenants told us they 
are discriminated against because of unfair assessment practices .  
They complained that individual tenants in multiple unit residential 
buildings are overtaxed relative to people who live in properties as­
sessed as single family residences, and that buildings are taxed more 
heavily if they have more than six units. 

Every presenter called for increased property tax visibility and 
said that municipalities should make tenants aware of any changes 
in the property taxes levied on a dwelling. 

The information on which to base an allocation of tax to occupants 
of residential property is currently available. It would be technically 
possible to attribute tax to individual units. There are, however, Sig­
nificant collection and administrative problems associated with the 
immediately obvious solution of making tenants responsible for the 
property taxes on their own units. At a minimum, however, tenants 
should be made aware directly of the property taxes paid on their 
behalf on their individual units by requiring that municipalities send 
notices to that effect to the tenant in every rental property listed on 
the assessment roll. The information is readily available and could be 
mailed out to tenants at a modest cost to local authorities. 

Our recommendations on the taxation of residential property 
would result in substantial reductions in property taxes on rental res­
idential property, for two reasons. First, rental residential property 
would benefit along with other residential property from the Fe­
placement of property taxes as a source of core funding for educa­
tion. Second, assessment reform within the residential sector at the 
local level would generally result in significant tax reductions for 
rental property relative to owner-occupied residential property. 
These changes are intended to reduce the level of property taxation 
borne by residents, not to improve the profit picture of residential 
landlords. As a result, it is essential that mechanisms be put in place 
to ensure that reductions in property taxes resulting from these 
changes are passed on to tenants. Changes in local government fi­
nance with respect to rental residential property should not be im­
plemented until a means of ensuring that tenants receive the benefit 
of those changes is in place. 
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Residential tenants should be made aware of the 
assessment and corresponding property taxes that 
apply to the property they occupy and that are re­
flected in their rents. Municipalities should be re­
quired to send property tax notices to all tenants, 
informing them of all taxes applicable to their 
units. 

Administrative mechanisms should be developed 
to ensure that landlords are able to pass on in­
creases in property tax and that tenants receive full 
credit in their rents for any reductions in property 
tax that result from reform of local government 
financing. 

Local government finance reforms affecting resi­
dential rental property should not be implemented 
until such a mechanism has been developed. 

Assessment of Recreational Trailers 

Issues related to the assessment and taxation of recreational trailers 
and trailer parks played a prominent role in our hearings as trailer 
park operators reacted to recommendations put forward by the 
Property Tax Working Group on the issue. The working group rec­
ommended that recreational trailers located on a site for more than 
90 days be considered permanent and be assessed and taxed on the 
same basis as cottage and residential property. . 

Trailer park operators pointed out that many trailers are located 
on a given site for only one season, which may generally exceed the 
90-day limit specified in the recommendation. It would be very diffi­
cult for owners to collect property taxes from seasonal occupants of 
trailer parks. Differences in values of trailers would make adding tax 
to the ground rent in the trailer park an unrealistic solution. Park op­
erators urged us to support the recommendations of an interministe­
rial committee of the provincial government as described in the 
working group report and to reject the working group's 
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recommendation. This approach called for the introduction of an 
annual permit fee for all mobile trailers located in campgrounds for 
more than 90 days and occupied by persons who have a principal 
residence elsewhere. Trailers occupied by persons who do not have a 
principal residence elsewhere w ould be assessed and taxed. 

A fair approach to the taxation of recreational vehicles and trailers 
must distinguish between transient and temporary use, and between 
temporary and permanent use. Where use of a site is to a significant 
degree permanent, in that the mobility of the vehicle or trailer is 
impaired, the vehicle or trailer should be assessed and taxed as 
residential property. Where use is transient, no tax other than vehicle 
licence fees should be applicable. Where use is temporary, we accept 
the position that assessment of recreational vehicles and mobile 
trailers would be impractical. As an alternative to assessment and 
taxation, we would recommend a flat fee . The terms under which a 
fee is applied, however, should address the concern that seasonal 
and recreational residents of trailer parks should be ,required to pay 
taxes on a basis which is comparable to that applied to other seasonal 
residents. The minimum period of occupancy triggering the fee 
should be 30 days rather than the 90 days contemplated by the 
interministerial committee. The fee should vary with the length of 
the period of occupancy. The fee should be a monthly rate at a level 
that reasonably reflects on a pro-rated basis the property taxes that 
would be paid on the unit if it were assessed and taxed as residential 
property. 

R E C O M M E N D A T I O N 8 4  

All recreational vehicles and trailers located per­
manently in a campground or trailer park should 
be assessed as residential property. Location would 
be considered permanent if the mobility of the 
vehicle or trailer is impaired. Vehicles and trailers 
located in a campground or trailer park for m:ore 
than 30 days and not assessed should be subject to 
a monthly fee. The fee should be established by 
the provincial government to approximate the local 
taxes that would apply if the structure were a per­
manent dwelling, pro-rated to a monthly amount. 
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Fees would be collected by the operator and 
remitted to the local municipality or local roads 
board. 

Commercial and Industrial Assessment 

The Recommended System 

The problem of identifying an appropriate assessment system might 
appear to be more complex for commercial and industrial property 
than it is for residential property. Whereas the residential assessment 
base must serve only a single purpose as a local benefit tax, com­
mercial and industrial assessment must serve as the base for both a 
local benefit tax and a provincial general tax on business. 

In our framework, the base for the non-residential property tax as 
a local benefit tax should reflect the value of the property in its cur­
rent use. As is the case with the residential property tax, since the 
goal in designing a base for a benefit tax on non-residential property 
is to reflect benefits from local services, it makes no sense to include 
in the base values attributable to potential future gains or potential 
future uses. A store located on land zoned for high-rise development 
does not receive greater benefit from local public services than a 
similar store located on land zoned for a two-storey walk-up 
building. Therefore, it would not be appropriate to tax the store 
based on its value as a site for a high-rise building. 

While this analysis is helpful in determining the appropriate base 
for the non-residential property tax as a local benefit tax, itleaves 
open the question oUhe appropriate tax base to be used for a com­
mercial and industrial property tax designed as a general tax on 
business. In our view, the concept of value in current use would be 
an appropriate base for a property tax designed as a general tax on 
business as well. If the tax is conceived as a tax related to current 
business activity and is intended to be related to the cash flow of an 
existing business, the business subject to tax would be better 
reflected in the value of the property in its current use than to the 
value of the property in a potential future use. Thus the same 
reasoning that led us to reject market value as the basis for 
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assessment in a local benefit tax leads us to reject market value as the 
basis for assessment in a general property tax on business. Value 
attributable to a future change of use should be subject to tax when it 
is realized, through the capital gains tax or a special tax on land 
value increments. 

Because the assessment system must serve as the base for a 
provincial tax as well as for a local benefits tax, all commercial and 
industrial property in Ontario must be assessed on a uniform basis. 

This uniformity would address two particular problems brought 
to our attention. Hotels in Metropolitan Toronto have been assessed 
as a separate class of property within the commercial class and have 
been subjected to much higher effective rates of tax than other 
commercial properties. Hotel operators argue that this approach to 
assessment is placing many of them in financial difficulty. It is 
estimated that the property taxes on an average available room were 
$4428 in 1 991 in Metropolitan Toronto. By contrast, income after 
deducting all expenses, including property taxes but excluding debt 
service, was $1 114 per room (Pannell Kerr Forster 1992, 3, 26). While 
commercial property in Metropolitan Toronto is generally assessed 
at just over 4 per cent of market value, hotels are assessed at about 8 
per cent. Because all hotels are assessed at the same rate, and 
because on appeal a property owner must prove that his or her 
property is overassessed relative to similar real property in the 
vicinity, assessment appeals do not resolve this problem. Uniform 
assessment based on value in current use would address this 
concern. 

Another issue concerns the allocation of property taxes within 
shopping malls. The current system of allocating property taxes ac­
cording to actual rents favours the anchor tenants. In a value-in­
current-use system, assessment would be based on the rental value 
of properties of that type and quality in the municipality, not on the 
actual rents paid on a particular commercial unit. 

The concept of value in current use is actually much simpler to 
apply in the commercial and industrial sector than in the residential 
sector. Well-established rental markets exist for most types of com­
mercial and indtlstrial property throughout Ontario. 
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Non-residential property should be assessed on the 
basis of the rental value of the property - the price 
that would be paid for property of that class and 
type for the right to employ the property in its 
current use. 

Special Issues 

Some properties are difficult for assessors to value, regardless of the 
assessment system. Some types of industrial property are difficult to 
value because they were built as single purpose properties. Although 
the property falls generally into the category of industrial property, it 
is difficult to value because there aren't enough properties similar to 
it to serve as a basis for comparison. Other properties have unique 
characteristics that make it difficult to establish a value. 

Single Purpose Industrial Property 

Certain properties pose major problems for assessors, regardless of 
the assessment system. This category of property consists primarily 
of large, special purpose properties such as automobile assembly 
plants, steel mills; mines, and smelters. While these properties would 
pose significant problems for assessors attempting to determine 
values in current use or rental values, similar problems are already 
encountered in determining fair market values for these properties in 
the current system. Essentially, values for these special properties 
are determined through negotiation between the assessment 
authorities and the property owners. The process begins with an 
assessment of replacement value, which is then modified in 
negotiations to reflect market conditions. The only difference be­
tween the current system and the rental value system for these 
properties is that the goal of the negotiations would be to determine 
rental value rather than market value. 
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Fixed Unit Assessment Rates for Unique Properties 

For some properties, their unique characteristics mean that even ne­
gotiated assessments cannot work. Railway and utility rights of way, 
cemeteries, and churches are examples of properties for which con­
ventional assessments pose very serious problems. The current 
approach is to attempt to fabricate assessments that appear to be 
consistent with assessments of other types of property. We believe 
that such properties should be assessed at fixed unit rates established 
by statute or regulation. 

The current approach applied by provincial assessors in the valua­
tion of railway and utility rights of way has generated considerable 
controversy. Such properties are valued on the average values of 
abutting lands, rather than on any measure that reflects either the 
potential market value of the property if put up for sale or the use to 
which the property is actually being put. 

Rights of way are unserviced, mostly inaccessible strips of land 
that cannot be used for anything else. They have no development po­
tential and, when abandoned, have been demonstrated to have only 
marginal value on the market. Rights of way also require virtually no 
municipal services. Although the taxation of rights of way has been 
debated for many years (property tax studies in 1 963, 1967, and 1976 
recommended that the abutting-lands approach be abolished), the is­
sue came to a head with the market value reassessment proposal for 
Metropolitan Toronto tabled by the Ministry of Revenue in 1992. On­
tario Hydro's taxes would have increased dramatically, at consider­
able cost to Hydro consumers across the province. As a result of the 
potential reassessment, CP Rail's roadway taxes would have in­
creased by $13 million. 2 

The assessment of churches and cemeteries is not a problem for the 
current system of assessment in Ontario because these properties are 
exempt from assessment for local property taxation under the As­
sessment Act. As a matter of taxation policy, however, we believe 
that these properties should be assigned an assessed value and be 
subject to tax under certain circumstances. Our position on exemp­
tions from local property taxation is set out in chapter 30. 

2 Information supplied by CP Rail to the Ministry of Municipal Affairs, November 

1992. 
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Given this position, it will be necessary for churches and cemeter­
ies to be assigned an assessed value. Because of the nature of both 
types of property, it would be extremely difficult to measure a value 
for these properties in their current use. As a result, we believe that 
churches and cemeteries should be 'assessed at uniform statutory 
unit rates. 

R E C O M M E N D A T I O N  8 6  

Statutory assessment rates should apply to non­
residential properties whose value in current use is 
difficult to determine. 

Railway, pipeline, and electrical transmission 
rights of way should be assessed at provincial 
standard unit rates which are updated on a regular 
basis as assessed values generally are updated. 

Church sanctuaries and cemeteries should be 
assessed at a standard unit rate. 

Taxation of Vacant Land 

Where a property is in use or is available for use for an economic 
purpose, the identification of the use of the property is relatively 
straightforward. In many cases, however, there is no current use for 
the property. The property is simply being held as an investment 
based on its future use potential. 

Strictly speaking, such a property would have no value in its cur­

rent use. At the same time, the owners of such properties clearly 
benefit from local public services. It would not be fair to exempt va­
cant land from taxation. 

There are three potential options for the assessment of vacant land 
by assigning a use to the land. The basis for assigning a use to vacant 
property could be: 

• the previous use to which the property was put; 
• the current use of similar properties in the vicinity; and 
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• the maximum-value use that would be permitted by the zoning of 
the property. 

The benefit principle provides no useful guidance on how to as­
sign a use to vacant property for assessment purposes. Assessment 
based on the previous use of the property would be somewhat artifi­
cial, because that use is unlikely to reflect the basis on which the land 
is being held vacant. Assessment based on the highest and best use 
permitted by zoning would base assessment on a use that may never 
be realized on the property. Perhaps the best guide to the use to 
which the owner anticipates putting the property would be the use 
to which similar property in the vicinity is currently put. Such a basis 
for assignment of use also has the advantage of providing the ap­
propriate incentive to landowners from a planning perspective. The 
incentive built into the system would be to maintain property in use 
until it is ready to be redeveloped. 

R E C O M M E N D A T I O N  8 7  

Vacant land should be assessed based on the pre­
ponderant use of property in the area. Vacant land 
includes surface parking lots zoned for other pur­
poses and unused rights of way. 



30 Municipal Taxation Policy 

One of our fundamental goals in developing a framework for local 
government finance reform was to establish a clear separation be­
tween assessment policy - the system for valuation of real property 
for tax purposes - and taxation policy. In chapter 29 we set out our 
recommendations with respect to assessment policy. We now turn to 
the key elements of taxation policy: the establishment of tax rates on 
residential and non-residential property; taxation of farm land, wet­
lands, and woodlots; the future of the business occupancy tax; the 
question of allowance for vacant non-residential property; and the 
determination of exemptions from local property taxes. 

Local Tax Rate Policy 

Beyond the establishment of the annual tax rate to meet the revenue 
requirements of municipalities and school boards, the current system 
for local government does not acknowledge the existence of munici­
pal taxation policy in Ontario. The residential and farm tax rate is set 
in legislation at 85 per cent of the commercial and industrial tax rate. 
Behind the facade of official uniformity in tax policies, however, dif­
ferences in assessment policies between municipalities mean that 
there are also substantial variations in the real relationship between 
residential and non-residential tax rates across Ontario. In other 
words, taxation policies in fact vary from municipality to mu­
nicipality. On average, Single family residential property is subject to 
the lowest effective tax rate - less than half (36 per cent) the effective 
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rate applicable to multiple unit residential property. The average ef­
fective rate of tax on commercial property is more than double (2.3 
times) the average effective tax rate on single family residential 
property. The average effective rate of tax on industrial property is 
12 per cent higher than the average effective tax rate on commercial 
property. The data also show that there are wide variations around 
these average effective tax rate relationships at the local municipal 
level across Ontario. 

The differences in effective tax rates shown in these data also lie 
behind some of the most energetic debates about property taxes, and 
particularly education taxes. These differences help fuel the public 
perception that the current system is arbitrary and unfair. For ex­
ample, in the urban municipalities in both Peel and York regions, the 
effective tax rate on commercial property is much closer to that of 
residential property than it is in the municipalities in Metropolitan 
Toronto. In both Mississauga and Markham, the effective tax rate on 
commercial property is 17 per cent higher than the effective tax rate 
on single family residential property. Tn Etobicoke, the effective rate 
of tax on commercial property is 2.4 times the effective rate of tax on 
single family residential property; in Scarborough, 2.8 times; in 
North York, 3.2 times; and in the City of Toronto, 3.75 times. Com­
pared with Metropolitan Toronto, commercial taxpayers in Peel and 
York pay less tax and residential taxpayers pay more. The results are 
evident in the dramatically higher education taxes on homes north of 
Steeles Avenue in York compared with those on similar homes south 
of Steeles Avenue in Metropolitan Toronto. 

What should be done about these significant differences in policy 
at the local level?,In the 1970s and 1980s two extreme approaches 
were tried. In attempting to implement a uniform system of assess­
ment and taxation for all types of property across Ontario, the 
provincial government treated these tax policy differences as acci­
dents of history that should be eliminated. When that attempt at re­
form failed, the government attempted assessment reform on a class­
by-class basis, a process that hides and then maintains in perpetuity 
the implicit local tax policies that were reflected in the assessment 
system before it was reformed . 

Establishing consistent assessment systems for all residential 
property and for all non-residential property, as we have proposed, 
forces the issue. To maintain the taxation policies that are implicit in 
assessment practices, municipal governments would have to ap-
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prove budgets that call for explicit differences in tax rates. To what 
extent should municipal governments be permitted to do so? 

In the commission's framework for fairness in local government 
finance, the residential property tax and the non-residential property 
tax are seen as different taxes. The residential property tax is seen as 
a local benefit tax intended to reflect the benefits received by resi­
dents from the provision of local public services. The non-residential 
property tax is seen as a local benefit tax intended to reflect the ben­
efits received by non-residential property owners from the provision 
of local services. In the abstract, there is no reason why the relation­
ship between the rates for these taxes should be the same in every 
municipality or why they should bear any fixed relationship to each 
other. By the same token, however, differences in rates of tax within 
each of these broad categories of property are somewhat more diffi­
cult to defend. 

In addition to tax rate policy, this chapter deals with reform of the 
business occupancy tax, exemptions from local property taxation, 
and the administration of the property tax system. 

Residential 

A One-Class System 

Given our focus on the residential property tax as a benefit tax, we 
can see no justification for a distinction in tax rate policy on the basis 
of the type of tenure enjoyed by the occupant of the dwelling unit 
under consideration. 

R E C O M M E N D A T I O N  8 8  

All residential property should be assessed on the 
same basis whether the property is occupied by an 
OWl).er or a tenant. 

Taxation of Seasonal and Recreational Properties 

The residential property category currently includes cottage and 
recreational properties as well as farming properties. Cottage and 
recreational properties fall into a legitimate middle ground. They are 
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included in the residential class based on a literal analysis of physical 
characteristics. If the analysis were to be based on the econOInic 
function of the property, however, a case could be made that cottage 
and recreational property should be seen as equivalent to commer­
cial property. 

We believe that the non-residential property category should be 
restricted to properties whose use involves a commercial or indus­
trial business activity or the equivalent. Because operation of a cot­
tage for one's own use is not considered to be a business activity, cot­
tages and private own-use recreational properties should not be in­
cluded in the commercial and industrial property sector for taxation 
purposes. 

We are well aware of the controversy surrounding the property 
taxation of cottage properties. At many of the commission's hearings, 
cottagers expressed the view that they should not have to pay some 
of the local taxes they currently pay because they cannot fully benefit 
from locally provided services. In particular, cottage and recreational 
property owners argue they should not have to pay local taxes to 
support municipal services that are not available to them as seasonal 
residents. 

We cannot accept the premise on which these arguments are 
based. We do not see the property tax as a benefit tax tied to the use 
of particular local services and cannot support the idea that property 
taxes should be rebated to taxpayers if they do not or cannot use a 
particular service. 

We view the reformed property tax as a general local benefit tax 
and not as a direct benefit tax that links taxes and specific services. 
Therefore, we do not accept arguments that certain taxpayers should 
be exempted from paying for particular elements of the package of 
local services funded from property taxes on the grounds that they 
derive less benefit from those services than other taxpayers. In some 
areas, however, recommendations based on different reasoning ad­
dress these concerns to some extent. For example, our recommenda­
tion for increased reliance on user charges for sewer and water 
services and for garbage collection and disposal would have the 
effect of linking costs to use on an individual household basis. In 
general, however, our view of the property tax as a local benefit tax 
is not consistent with a system of partial exemptions from property 
tax tied to the use or non-use of particular parts of the package of 
local services funded from that tax. 
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In communities where permanent residents currently receive 
sewer and water services and garbage pick-up services funded from 
the general tax base, cottage and recreational property owners would 
see general tax reductions as funding for these services is shifted to 
user charges. In addition, municipalities already have the power to 
levy area rates for services that are available only in certain geo­
graphical areas. There is no reason why municipalities in cottage and 
recreational areas could not alleviate the problems experienced by 
cottagers through a system of area rates for services that are not gen­
erally available in the municipality. This aspect of the problem 
should, however, be resolved at the local political level. 

R E C O M M E N D A T I O N 8 9  

Non-commercial cottage and recreational property 
should be assessed as residential property and be 
subject to local municipal taxes on exactly the same 
basis as other residential property. 

Cottage and recreational property owners also argued they should 
be exempted from local education levies to which other residential 
and commercial/industrial property owners are subjected. They see 
the requirement to pay education taxes on two properties as double 
taxation. While our general recommendations on education finance 
achieve much the same result as that sought by cottagers and others 
who sought exemption from property taxes, we reached that conclu­
sion based on very different reasoning. As long as property taxes 
remain a source of funding for education in Ontario, we can see no 
justification for exempting cottages and recreational property from 
those taxes. In particular, we do not believe that ownership of a sec­
ond residence should cause the owner to qualify for an exemption 
from local taxation on one of them. 

With respect to education, our general recommendations would 
have the effect of reducing substantially the burden of property taxes 
on all property classified as residential property, including cottage 
and recreational property. The only local education tax remaining in 
our funding reform package would be a limited local discretionary 
levy. We believe that all local levies on residential property should 
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apply in full to all properties taxed as residential property, whether 
they are used as principal residences or for recreational purposes. 

R E C O M M E N D A T I O N  9 0  

Local levies for education should apply to all prop­
erties assessed and taxed for municipal purposes as 
residential property, including non-commercial 
cottage and recreational property. 

Limits on Residential Taxing Powers 

Should there be limits on the power of local governments to tax 
property in the residential sector? In our view, none of the argu­
ments advanced for a limitation on the power of local governments 
to tax apply to the residential property tax. In one way or another, all 
the concerns relate to the potential problems that might arise from 
policy freedom in commercial and industrial taxation. Having im­
posed the requirement that the residential sector be assessed and 
taxed as a single class, we can see no reason for further limiting the 
freedom of municipal governments to set their own tax rates in the 
reformed regime. 

Commercial and Industrial Taxation Policy 

The overriding issue with respect to local policy authority over the 
property tax is the extent to which it is appropriate for the relation­
ship between property taxes on different types of property within a 
community to vary. A tax system with the same relationships among 
tax rates across the province would tax all classes of property in a 
given community at the same effective rate. Tax rates would differ 
between communities as a result of differences in local services and 
overall assessment wealth, but within the community the rate of tax 
on each class of property relative to the rate of tax on other classes of 
property would be the same. 

A system that allowed tax rate relationships to vary would permit 
the tax rates on one class of property to vary in relation to the tax 
rates on other classes of property between communities. For exam­
ple, in a variable tax rate system, one community might decide to tax 



Municipal Taxation Policy 721 

commercial and industrial property at a higher rate than residential 
property; another 'community might decide to tax commercial and 
industrial property at a lower rate than residential property. 

The issue of tax rate flexibility in the commercial and industrial 
sector raises legitimate concerns. Not every municipality in Ontario 
has the same share of its assessment base in each class of property. 
Some municipalities have large commercial and industrial tax bases. 
Others are predominantly dependent on residential assessment. Tax 
rate flexibility leaves open the possibility that municipalities could 
use their taxation powers competitively, with significant 
consequences. 

For example, a municipality with a large commercial and indus­
trial tax base could reduce residential taxes and maintain services 
with a relatively modest commercial and industrial tax increase. A 
neighbouring municipality with a smaller commercial and industrial 
base might be forced to levy much higher taxes on residential prop­
erty or to cut back on services' because it could not use its commercial 
base to keep residential tax rates down. 

Alternatively, a municipality with a small commercial and indus­
trial tax base could reduce its tax rates substantially to attract 
industry at relatively little cost in lost tax revenue. A neighbouring 
municipality with a larger industrial base would be unable to 
compete without either cutting services or raising residential taxes to 
unacceptable levels. 

The policy concern is that this competition could create a "beggar­
thy-neighbour" system in which municipalities compete against each 
other to achieve the lowest tax rates in the hope of attracting mobile 
business operations. There are two major problems with these kinds 
of local subsidies. First, the competition they engender will almost 
inevitably reduce the capacity of the local community to pay for local 
services. Second, such policies may result in location decisions being 
made on grounds of tax policy, rather than real differences in eco­
nomic and/ or social characteristics of the community, such as the 
skills base or education level of the workforce or the presence of 
complementary industries in the jurisdiction. Tax-driven mobility 
among municipalities in Ontario is not in the province's overall eco­
nomic interest and should be prevented.  We are opposed to tax­
based subsidies or "bonusing" in any form. 

In order to limit the potential for this kind of destructive competi­
tion, we believe it is necessary to place limits on the permitted scope 
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for tax rate variability. Totally unrestricted local policy flexibility 
would not be appropriate (Bird 1 993, 206) . Restrictions could apply 
in one of two ways. They could limit the relationship between com­
mercial/industrial and residential tax rates; or they could impose di­
rect limits on commercial and industrial tax rates themselves. 

Focusing on the relationship between tax rates, the provincial gov­
ernment could follow the current general regime and limit the range 
within which effective tax rate relationships could vary at the local 
level. For example, the Working Group on Property Tax recom­
mended provincially set bands within which tax rat� relationships 
would be permitted to vary. Thus, if the provincial average effective 
tax rate on residential property was 50 per cent of the effective tax 
rate on commercial and industrial property, banded restrictions 
might permit a range between 40 per cent and 60 per cent. 

This approach to restricting local tax policy flexibility is subject to 
some problems when applied in the commission's proposed frame­
work. The most important of these problems is that restriction is in­
consistent with our view of the residential property tax and the 
commercial and industrial property tax as separate and distinct 
taxes. In addition, imposing the restriction in this way obscures its 
real purpose - to address the concern that inter-municipal tax com­
petition might erode the local tax base and potentially frustrate 
provincial economic development objectives. 

Our recommendation that there be a common basis for assessment 
of commercial and industrial property is consistent with a more di­
rect approach to restrictions on the flexibility of local government tax 
policy. We considered two approaches. In one approach, a range of 
permitted flexibility would be defined in relation to the provincial 
average rate of tax on corrimercial and industrial property in the pre­
vious year. Local governments would be permitted to vary their 
rates of tax on commercial and industrial property within a fixed 
percentage above or below that rate of tax. 

A second approach would deal more directly with the policy prob­
lem that a restriction on commercial and industrial tax rates is in­
tended to address. Our concern is not that municipalities will overtax 
commercial and industrial property; rather, it is that municipalities 
will compete with each other to reduce commercial and industrial 
taxes, creating a kind of subsidy for all commercial and industrial 
property. The direct approach would be to impose a lower limit on 
the rate of tax on commercial and industrial property, leaving 
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municipalities to determine for themselves, considering local 
economic and political conditions, what the rate of tax should be 
beyond that paint. 

R E C O M M E N D A T I O N  9 1  

Ontario should allow municipal governments to 
establish their own rates of tax on non-residential 
property, subject to a minimum rate of tax estab­
lished by the provincial government. 

Taxation of Farming Property, Woodlots, and Wetlands 

With respect to farming property, the current practice is to assess the 
farm home and one acre of land as residential property subject to all 
the taxes applicable to residential property. The remainder of the 
farm is assessed as farm property and taxed at the same rate as resi­
dential property, and is also eligible for the farm tax rebate, which is 
intended to give farmers a rebate equivalent to the educational por­
tion of their property taxes. 

Farmers told us at our public hearings that the farm tax rebate did 
not adequately compensate them for municipal taxes on their farm­
land. Based on their argument that they should not have to pay full 
municipal taxes because they do not benefit fully from municipal ser­
vices, they argued that the rebate should be higher. In addition, they 
questioned the timing of the rebate because farmers are forced to pay 
the property taxes up front, then wait months for the rebate cheque. 

We believe that the current treatment of the farm residence should 
be continued, but see no reason why farming property should be 
taxed at the same rate as residential property. Farming should be 
considered for tax purposes to be a non-residential land use, and 
should be assessed and taxed on the basis of its value in current use 
or rental value. In the commission's framework, the local education 
levy would not apply to farm property. The questions of an exemp­
tion for farming property from a ,Provincial commercial and indus­
trial property tax and the future of the farm tax rebate program are 

considered in the context of provincial commercial and industrial 
property taxation and dealt with in more detail in chapter 32. 
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Similar tax treatment should be provided for managed forests and 
wetlands. They should be assessed based on their current use and 
subjected to local taxation on that assessment: The issue of exemp­
tion from provincial commercial and industrial property taxes 
should be addressed directly rather than through a taxation-and­
rebate system. 

R E C O M M E N D A T I O N 9 2  

The farm residence and one acre of land should be 
assessed and fully taxed as residential property. 

R E C O M M E N D A T I O N  9 3  

Wetlands, managed forests, and farming property 
other than the farm residence and one acre should 
be assessed as non-residential property based on 
its value in current use, established using available 
provincial data on soil quality and productivity, 
and should be subject to local non-residential 
property taxes. 

Business Occupancy Tax 

The business tax was introduced in 1904 to replace the municipal tax 
on personal property and business income. Business assessment is 
computed by multiplying the assessed realty value of a property by a 
percentage rate that is specific to the particular business. The busi­
ness occupancy tax is then computed by multiplying the local non­
residential tax rate by the business assessment. The percentages at­
tached to various businesses were assigned in 1904 on the basis of 
perceived ability to pay. These percentages remained in force largely 
unchanged until the 1980s, when the number of rates was reduced 
and the high rates for distillers (likely motivated originally by pro­
hibitionist sentiments) were eliminated. 

Currently, there are five business assessment percentages: 

• 25 per cent for car parks; 
• 30 per cent for race tracks, telephone and pipeline companies, and 

most small retail businesses; 
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• 50 per cent for lawyers, doctors, dentists, engineers, and other 
professionals, agents, radio stations, newspapers and magazines, 
photographers, printers, stock or commodity exchange operators, 
and department stores or retail chains with more than five outlets 
in Ontario; 

• 60 per cent for manufacturers, mines, smelters, and concentrators; 
• 75 per cent for wholesalers, financial institutions, courier and de-

livery companies, brewers, and distillers. 
. 

The business occupancy tax is a significant source of revenue for 
Ontario municipalities and school boards, totalling some $1 .5 billion 
annually. Business occupancy taxes account for approximately 12 per 
cent of all property taxes collected by municipalities for education 
and municipal purposes. 

These two key elements of the business occupancy tax - the vari­
able rate structure and the fact that it is a tax on the occupant rather 
than the owner of the property - give rise to the two principal issues 
concerning the tax. Whatever the rationale may have been for the 
variable rate structure in 1904, it is difficult to justify on any logical 
or consistent basis today (Kitchen 1992, 68; Boadway and Hobson 
1993, 161) .  For example, while it may have appeared reasonable to 
apply a higher tax rate to wholesale than to retail business in 1904 on 
the grounds that wholesale businesses tended to be larger, this is 
difficult to rationalize in the economy of the 1 990s. 

The categories are arbitrary, based on a 90-year-old perception of 
ability (or moral responsibility) to pay. The arbitrariness of the cate­
gories and the associated rates of tax make it inherently unfair. The 
tax is also criticized by business taxpayers on the grounds that the 
level of the tax bears no relationship to the health or level of activity 
of the business. 

At the same time, however, collapsing the schedule of rates into a 
single rate would result in significant tax shifts within the business 
sector. Current estimates suggest that a province-wide, revenue­
neutral uniform rate would be approximately 45 per cent, a rate that 
would result in a 50 per cent business occupancy tax rate increase for 
many small businesses currently in the 30 per cent rate category and, 
for those businesses, a 12 per cent increase in property and business 
occupancy taxes combined. 

A more general argument made in our public hearings is that 
business occupancy taxes contribute to a generally higher level of 
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property taxation on commercial and industrial property in Ontario 
than in jurisdictions in the United States. This argument would im­
ply that business occupancy taxes should be eliminated and their 
elimination used as a basis for reducing property taxes on business 
more generally. While evidence suggests that business pays a higher 
proportion of total property taxes in Ontario than in comparable ju­
risdictions, a number of additional factors must be taken into ac­
count in evaluating this evidence. First, jurisdictions in the United 
States rely much more heavily on user charges, payroll taxes, and on 
tax bases other than property as revenue sources than is the case in 
Ontario. Second, it is misleading to make such comparisons on the 
tax side of the ledger only, without reference to the services that are 
provided from those taxes (Kitchen and Slack n.d.) . 

The fact that the person operating the business rather than the 
owner of the property on whose value the tax is based is liable for 
business occupancy tax creates significant collection problems for 
local government. Unlike property taxes, where the ultimate 
recourse for unpaid taxes is the registration of an enforceable lien 
against the property, there is no effective means for a municipality to 
collect unpaid business occupancy taxes. A 1 987 survey of 38 
municipalities, conducted for the Municipal Financial Officers' 
Association (MFOA), found that municipalities incurred 
extraordinary collection costs of $2.4 million and a loss of revenue 
from write-offs of uncollectable business occupancy taxes of $4.88 
million (MFOA 1989, 5) .  Evidence from larger municipalities 
suggests that in the current depressed economic environment, 
collection and write-off problems are significantly greater than they 
were in 1 987. The City of Toronto, for example, budgets 
approximately $1  million a year for uncollectable business 
occupancy taxes - funds that have to be provided through higher 
rates on other taxpayers. 

Two broad approaches to reform have been suggested. One ap­
proach is to retain the link to property assessment, but with a uni­
form rate structure. The other is to replace the business tax entirely 
with another form of business taxation more closely related to the 
level of business activity. With a uniform rate structure, the tax could 
either continue to be an obligation of the occupant of the property or 
could be folded into the non-residential tax rate as an obligation of 
the landlord. While folding the business occupancy tax into the 
commercial and industrial property tax would address the collection 
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problems faced by local governments, any such move would have to 
take into account the difficult transitional problems created by long­
term leases. Such problems would have to be dealt with in the legis­
lation. In addition, the design of the tax would have to include a va­
cancy allowance similar to that for commercial and industrial prop­
erty tax. (At present, vacant commercial and industrial properties are 
taxed at the lower residential rate.) 

Despite these transitional problems, we believe that the basic 
structure and purpose of the business occupancy tax cannot be justi­
fied on fairness grounds. While the tax may have been consistent 
with the social views and perceptions of ability to pay of the times 
when it was introduced in 1904, there is no rational basis for its 
structure today. 

We see no reason for continuing to provide for a business occu­
pancy tax, levied on the same base as the non-residential property 
tax, imposed at rates that cannot be justified on any rational basis 
and structured administratively so that it is much more difficult to 
collect. To replace the revenue forgone as a result of the abolition of 
the business occupancy tax, municipal governments would, in our 
local taxation policy framework, have the authority to replace the 
revenue from non-residential or residential property taxes. 

R E C O M M E N D A T I O N 9 4  

The business occupancy tax should be abolished as 
a separate form of taxation of non-residential 
property. Municipal governments should have ex­
plicit powers to replace the revenue forgone from 
residential or non-residential property taxes. 

Allowances for Vacancy 

In the current property tax system, allowance is made for vacancy in 
non-residential property in two respects. First, vacant property is 
taxed at the residential tax rate rather than the non-residential tax 
rate. In the current system, this results in a 15  per cent reduction in 
taxes, because residential tax rates are required to be 85 per cent of 
non-residential tax rates. In the system we propose, this relationship 
would no longer hold. 
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Second, because the business occupancy tax is a tax only on prop­
erties occupied for business purposes, the tax does not apply at all 
when the property is vacant. Since the average business occupancy 
tax is 45 per cent of the non-residential property tax, this would 
mean that, by virtue of this provision, the amount of property tax on 
the average non-residential property would be reduced by 31 per 
cent when the property is vacant. With the abolition of the business 
occupancy tax as we have proposed, this type of relief for vacant 
property would also be eliminated. 

The combined effect of these two forms of relief is to reduce total 
non-residential property and business occupancy taxes from an av­
erage of 145 per cent of the non-residential tax rate to 85 per cent of 
the non-residential tax rate. Since it is not our intention in proposing 
these reforms to eliminate the allowances in the current system for 
vacant property, we would propose that the revised system allow for 
tax relief for vacant property approximately equivalent to that pro­
vided in the current tax system. The equivalent result, on average, 
would be produced by reducing the non-residential tax rate by 41  
per cent when the property is vacant. 

This tax preference would be provided for the owners of vacant 
non-residential property on the assumption that vacant property im­
poses a lesser burden on local services than a property used for a 
business purpose. In some cases, however, vacant property imposes 
higher costs, for security, fire protection, or environmental protection. 
To deal with these problems, municipalities should have the author­
ity either to levy special fees or to reimpose property taxes at the full 
rate where a vacant property imposes extraordinary costs on local 
governments. 

R E C O M M E N D A T I O N 9 5  

To replace the relief provided for vacant non-resi­
dential properties in the current non-residential 
and business occupancy tax systems, the local non­
residential tax rate should be reduced by 40 per 
cent for property that is vacant. 
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Exemptions 

Exemptions from property taxation are granted primarily through 
the Assessment Act. When a property is granted a tax exemption, it 
is normally exempt from school taxes as well as municipal taxes. 
Some of the exemptions stem from provisions of the British North 
America Act, 1 867, that reflected the British tradition that junior lev­
els of government should not tax senior levels of government. Others 
reflect decisions to support institutions that provide services for gen­
eral public benefit. 

The principal categories of properties that are exempt from all 10-
cal taxation throughout the province are: 

• Crown lands 
Property of the Government of Canada or any province of Canada 
is tax exempt as Crown land. This exemption category includes 
the property of foreign governments. The federal government 
may make payments to municipalities to compensate for lost tax 
revenues under the authority of the Municipal Grants Act 
(Canada). In Ontario, the Municipal Tax Assistance Act allows the 
minister of municipal affairs to make property tax payments to 
local municipalities on properties owned and occupied by the 
provincial government. These payments are to be based on com­
mercial mill rates for local and upper-tier municipal purposes. The 
province is also permitted to pay appropriate special area rates, 
drainage charges, and local improvement levies. 

• Indian lands 
Property held in trust for a band or body of Indians is exempt. 
This exemption has been expanded administratively in recent 
years as it has been extended to off-reserve properties located in 
areas under municipal jurisdiction and receiving municipal 

. 

services. 
• Churches and cemeteries 

Churches, cemeteries, churchyards, and burying grounds are 
exempt, but must be enclosed and in use as a place of interment. 
The exemption does not apply to lands leased to a religious 
organization, unless they are leased out by another religious 
organization. Manses, rectories, and the like are subject to 
taxation, as are vacant lands held for future development or 
buildings no longer used as a place of worship. 
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• Property of public educational institutions 
The buildings and grounds attached to or used in connection with 
a university, high school, public school, or separate school are 
exempt. Lands rented by such institutions are not exempt unless 
they are rented from an exempt organization. For colleges and 
universities, the Municipal Act provides for the payment to the 
municipality of $75 in lieu of property taxes for each student regis­
tered at the institution. 

• Religious and educational seminaries 
The buildings and grounds belonging to, attached to, or used by a 
seminary of learning maintained for philanthropic or religious 
purposes, the profits from which are devoted to the purposes of 
the organization, are exempt from municipal taxation. Educational 
seminaries are exempt to the extent of 50 acres of land. The defini­
tion of this exemption has given rise to a large body of case law as 
various types of institutions that provide training, including reli­
gious organizations, community colleges, manufacturing corpora­
tions, and trade unions, have sought to have their training facili­
ties classified as exempt. The criteria developed by the courts have 
been fairly stringent. 

- The organization must be a seminary of learning. 
- The property must be maintained for religious or 

philanthropic purposes. 
- The buildings and grounds have to be "of and attached to or 

otherwise bona fide used in connection with and for the 
purpose of" the seminary. 

- All the profits must be applied to the purposes of the 
seminary. 

- The buildings and grounds to be exempted must be used 
and occupied by the seminary. 

• Public hospitals 
Land and buildings belonging to hospitals eligible for aid under 
the Public Hospitals Act, unless occupied by a tenant, as well as 
farms belonging to the hospital are exempt from taxation. Proper­
ties leased by hospitals, but deemed to be integral to the opera­
tions, have also been deemed exempt by the courts. The Municipal 
Act provides for the payrnent by the province of $75 per rated bed 
in lieu of taxation. 
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• Highways and municipal property 
Highways and lanes are exempt, as are properties belonging to a 
municipality or vested in Or controlled by a public commission or 
local board. The exemption does not apply either when the 
property is occupied by a taxable tenant or a parking property of a 
harbour commission or where the public commission is a public 
utility (section 27) as defined in the Municipal Affairs Act. 

• Property owned by the Boy Scouts and Girl Guides 
The property owned, occupied, and used solely by the Boy Scouts 
Association and the Canadian Girl Guides Association or its 
chartered or recognized members is tax exempt. 

• Reform institutions 
Land owned and occupied by an industrial farm, house of indus­
try, house of refuge, institution for the reformation of offenders or 
for the care of children, boys' and girls' home, or a similar institu­
tion conducted on philanthropic principles and not for profit or 
gain is tax exempt. 

• Charitable institutions 
Land owned, occupied, and used by an incorporated charitable 
institution organized for the relief of the poor, the Canadian Red 
Cross Society, the St. John Ambulance Association, or any similar 
incorporated institution conducted on philanthropic principles 
and supported, in part at least, by public funds is exempt from 
municipal taxation. 

A large number of organizations have sought to claim exemption 
as reform or charitable institutions. The courts have interpreted 
the exemption for institutions for the care of children very 
narrowly. In the case of the exemption for charitable institutions, 
the courts have insisted that an organization must meet all the 
conditions stipulated in the legislation. An organization that is not 
definitely for the relief of the poor, or is not in receipt of public 
funds from a government source, does not qualify. 

• Children's Aid Societies 
. 

The property of a children's aid society under the Child and Fam­
ily Services Act is tax exempt. Currently, the funding of children's 
aid societies is shared between the province and the muniCipal 
sector. 

• Public libraries and agricultural societies 
The property of public libraries or other public institutions, liter­
ary or scientific, and of agricultural or horticultural societies or 
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associations, to the extent occupied for the purposes of the society, 
is deemed to be tax exempt. 

• Battle sites 
Land belonging to a society or association by reason of being the 
site of any battle in any war, and being maintained or preserved 
and open to the public in order to promote the spirit of patriotism, 
is tax exempt. 

• Exhibition buildings 
Lands belonging to a company formed for the erection of exhibi­
tion buildings are exempt to the extent determined by municipal 
by-law. 

Other exemptions are provided for only if they are authorized by a 
by-law of the municipality in which the property is located: 

• recreational land owned by religious institutions (municipal taxes 
only) 

• property owned by the Navy League. 

Various other general provincial statutes provide property tax ex­
emptions. For example, the Agricultural and Horticultural Organi­
zations Act exempts lands belonging to agricultural societies. The 
Power Corporation Act exempts land belonging to Ontario Hydro. 
There are, however, provisions for payments in lieu of taxes calcu­
lated at statutory rates for generating facilities. The Municipal Act 
provides the authority to municipal councils to exempt Royal Cana­
dian Legion facilities for a period of up to ten years. 

In addition, many organizations that do not meet the requirements 
for the various general exemptions from property taxes have sought 
private legislation authorizing an exemption. Since 1980, approxi­
mately 50 organizations have obtained private legislation exempting 
them from local property taxes. Seventy per cent of these bills autho­
rize a municipality to pass by-law? that exempt the property owned 
and occupied by the organization from taxes for municipal and 
school purposes, except for local improvement rates. The remainder 
provide a direct statutory exemption. The organizations are gener­
ally cultural centres, recreational and cultural organizations, YMCAs, 
and other similar community service organizations. 



Municipal Taxation Policy 733 

Previous Reviews of Property Tax Exemptions 

The Ontario Committee on Taxation (Smith Committee) in 1967 re­
ported on an extensive review of exemptions from local property 
taxes. The committee stated its main conclusion as follows: 

We favour several exemptions that we regard as justifiable on a contin­
uing basis. But for the remainder, we believe that property tax exemp­
tions are being used to convey a privilege that might better be provided 
through some alternative means if in fact the community is prepared to 
continue such positions of privilege when made conscious of their cost 
and reminded of it at regular intervals. (Smith Committee 1967, vol. 2, 
126) 

The Smith Committee also identified six objections to the practice: 

• Exemptions narrow the tax base, thereby increasing the tax load 
on owners of taxable property. 

• A tax exemption is an indirect subsidy, the cost of which is not 
generally apparent, and is subject to less control than a grant, 
which ordinarily is renewable annually. 

• A tax exemption may not distribute a government subsidy in the 
most equitable or desirable manner. 

• The proportion of all properties in the community that is exempt 
varies from one municipality to another, thereby creating dispro­
portionate burdens among local communities. 

• Exemptions are for the most part legislated by the province, but 
their burden falls on municipalities and local school boards. 

• Exemptions, once established, are not readily terminated. They 
tend to perpetuate community wishes of an earlier day. In addi­
tion, the range and extent of exemptions can grow well beyond 
justifiable limits. 

The Smith Committee conducted an exhaustive review of all the 
then-current exemptions from municipal taxation, based in part on 
reports on assessment exemptions from municipalities. These reports 
were required of municipalities in the 1960s but are no longer pro­
vided by the Ministry of Finance, which now has the responsibility 
for assessment. 
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With respect to government properties, the Smith Committee rec­
ognized that the properties of the Crown could not be made taxable, 
but suggested that full payments in lieu of taxes be made except for 
public highways, land betterment works conferring unrestricted 
community benefits, recognized historic sites not being exploited 
commercially, and remote Crown land not under lease and not bene­
fiting from local government services. It suggested that federal and 
foreign government properties be subject to full payment in lieu and 
that the issues be negotiated. Indian lands would continue to be 
exempt. 

The Smith Committee also addressed the issue of local govern­
ment properties. It recommended that local government properties 
occupied for the purpose of a business enterprise be taxable as non­
residential property. Full taxes, excluding upper-tier or other second­
tier requisitions, would be paid to local municipalities and school 
boards on upper-tier property, on the property of a local authority 
having jurisdiction overlapping local boundaries, on local municipal 
property situated beyond its boundaries, and on a local board situ­
ated outside the municipality where it exercises jurisdiction. The ex­
emptions noted for federal and provincial properties would continue 
to apply. 

The tax treatment of non-government properties was also ad­
dressed. The Smith Committee recommended the termination of the 
tax-exempt status of institutions of higher education and private 
schools, arguing that provincial subsidy of the payment of full pay­
ments in lieu of taxes by accredited institutions would be more ap­
propriate. Similar treatment of public hospitals was also 
recommended. 

The committee recommended that places of worship and religious 
seminaries not classified as institutions of higher learning be fully as­
sessed and subject to a phase-in of taxation up to perhaps 35 per cent 
of the maximum tax liability of similarly valued property. It also 
suggested that new cemeteries become taxable, while existing ceme­
teries continue to be exempt for a maximum of three years, or until 
the land use is changed, whichever occurred earlier. 

After reviewing the issues of uneven tax subsidy to charitable or­
ganizations, social and community service groups, and the like, the 
Smith Committee recommended the termination of tax-exempt sta­
tus. It suggested that the merits of direct subsidy by the governments 
concerned be reviewed and that municipal granting powers be ex-
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tended to make local subsidy possible. A three-year phase-in period 
was recommended. 

The Smith Committee report was reviewed by a select committee 
of the legislature. The committee generally supported the Smith 
Committee's recommendations, with the notable exceptions of the 
proposals to require taxation of churches and hospitals. 

In the 1970s a commission to review property tax reform, chaired 
by former East York mayor Willis Blair, revisited the issue of exemp­
tions. It took the position that only the exemptions for churches, 
cemeteries, and Indian reserves should be retained (Ontario Ministry 
of Treasury, Economics, and Intergovernmental Affairs 1977, 55-74). 
Property owned by charitable and non-profit institutions fell into a 
second category of exemptions that could be authorized locally 
through by-law. 

None of these reviews led to any substantial action by government 
on exemptions from property taxation. If anything, the ad hoc prac­
tice of extending exemptions through private legislation has ex­
panded in recent years. 

Current Issues Concerning Exemptions 

There are a number of serious problems with current practices re­
garding exemptions: 

• There is no consistent underlying rationale for the exemptions. 
From an original list established in the Assessment Act in 1904, 
additions have been made on an ad hoc basis. Additional exemp­
tions are provided for in both general legislation and special pri­
vate bills that apply to particular municipalities and taxpayers. 

• While the provincial government is ultimately responsible for the 
exemptions granted through this ad hoc process, it is not respon­
sible for the consequences of the process for the local tax base. 
Municipalities have no formal voice in exemption decisions affect­
ing their tax base except where a private bill specifies the need for 
a local by-law. 

• Exemptions are often tied to the institution that owns the property 
rather than the use to which the property is put, and are generally 
only available to institutions that own, rather than rent, the prop­
erty they use. 
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• The exemption for "property held in trust for a band or body of 
Indians" is an issue in some communities. For example, in the 
townships of Bosanquet and Brantford and the City of Sudbury, 
native bands have purchased off-reserve investment property and 
are taking advantage of this exemption. 

• The present system of exemptions blurs lines of accountability. 
The use of private legislation involves the provincial legislature in 
decisions in which it has little at stake financially. Municipalities 
have also been adversely affected by provincial or federal deci­
sions to close institutions on which payments in lieu of taxes are 
made by the federal or provincial government and to replace them 
with facilities run by charities that are tax exempt. 

In addition to these particular concerns regarding exemptions as 
they are treated in the property tax system, exemptions in general 
raise important questions of principle. From the perspective of tax­
payers generally, an exemption from a tax is equivalent to a grant to 
the exempted taxpayer, with one important difference: tax exemp­
tions are generally not accounted for in the annual budgetary process 
of local governments and, as a result, are delivered invisibly. The to­
tal cost of the exemptions granted is not disclosed in the process, nor 
are the recipients of the subsidies identified. In effect, tax exemptions 
can become a way to deliver subsidies that might not warrant 
political support if they were delivered directly in the form of grants. 

From the perspective of those concerned about assistance to par­
ticular types of organizations becoming a local political football, 
however, these disadvantages of tax exemptions are a benefit. The 
Smith Committee stated this perspective succinctly: "[An exemption] 
sets and maintains a specified extent of public support without the 
necessity of further action to maintain the assistance at what may be 
regarded as an appropriate level. Tax exemption avoids the contro­
versy that may be occasioned by an annual grant. It produces a stabi-

. Ilzed allocation of community benefits to good causes" (Smith 
Committee 1967, vol. 2, 125). 

Putting the issue somewhat differently, many organizations that 
might be considered eligible candidates for exemption from local 
taxes are also, from time to time, critical of the action or inaction of 
governments. Many social service agencies, for example, play a dual 
role of delivering important services to the community and function­
ing as knowledgeable critics of government actions affecting the 
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clients they serve. Provision for an exemption may be seen as making 
.such organizations less vulnerable to punitive actions of local politi­
cians sensitive to such criticism than they would be if assistance were 
delivered more openly through grants. 

A Perspective on Tax Exemptions 

The exemptions from property taxation fall into three general cate­
gories: 

• exemptions related to the taxation of property owned by govern­
mental or quasi�governmental organizations; 

• exemptions provided for the purpose of furthering a general pub­
lic policy objective; and 

• exemptions provided for the purpose of delivering a public sub­
sidy. 

Each of these types of exemptions gives rise to three general ques­
tions: Should the exemption be granted? Which level of government 
- provincial or local - should grant the exemption? And which level 
of government - provincial or local - should bear the cost in forgone 
revenue? 

Exemptions for Government Property 

In general, we consider that property owned by other governments 
or their agencies should be exempt from property taxation, but 
should be subject to full payment in lieu of taxation by the level of 
government benefiting from the exemption. Thus, property of the 
federal government, the provincial government, and any agency of 
the provincial government would be tax exempt, but payments in 
lieu of taxes would be made to the municipalities in which the prop­
erty is located. We would interpret this rule quite broadly to include 
public hospitals, public colleges and universities, conservation au­
thorities and other public agencies, as well as private organizations 
such as Children's Aid Societies that are de facto government agen­
cies directed by private boards. Roads and highways should be 
exempt and should not be subject to payment in lieu of tax. 

It is extremely important that the issue of payments in lieu of taxes 
be addressed. The exemption we are proposing for government 
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property is not intended to deprive municipal governments of rev­
enue they would otherwise expect to receive from these properties. 
The concept of the local property tax as a local benefit tax is a critical 
factor in the formulation of our view on this matter. We see no 
reason why the provincial and federal governments should be ex­
empted from the support of local public services from which they 
benefit and which are enjoyed by their employees or clients. At pre­
sent, payments in lieu of taxes are widely criticized by municipal 
governments for their inadequacy. This criticism was expressed en­
ergetically by municipal officials at our hearings in Ottawa and 
Kingston. We believe strongly that such payments should be fully 
equivalent to municipal taxes.' 

Property of public and separate school boards located within their 
own jurisdiction would be tax exempt, as would the property of a 
lower-tier (local) municipality located within its own jurisdiction. 
Property of upper-tier municipalities (counties and regional, district, 
and metropolitan municipalities) would be taxable. 

The concept of the municipal property tax as a tax related to local 
benefits is also helpful in sorting out the application of the exemption 
for property owned in trust for a body or band of Indians. The basis 
for the exemption for property located on reserves is clear. Such 
property is not part of the municipality in which it is located and 
should not be subject to tax. Property not located on reserves should 
be taxable if its owners derive benefit from the provision of local 
public services. Thus, commercial property located in an urban area 
would be taxable, but property off reserve acquired for the purpose 
of expanding the land base of a .native community should be tax 
exempt when it becomes part of the extended reserve area and ceases 
to benefit from the provision of local services. 

Exemptions for Private Organizations 

As a general rule, private property should be exempt from taxation 
only on one of two bases. First, a property might be exempted from 
taxation if it is determined that its owners should not be required to 
pay for local services. For example, it might be determined that the 

1 This point is also made by Kitchen (1992, 108). 
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particular use of a property delivers such substantial benefits to the 
community that its owners should receive the benefits of local ser­
vices at no charge. Second, a property might be exempted from taxa­
tion if there is a public policy rationale for linking a subsidy directly 
to the amount of tax paid on a property. It is important to note here 
that the issue to be resolved is not whether it is appropriate to pro­
vide grants to certain organizations, but whether it makes sense to tie 
the amount of assistance the organization receives directly to the 
property taxes payable on the property it owns. 

In addition to these general requirements, the rules should stress 
that exemptions should be contingent not only on ownership of the 
property by an organization deserving of public support, but also on 
the use of the property for a purpose considered deserving of public 
support. For example, if the property of charitable organizations 
were to be exempt from tax, the exemption should apply only to 
property used directly for the charitable purposes of the organization 
and not to property held as an investment by the organization or 
leased for use as a commercial or industrial property. 

Finally, we believe it is extremely important for exemption policies 
to be established clearly in a single provincial statute and for the au­
thority to grant exemptions to be allocated in a way that ensures that 
those policies are followed. 

At present, the private organizations that benefit from statutory 
exemptions may be categorized as follows: 

• Organizations that provide services to the public, including public 
libraries, agricultural and horticultural societies, the Navy League, 
organizations that maintain battle sites. 

• Charitable organizations, including Boy Scouts, Girl Guides, pri­
vate reform schools and orphanages, charitable organizations for 
the relief of the poor, the Canadian Red Cross Society and the St. 
John Ambulance Association, as well as certain YMCAs, cultural 
centres, recreational and cultural organizations, and other similar 
community service organizations that have obtained ad hoc ex­
emptions through private legislation. 

• Certain types of private, non-profit educational institutions, in­
cluding religious and educational seminaries. 

• Churches, cemeteries, and recreational land owned by religious 
institutions (municipal exemption only). 
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• Anachronistic exemptions such as the municipal-option exemp­
tion for land belonging to a company formed for the erection of 
exhibition buildings. 

Based on our criteria, exemptions for libraries and for agricultural 
and horticultural societies should be limited to property owned and 
operated by a municipal government or an agency of a municipal 
government and located in a municipality. There is no overriding 
reason why private organizations such as these should be exempt 
from paying for local services. And to the extent that such organiza­
tions merit public subsidy, there is no apparent reason why such a 
subsidy should be tied to property taxes paid on property owned by 
the organization. 

Anachronistic exemptions such as those for battle sites, property 
owned by the Navy League, and property owned by companies 
formed for the purpose of erecting exhibition buildings should be 
eliminated and any problems that result dealt with case by case. 

The exemptions for certain private educational institutions would 
also be difficult to justify without extending the exemption to any 
private educational institution, a move we do not believe would be 
consistent with our general criteria for exemption. 

Two categories of exemptions pose particular problems: the ex­
emption for the property of charitable organizations and the exemp­
tion for churches and cemeteries. These exemptions are discussed 
separately because they raise different questions of principle. 

Without reference to the criteria set out above, it would appear to 
be difficult to justify imposing local taxes on charitable organiza­
tions. It should be noted, however, that charitable organizations are 
not exempt from all forms of taxation. Charitable organizations pay 
payroll taxes, excise taxes, and some sales taxes. Local taxation 
would not be precedent setting. Moreover, given the framework 
within which we are considering property tax reform, such organi­
zations would generally pay local user charges for such services as 
water and sewage disposal. Given that fact, it would appear difficult 
to justify exempting organizations from paying for services for 
which they would have to pay if subject to a user fee. Furthermore, 
an exemption from property taxation only benefits organizations that 
own property. Organizations that rent property which is itself not 
exempt from taxation pay property taxes through their rent. As a 
result, support for charitable organizations d elivered through 
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property tax exemptions benefits only those organizations that are 
well enough established to own property. . 

Taxation of churches and cemeteries raises many of the same is­
sues. However, the sensitivity of the relationship between church 
and state adds a dimension to the debate that is missing from the de­
bate over taxation of charitable organizations. Historically, the fact 
that we do not have a state-supported religion in Canada led natu­
rally to a policy that exempted all religious property from taxation 
because adherence to one generally recognized faith or another was 
almost universal. That cannot be said today. In the 19th century, de­
livering an implicit subsidy to religious organizations would not 
have been particularly controversial provided that every religious 
organization was covered. Today, implicit subsidies for religious or­
ganizations are being funded in part by individuals who do not ad­
here to any of the organizations .  The variety of religious affiliations 
of people in our culturally and ethnically diverse society puts a gov­
ernment granting exemptions in the difficult position of having to 
decide which religious organizations are legitimate and deserving of 
the implicit subsidy and which are not. 

A recommendation that charitable organizations and churches 
should be subject to local property tax will be controversial. As a 
counterpoint, we reiterate that the impact of the cessation of existing 
exemptions will be cushioned to a significant extent by other rec­
ommendations in this report. The recommended change in the basis 
of assessment from market value to value in current use will reduce 
the relative assessed values of many properties owned by churches 
and charitable organizations, particularly in urban and urban fringe 
areas. For churches and cemeteries, we have gone further and rec­
ommended that statutory unit rates of assessment be established in 
lieu of attempting to measure the value in current use of church 
sanctuaries and cemetery plots. Most important, our recommenda­
tion that local non-residential property taxes for education be elimi­
nated will reduce by more than half the property taxes that would 
otherwise be paid by charitable organizations and churches, since 
these organizations would be exempt from the provincial commer­
cial and industrial property ta� on the grounds that they do not en­
gage in a commercial activity . . 

The considerations set out above would apply in the same way in 
every municipality in Ontario. It would be difficult to argue that the 
same organization should be exempt from property taxes in one 



742 Financing Local Government in Ontario 

jurisdiction and subject to property taxes in another. As a result, we 
believe that municipal governments should not have the authority to 
exempt properties from taxation. Exemptions should be provided for 
in provincial legislation and should apply throughout the province. 

Where property is exempt from taxation by provincial statute, the 
provincial government should take the financial responsibility as 
well as whatever political credit is involved and should make full 
payments in lieu of taxes to the local governments in which the 
properties are located. 

R E C O M M E N D A T I O N  9 6  

Ontario should develop general legislation regard­
ing exemptions from local property taxes and 
should repeal the exemption provisions of existing 
private legislation. 

Property should be exempt from local taxation only 
if it is determined that the owner should not be re­
quired to pay for local services or if there is a pub­
lic policy rationale for linking a subsidy directly to 
the amount of property tax paid on the property. 

Exemptions should be based on the nature of the 
use of a property rather than on the characteristics 
of the owner of the property. 

Municipal governments should not have the power 
to exempt property from taxation. 

R E C O M M E N D A T I O N  9 7  

Crown land should continue to be exempt from lo­
cal property taxation, but should be subject to full 
payment by the province in lieu of all local 
property taxes, based on the assessment of similar 
property. Roads and highways should not be 
subject to taxation or to payments in lieu of taxes. 
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R E C O M M E N D A T I O N 9 8  

The exemption from local property taxation for 
"property held in trust for a band or body of Indi­
ans" should be restricted to reserve lands and other 
lands for which municipal services are not provided. 

R E C O M M E N D A T I O N  9 9  

Public hospitals and public educational institu­
tions should continue to be exempt from local 
property taxation. Formula payments in lieu of 
taxes based on the number of beds or the number 
of students should be eliminated and replaced by 
full payment in lieu of taxes by the province based 
on the assessment of similar property. 

R E C O M M E N D A T I O N 1 0 0  

The exemption from local property taxation for 
Children's Aid Societies should be continued. The 
provincial government should make payments in 
lieu of taxes for Children's Aid Societies. 

R E C O M M E N D A T I O N 1 0 1  

The property of lower-tier (local) municipalities 
and school boards located within their geographic 
jurisdiction should be exempt from local property 
taxes. Property of upper-tier municipalities 
(regional, district, and metropolitan municipalities 
and counties), other than roads, highways, and 
public transit rights of way, should be subject to 
local property taxes. 
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R E C O M M E N D A T I O N  1 0 2  

The local property tax exemptions for public 
libraries and agricultural and horticultural 
societies should be restricted to property owned 
and operated by a municipal government or an 
agency of a municipal government and located 
within the municipality. 

R E C O M M E N D A  T I O N  1 0 3  

The local property tax exemptions should be 
elimi1;tated for property owned, occupied, and used 
by: the Boy Scouts Association; the Canadian Girl 
Guides Association; private reform schools and or­
phanages; charitable organiiations for the relief of 
the poor; the Canadian Red Cross Society; and the 
St. John Ambulance Association. 

R E C O M M E N D A T I O N  1 0 4  

The local property tax exemptions for churches, 
cemeteries, and religious and educational seminar­
ies should be eliminated. 

R E C O M M E N D A T I O N  1 0 5  

The local property tax exemption for battle sites 
should be eliminated. 

R E C O M M E N D A T I O N  1 0 6  

Other local property tax exemptions should be 
limited to property owned and used by institutions 
of provincial interest or importance. The provincial 
government should make full payments in lieu of 
taxes for all such exempt property. 
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Transitional Rules 

Because many of the organizations that would lose their exempt sta­
tus are supported from contributions by members, they will require 
some time to ensure they are able to make the transition from tax 
exempt status to taxable status without undue disruption of their 
operations or financial base. 

R E C O M M E N D A T I O N  1 0 7  

The following transitional rules should apply to 
the repeal of existing exemptions from property 
taxation: 

a) After advance notice of one year, there should 
be a phase-in period of up to five years to per­
mit taxpayers to adjust. 

b) Exemption policies should only be changed 
following the introduction of assessment based 
on value in current use for commercial and in­
dustrial properties and unit value assessment 
for residential properties. 

c) Special statutory assessment rates should be es­
tablished for exempt properties for which it is 
impossible to determine a value in current use, 
such as the portion of church property used as a 
sanctuary. 

d) Properties such as cemeteries which are sup­
ported by fixed endowments based on tax ex­
empt status should continue to be exempt. New 
cemeteries established after the change in policy 
should be taxable. 

Technical Exemptions 

In addition to the exemptions provided for above, the Assessment 
Act also provides for exemptions of a technical nature tha� go to the 
definition of what is and what is not real property for the purposes 
of local taxation. These exemptions include: 
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• machinery used for manufacturing or farming or for smelting and 
concentrating are; 

• machinery used for the production of electricity (generation sta­
tions are subject to flat statutory assessment rates for tax pur­
poses); 

• forestry property attached to a farm, to a maximum of 20 acres; 
• buildings and machinery for mining located underground; 
• telephone and telegraph company equipment (telephone and tele­

graph companies are subject to a special telephone and telegraph 
company tax); 

• amusement rides (because of their temporary nature); and 
• modifications to property for the accommodation of elderly or 

disabled residents who would otherwise be institutionalized. 

These exemptions are, for the most part, of a diiferent nature from 
the institutionally based exemptions discussed earlier in that they are 
concerned chiefly with the definition of real property for assessment 
purposes. The key issues in this area concern exemptions for under­
ground mining facilities and for forestry land attached to a farm as 
well as for modifications to property to accommodate the elderly or 
the disabled. 

The taxation of underground mining facilities has been a major is­
sue for municipalities in Northern Ontario for many years. Mining 
municipalities have argued that the exemption from assessment for 
underground mining facilities excludes from the local tax base a 
major component of the economic base of the community. The 
provincial Ministry of Revenue concluded in a 1988 study, however, 
that assessment of mining facilities located underground that would 
not otherwise be exempt as production machinery would add only 
marginally to the assessed value of mining properties. 

.. 

In principle, we believe there is no reason why property that 
would be subject to assessment if it were located on the surface 
should be exempted from taxation simply because it is located 
underground. 

The exemption from taxation for a woodlot of up to 20 acres 
attached to a farm is also difficult to justify. While our proposal for 
managed forests (including woodlots) and wetlands would result in 
lower assessments for these properties than for productive farmland, 
thus providing some tax relief; we see no reason here for a tax 
exemption. 
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With respect to the exemption for modifications to property to ac­
commodate the elderly or disabled, we would note that in a unit 
value assessment system as we have recommended, assessments of 
individual properties would change only if the area of the living 
space changed. Since most modifications for the elderly or disabled 
do not increase the living area of the property, such modifications 
would not affect assessment in any case. As a result, the need for an 
exemption would be drastically reduced. In any case, our general 
position with respect to assistance for people with disabilities is that 
such assistance should be delivered through direct spending 
programs rather than through the tax system. 

R E C O M M E N D A T I O N 1 0 8  

The special local property tax exemption for min­
ing, buildings and machinery located underground 
should be eliminated. Any building, machinery, or 
equipment that would be taxable if located on the 
surface should be taxable if located underground. 

R E C O M M E N D A T I O N  1 0 9  

The exemption from local property taxation for up 
to 20 acres of forestry land attached to a farm (a 
wood lot) should be eliminated. Such property 
should be assessed and taxed based on its value in 
use as a wood lot. 

R E C O M M E N D A T I O N 1 1 0  

Provided a unit value residential assessment sys­
tem is adopted, in which assessments of individual 
properties of the same type and in the same geo­
graphic area vary only with differences in physical 
dimensions, exemption from local property taxa­
tion for modifications to proper:ty for the accom­
modation of elderly or disabled residents should 
be eliminated; any appropriate assistance should 
be provided through direct spending programs. 
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Administration 

Simplicity 

One critical element in improving the administration of the local 
government finance system in Ontario is simplification. Our pro­
posals would accomplish this objective in five ways. First, the mea­
surement of the assessment of individual properties would be much 
clearer and much more straightforward. Second, the assumptions . 
and weighting factors used in translating individual property mea­
surements into assessments would be explicit and subject to open 
public review. Third, the separation of taxation policy from assess­
ment policy made possible by permitting municipalities to set differ­
ent tax rates for residential and non-residential properties would 
make both provincial assessment policies and local tax policies 
clearly visible to the taxpayer. Fourth, the establishment of uniform 
bases for residential and non-residential assessment would make it 
possible for taxpayers to make reasonable comparisons of tax sys­
tems in different parts of Ontario and would make knowledge of the 
system accumulated in one municipality relevant to an understand­
ing of the system in another municipality. Fifth, the changes in fund­
ing for education and some social services we recommend would 
address much of the confusion in people's minds about the role of 
the property tax and about the relationships among governments in 
the provision of local services. 

Appeals Process 

Any reform of the property assessment system must be accompanied 
by a comprehensive reform of the assessment appeals system. The 
Property Tax Working Group recommended several measures it be­
lieved would make the system "more accessible and understand­
able," especially for residential ratepayers who wish to appeal. In­
cluded in the working group's recommendations were suggestions 
to add to the process a tribunal called the Assessment Appeals Board 
(appeals board), which would hear appeals from decisions of the As­
sessment Review Board (review board). The Assessment Appeals 
Board, a division of the review board, would replace the current 
mechanism of appealing review board decisions to the Ontario Mu-
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nicipal Board. The working group also suggested that the members 
of the appeal board be knowledgeable in assessment matters. 

Another part of the group's recommendation would see complex 
cases bypass the first level of appeal and go straight to the appeal 
board for a final decision upon consent of both the appellant and the 
regional assessment commissioner. This would save the board, the 
commissioner, and the taxpayers time and money in cases where all 
parties know at the beginning that the review board decision will be 
appealed to the higher tribunal. 

The group recommended that the burden of proof be shifted from 
the taxpayer to the assessor, and that annual refilling of unresolved 
appeals be made automatic. It also suggested that all appeals be 
scheduled for hearing within one year of filing and that decisions be 
rendered within 90 days of a hearing. Finally, the group recom­
mended that non-controversial matters such as corrections of names, 
addresses, and school support designation be dealt with at an admin­
istrative level and not in hearings. 

While the Property Tax Working Group recommendations address 
some of the weaknesses of the current system, a more comprehensive 
overhaul is needed. The most critical problem for the system is in 
Metropolitan Toronto. The two Metropolitan area offices of the 
review board are swamped with appeals, some of which date back 
several years and involve millions of tax dollars. More than 75 per 
cent of the commercial tax base in the City of Toronto is appealed 
each year, a recipe for chaos in the appeal system. 

Currently, the Metro area of the review board is understaffed and 
underfunded. Each year, after the appeal period, the task of entering 
all the appeals data into the computer system takes weeks. A sophis­
ticated information management system is·needed to help with the 
organization of the appeals load. Further, in the past several years, 
hearings have not been scheduled towards the end of the fiscal year 
because the board has run out of money. Any meaningful reform of 
the assessment and appeals system must ensure that the board is ad­
equately funded to deal with its legislated responsibility. 

On the policy side of the issue, reform is also needed. Many of the 
members of the Assessment Review Board are unfamiliar with the 
intricacies of property assessment. Their decisions are therefore not 
based on a solid understanding of the issues before them, but on 
which of the parties organizes and argues best. Considering that in 
most residential appeals the ratepayers act on their own behalf and 
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often have only a limited understanding of assessment matters, the 
arguments are usually won by the assessors . or by the ministry's 
lawyers. Board members should be knowledgeable enough to under­
stand the assessment issues in a case and to make decisions based on 
the evidence and on relevant precedents. 

If the Assessment Review Board were composed of members who 
understood better the laws, policies, and principles of property 
assessment, fewer of their decisions would be appealed to the higher 
tribunal. It is also possible that fewer assessments would be appealed 
overall. There are many property tax agents who make a profit in 
Metro and other large municipalities just by appealing hundreds of 
residential assessments, seeking authorization from the owners 
afterward, and appearing at the board to argue their cases with a 
minimum of data. This is profitable for them because some review 
board members routinely reduce assessments 5 or 10 per cent 
virtually as a matter of principle. Large commercial properties are 
often appealed on almost the same basis. A well-informed tribunal 
that  makes consistent decisions would discourage such speculative 
appeals and leave ratepayers with more confidence in the fairness of 
the procedure. 

More information should be provided to ratepayers who file ap­
peals. Although it is the policy of the Assessment Division of the 
Ministry of Revenue to assist ratepayers in preparing their appeals, 
the amount of help they actually receive is completely dependent on 
the assessor assigned to the case. Some are genuinely helpful, while 
others can be obstructive because of the adversarial nature of the ap­
peals process. Some ratepayers are sceptical of assistance offered by 
assessors and avoid it. Others are �imply not aware that the assis­
tance is available. Clear step-by-step instructions should be prepared 
and distributed to all residential and small commercial appellants. 
These instructions should outline the Assessment Division's 
responsibilities both to assist and to defend the tax base on the 
municipality'S behalf. 



31 Making the Local Financial 
System Work Better 

The new system for education financet property assessmentt and lo­
cal taxation proposed in chapters 28t 29t and 30 forms the basis for a 
system of local government finance that is consistent with principles 
of tax fairness. These proposed changes all flow from a framework 
for fairness in which the property tax is seen as a benefit tax for local 
services. In this chaptert we deal with three further policy areas for 
which this framework has important implications: the role of 
provincial grants and equalization in the system of local government 
finance; the formula for sharing of regionat district, metropolitan, 
and county (upper-tier) costs among local (lower-tier) municipalities; 
and the funding of local infrastructure. 

Provincial Grants and Equalization 

The provincial government currently provides grants to municipali­
ties and school boards totalling more than $11 billion annually to 
support public services delivered through local governments. This 
support is provided through more than 1 00 programs for sharing the 
cost of locally delivered services between municipal governments 
and the provincial government. In additiont the provincial govern­
ment provides unconditional grants for the general support of mu­
nicipal governments. Approximately 30 per cent of total municipal 
operating expenditures are financed through these conditional and 
unconditional grants. 

The financial implications of these programs in the major areas of 
provincial policy are summarized in table 31 . 1 .  
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TABLE 31 .1 
Major Provincial-Municipal Cost-sharing Programs, Ontario, 1991-92 ($ millions) 

Provincial Local share 
Provincial transfer policy area share (grants) (taxes) Fees (est.) Total 

Municipal affairs 

Unconditional grants 947 947 
Conditional grants 36 36 
Other 6 6 

Education 5,201 6,992 12,193 

Transportation 

Roads 823 1,811 146 2,780 
Transit 382 468 655 1,505 

Other 14  48 62 

Community and social services 

Social assistance 1,883 526 2,409 
Child care 231 63 21 315 
Homes for aged 370 205 211  786 

Child welfare 348 76 424 

Environmental 275 1,455 1,588 3,318 

Health 

Health units 210 81 28 319 

Other 45 102 147 

Natural resources 

Conservation authorities 53 52 105 

Culture and communications 

Library boards 41 353 13 407 

Tourism and recreation 57 1,076 298 1,431 

Total 10,922 13,308 2,960 27,190 

Source: Fair Tax Commission calculation based on Ontario Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS); 
Ontario, Ministry of Finance; and Ontario, Public Accounts oj Ontario, 
1 991-1992. 

Note: Education transfer includes only general legislative grants and capital 
grants. 
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Our recommendations with respect to the funding of education, 
social assistance, and services for children would eliminate or reduce 
the grants programs in these areas. Most of the remaining grants are 
provided in policy areas in which local spending would appropri­
ately be funded either in whole or in part from property taxes 
functioning as local benefit taxes. While there may be a case for 
provincial grants continuing in these remaining areas, that case 
cannot be based on the general tax fairness propositions advanced by 
the commission in support of its recommendations with respect to 
education, social assistance, and services for children. 

The argument for continued provincial support for local spending 
in these areas must be based on the need for the provincial govern­
ment to influence levels of spending by local governments in areas 
within the jurisdiction of local government. There are two general 
circumstances under which the provincial government might want 
to influence levels of spending by local governments. 

First, in areas where local provision of a service generates benefits 
beyond the local area, local spending will generally be at less than 
the appropriate level if funded entirely from local benefit taxes. For 
example, local roads that cross municipal boundaries generate bene­
fits in other jurisdictions. Local spending on public transit produces 
both local and more general environmental benefits. Sewage treat­
ment facilities reduce environmental costs that would otherwise be 
borne by residents of downstream jurisdictions. It might be argued 
that libraries, by contributing to literacy, generate benefits for On­
tario or Canadian society as a whole. The provincial government 
might also appropriately subsidize local public spending required 
where underspending in one jurisdiction would impose excessive 
costs or diminish the value of services in other jurisdictions. As an 
alternative in some areas, the provincial government might simply 
set standards for local public services without providing a subsidy, 
on the grounds that every jurisdiction both receives and generates 
spillover benefits. In the environmental area in particular, the 
"polluter pays" principle would suggest a standards-based approach 
rather than provincial subsidy. 

Second, the provincial government may have an interest in ensur­
ing that basic public services are available everywhere in the 
province at a reasonable cost to local taxpayers. The objective of 
provincial assistance in this case would be to ensure that people are 
not deprived of necessary public services simply because they live in 
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a jurisdiction that lacks the fiscal capacity to provide those services 
from local revenue sources.1 

Each of these arguments for grants implies a different design for 
provincial grant programs. Since the spillovers/ general benefit ar­
gument is based on a need to provide assistance for spending above 
levels that would prevail in the absence of the subsidy, this rationale 
points towards subsidy systems designed to provide assistance only 
for services beyond certain specified standards. Subsidy programs 
designed to address the spillover problem should provide assistance 
for spending above the levels that would normally be provided by 
the municipality in the absence of assistance. Such programs should 
not provide for cost sharing of all spending from the first dollar. 

The basic services argument, in contrast, implies a program de­
signed to provide assistance from the first dollar of spending up to 
some defined minimum standard. And because the objective is to 
achieve an adequate level of service at reasonable cost to taxpayers, 
basic services subsidy programs must provide for equalization of the 
tax impact of providing the basic service level. 

Our view is that the amount of the conditional and unconditional 
grants remaining after reforming education, welfare, and children's 
services could be reduced in size substantially without compromis­
ing either tax fairness objectives or the public policy purposes served 
by the grants programs. This reduction would be accomplished by 
restricting provincial grants to those that either support basic ser­
vices or subsidize incremental spending on services that benefit peo­
ple who live outside the municipality, and by redesigning the 
remaining grants programs to reflect better these public policy 
purposes. Limiting assistance to spending above threshold amounts 
and/ or introducing an equalization component to reflect local fiscal 
capacity would tend to reduce the funding required. 

Property taxes would be reduced substantially by the changes in 
funding for education, social assistance, and assistance to children. 
This reduction in the overall level of property taxation would more 
than offset any property tax increases that might result from reduc­
tions in provincial grants in other areas of local government respon­
sibility. In addition, many spillover benefits issues could be 

1 The rationale for intergovernmental transfers at the local level is discussed in detail 
in Bird (1993, 217-19) and Boadway and Hobson (1993, 93-97). 
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addressed more effectively by encouraging creative efforts at 
cooperation among municipalities in services delivery and by re­
organizing municipal structures, boundaries, and responsibilities. It 
doesn't make much sense, particularly in this fiscal environment, to 
use provincial subsidies to do what better coordination of services at 
the local level could achieve much more economically. 

With respect to. basic services, two factors work against the contin­
uation of general subsidies. First, our recommendations with respect 
to education, social assistance, and assistance to children will reduce 
property taxes significantly, and this reduction will have a significant 
impact an the affordability of lacal municipal services. The remaval 
of education from the property tax alone would cut those taxes dra­
matically. Second, basic services affordability tends to be an issue for 
specific services, under special circumstances and in particular areas 
of the province. Basic services affordability arguments do not make a 
case for general subsidies to all municipalities. For example, if polic­
ing were to be made a local responsibility, affardability might be a 
special problem in some areas, but would not justify a general grant 
to all municipalities for police services. Likewise, afford ability issues 
that arise from particular events - a plant closure or a provincially 
ordered replacement of a sewage treatment plant in a small com­
munity - are best dealt with as special cases. General programs will 
not deliver sufficient assistance quickly enough. 

If equalization grants for basic services are required, there should 
be a consistent system far determining the amaunt of the payments 
across all equalization programs. At present, a variety of equaliza­
tion systems are employed in provincial programs. Althaugh these 
systems differ, all include assessment (residential and commer­
cial/industrial combined) as the measure of a jurisdiction'S ability to 
pay. The most important of these - the system of equalization for 
prOVincially recognized expenditures in education - illustrates 
clearly the problems with this approach. Because the system com­
bines residential and commercial/industrial assessment (usually on 
a weighted basis), it does not work effectively far either the residen­
tial property tax or the non-residential property tax. Commercial and 
industrial tax rates for recognized spending vary depending on the 
amount of residential assessment in the community. 

For residential taxes, the system fails both because effective resi­
dential tax rates vary depending on the amount of non-residential 
assessment in the community and because assessment turns out to be 
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no better an indicator of ability to pay at the community level than it 
is at the individual level. Because income is a better measure of indi­
vidual ability to pay than assessment, the average percentage of  
household income spent on residential property taxes to support 
recognized education spending would be a better measure of the 
impact of residential taxes than any measure that involves adjusting 
assessment figures. 

Using this measure of impact, the system is not very effective in 
equalizing burdens of taxes across the province. There are significant 
variations in the percentage of household income required for resi­
dential taxes to support recognized spending levels. The average 
percentage of household income required for residential taxes to 
support recognized spending in Ontario was 1 . 15  per cent. Figure 
27.4, in chapter 27, illustrates that in many municipalities in Ontario 
the impact of residential property taxes for recognized expenditures 
differs substantially from this average. 

Although, in oilr recommendations, equalization payments would 
no longer be a feature of the system for education finance, these data 
for the current education funding system illustrate the problems as­
sociated with equalization formulae that use a blending of commer­
cial/industrial and residential assessment as the measure of the 
community's ability to fund services locally. 

For commercial and industrial taxpayers, the system should equal­
ize the rate of tax on commercial and industrial property required to 
support the basic service. For residential property taxes, the appro­
priate measure of fiscal capacity is the ability to pay of the taxpayers 
who ultimately have to pay the taxes. In our view, the appropriate 
measure of ability to pay in the residential sector is income, not 
assessment.2 Consequently, in the residential sector, any fiscal equal­
ization system should equalize the impact of residential taxes paid 
by residents of the municipality required to support a given level of 
local service on the incomes of those residents. Grants would be 
allocated to ensure an equal rate of tax for commercial and industrial 
taxpayers and an equal impact on household income for residential 
taxpayers in all municipalities. This approach differs from the 

2 In our modelling, we used income as measured in the 1991 census. For non-census 
years, census income data couId be adjusted using income tax data or other income 
indicators. 
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traditional view, which is based on the potential revenue-raising 
, capaCity of the taxing jurisdiction (Bird 1993, 219) .  The problem is 

that this view defines potential revenue-raising capacity without 
reference to the capacity of the taxpayers in the jurisdiction to pay 
the resulting taxes. 

While the focus of our recommendations in this area is on the ap­
plication of principles of tax fairness to local government finance, 
one effect would be to clarify the relationship between the provincial 
government and the municipalities by allocating the funding of pro­
grams that are principally of provincial interest to the provincial 
government and allocating the funding of programs that are princi­
pally of local interest to local governments. Thus, revenue reform can 
have the effect of reinforcing efforts to reform the relationship be­
tween provincial and local governments that have been pursued 
through the Provincial Municipal Social Services Review (1987), the 
Advisory Committee to the Minister of Municipal Affairs on the 
Provincial-Municipal Relationship (1991), and the Provincial Local 
Relationship Review (1991 to 1993) .  In our view, reforms of this type 
are more easily achieved if revenue reform is part of the package and 
if the diversity within the municipal sector is acknowledged explic­
itly in the reformed structure as it is in our recommendations with 
respect to local revenue policy flexibility. 

R E C O M M E N D A T I O N 1 1 1  

Ontario should limit provincial grants and subsi­
dies to municipal governments in areas of local 
jurisdiction to: 

a) areas in which the province wishes to increase 
local spending because such spending generates 
spillover benefits outside the local area or in the 
province generally; and 

b) areas in which it is considered appropriate that 
the province guarantee the availability of a basic 
level of service, regardless of local fiscal capacity. 
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Grants intended to increase levels of local spend­
ing on programs that generate benefits for people 
who live outside the local area (spillover benefits) 
should be designed to provide assistance for 
spending above minimum levels rather than 
matching funding from the first dollar spent. 

R E C O M M E N D A T I O N  1 1 2  
Ontario's subsidy programs for municipal -gov­
ernments should be targeted to deal with factors 
that limit the ability of municipalities to provide 
access to adequate local services at reasonable cost. 
These programs should focus on particular local 
services; should be based on factors such as cli­
mate, geography, and density of population; and 
should be designed to respond to emergency situa­
tions, such as the closure of a business vital to the 
local revenue base. 

To ensure that assistance is available only to offset 
excessive local tax burdens required to fund mini­
mum standard services, subsidies under such pro­
grams should vary based on local fiscal capacity -
the ability of the municipality to raise revenue to 
pay for those programs while imposing a reason­
able burden on local taxpayers. 

Local fiscal capacity should be measured sepa­
rately for the residential and non-residential 
sectors. For the non-residential sector, local fiscal 
capacity should be measured using assessment, 
adjusted by equalization factors so that it is 
measured on the same basis throughout Ontario. 
For the residential sector, local fiscal capacity 
should be measured based on residential property 
taxes paid by residents of the municipality as a 
proportion of the total income of all households in 
the municipality. 
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Subsidies should equalize the impact on house­
hold incomes in the municipality of residential 
property taxes required to support a particular 
service, after allowing for local revenue from the 
application of a standard effective rate of tax on 
commercial and industrial properties and after 
allowing for revenue from the taxation of 
residential property used by non-residents. 

Sharing of Upper-Tier Costs -among Local Municipalities 

The changes we recommended to the assessment base and to accom­
panying tax policy arrangements require changes in the way costs of 
upper-tier municipalities (county, regional, district, or metropolitan) 
and other inter-municipal activities are shared among local munici­
palities. The current system relies on the use of equalized assessment 
to create a total for residential and commercial/industrial assess­
ment, which in turn is used to determine each local municipality'S 
share of upper-tier and other inter-municipal costs. 

The basic issue in sharing of upper-tier costs is how to distribute 
the costs of upper-tier municipalities or other upper-tier bodies 
among taxpayers who live within the jurisdiction. If the tax systems 
were the same at the local level throughout the area, the most direct 
way to allocate costs among taxpayers would be for the upper-tier 
municipality to levy taxes directly on individual taxpayers. Although 
this approach would be the simplest way to resolve the issue of 
apportionment, it gives rise to other concerns. 

First, there is no reason to expect that tax systems would be the 
same among municipalities in an upper-tier area. Even with 
reformed assessment systems for both commercial/industrial and 
residential property, taxation policies would likely vary among 
municipalities - the relationships between residential and non­
residential property tax rates would differ at the local level within an 
upper-tier area. If the upper tier were to levy taxes directly, the result 
would be more than one tax policy applicable to the same municipal 
area - one local, the other upper tier. This multiplicity of tax policies 
would frustrate our general objective of simplification of the local 
government finance system. In addition, if provincial restrictions 
were imposed on commercial and industrial tax rates, upper-tier and 
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lower-tier municipalities would be competing for the same 
commercial and industrial tax room. 

Second, most county, regional, and district municipal govern­
ments are not directly elected. It might be considered inappropriate 
for delegated bodies - which often fall far short of the one-person­
one-vote ideal in their representation - to be making independent 
taxation policy decisions. 

If direct taxation by the upper-tier municipality is not considered 
to be an appropriate basis for distributing upper-tier costs among 
taxpayers directly, an indirect method of apportioning these costs 
must be developed. There are two main issues to be resolved in 
apportionment of costs of upper-tier municipalities among the 
lower-tier municipalities that make up the geographical area. Costs 
must be allocated among municipalities and, within municipalities, 
among taxpayers. 

These issues should be resolved separately, given our conclusion 
that tax policy should be a local municipal responsibility. Our 
recommendation that tax rates on residential and non-residential 
property be set separately enables us to determine seperately the 
shares of costs to be allocated to �ach municipality within the upper 
tier, and the distribution of upper-tier costs among taxpayers in each 
municipality . . 

With municipal property taxes functioning as benefits taxes for 
local services in our framework for reform, the allocation of costs 
should be based on residential and non-residential assessment. With 
a revised assessment system as recommended by the commission, 
this would be relatively straightforward. The difficulty at this level is 
to determine the weighting of residential and non-residential as­
sessment to use in allocating shares of upper-tier costs to lower-tier 
municipalities. The basis for this weighting should be as simple as 
possible and should not be arbitrary. The approach we recommend 
would base shares of upper-tier costs on actual tax policies in the 
previous year. Each municipality's share would be based on what its 
share of total taxes in the upper-tier area would have been if it had 
taxed residential property and non�residential property at the aver­
age rates for these types of property. This share, combined with the 
budget for the upper-tier area, would generate a local share of 
upper-tier costs for each lower-tier area. While this proposal is put 
forward in the context of our proposals for assessment reform, it 
could also be used as the basis for apportionment in the current 
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system, using equalized assessments instead of reformed as­
sessments, and average effective tax rates instead of average tax rates 
in the calculations. 

The following example illustrates the way this procedure might 
work. The relevant data on taxation and assessment for an upper-tier 
municipality consisting of three lower-tier municipalities are pre­
sented in table 31 .2. It is assumed that the assessment is either consis­
tent among the three municipalities or has been equalized to put it 
onto a comparable basis for all three municipalities. Municipality X 
has residential equalized assessment of $100 and residential taxes for 
upper-tier purposes in the previous year of $15, non-residential 
equalized assessment of $200, and non-residential taxes of $50. The 
totals for the three municipalities are, for residential equalized 
assessment, $700; for residential taxes, $65; for non-residential 
equalized assessment, $600; and for non-residential taxes, $100. 

The average rates of tax are 9.3 per cent for residential property 
($65 /$700) and 16 . 7  per cent for non-residential property 
($100/$600). 

The shares of upper-tier costs to be paid by each municipality are 
determined by multiplying the average tax rates on residential and 
non-residential property in the upper-tier area (9.3 per cent and 16.7 
per cent, respectively) by the corresponding assessment in each mu­
nicipality. 

Each municipality's share of u pper�tier costs would be determined 
by the share of total taxes for upper-tier purposes that would have 
been paid by that municipality if it had levied residential and non� 
residential taxes at the average rate for the upper-tier area. Thus, 
municipality X's share of total taxes to support upper-tier municipal 
services would be 26 per cent. 

Each lower-tier municipality would be free to determine the allo­
cation of its share of upper-tier costs between residential and non­
residential taxpayers in its local area, subject to any applicable 
provincial restrictions on tax rates. 
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TABLE 31.2 
Apportionment Example 

Municipality 

X y Z 
Assessment (equalized) Residential $100 $200 $400 

Non-residential $200 $300 $100 

Taxes Residential $15 $10 $40 

Non-residential $50 $30 $20 

Average tax rates 
Residential: 9.3% 

Non-residential: 16.7% 

Share calculation 
Residential tax at average rate $9 $19 $37 

Non-residential tax at average rate � $.2Q .ru: 
Total $43 $69 $54 

Share 26% 42% 33% 

Note: Totals do not add due to rounding. 

R E C O M M E N D A T I O N 1 1 3  

Each local (lower-tier) municipality's share of 
county, regional, district, or metropolitan (upper­
tier) costs should be based on its share of total 
residential and non-residential assessment. 

Residential and nori-residential assessment would 
be measured on a consistent basis throughout the 
upper-tier area. The share of each lower-tier munic­
ipality would be determined as follows: 

Total 

$700 

$600 

$65 

$100 

$65 
$100 

$165 
100% 

a) The weighted average rate oftax on residential 
property in the upper-tier area in the previous year 
would be calculated by dividing total residential 
property taxes levied for upper-tier purposes by 
all municipalities in the upper-tier area by total 
residential assessment in the upper-tier area. 
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b) The weighted average rate of tax on non­
residential property in the upper-tier area in the 
previous year would be calculated by dividing 
total non-residential property taxes levied for 
upper-tier purposes by all municipalities in the 
upper-tier area by total non-residential assess­
ment in the upper-tier area. 

c) Residential assessment would be multiplied by 
the weighted average rate of tax on residential 
property as calculated above. 

d) Non-residential assessment would be multiplied 
by the weighted average rate of tax on non­
residential property as calculated above. 

e) The share of each municipality would be calcu­
lated by adding the figures obtained in (c) and (d) 
above and dividing by total residential and non­
residential property taxes for upper-tier purposes 
in the upper-tier area in the previous year. 

Once the share of each lower-tier municipality is 
determined in this fashion, lower-tier municipali­
ties would determine the mix of residential and 
non-residential property taxes used to raise the re­
quired revenue in accordance with their own taxa­
tion policies. 

Infrastructure Funding Reform 

Financing Urban Growth 

Our view of local property taxes as benefits taxes provides an ade­
quate basis for the funding of current expenditures for local services, 
but it raises the question of how to fund capital spending for local 
infrastructure development. The benefits from capital spending are 
received by taxpayers over a much longer time span than the local 
budgetary cycle. 

The issue of paying for urban growth has been the subject of pub­
lic discussion and debate in Ontario throughout the postwar period. 
In the earliest part of this period, based on the belief that urban 
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grawth "paid far itself" in higher praperty taxes, infrastructure de­
velopment was typically funded fram praperty taxes. Infrastructure 
develapments were financed by capital barrawing, which was even­
tually repaid fram property taxes as the debt came due. 

As the pace af develapment increased, the emphasis gradually 
shifted to a variety of different farms of special charges ar taxes lev­
ied far the canstructian af particular capital projects against property 
that, in the opinian af the municipal council, derived special benefit 
from the project. This, in turn, reflected a revisionist view that 
growth imposed net costs on existing residents. On the basis of fair­
ness or as a necessary expedient to counteract resistance to growth 
on the basis af casts, this view held that new residents shauld be re­
quired to make a special financial cantribution on an angaing basis 
far the infrastructure required to. suppart new cammunities. These 
charges were levied under a variety af different legislative authori­
ties, but primarily under the Local Improvement Act and the 
Municipal Act. 

The third phase in the evolution of mechanisms for funding 
growth in the postwar period was an increased reliance on capital fi­
nancing by property developers. This process was formalized in 
amendments to the Planning Act in 1961, which gave municipalities 
the authority to require developers to make cash contributions as a 
condition of approval of a subdivision plan. Although the authority 
to require payment of "lot levies" or "cash imposts" was formalized 
by these changes, the issue continued to give rise to controversy, par­
ticularly because there were no formal rules governing the size of lot 
levies and what types of infrastructure they were intended to cover. 

Two major questians arose during that period. First, who should 
pay for the infrastructure required for new development: residents af 
the new community; all residents of the newly expanded community, 
including existing residents; provincial or federal gavernments; and 
in what combination? Second, if new residents are to be required to 
pay for new development, what should they be required to pay for? 

By the early 1980s the debate over whether new residents should 
have to pay for infrastructure subsided as the legitimacy of 
development-related charges appeared to have been accepted; the 
debate narrowed to questions of application rather than of principle. 
The issues in dispute included the methad af calculatian of lat levies 
and determination of what services and costs shauld be cavered by 
the levy; the application of lot levies in situations where subdivision 
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agreements were not required; and the application of lot levies in 
situations in which capital construction by one developer would 
eventually benefit other land owners. These issues were debated 
throughout the 1980s, and culminated in 1988 with the publication of 
"Lot Levies and Front-End Financing" by the Ministry of Municipal 
Affairs and the issuing of a green paper, "Financing Growth-Related 
Capital Needs," by the Ministry of Treasury and Economics. 

The green paper attempted to resolve a number of issues. It set out 
a framework for development charges intended to establish a pro­
cess for the documentation of such charges at the local level. It dealt 
extensively with front-end financing through development charges. 
It resolved the issue of what services could be funded from devel­
opment charges by adopting a narrow definition of capital costs, but 
allowing 100 per cent financing of such costs from these charges. It 
broadened the circumstances under which development charges 
could be levied to situations in which developers had applied for re­
zoning or development review. Finally, it added a new dimension to 
the debate over development charges by recommending that the 
power to levy development charges be extended to school boards. 

In the years since the introduction of legislation authorizing devel­
opment charges, education development charges have become a 
major issue for property developers. Various builders' organizations 
have challenged school board by-laws in court. On 20 May 1993 the 
Ontario Divisional Court d-ecided that part III of the act, pertaining 
to education development charges, is unconstitutional because the 
charge constitutes indirect taxation and is in violation of section 92(2) 
of the Constitution Act, 1982. That decision is under appeal. Munici­
pal by-laws are also being challenged on technical grounds at the 
Ontario Municipal Board. 

In addition to these specific issues, the financing of infrastructure 
in general continues to be an important issue. The Federation of 
Canadian Municipalities has drawn attention to the deterioration of 
the physical infrastructure of urban areas in Canada as federal funds 
have been withdrawn and provincial governments have had to deal 
with increasingly difficult financial circumstances. 

The Municipality of Metropolitan Toronto and the provincial gov­
ernment have expressed interest in the financing of major capital 
projects through "value capture taxes" or betterment levies. While 
both value capture taxes and development charges impose charges 
related to urban development, value capture taxes would be 
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designed to capture in tax revenue a portion of the increase in the 
value of property resulting from public infrastructure development, 
whether or not any decision with respect to planning or zoning was 
involved; in contrast, development charges are clearly linked to 
planning or zoning approval. 

User-based Funding 

The traditional argument for development charges or lot levies has 
been that new residents should pay for the capital assets required to 
service new residential communities and that the existing residents 
should not have to subsidize new growth. This philosophy was re­
flected in the Development Charges Act, which limits the use of 
these funds to servicing the needs of new developments (Slack and 
Bird 1991, 1288-1304). 

In general, there are four approaches that might be taken to the 

. funding of infrastructure from beneficiaries, as opposed to taxpayers 
generally: development charges, betterment levies, area rating sys­
tems, and user fee amortization of capital. Development charges and 
betterment levies both impose taxes for infrastructure on a lump­
sum basis rather than spreading them out over time. Development 
charges impose an up-front payment on new projc;;cts to generate a 
fund from which local infrastructure is built. Because the amount of 
the charge is generally passed on in the form of higher prices for the 
housing or,commercial property in the project, the extent to which 
such charges are absorbed immediately or spread out over time de­
pends on the nature of the financing arrangements of the individual 
purchaser. 

Betterment levies take a different approach by imposing taxes on 
increments in the value of property. They are based on the assump­
tion that public infrastructure development contributes to increases 
in the value of the property served by the infrastructure project. 
They differ from development charges in that they are based on a 
market outcome - the increase in value attributable to infrastructure 
development - rather than the cost of the infrastructure. Revenue 
could precede or follow construction of the infrastructure under con­
sideration, depending on the market, but the tax would be levied as 
a lump sum. 

Area rating systems and incorporation of amorti7:ed costs in user 
fee structures also impose the costs of infrastructure on defined 
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beneficiaries. However, they spread payments out over time rather 
than imposing them in a lump sum. 

Betterment or value capture levies are alternatives to development 
charges as lump-sum beneficiary taxes for infrastructure funding. 
These levies have been described as a means of taxing back some of 
the benefits accruing to landowners, where the introduction of im­
proved or new local services results in an increase in land values 

- with no effort or investment on the part of the landowner (Slack and 
Bird 1991, 1300).  In the context of developing countries, this type of 
taxation has been described as a valorization tax. This type of tax, to 
operate successfully, requires a close linking of the costs of specific 
projects and the enhanced value of the benefiting properties (Bird 
1992, 165-67).3 

Area surtaxes (used in business improvement areas in Ontario, for 
example) and amortization of capital costs in user fee structures 
apply the beneficiary pay principle, but attempt to spread the taxes 
over time to better reflect the distribution of the benefits flowing 
from the infrastructure development. Such charges are only appro­
priate where there is a user fee structure in place, in the case of 
amortization of infrastructure costs in user fee structures, or where 
the benefits may be isolated to owners of property in a defined geo­
graphical area, in the case of area surtaxes. 

Gen-eral Revenues 

The alternative to these user-based systems is for infrastructure de­
velopments to be funded from general revenues of the municipality 
or the provincial government. The timing question would then be re­
solved in a decision about whether to finance infrastructure projects 
or to fund them out of current revenues. 

Fairness Issues 

The fundamental fairness question in financing urban growth is 
whether it is appropriate to pay for the infrastructure required to 

3 Bird outlines a set of criteria and supports his argument for such taxes in terms of the 
merits of taxing property holders where the distribution of property is highly 
inegalitarian and the saving rates of proprietors is low (Bird 1992, 165--69). 
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support urban growth through the imposition of special benefit taxes 
on new residents. This general question, in turn, gives rise to two 
specific questions. First, are there particular kinds of infrastructure 
that should not be funded from beneficiary pay taxes of any kind, 
whether on new residents or on all residents of a municipality? 
Second, does the imposition of development charges create unfair­
ness between new residents and existing residents of a municipality? 

In the general fairness framework for local government finance we 
have adopted, we found that education is not appropriately funded 
from local beneficiary pay taxes and should be funded from provin­
cial general revenues. As we noted in chapter 28 in our discussion of 
the operation of school facilities, we see no basis on which to argue 
that school construction should be funded from benefit taxes when 
we have concluded that education more generally should not be 
funded from such taxes. Within this framework, therefore, education 
development charges would clearly be inappropriate. 

Considering the more general question of equity between existing 
and new residents, it might be argued that an unfairness is created 
when development charges are imposed in new developments to fi­
nance facilities that, in existing communities, were financed from 
property taxes. With the exception of the situation in which current 
property taxes are funding debt retirement for infrastructure in the 
pre-existing community, however, the housing market will operate 
to make the situations equivalent. In either case, the value of the in­
frastructure that is in place will be reflected in the price paid for a 
house, regardless of the original method of financing of the infras­
tructure. Where property taxes are funding the retirement of debt in­
curred for infrastructure in the pre-existing community, it would be 
legitimate to exempt residents of the new community from paying 
that portion of the property tax. Given the variety of different ap­
proaches taken to the funding of infrastructure in the past, however, 
it would be impractical to require that such adjustments be made in 
every case. 

An issue of fairness may still arise, however, if development 
charges are imposed on new residents in situations in which the new 
development does not impose any net costs on the pre-existing resi­
dents. In a paper dealing more generally with the question of local 
taxation as an instrument of policy, University of Toronto economist 
David Nowlan proposes a two-stage test to determine the appropri­
ateness of a development charge. The first test asks the question: "If 
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a property is developed and begins paying normal property and 
business taxes, will the general tax rate in the municipality increase 
because of the development?" If the answer to the question is no, a 
development charge is not justified because the development will 
generate enough additional property tax revenue to offset any addi­
tional costs imposed by its presence in the municipality. If the 
answer is yes, Nowlan proposes a second test, asking "whether the 
additional public costs and higher tax rates would exist if the 
increase in municipal population or employment generated by the 
new development were exactly offset by a decrease in population or 
employment elsewhere in the jurisdiction" (Nowlan 1991, 22-23). 
Generally speaking, community facilities that are available 
throughout the municipality, but which might have to be expanded 
as a result of the additional population or employment in the new 
development, would fail the second test. For example, the expansion 
of an arena that serves a broad area within a municipality because of 
increased demands from people living in a new development would 
not pass the second test. Conversely, a development charge imposed 
to recoup additional costs of providing transit services in a low­
density suburban area might pass the test if the costs of providing 
the service in a different area would be lower. 

These tests suggest that the categories of infrastructure covered by 
municipal development charges should be restricted so they cannot 
be used to fund capital expenditures that arise simply because the 
population or total employment of the community has increased. 
Moreover, development charges should apply only to the extent that 
the establishment of the new development imposes costs that exceed 
anticipated revenues from property taxes. 

R E C O M M E N D A T I O N  1 1 4  

Development charges for education should be 
eliminated, and the infrastructure costs associated 
with education should be funded from provincial 
general revenues. 

Municipal development charges should not apply 
to infrastructure development that is related solely 
to the total population of the municipality, irre­
spective of its location within the municipality, 
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and should apply only to costs that would not be 
recovered from increased property taxes on the 
new development. 
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32 Provincial Property Taxation 

Replacing Local Education Taxes 

Our analysis of property taxes and services in chapter 28 reviewed 
the relationship between residential property taxes and both income 
and wealth. We reached the conclusion that the residential property 
tax could not be justified as a fair tax on the basis of ability to pay. 
Our studies show that, on average, residential property taxes are re­
gressive and that their relationship to the ability to pay of individual 
households is statistically very weak. 

We developed a benefit tax framework for property taxes from 
which we concluded that a fair local property tax system would be 
one that funded services appropriately from a local benefit tax. On 
that basis, we have recommended that funding for provincially 
mandated public education should become a provincial responsibil­
ity; that local residential property tax should play a small role in ed­
ucation finance as a way to enable local school authorities to respond 
to local needs not adequately recognized in the provincial funding 
framework; and that there should be no local non-residential prop­
erty tax - and no business occupancy tax - for education. 

This view of local non-residential property tax for education is 
supported in a study of commercial and industrial property taxation 
conducted for the commission and the Government and Com­
petitiveness Project at Queen's University. The study concluded that: 
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Financing elementary and secondary education from a local non­
residential property tax is difficult to justify. For example, a better and 
more expensive education system in one jurisdiction generates positive 
spillovers or benefits for other jurisdictions . . .  

Commercial and industrial property benefits from the provincial edu­
cation system and not the expenditures made locally. For these reasons, 
there is considerable question as to whether or not a local property tax 
on the non-residential sector should be used to finance education at the 
local leveL (Kitchen and Slack n.d.) 

A Basis for Provincial Commercial and Industrial Taxation 

Our analysis suggests that the non-residential property tax could be 
seen as playing two roles in a fair tax system: as a local benefit tax 
levied to support local services of benefit to business; and as a gen­
eral tax on business. While our analysis does not lead to a conclusion 
about the potential role for a provincial commercial and industrial 
property tax as part of Ontario's mix of taxes on business, it does 
suggest some parameters within which consideration of that 
potential role should take place. 

First, we do not believe that general taxes on business or on intli­
viduals should be earmarked for particular services. Revenue from 
such taxes should flow into the general revenue fund and be directed 
along with other revenue sources to support government expendi­
tures in general. Second, in our view, it is not appropriate for general 
taxes on business in Ontario to be levied as local taxes. A business 
tax with property as its base should be considered in the context of 
other general taxes on business such as payroll taxes, capital taxes, 
and corporate income taxes and should be levied at the provincial 
level. Third, there can be no justification for any geographical varia­
tion in tax rates for a general business tax with property as a base. 
Such a tax should be levied at a uniform rate across the province. 
Fourth, if the purpose of the tax is to tax business, the scope of the 
property base for the tax should be somewhat narrower than that for 
local non-residential property taxes. The link to business suggests, 
for example, that property owned by non-profit organizations and 
used for a purpose that is neither commercial nor industrial should 
be excluded from the base of the tax. 
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Do We Need Another Provincial Tax on Business Activity? 

An important argument against a new tax is that, because property 
taxes are essentially unrelated to the level of activity in a business 
and bear no relationship to its ability to generate revenue to pay the 
tax, the mix of taxes on business should be shifted away from prop­
erty taxes towards other taxes better related to business activity. The 
elimination of the local non-residential property tax for education 
would create an opportunity to use other business tax sources to 
meet the additional general revenue requirements created by 
provincial funding for education. 

Concerns about overall levels of property taxation on commercial 
property in major urban areas in Ontario were raised by a number of 
participants in our public hearings. Kitchen and Slack, in their study 
for the commission, concluded that non-residential property taxes in 
Ontario were probably too high relative to the benefits received by 
business from local services. However, they also cast doubt on of ten­
cited statistics suggesting that Ontario's higher municipal property 
taxes, compared with those in other jurisdictions, put this province at 
a competitive disadvantage. They found that "relatively low prop­
erty taxes often occur in those jurisdictions where the total tax bur­
den is relatively high. In other words, just because the non-residen­
tial property tax is lower does not necessarily mean that it is cheaper 
to do business in these jurisdictions" (Kitchen and Slack n.d.). 

Another argument is based on the principle that property taxes 
should be retained as strictly local revenue sources, The implication 
of this argument is that the provincial government should leave non­
residential property taxation to municipalities and, as a result, allow 
the overall level of property tax paid by business to fall. 

While the arguments against a provincial commercial and indus­
trial tax are based on principles of taxation policy and local finance 
with which we have considerable sympathy, practical considerations 
led us inexorably to the conclusion that such a tax is necessary. The 
local education portion of the non-residential property tax raises a 
substantial amount of revenue - just over $3 billion in 1 993. Only 
two taxes on business raise close to that amount of revenue: the cor­
porate income tax and the payroll tax. Under curre,nt economic 
circumstances, neither of these tax bases is capable of generating the 
additional revenue that would be required. Replacement of the 
revenue through the corporate income tax would require a near-
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doubling of the revenue yield. We do not believe it would be 
possible to raise as much revenue {rom that tax, given the ease with 
which corporations are able to organize their affairs to minimize 
their tax liabilities. With respect to the payroll tax, although there is 
evidence that payroll taxation is one area in which taxes in Ontario 
are lower than they are in other jurisdictions (Dahlby 1993), we are 
concerned about the potential impact of a substantial payroll tax 
increase on employment - even a transitory impact - in an economy 
that has been battered by recession and restructuring. 

We have therefore concluded that to generate the additional rev­
enue required to meet the province's responsibility for funding pri­
mary and secondary education implied by our recommendations on 
education finance, Ontario requires a new provincial tax on commer­
cial and industrial property to replace the education portion of the 
existing local levy. 

R E C O M M E N D A T I O N  1 1 5  

Ontario should establish a provincial property tax 
on commercial and industrial property, levied at a 
uniform effective rate across the province, to re­
place the revenue raised by the local education 
levy on non-residential property and the education 
share of the business occupancy tax. 

As we demonstrated in chapter 27, the effective rate of tax cur­
rently levied for education at the local level on non-residential prop­
erty varies from municipality to municipality across Ontario. There 
are a number of reasons for these variations. First, average rates of 
business occupancy taxation vary from municipality to municipality. 
A uniform tax rate would effectively eliminate the business occu­
pancy tax portion of taxes on business for education purposes and 
therefore effectively replace a variety of different average rates of tax 
with one rate. Second, differences in assessment practices across the 
province result in dramatically different tax rates between different 
types of property within the non-residential sector. A uniform 
provincial tax would wipe out those differences. Third, spending 
levels on education vary across Ontario and produce a correspond­
ing variety of tax rates for education on non-residential property. 
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FIGURE 32.1 
Impact on Total Commercial and Industrial Taxes of Uniform Commercial and 
Industrial Rate for Education, Ontario, 1991 
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Note: Figure shows the distribution of impacts on total commercial and 
industrial taxes of changing to a uniform rate for the education portion of 
the tax, by municipality. 

The replacement of the current range of effective tax rates with a 
single uniform rate would create significant tax shifts within the 
commercial and industrial sector both across geographical areas and 
among different types of commercial and industrial property in the 
same geographical area. We analysed the shift from the current tax 
structure to a uniform rate province-wide in terms of impact on total 
property taxation (provincial plus local). The base for the province­
wide uniform-rate tax was assumed to be 1 991 market value 
equalized assessment.l The elimination of the variations in effective 
tax rates for education in the current system will result in tax 
increases in some municipalities and reductions in others. The 
impacts will also differ between commercial and industrial 

1 Equalized market value assessment was used as a proxy for rental value assessment, 
data for which are not available. 
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properties. Figure 32.1 illustrates the range of impacts among 
municipalities. Industrial properties will, generally speaking, 
experfence larger decreases and smaller increases in. tax than 
commercial properties. 

Shifts in taxation of this magnitude cannot be absorbed easily or 
immediately. We believe that special transitional arrangements will 
be necessary to provide taxpayers with an opportunity to adjust to 
these shifts, and we make our recommendations to that effect in 
chapter 38. 

The Tax Base 

Although the rationale for the local non-residential property tax 
differs from the rationale for a provincial commercial and industrial 
property tax, we reached similar conclusions about the tax base, for 
both principled and practical reasons. In principle, if the provincial 
commercial and industrial tax is to play a role as a tax on business 
activity, the base of the tax should be measured by the value of the 
property in its current use, rather than its value in exchange. The 
arguments advanced in chapter 29 in favour of value in current use 
rather than market value as an assessment base for local property 
taxes apply here as well. Value in current use will generally be a 
better reflection of current business activity than market value 
because it is not distorted by values attributable to potential future 
uses or potential future capital gains or losses. 

As a practical matter, if non-residential property is already being 
assessed on the basis of value in current use for municipal purposes, 
it would make sense to use the same tax base for those properties 
that are subject to the provincial commercial and industrial tax. 

R E C O M M E N D A T I O N  1 1 6  

The provincial commercial and industrial tax 
should be levied on the assessed value of 
commercial and industrial property as established 
for municipal taxation purposes and equalized to a 
common base across Ontario. 



Provincial Property Taxation 779 

Exemptions 

The different roles played by the provincial commercial and 
industrial property tax and the local non-residential property tax will 
affect what exemptions are appropriate from such a tax. As we 
outlined in chapter 30, we believe that exemptions from local non­
residential property tax, which is related to municipal · services, 
should be much more tightly restricted than they are in the current 
system. We recommended that all non-residential property be 
subject to tax unless an exemption serves a clear public policy 
purpose; a reason for exemption would be that a subsidy to the 
organization owning the property is justified and the amount of 
subsidy should be equal to the local non-residential property tax that 
would otherwise have been payable. 

Exemptions from a provincial tax on business with property as the 
base would appropriately be much broader. In principle, since the 
purpose of the tax is to tax business, property not owned by a 
business or used for a business purpose should be exempt from the 
tax. Property owned by non-profit organizations and used for a non­
commercial or non-business purpose should be exempt from the tax. 
Property owned by non-profit organizations engaged in a commer­
cial activity, such as Blue Cross, credit unions, and cooperatives, 
would be subject to tax. So too would property owned by non-profit 
or charitable organizations that is not used for a charitable or non­
commercial purpose. 

R E C O M M E N D A T I O N 1 1 7  

The provincial commercial and �ndustrial property 
tax should apply to all non-residential property 
which is �sed for a business purpose. Property 
owned by a non-profit organization and used for a 
non-profit or charitable purpose should be exempt 
from the provincial commercial and industrial 
property tax. 
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Taxation of Farming Property 

A property is defined as a farm if the land and buildings are used to 
grow and/ or raise a product. The goods being produced may take 
many forms, including grains, cash crops, fruits and vegetables, milk 
and other dairy products, beef, pork, poultry, eggs, fish, fur-bearing 
animals, and equestrian operations. In the current property tax sys­
tem, farming property is assessed as residential property, rather than 
as commercial and industrial property. Farm land is assessed at its 
market value for farming purposes, market value being based on 
farmer-to-farmer sales of property. When the farmer dies or retires, 
the farming designation is retained for at least two years - or longer 
if a surviving spouse continues to occupy the property. The farm 
residence and the one acre of land surrounding it is assessed in the 
same manner as other residential property in the municipality. In 
addition, farming property is eligible for a special rebate, originally 
intended to offset education taxes on farm property, equal to 73 per 
cent of the taxes paid by the farmer on farm land and farm buildings. 
To be eligible for a rebate, the farm property must have gross 
production of at least $7000 in value. 

In chapter 30 we recommend that farming property be assessed as 
non-residential property on the grounds that farming is a business 
activity, not a residential use. Valuation on the basis of current use 
rather than market value would tend to reduce assessments of farm 
properties relative to other commercial and industrial properties. 
Furthermore, the elimination of the education portion of the local 
non-residential tax on farming property would have the effect of 
reducing local property taxes on farming. However, farming 
property would be included in the base for a provincial tax on 
commercial and industrial property. 

Because of the special treatment afforded farming property in the 
current local property tax system, and because farming property 
would be the only category of property that would potentially expe­
rience a significant tax increase as a result of our recommendations, 
special attention is merited. 

As a commission formed to examine the tax system, we are not in 
a position to second-guess the objectives pursued by governments in 
offering special tax provisions to farmers. In our discussions of 
farming issues, we identified two possible objectives that might 
underlie the special treatment provided for farms and farming: the 
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preservation of family farming as a way of life, and the preservation 
of Ontario's food lands and food production capability. The 
eligibility requirements for the farm tax rebate suggest either that 
Ontario is pursuing a mixture of these two objectives or that it is not 
clear which of these objectives it is pursuing. Because assistance is 
made available to commercial agricultural production as well as to 
family farms, it would appear that the overriding objective is the 
preservation of food lands. 

Since we have concluded that farming property should be valued 
and taxed as commercial and industrial property, such property 
should, in principle, be subject to our proposed provincial commer­
cial and industrial property tax. And since the rationale for the 
provinciql commercial and industrial property tax has nothing to do 
with local benefit, the original rationale for the farm tax rebate would 
disappear as well. To make these changes, however, would single 
out the farming industry for significant tax increases. We have con­
cluded that a reduction in net support for the farming industry on 
the scale implied by our recommendation for a provincial commer­
cial and industrial property tax on farming could be contemplated 
only in the context of a much broader evaluation of the economics of 
the farming industry, government policy objectives, and the appro­
priate extent of government financial support, an evaluation that 
goes far beyond our mandate. As a result, we have concluded that 
farming property should be cushioned from the impact of any 
provincial commercial and industrial property tax. 

While these tax increases could continue to be offset by the farm 
tax rebate or some similar program, it would make even less sense to 
collect a provincial tax on commercial and industrial property and 
then rebate it than it does to collect a local property tax and rebate it. 
Rather than continue with the farm tax rebate, we have concluded 
that farming property should be exempt from the provincial com­
mercial and industrial property tax. 

R E C O M M E N D A T I O N 1 1 8  

Provincial policy towards the taxation of farming 
should be reformed as follows: 
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a) Farming property should be exempt from the 
provincial commercial and industrial property 
tax pending a broader review of the economies 
of the farming industry in Ontario and the pol­
iey objectives of government with respect to 
the farming industry. 

b) The Farm Tax Rebate Program should be 
abolished. 

Revenue Objectives 

A provincial commercial and industrial property tax is needed to 
replace the revenue forgone as (j. result of the elimination of the 
education portions of the local non-residential property tax and the 
business occupancy tax. In taking this position, we may be missing 
an opportunity to reduce the burden of non-residential property 
taxation on business in Ontario. On its face, the argument that taxes 
related to the level of business activity are preferable to taxes that 
apply as a lump sum regardless of business activity or success is 
compelling. As the Kitchen and Slack study points out, however, 
little is known about the impact of property taxes on business 
activity or about their influence on Ontario's competitive position 
compared with other jurisdictions; little more can be learned unless 
new sources of data are generated to shed light on these important 
questions. At this point, therefore, we can see no basis for a 
recommendation that taxation of commercial and industrial property 
in Ontario be substantially reduced. 

R E C O M M E N D A T I O N  1 1 9  

The rate for the provincial commercial and indus­
trial tax should be set to generate approximately 
the same amount of revenue as is currently raised 
for education at the local level from the business 
occupancy tax and the non-residential property tax. 



33 Reducing Reliance on 
Regressive Taxes 

As the preceding chapters make clear, Ontario levies a wide variety 
of different taxes, each with different characteristics, different im­
pacts on the economy, and different impacts on people. Only one of 
the taxes levied in Ontario - the personal income tax - is clearly pro­
gressive. Payroll taxes are progressive through the bottom and mid­
dle of the income range, but are regressive at the top end and result 
in different tax burdens for people in similar economic circum­
stances. All the other major taxes in Ontario's current revenue sys­
tem are regressive. 

Tax reform in its broadest sense refers to two distinct processes: 
changes to particular tax statutes or bases; and changes to the pro­
portion of revenues raised from each tax base, or the "tax mix." In 
previous chapters, we focused on particular tax bases, identifying 
specific areas in which we believe reforms would improve fairness. 
For most taxes, . the changes we recommend would either improve 
fairness among taxpayers in similar economic circumstances 
(horizontal fairness) or establish a more appropriate link between 
services and benefits taxes. In income taxation and wealth taxation, 
we recommend changes that would both improve horizontal fairness 
and make the tax system more progressive. In this chapter, we con­
sider the potential role for changes in the tax mix in making the 
overall tax system more progressive. 
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Importance of a Mix of Taxes 

Academic discussions of taxation often do not address tax mix is­
sues; instead, they tend to focus on a search for an ideal tax base that 
can be relied on to raise all required revenues. Yet no industrialized 
country relies on a single tax for its revenues. They all derive signifi­
cant shares of revenues from several distinct tax bases - among 
them, income and profits, property, goods and services, pay­
roll/ social security, and wealth - and if all the variations were 
counted as separate taxes, the number would be much higher. 
Governments rely on a number of tax bases for several reasons. 

In general terms, a tax mix is needed to attain some balance among 
competing tax principles - for example, between equity and eco­
nomic neutrality. Achieving this balance is impossible with a single 
tax base, but several bases provide additional degrees of freedom to 
satisfy competing criteria. More specific reasons for reliance on 
several tax bases include the need for stability of revenues, the 
suitability of different tax bases for various policy purposes, the need 
to address tax evasion or avoidance, and the desirability of 
maximizing economic efficiency. 

Revenue Stability 

Public sectors in developed economies are significant relative to the 
total economy. For example, to support public spending, tax rev­

. enues range from about 30 per cent to more than 50 per cent of gross 
domestic product in the OECD countries (OECD 1992c). A variety of 
tax sources is required to generate revenues of that level. 

Government revenues are more stable when they come from sev­
eral tax sources rather than one. Corporate income taxes, for exam­
ple, are very sensitive to business cycles, while property taxes are 
not. Broad-based consumption taxes tend to be less cyclical than per­
sonal income taxes. By spreading revenue requirements across a 
range of bases, there is less volatility of government revenues than if 
the tax sources were more heavily concentrated. 

Taxes as Policy Instruments 

A mix of taxes provides a wider array of policy instruments for the 
pursuit of policy objectives than does a single tax. If a tax base is 
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available that in some sense corresponds to the policy area under 
consideration (for example, environmental protection, investment 
incentives, or social policy), then policy implementation may be 
more effective as a result. For example, social policy objectives can be 
related to income tax by taking individual or family circumstances 
into account. Policies related to consumption can be attached to sales 
taxes. 

In practice, the major taxes have differed sharply in the extent to 
which they have been used in the pursuit of other policy objectives. 
The personal and corporate income taxes have been used most 
extensively to implement specific policy objectives of government. 
General sales taxes and specific excise taxes have been less relied on 
for these purposes. Property tax bases have been designed to exempt 
particular types of properties. We have been critical of many of these 
provisions, largely on tax fairness grounds. Nevertheless, we have 
also enunciated criteria for the use of tax measures to pursue policy 
objectives. The point to be made here is that a combination of taxes 
provides governments with more instruments to meet these criteria. 

Avoidance / Evasion 

If a tax can be avoided (legal reduction of tax by planning) or evaded 
(illegal reduction of tax by non-reporting or false reporting) to any 
significant degree, the implications are likely to be significant not 
only for government revenue, but also for the equity and neutrality 
objectives of the tax. There may also be a backlash in the level of 
compliance by other taxpayers, as they see taxpayers in similar cir­
cumstances taking advantage of opportunities - legal or otherwise -
to avoid paying their taxes. 

There are three ways in which relying on a mix of taxes instead of 
a single tax may help to minimize avoidance or evasion. First, the 
use of a mix of taxes makes it possible to keep the tax rate and the 
average tax level of any particular tax lower than it would have been 
if there were only one source of revenue. The incentive for avoidance 
or evasion rises directly with the tax rate. As the tax rate rises, in­
creasing numbers of taxpayers are tempted to adopt complex plans 
or strategies to reduce their taxes. The infrastructure to support such 
activities also expands. Leaving the taxing jurisdiction is an extreme 
form of avoidance or evasion. 
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There is ample evidence of the legal and illegal compliance prob­
lems that are associated with high tax rates. Canada's experience of 
compliance problems with tobacco taxes is one example; the United 
Kingdom's experience with very high marginal income tax rates is 
another. 

Second, a mix of taxes helps to minimize avoidance and evasion 
activities because what is avoided in one instance is taxed in another. 
For example, an individual who has avoided income tax will at least 
be taxed under the retail sales tax when the income is used for con­
sumption. Businesses that may be able to avoid income tax will be 
subject to the capital tax and payroll tax through salaries and wages 
paid to employees. 

Third, a mix of taxes may be useful in enforcement, since there 
may be some spillover from one tax base to another in identifying 
avoidance or evasion by taxpayers or in types of transactions. Some­
times, however, a set of taxes may function effectively as a single tax 
and be of no benefit in exposing the underground economy. For ex­
ample, this may be the case with respect to the income tax and the 
Goods and Services Tax (GST) for self-employed tradespeople. By 
failing to report the value of services provided to consumers, the 
person evades both income tax on the income earned and GST on the 
value added of the service.  If the underlying GST on inputs can be 
passed on to the consumer, both income tax and GST are fully 
avoided. Having a mix of taxes in such cases is not beneficial in re­
ducing the incentive to avoid or evade. 

Economic Neutrality 

A major consideration in designing a tax system is its effect on the 
level of output in the economy. From an economic perspective, this is 
usually looked at from the viewpoint of economic neutrality, which 
considers the impact of taxation on the decisions of taxpayers. 

Virtually all taxes have some effect on the choices taxpayers make, 
whether it is between work and leisure, between present and future 
consumption, or among various goods and services. In general, the 
greater the behavioural effects of a tax, the greater its negative im­
pact on economic efficiency. All the taxes currently in use, including 
the major bases (personal and corporate income taxes, retail sales tax, 
property tax, and payroll tax), have efficiency consequences. 
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The impact of taxes on people's choices is affected by the level of 
tax rates. The impact (efficiency costs of taxes) increases quickly as 
the rate is increased, and high tax rates on any base can result in 
large efficiency costs relative to low-tax rate alternatives on a number 
of bases (see Hamilton et al. 1988, 267). Even quite modest reductions 
in tax rates can have significant benefits for efficiency, and thus for 
economic well-being in an economy (Ballard et al. 1985, 1 28, 136). 

The cost arising from the induced change in taxpayer behaviour 
when an additional dollar of revenue is raised from a particular tax 
base is related to the responsiveness of the activities being taxed to 
changes in prices, inciuding taxes. This cost is related to the respon­
siveness of choices about paid employment and saving when the 
taxes involve income from labour and capitat and to the responsive­
ness of demand in the case of a product. The cost of applying higher 
taxes when the affected behaviour is highly responsive is greater 
than applying them when behaviour is less responsive. Since capital 
investment choices are highly responsive in an open economy, the 
cost of raising an additional dollar of revenue from capital is rela­
tively high. 1 The availability of foreign tax credits has important 
implications for the application of this general observation in an ac­
tual economy. 

These observations suggest that the use of a wide mix of taxes may 
be desirable for reasons of economic efficiency. This positive result 
provides at least a partial explanation for the use of a variety of tax 
bases in all countries with a significant public sector. 

A key objective of the commission has been to increase the overall 
progressivity of Ontario's tax system. On this score, changes in the 
mix of taxes can have a more wide-ranging effect than changes to the 
structure of any one tax base. Personal income tax is the exception. It 
is the only fully progressive tax in the overall system and the one in 
which significant broadening of the base or restructuring of the rate 
can contribute to the Qverall progressivity of the tax system. Yet be­
fore any increase in progressivity is introduced, by changing the 
personal income tax, by introducing new taxes, or by altering the mix 
of existing taxes, certain constraints should be considered. 

1 Ballard et al. (1985, 136) found marginal excess burdens (that is, the costs of changes 
in behaviour that are additional to the actual amount of tax paid) per dollar of 
additional revenue raised of 31 .4 cents for personal income taxes, 46.3 cents for 
capital taxes, and 38.8 cen

'
ts for sales taxes, 
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Constraints in Considering Tax Mix Changes 

Constraints on Rate Increases 

Increased overall tax progressivity can be achieved by increasing 
reliance on the personal income tax, and by increasing the 
progressivity of the rate scale. In addition, broadening the tax base of 
the personal income tax will increase progressivity. There are limits 
to the extent one Can pursue these approaches in terms of the 
efficiency costs discussed above. 

Large increases in personal income tax rates may lead to a loss of 
economic output. High marginal rates are a concern because of their 
possible impact on work, investment, and other forms of economic 
behaviour. That concern underlies the move to lower rates and less 
graduated schedules in the international tax reforms of the 1 980s. 
While we must be concerned about these potential effects of high 
marginal rates, there is no good evidence as to how high is too high 
and how progressive is too much. 

The second method of increasing reliance on personal income tax 
in the tax mix would be to broaden its tax base. At first glance, this 
would appear to be more likely to lead to improvements in economic 
efficiency than to losses because all forms of income would be taxed 
more uniformly. Tax expenditures that distort private decisions 
would be eliminated. However, to the extent that changes are of a 
particular type, all relating to capital income, there may be problems 
because these changes are equivalent to increased taxation of capital, 
the base considered to be the most mobile. 

The potential for rate increases on other taxes is also limited. In­
creases in the corporate income tax and base have been discussed in 
chapter 20. Tax rate increases for those corporations facing the high­
est corporate tax rates are also limited by concerns associated with 
high rates and mobile capital. 

Mobility 

One response to increased taxation is to move the activity that is be­
ing taxed to another jurisdiction. While in some instances this would 
involve physically removing the activity or tax base from the 
province, in other cases it could involve tax planning or business re­
organization that left the substance of the economic activity un-
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changed, but effectively removed the tax base from the province. 
These concerns arise with respect to both labour and capital. 

Mobility of Labour 

Historically, labour has not been particularly sensitive to tax levels, 
though there are some exceptions. Examples include high-income 
executives in large companies, professionals, and business advisory 
services. Self-employed business people may also be able to relocate. 

However, in general, taxation is a relatively minor factor in induc­
ing labour mobility. Within Canada, the provincial tax rates applied 
to Basic Federal Tax have varied by some 15 percentage points be­
tween the highest and the lowest without inducing significant mobil­
ity. Other taxes applicable to labour, such as payroll taxes, have also 
varied significantly. There thus seems to be a significant degree of 
flexibility in the selection of tax rates as they apply to labour. 

Mobility of Consumption 

Taxes do not appear to have much impact on consumption, though 
there can be significant effects near borders if specific tax rates such 
as gasoline, alcohol, or tobacco taxes vary sharply between jurisdic­
tions. Recent experiences with cross-border shopping are obvious 
examples, but other powerful influences such as exchange rates and 
adjustments to new trade rules also have an impact. Cross-border 
consumption may not be significant if tax differentials fall in a mod­
erate range, but it can rapidly become a concern once tax differences 
are outside such a range. 

Mobility of Capital 

Capital is the most mobile of the factors responding to differences in 
tax rates. Tax differentials are only a secondary factor, however, for 
several important elements of capital, such as direct investment in 
new plants. There are still major gaps in our knowledge of the im­
pacts of taxes on business-location decisions. The new studies on in­
ternational capital movement suggest a significant role for corporate 
income taxes, primarily, although not exclusively, through their im­
pact on retained earnings. 
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These comments suggest two important caveats to the conclusion 
that direct investment may be only moderately subject to tax influ­
ences. First, the extensive role of international and interprovincial 
corporations, combined with opportunities to determine strategically 
the prices of non-arm's-length transactions between the corporate 
affiliates (transfer pricing manipulation), corporate financial restruc­
turing, and pricing of intangibles (technology, marketing), may cause 
the tax base to be shifted in response to tax rates, even if the effect on 
real activity is limited (Eden n.d.). Second, portfolio investments may 
be quite sensitive to tax effects. Indeed, concern has been expressed 
by some writers whether capital taxation will be able to survive the 
globalization of capital markets (see, for example, Gordon 1992a). 
Under the extreme form of this view, competition for highly mobile 
capital will be so intense internationally that the ability to tax capital 
will eventually be lost as tax rates are forced down to the lowest 
common denominator. Other writers have supplied various reasons 
why capital taxation will be able to survive. For example, capital tax­
ation can continue if a dominant capital exporting country (in the · 
past the United States) combines a domestic tax on capital for its res­
idents with credits for capital taxes paid in other jurisdictions. This, 
in effect, creates an umbrella for capital-importing countries to tax at 
rates up to the levels applied in the capital exporter. 

The message from this analysis and information on capital flows 
may be that it will be difficult - and counterproductive if it also 
drives out economic activity - for a jurisdiction to attempt to tax 
capital more heavily than the norm, since capital, or at least the re­
turn from capital, will simply be diverted from the jurisdiction. At 
the same time, it will be non-productive for a jurisdiction to prOVide 
lower tax rates, since they may have only marginal benefits for eco­
nomic activity and will often end up as merely a transfer of revenue 
to another jurisdiction. 

A study by David Conklin and John Whalley (n.d.) reviewed the 
nature of the forces at play and concluded: 

The increase in global interdependence, the various potential shocks to 
the global economy, the trade practices and agreements of the 1990s, tax 
reforms in other countries, and differences· in legislation and regula­
tions are making Ontario's tax system increasingly sensitive to devel­
opments abroad. 
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Pressures of these types are likely to become more intense. 
International agreements may be necessary to retain a reasonable 
level of taxation on capital. Evidence of some rudimentary steps or 
pressures in this direction can be seen in the US position on "treaty 
shopping" - the use of treaty provisions to take advantage of an 
agreement inappropriately - as evidenced in the US-Netherlands 
new bilateral tax treaty,2 European Community proposals on 
harmonized corporate taxation, and the pressure in the United States 
for arbitrary "minimum taxes" on foreign corporations operating 
there. 

Costs of Complexity 

While efficiency may be improved by having a mix of taxes, a signif­
icant price must be paid in terms of the compliance cost to taxpayers. 
Each tax base will impose certain fixed compliance costs on taxpay­
ers, though there will be some decline in the average cost of compli­
ance as greater use is made of a particular tax. Use of fewer bases, 
therefore, would reduce compliance costs and, presumably, adminis­
tration costs as well. The compliance and administrative costs of us­
ing many tax bases must be balanced against the other benefits of 
using a mix of taxes. Once a given set of taxes is in use, however, any 
costs in moderate shifts among the bases are likely to be small. 

The Ontario Tax Mix 

The tax mix recommendations we make in this chapter were devel­
oped taking into account the Ontario tax mix, how it has changed, 

2 An example of such treaty shopping in the US-Netherlands treaty was "double­
dipping." A Canadian (or other foreign) company would borrow money in its 
domestic market and invest it in a holding company in the Netherlands. The 
Netherlands holding company would then lend the funds to a US subSidiary of the 
foreign company and the loan payments from the United States would be deductible 
for US tax purposes. However, the interest payments to the Netherlands company 
were exempt under the terms of the treaty. Dividends from the Dutch holding 
company to the Canadian parent also would be exempt. Two deductions of interest 
are thus available in respect of the one loan - one in Canada, the other in the United 
States. The new treaty would make the interest payments from the US subSidiary to 
the Netherlands company subject to withholding tax where a third-party parent is 
involved. 
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and how it compares with the existing tax mix in other jurisdictions. 
It is necessary to examine the tax mix data over a number of years so 
that we may distinguish between revenue changes that reflect struc­
tural changes in the overall tax system (true tax mix changes) and 
revenue changes that result from fluctuating or cyclical levels of eco­
nomic activity. For example, corporate income tax revenues are 
highly sensitive to the business cycle, while general sales tax and ex­
cise tax revenues tend to be less sensitive. 

Also in this discussion we follow the conventional practice and fo­
cus on the major tax sources and the shares of revenues coming from 
each. However, one can also examine the tax mix in terms of how 
much taxpayers pay in their capacities as income earners, wealth 
holders, and consumers. This would involve an examination of tax 
incidence - that is, how the burden of taxes is distributed among tax­
payers in different economic circumstances. Such an examination 
makes assumptions and draws conclusions about whether taxes 
levied on a business are passed on to consumers in the form of 
higher prices for the goods it sells, to workers in the form of lower 
wages, or to the shareholders or investors. The corporate income tax 
is then seen as a tax on individuals as consu:iners, employment in­
come earners, or investors, depending on the assumptions and con­
clusions of the analysis. This is the approach taken in chapter 9, 
which analyses the impact on taxpayers of the current tax system. 

Our discussion of the tax mix naturally focuses on the provincial 
tax system. But our recommendations take into account the federal 
tax mix, and some data on the federal mix are presented below. Dis­
cussions such as this raise the issue of the appropriate mix of taxes in 
terms of how they are shared by the federal and provincial govern­
ments. For example, proposals have been made that corporate in­
come and capital taxation should be left to the federal government, 
in part because a larger jurisdiction is better able to meet the chaF 
lenge posed by mobile capital and investment. These proposals have 
the federal government leaving the commodity tax fields (general 
commodity taxes such as the CST and excise taxes) available only to 
the provinces (Ip and Mintz 1 992, 1 19-24). Another perspective is 
that competition in a multi-tier governmental system inevitably leads 
to complex intergovernmental fiscal arrangements in whieh the fed­
eral government, to economize on administrative costs, will collect 
taxes required to meet the provinces' responsibility for providing 
certain goods and services (Breton 1993) . 
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FIGURE 33.1 
Selected OECD Sources of Tax Revenue as a Proportion of Total Tax Revenue, 
Subnational Level of Selected OECDjurisdictions, 1 990 
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Source: Fair Tax Commission calculation based on OECD, Revenue Statistics 
of GECD Member Countries 1965-1 991 (Paris: OEeD, 1992) tables 122, 126. 

Note: Social security contributions accruing to social security funds are 
excluded from payroll figures. Payroll taxes levied by subnational 

governments are often treated as separate social security fund taxes in the 
OECD classification system. 

Trends and Comparisons 

Between 1971-72 and 1991-92 the share of Ontario total tax revenues 
generated by the personal income tax increased steadily, rising from 
about one-fifth to just less than one-third of the total. Residential and 
non-residential property tax shares declined slightly as a proportion 
of total tax revenue over the period, as did the revenue share gener­
ated by corporation taxes. Finally, the share of revenues from excise 
taxes (alcohol, tobacco, and gasoline and fuel) has, in relative terms, 
fallen quite markedly, from about 14 per cent of the total to about 9 
per cent (see figure 8.2 in chapter 8). 
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FIGURE 33.2 
Tax Sources as a Percentage of Total Taxation in Selected OECD Countries, 1991 
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Source: OECD, Revenue Statistics of DE CD Member Countries, 1965-1991 
(Paris: OECD, 1992), table 7. 

Subnational Level 

Overall, Canadian provinces and local governments relied on income 
taxes for about 40 per cent of revenues in 1990, with other significant 
proportions coming from property taxes, general consumption taxes, 
and excise taxes (figure 33.1 ) .  At the subnational level, Germany, by 
comparison, is much more reliant on income taxes, while the United 
States draws relatively equally on income, property, and general 
consumption taxes. Australia is noteworthy because income taxes are 
absent at the subnational level, and because a relatively large portion 
of revenues come from user fees.3 

3 Note that most "social security" taxes in the OECD classification are reported 
separately, rather than as part of the revenues of either the centra I or the subnational 
governments. They are excluded from this comparison. 
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TABLE 33.1 
Tax Revenue as a Share of Provincial and Local Own-Source Revenue, a 
1990/91 Fiscal Year (%) 

Local 
Personal Corporate Retail property Payroll Excise 

Province income tax income tax sales tax taxb taxe taxesd 

Ontario 27.2 5.1 14.2 19.4 4.9 3.9 

Quebec 34.0 2.1 13.0 13.5 11 .4 5.1 
Alberta 17.1 5.1 12.5 4.5 4.1 
Be 24.0 3.5 11 .6 7.3 7.0 5.3 

Taxes on 
resource 

0.5 

0.3 

20.5 

6.8 

Sources: Fair Tax Commission calculation based on Statistics Canada, Public 
Finance Historical Data, 1965/66-1991/92, Cat. 68-512 (Ottawa, 1992). 

a. Own-source figures exclude federal transfers to the province and federal/ 
provincial transfers. Local own-source figures have been converted to 
fiscal year. 

b. Property tax figures have been converted to fiscal year.� 
c. Figure composed of health and social insurance levies. 
d. Includes motor fuel, alcohol, and tobacco taxes. 

Note: 1991 figures are estimates. 

National and Subnational Levels Combined 

Income taxes, consumption taxes (general consumption and excise 
taxes combined), and social security/payroll taxes are the major rev­
enue sources in many OECD countries (figure 33.2). Compared with 
most of the countries shown, Canada is more reliant on income taxes 
and less reliant on payroll taxes to finance government activities. 

Canadian Provinces and US States 

Table 33.1 compares the Ontario tax mix from its principal revenue 
sources with three other provinces. Alberta, because of its large re­
source revenues, is less dependent on income taxes than the other 
provinces, and Alberta also has no retail sales tax. Quebec, more than 
the other provinces, derives a smaller share of revenue from taxing 
corporate income and relies more heavily on personal income and 
payroll taxes. This pattern corresponds to what we might expect, 
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TABLE 33.2 
Major US Taxes as a Share of Total Tax Revenue for Selected States, 1986 (%) 

Personal Corporate Retail Property 
State income tax income tax sales tax tax 
Michigan 20.9 9.3 17.2 38.2 

Minnesota 27.0 5.1 18.8 30.8 

New York 25.7 4.2 10.5 29.5 

North Carolina 28.5 6.6 17.9 21.6 

Tennessee 1.3 5.2 36.1 21.9 

California 24.4 8.2 22.3 26.1 

US mean 18.1 4.9 20.1 29.9 

Source: United States, Bureau of the Census, Statistical Abstract of the United 
States, 1988 (Washington, 1988), table 445; 1989, table 457; Fraw;ois Vaillan­
court, "Subnational Tax Harmonization, Canada and the United States: In­
tent, Results, and Consequences" in Canada-U.S. Tax Comparisons, ed. John 
B. Shoven and John Whalley (Chicago and London: University of Chicago 
Press, 1992), figures produced in table 1 1 .4. 

given the lower mobility of the Quebec labour force because of lin­
guistic reasons. Table 33.2 provides data on major US taxes as a share 
of total tax revenue for several US states. The tax mix among US 
states is not dramatically different, though there appears to be less 
reliance on personal income taxes and heavier reliance on property 
taxes. 

Central Governments 

Figure 33.3 shows the tax mix for central governments in Canada 
and several other OECD countries. The United States raises a larger 
share of its revenues at the national level from income taxes than do 
any of the other countries shown. Canada, Australia, and Japan raise 
about 70 per cent of their national revenue from income taxes while 
the remaining countries all generate smaller shares from income tax­
ation. Canada ranks in the middle in terms of the share of revenues 
raised from consumption taxes; however, there is a marked contrast 
with the United States, which raises a very small proportion of rev­
enues in this way. The non-federal states tend to have some central 
government revenues from property taxes, which are virtually non­
existent in the central governments of the federal states. 
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FIGURE 33.3 

Central Government Tax Sources as a Percentage of Total Taxes in Selected OECD 
Countries, 1990 
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Source: OEeD, Revenue Statistics of GECD Member Countries, 1 965-1991 

(Paris: OECD, 1992), table 124. 

Notes: Social security contributions accruing to social security funds are 
excluded from figures. Also, only social security contributions accruing to 
.the central government are included. 

Revenue Implications of Rate Changes 

Table 33.3 provides some indication of the magnitude of the shifts 
among the major Ontario tax bases that would be involved in rebal­
ancing the tax mix. It shows the revenue impact of "one unit" rate 
changes in each of the taxes. The personal income tax estimates are 
shown in terms of a one percentage point increase based on Basic 
Federal Tax - in line with the existing Tax Collection Agreements -
and, as well, in terms of a one point increase based on taxable in­
come. 
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The latter option would be relevant if the collection agreements 
were amended to allow the provinces to "tax on base" rather than 
"tax on tax," as we recommend, or if Ontario were to leave the 
agreements. The property tax estimates are presented in terms of two 
standards of comparison, the average property tax per family in On­
tario and the proportion of income going to property tax.4 

Designing a Tax Mix 

Our analysis suggests that reforming individual tax bases will make 
only a modest contribution to the overall goal of changing the distri­
bution of the tax burden in Ontario. For example, alternative assess­
ment bases for the property tax can make the tax less random and 
less arbitrary in its impact, but its overall pattern of regressivity will 
not be substantially altered. Changes in the tax mix are needed to 
increase progressivity in the tax system within the constraints 
discussed above, and beyond what is available through changes in 
individual tax bases. 

Nevertheless, recommendations for changing the tax mix must 
take into account the reforms to particular tax bases we recommend. 
Some of these reforms would result in significant revenue increases 
or decreases and have the potential to affect the tax mix appreciably. 
Once reforms have been made to the design of individual tax bases, 
changes to the overall tax mix may be accomplished through deci­
sions to increase or decrease the revenue from specific tax bases. All 
these changes should have the objective of improving the fairness of 
the overall tax mix, and should be considered in the context of eco­
nomic constraints and on the assumption of revenue neutrality. 

Tax Base Reforms and Tax Mix Options 

A number of the recommendations we have already made to reform 
specific tax bases have tax mix implications (see table 33 .4). Only 
those changes that could be enacted by the government of Ontario, 

4 It should be noted that the income bases for the personal income tax and the 
property tax are not strictly comparable. In the personal income tax row, the 
measure is taxable income as estimated by the Ministry of Finance, and in the 
property tax row the measure is census family income as provided by the Statistics 
Canada Social Policy Simulation Database and Model (SPSD/M). 
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TABLE 33.3 
Revenue Impact of Selected Tax Changes 
Ontario, 1993-94 

Tax 

Personal incom� tax 

Corporate income 
tax 

Retail sales tax 

Payroll tax 

Residential property 
taxd 

1993 rate 

58% of BFTb 

16.8% of TIc 

9.5%; 14.5%; 
15.5% 

8% 

0.98%-1 .95% 

$1890/household 
4.0%e 

Estimated full-year 
revenue impacta 

Rate change ($ millions) 

1 percentage 
point 260 

1 percentage 
point on TI 900 

1 percentage 
point 140 

1 percentage 
point 870 

0.10 percentage 
point 140 

$50/household 220 
0.10 percentage 
point 210 

Sources: Fair Tax Commission calculations based on Ontario, Ministry of 
Finance, Fact Sheet of Economic Indicators, 12 October 1993; Ministry of 
Municipal Affairs, Municipal Analysis and Retrieval System (MARS); 
Statistics Canada Social Policy Simulation Database and Model (SPSD 1M). 

a. Figures represent estimates of 1993-94 revenue for all taxes except 
property taxes, which are based on the 1993 calendar year. 

b. Estimated payments for 1 993 tax year. Prior to 1 July 1993 the personal 
income tax rate was 55 per cent; BFT = basic federal tax. 

c. Maximum marginal rate (excluding surtaxes) expressed as a tax rate on 
taxable income (TI). 

d. Excludes farm assessment and water and sewage charges. 

e. Tax estimated as a percentage of average family income. 
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without corresponding changes in federal legislation, are included in 
this discussion. We comment later in this chapter on tax mix adjust­
ments that require federal action. 

At current rates, our recommendation to broaden the personal in­
come tax base would increase revenues. The elimination of the life­
time exemption on capital gains would increase revenues by about 
$500 million annually, and the elimination of the marital and equiva­
lent-to-married credits would generate an additional $200 million. 
Our recommendation on the age credit is not included in table 33.4 
because we suggest that the amount involved be converted to a re­
fundable tax credit. 

Broadening the retail sales tax base to include services and some 
goods not currently taxed, and instituting a system of business input 
credits, would, at current rates, generate approximately $300 million 
in additional revenue. The elimination of the preferential rate for 
small businesses in the payroll tax would result in additional rev­
enue of about $150 million per year. 

Two other recommended changes do not enter our tax mix dis­
cussion because we assume that specific adjustments would accom­
pany their implementation. The introduction of a new carbon tax 
would likely involve a rationalization of existing related taxes. Simi­
larly, we assume that increased reliance on user fees and other 
charges directly related to the consumption of local public services 
by households and firms, such as sewer, water, and garbage 
collection and disposal, would generate revenues that come at 
presentfrom municipal property taxes. 

We recommend that the provincial government assume responsi­
bility for funding education, social services, and children's services, 
and that these functions no longer be supported from local property 
taxes. This recommendation flows from our conclusion that these 
public services are not appropriately funded from the local residen­
tial property tax base. We further recommend that the province enact 
a uniform provincial tax to replace the local taxes on commercial and 
industrial property currently used to support education. 
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TABLE 33.4 
Revenue Increases or Decreases Related to Commission's Major Tax Base 
Recommendations 

Recommendation 

Personal income tax 

Revenue 
increase 
($ millions) 

Eliminate lifetime exemption for capital gains 500 
Eliminate marital and equivalent-to-married credit 200 

Retail sales tax 
Broaden base to include services and institute 
business input credits 

Payroll taxes 
Eliminate preferential rates for small business 

Corporate income tax 
Eliminate manufacturing and processing preference 

Property tax - residential 
Eliminate property tax funding of education, social 
assistance, and assistance to children {net)a 

300 

150 

50 

Revenue 
decrease 
($ millions) 

3500 

Sources: Sheila Block and Allan M. Maslove, "Ontario Tax Expenditures," in 
Taxes as Instruments of Public Policy, ed. Allan M. Maslove, Fair Tax Com­
mission, Research Studies (Toronto: University of Toronto Press, forthcom­
ing); property tax figures are Fair Tax Commission calculations based on 
information from the Ministry of Education and the Ministry of Municipal 
Affairs, Municipal Analysis and Retrieval System (MARS). 

a. The aggregate property tax reduction is $4.6 billion. From this we sub­
tracted $727 million attributable to the local levy for education and $373 
million attributable to the residential portion of the property tax increase 
required to offset municipal grant reductions. Provincial portion of social 
assistance is not included in these tax mix calculations. This change, and 
required funding offsets, have already been announced by the provinCial 
government. 

The tax mix question that remains is whether the local residential 
property tax now used to finance education and social services 
should be converted to a provincial revenue source, or whether it 
should be eliminated, with the revenue being made up from other 
tax bases. We take the pOSition that this portion of the residential 
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property tax should be eliminated and replaced. We reached this 
conclusion primarily on the basis of two considerations that are dis­
cussed at length in part eleven of this report. First, on average the 
property tax is the most regressive tax in the Ontario tax system, and 
reducing its weight in the tax mix is an important step towards en­
hancing the fairness of the overall tax system. Second, the average 
distribution of property taxes masks wide variations among house­
holds with similar incomes and across municipalities. Given these 
problems, the residential property tax should be limited to financing 
municipal services on a benefits-received basis; it should not be used 
to raise revenues for more general pmposes. 

R E C O M M E N D A T I O N  1 2 0  

Ontario should reduce its reliance on residential 
property taxes. 

Adjusting the Tax Mix 

The residential property tax related to the funding of education and 
social services amounts to $4.6 billion in 1993. We recommend that 
local boards be granted limited capacity to levy additional residential 
property tax to support particular education programs supplemental 
to the provincially funded programs (recommendation 77) . We 
estimate that this local levy could generate about $727 million annu­
ally (about 10 per cent of the current local property tax for education 
purposes). We also recommend changes in the system of grants to 
municipal governments (recommendations 1 1 1  and 1 12); these 
changes would result in a net decrease in grants of about $624 
million per year, which local governments would presumably 
recoup by resort to their own property tax bases. The residential 
property tax share of this net grant reduction would be $373 million. 
The net d ecrease in residential property taxes that the provincial 
government would have to make up from other sources would then 
be $3.5 billion. 

We considered four alternative tax sources (and combinations of 
them) to replace the residential property tax currently used to fund 
education and some social services. These sources were the 
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provincial payroll tax, the corporate income tax, the personal income 
tax, and the retail sales tax. 

The payroll tax offers considerable potential for additional rev­
enues. As table 33.3 shows, relatively modest increases in the rate 
could generate substantial amounts of revenue because the base of 
this tax - all wages and salaries - is broad. Further, compared with 
the province of Quebec and many other non-Canadian jurisdictions, 
Ontario's current payroll tax rate is low, and in this sense there is 
room to increase reliance on this tax. However, we have already con­
cluded that the payroll tax, in the long run, is borne by employees 
(chapter 22). That is of concern to us because the fairness of the tax is 
compromised. Unlike an income tax that falls on all sources of in­
come, a payroll tax falls only on l.abour income. Accordingly, we are 
not prepared to recommend that reliance on the payroll tax be in­
creased to the extent required (at least doubled) to make up for the 
property tax reduction. 

We also concluded that the corporate income tax could not be the 
source for this additional revenue, but for a different reason. While 
the decision not to increase the payroll tax in the overall tax mix re­
flected our choice based on fairness considerations, the decision with 
respect to the corporate income tax reflects a judgment about con­
straints. Given the mobility of the tax base and of capital itself, any 
attempts to increase the tax rate to the extent required to generate 
any significant portion of the required revenues would be self­
defeating. In our judgment, increased corporate taxes are not 
feasible, particularly for a subnational jurisdiction such as Ontario. 

We are left with a choice between the personal income tax and the 
retail sales tax. Increasing revenues from each or from a combination 
of the two is, in our opinion, feasible. There is room to increase the 
retail sales tax rate. The current rate in Ontario is below that of sev­
eral other provinces and, with implementation of the reforms we 
recommended in chapter 24, the retail sales tax would be able to 
generate Significantly more in revenue than it currently does. There 
is also room to generate more revenue from the personal income tax, 
while respecting the principles we recommended in chapter 18 and 
the constraints discussed in this chapter and elsewhere. Taking into 
account the disincentive and potential mobility consequences of 
higher income tax rates, it is possible to design a tax rate schedule 
that will include more brackets than exist in the current system, with 
graduated rates throughout, and to maintain the combined federal 
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and provincial marginal rate on the highest income bracket at less 
than 60 per cent. 

Based on our fairness criteria, we opt for increased income taxes in 
preference to higher sales taxes. Even with the implementation of all 
the structural reforms we recommend in other taxes, the income tax 
is a fairer way to raise the required revenue. It is clearly more pro­
gressive than the sales tax, and for that reason advances our objective 
of a tax system that more clearly reflects ability-to-pay principles. In 
sum, the shift of a significant portion of the $3.5 billion needed to re­
place property tax revenues to the personal income tax would dearly 
enhance the fairness of the provincial tax system. A major portion of 
revenues (provincial and local combined) would be shifted away 
from the most unfair tax base onto the fairest tax base. 

R E C O M M E N D A T I O N  1 2 1  

Ontario should increase its reliance on revenue 
from personal income taxes. 

Our recommendations would result in additional revenues being 
generated from the retail sales tax ($300 million), the payroll tax 
($150 million), and the corporate income tax ($50 million). The net 
amount that would have to be generated from increased personal 
income tax revenues would therefore be $3.0 billion, including 
revenues generated by the elimination of the marital and equivalent­
to-married credits (see table 33.4). We are not induding any revenue 
gain from the elimination of the capital gains exemption because it is 
doubtful that the estimated value in table 33.4 is sustainable over a 
long period. A high percentage of taxpayers with capital gains will 
have already taken advantage of the exemption. 

R E C O M M E N D A T I O N  1 2 2  

Ontario should meet the additional requirements 
for funding resulting from reform of education 
finance and ·the assumption by the provincial gov­
ernment of responsibility for funding of services 
for children as follows: 
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Residential ($ billions) 

Education property taxes 
LESS Local levy 

Grants offset (net) 
Property tax reduction 

To be replaced by 
PIT rate changes 
Sales tax base 
Payroll tax changes 
Corporate income tax 
uniform rate 
Additional revenue 

4.600 
0.727 
0.373 

3.000 
0.300 
0.150 

0.050 

Commercial and industrial ($ billions) 

Education property taxes 3.095 
LESS Grants offset (net) 0.251 

3.500 

3.500 

Local property tax change 2.844 

To be replaced by 
Provincial commercial and 
industrial tax 2.844 

On the assumption that the Tax Collection Agreements are 
amended along the lines recommended in chapter 13, we have de­
signed a schedule of income tax brackets and rates that would meet 
the requirement recommended above and, at the same time, incorpo­
rate the refundable credits recommended in chapter 16.  Estimates of 
the impact on revenue and distribution of these proposals are pre­
sented in chapter 35. Also in chapter 35 we describe the likely impact 
of the proposed reform package on the economy. 

Obviously, other combinations of rate schedules and refundable 
credits than we propose below would also meet the revenue target 
we have established. For example, with higher tax rates it would be 
possible to afford larger refundable credits than those recommended 
below. In addition, as noted in chapter 15, if the wider social assis­
tance system is under consideration for redesign, shifts between di-



806 The Tax Mix 

reet assistance and tax benefit programs can be considered. How­
ever, keeping within the confines of the resources currently involved 
in the tax system, it is our view that the recommendations below are 
consistent with the fairness principles we have established. We aJso 
believe it is realistic in light of the constraints we have discussed. 

R E C O M M E N D A T I O N  1 2 3  

If Ontario gains more control over its personal in­
come tax system through amendments to the fed­
eral-provincial Tax Collection Agreements, it 
should raise the revenue necessary to meet the tax 
mix objectives recommended by the Fair Tax 
Commission by establishing the following rate 
schedule and credit amounts: 

• brackets and marginal rates 

Taxable Income ($) Rate (%) 

10,000 and under 10 
10,001-20,000 12 
20,001-:-29,590 14 
29,591-40,000 16 
40,001-50,000 18 
50,001-59,180 20 
59,181-80,000 22 
80,001-150,000 24 
150,001-250,000 26 
Over 250,000 28 

• a basic personal credit with the amount claimed 
equal to the federal amount and the credit rate 
equal to the lowest Ontario marginal tax rate. 
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R E C O M M E N D A T I O N 1 2 4  

Refundable credit amounts should be as follows: 

• an Ontario tax assistance credit of $500 per adult 
family member up to family income of $18,000, 
and reduced at a rate of 8.3 per cent of income in 
excess of $18,000; 

• an additional Ontario tax assistance credit of 
$300 for individuals aged 65 and over; 

• a child tax credit of $600 for the first child and 
$500 for each additional child, up to a family in­
come of $18,000 and reduced at a rate of 7.5 per 
cent of income in excess of $18,000; 

• an additional credit of $400 for the first child in 
a single parent family. 

If Ontario establishes an income-tested child bene­
fit which provides benefits to families with chil­
dren regardless of the family's source of income, 
the child tax benefit should be eliminated and 
folded into this new program. 

Our recommendations on the income tax rate schedule and the 
values of the refundable credits were based on 1 993 incomes. 
Presumably, there will be a need to adjust these values over time to 
adjust for the effects of inflation. Currently, the federal government 
indexes its tax brackets and its credit values at the inflation rate (as 
measured by the Consumer Price Index) minus 3 per cent. 

As for the marginal rate brackets, in theory they should be fully 
indexed for inflation. If Ontario were to index brackets fully, the 
common break points that we have established between the federal 
brackets and the proposed provincial brackets would be disrupted. 
The Ontario government must therefore consider the merits of full 
indexing at the cost of this lost correspondence (assuming the federal 
government will not return to full indexing), compared with a 
negotiated arrangement with the federal government to implement a 
common indexing formula. 
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For Ontario, considerations concerning the credits are somewhat 
different from those for the tax rate brackets. The level of credits 
should be set in relation to the needs of the recipients and the 
financial constraints faced by governments. Whatever levels are 
established, the government would want to ensure that the credits 
continue to meet their objectives over time. If benefits are not 
indexed, inflation will erode their values. An important objective of 
any benefit program should be to maintain their real values in the 
face of inflation. More broadly, their adequacy should be maintained 
as the circumstances of the target population change. If the credits 
were fully indexed, the real values would be maintained 
automatically, but adjustments for other changing circumstances 
would still require that these values be revisited from time to time. 
Alternatively, the government could adopt a policy to re-examine the 
credit values explicitly on an annual basis, and adjust them for both 
inflation and other changes. 

We also assume that when credit values are reviewed, any adjust­
ments made will take into account other benefits provided to low­
income people. Finally, the benefits received through credits should 
not be lost through reduced social assistance levels. 

This recommended tax mix is designed to be revenue neutral 
compared with the current Ontario system. It also does not take into 
account any tax changes requiring implemen:tation at the federal 
level. Some changes are potentially large enough to affect Ontario's 
revenues to the extent that the tax mix issue would need to be revis­
ited. These involve the changes to the taxation of capital income in 
the income tax (capital gains, dividends), the treatment of pension 
plan and RRSP contributions, and the introduction of a wealth 
transfer tax. Definitive recommendations on tax mix following these 
changes would depend on the revenue implications for Ontario. It is 
our view, however, that in the first instance the revenues from these 
additional reforms should be balanced through adjustments to per­
sonal income tax rates. Most of the changes that require federal ac­
tion would result in higher income tax revenues, and, accordingly, 
compensating rate adjustments would be appropriate. 
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34 Tax Considerations in Aboriginal 
Self-government 

After years of discussion, the issue of aboriginal self-government has 
begun to receive serious consideration from both the provincial gov­
ernment and the federal government. In 1991 the Ontario govern­
ment negotiated a statement of relationship between the province 
and aboriginal peoples that acknowledged self-government as a le­
gitimate goal of First Nation communities. Constitutional recognition 
of the right to aboriginal self-government was also included as part 
of the package of constitutional reforms negotiated by the provincial 
governments and the federal government and put to the electorate in 
1992 in a referendum. While the defeat of the proposed package of 
reforms jn the Charlottetown accord has clearly put formal constitu­
tional recognition of the right to self-government on hold, discus­
sions continue between governments and aboriginal communities on 
issues of self-government. 

The emergence of aboriginal self-government will likely give rise 
to a number of taxation issues involving both the aboriginal govern­
ments and the government of Ontario. Currently, however, attention 
tends to focus on disputes and grievances relating to the interpreta­
tion and administration of the aboriginal tax status. In part these 
disputes are based on misunderstandings between the aboriginal 
community and the non-aboriginal community of the other's 
perspectives. 

In this chapter we discuss briefly the current administrative issues 
and legal disputes over the interpretation of the Indian tax status. 
While we try to contribute to the understanding of the issues at 
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stake, we do not make any recommendations about their resolution. 
Ultimately, the most important of these disputes will be settled 
through interpretation of fundamental principles� such as the extent 
of the sovereign status of aboriginal peoples, rather than on the basis 
of tax fairness principles (or any other criteria for good taxation) . For 
that reason, these questions are largely beyond the mandate of the 
commission. The tax issues that accompany self-government, 
however, may, at least in part, be usefully addressed by reference to 
tax principles. 

Aboriginal Tax Status 

Aboriginal leaders argue that they are a sovereign people within 
Canada and are therefore immune from taxation by all Canadian 
governments. Furthermore, they argue that this immunity extends to 
all aboriginal people (at present governments recognize only the sta­
tus Indians, thus excluding Metis, Inuit, and non-status Indians), that 
it applies both on and off reserve, and that it covers any form of taxa­
tion, including licence fees and permit charges. To aboriginal people, 
the exemption is an inherent right stemming from their status as a 
sovereign people. The immunity from taxation by Canadian gov­
ernments is recognized in treaties (among other declarations) and 
was to benefit Indians for "as long as the sun shines, the rivers flow, 
and the grass grows." 

First Nations did not give up their concept of sharing, or in the 
vernacular of today, taxation jurisdictions. No treaties mention it. In 
fact, at the tiJ?1e most of the treaties were entered into, there was no 
organized form of taxation in Canada. We take the position, 
accordingly, that at no time did our First Nations give up the right to 
govern ourselves, and at no time did we give up our jurisdiction in 
relation to taxation, a fundamental function of governing. (Mercredi 
1991, 9) 

This position is supported by the conclusions of the federal Royal 
Commission on Aboriginal Peoples (1993) that aboriginal peoples 
may not need any changes in the constitution to institute self­
government. That right, they claim, was never relinquished. 

Canadian governments, in contrast, take a narrower view, based 
on the Indian Act. Even the fact that governments refer to the aborig-
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inal "exemption" implies a more narrowly defined special status 
than the aboriginal term, "immunity." In the Indian Act, status Indi­
ans are exempt from tax on 

a) The interest of an Indian or a band in reserve or surrendered 
lands; and 

b) The personal property of an Indian or band situated on a reserve. 
(Indian Act, section 87) 

Status Indians are exempt from paying property tax on reserves, 
from sales tax and from many excise taxes when the good or service 
is to be consumed on a reserve, and from income tax when the in­
come is deemed to be located on a reserve. The administration and 
interpretation of the breadth of the exemption is complicated by the 
lack of agreement on why the exemption or the immunity exists. 

Many non-aboriginal people assume that the exemption is simply 
another tax expenditure intended to assist economic development in 
reserve communities. They claim it should be evaluated according to 
its success in achieving these goals, and, if found wanting, it should 
be changed or abolished. Others accept the argument that the ex­
emption is a right of some sort, but interpret it very narrowly. They 
see the exemption as being rigidly limited to the reserve. 

Clearly, from the aboriginal perspective of taxation immunity, the 
economic development rationale is the wrong focus for explaining 
their status. For them, a secondary but still important point is that a 
narrow interpretation of the exemption can hinder the development 
of reserves. For example, they argue that Indian corporations should 
be exempt from income tax. Because the Indian Act does not include 
corporations, Indian businesses must remain unincorporated in or­
der to obtain the tax exemption, and this restriction denies them a 
significant tool of economic development. 

Both facets of the aboriginal position were summarized in a 
submission we received from the United Chiefs and Councils of 
Manitoulin: 

As Native people, we never agreed to any form of taxation being im­
posed upon us. We never signed any treaties giving anyone the right to 
tax us. Nor did we ever give up our inherent right to self-government 
which includes the right of taxation. Accordingly, our First Nations re­
tain exclusive jurisdiction over this matter and First Nations people are 
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exempt from tax as an aboriginal and treaty right which is protected 
under Section 35 of the Constitution Act, 1982. 

Secondly, given the socio-economic conditions of Native people on our 
reserves and elsewhere, the imposition of taxation is grossly unfair. 
Governments should instead be working with First Nations to promote 
and enhance the indian tax exemption as an incentive for increasing 
economic development and relieving the socio-economic conditions 
which prevail in our communities. 

Specific conflicts reflect the debate over the rationale and scope of 
the immunity or exemption and also the vulnerability of the 
exemption to abuse, such as the resale of tax-free cigarettes on the 
black market. 

Current Issues 

Property Tax 

While the exemption from property tax on reserves causes few prob­
lems, serious concerns arise over its extension to off-reserve prop­
erty. According to the Department of Finance, "where property is 
purchased by the Crown with Indian moneys or moneys appropri­
ated by Parliament for the use and benefit of Indians or bands, or is 
given to Indians or bands under a treaty or agreement, the property 
is deemed to be always situated on a reserve" (Canada Department 
of Finance 1993d, 9). The Ontario Assessment Act reinforces this in­
terpretation in section 3(2), which indicates that any property held in 
trust for a band or body of Indians is exempt from property tax. 

Individual Indians cannot receive the property tax exemption 
when they purchase lands off reserve. However, when a band pur­
chases land it is deemed to be "held in trust" and is thus qualified for 
the exemption. Local residents often express concerns that individual 
Indians are living in band-owned properties off reserve tax free and 
that Indian bands are setting up businesses in their communities 
with an unfair advantage. Also, municipal governments are unable 
to enforce environmental standards or building codes, and they see 
their tax bases eroded. 

In this context, it is worth noting our view of the municipal prop­
erty tax as a benefit tax. On this basis all property should be subject 
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to assessment and taxation. In the case of Indian-owned land, the 
provincial or federal government should make payments in lieu to 
the municipalities in recognition of the aboriginal exemption. 

Sales and Excise Taxes 

Disputes over the sales tax and excise tax exemptions are highly visi­
ble because of the number of transactions and the amount of money 
involved. Status Indians are exempt from sales and excise taxes for 
most goods bought for use on a reserve, though there is no exemp­
tion for alcohol. 

The basic vulnerability of such a broad exemption to abuse is the 
most difficult issue to resolve; it is also the problem that provokes 
the most hostility among non-aboriginal people. Estimates suggest 
that millions of dollars per year in revenue are lost from the sale of 
tax-exempt cigarettes on the black market. These cigarettes are either 
smuggled through the reserves from the United States into Canada 
without bearing the appropriate tax or are purchased tax free be­
cause they are intended for consumption by status Indians. While 
specific measures have been taken, such as marking cigarette pack­
ages that have been subject to tax with a yellow strip, it is difficult to 
stop tax-free tobacco sales on the black market. 

In other cases, problems arise from some merchants' abuse. For 
example, some vendors and suppliers seem to capture most of the 
benefit from the gasoline tax exemption by adding back as much as 
90 per cent of the exemption to their prices at stations near reserves 
or on quantities shipped to reserve farmers. It has been noted by 
Ministry of Finance officials that the price of gasoline on reserves is 
only about 2 cents per litre cheaper than off reserves, while the On� 
tario tax that has apparently been removed is 14 .  7 cents per litre. 

Other vendors attempt to bolster government administration of 
the tax exemption with their own enforcement schemes. In some 
cases they refuse to honour the exemption from sales tax for status 
Indians they believe do not live on reserves, even if they have a 
federal identification card. Ministry officials apparently send 
reminders to these vendors to discontinue such practices. Still other 
vendors show little concern over granting the exemption whether 
people have identification cards or not. They simply give the 
exemption to anyone. 
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Beyond these deliberate acts that lead to frustration, there is also 
much real confusion about how to apply the exemption from sales 
and excise taxes. For example, car dealerships seem to use different 
standards to determine eligibility for the exemption. In some cases, 
the car must be delivered to a reserve, while in others a driver's li­
cence with a reserve address must be shown. Again, aboriginal peo­
ple are frustrated by this lack of consistency. 

The introduction of the federal Goods and Services Tax has led to 
more problems. Indian community vendors refuse to collect the tax 
on behalf of the federal government, and individual status Indians 
are finding it difficult to obtain the exemption for reasons similar to 
those involving the retail sales tax. 

Income Tax 

Since income tax did not exist during the original drafting of the In­
dian Act, current discussions revolve around the applicability of the 
exemption to income. In 1 983 the Supreme Court decision in Nowegi­
jick v. The Queen established income as property to be exempt under 
the terms of the Indian Act. The decision also indicated that wages 
earned for work outside the reserve can be exempt from income tax 
if the location of the employer is on a reserve. If the cheque was 
mailed from a reserve, the income was considered exempt under the 
Indian Act. However, in 1 992 the Supreme Court decision in the 
Williams case revisited the issue of income and the earner's location. 
The decision ,held that unemployment insurance benefits received by 
a status Indian were exempt from ;taxation even though the pay­
ments were made by Ottawa. The judges indicated that the exemp­
tion should apply because the previously earned income on which 
the payments were based would have been exempt. Thus, a simple 
reference to the address of the debtor is no longer sufficient to de-
termine the exempt status of income. 

' 

The Williams case has opened the door to more disputes over the 
purpose of the exemption, which the federal government outlined as 
primarily to "preserve the entitlements of Indians to their reserve 
lands and to ensure that the use of their property on reserve lands is 
not eroded by the ability of governments to tax" (Canada Depart­
ment of Finance 1 993d, 10) .  In this particular case, the court allowed 
Williams an exemption even though the address from which the 
cheques were issued was not located on a reserve. However, the flip 
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side of the decision is that the federal government has taken the po­
sition that in some cases the exemption will no longer apply. For 
example, Revenue Canada distributed a letter indicating that the in­
come of many status Indians working off reserve will no longer be 
considered exempt. 1 

Ontario's Role in the Development of Aboriginal Self-government 

While these current disputes and grievances tend to capture most of 
the headlines, another taxation issue will soon require the attention 
of aboriginal leaders and the provincial government. This issue re­
lates to the emergence of First Nations self-government arrange­
ments. It is likely that self-government will develop along several 
paths - land-based governments, agencies for the provision of spe­
cific goods and services, and perhaps new modes of aboriginal par­
ticipation in existing federal and provincial institutions. Ontario may 
well turn out to be in the forefront of these developments, in part be­
cause of the Statement of Political Relationship signed by the 
provincial government and aboriginal leaders, which establishes the 
principle of government-to-government dealings between the two 
parties. 

One form of Indian government that will emerge, and that may 
well be the dominant form, will be public government relating to 
current reserve territories plus any additional areas resulting from 
the settlement of land claims. These institutional arrangements will 
directly raise questions of taxation by these new governments of 
both aboriginal and non-aboriginal interests on these lands. Indian 
governments will, of course, continue to receive funding from the 
federal (and to a lesser extent the provincial) government, and for 
most communities these grants will constitute the majority of their 
public resources. However, if Indian governments are to succeed, it 
will be necessary for them to develop their own taxation sources as 
well. 

As is the case with other governments exercising autonomy over 
particular areas, Indian governments could in principle tax their Own 
citizens and non-residents with interests on Indian lands. The exis-

1 Letter from Denis Lefebvre, assistant deputy minister, Revenue Canada Taxation, on 

the application of the Indian Act Tax Exemption, 29 December 1992. 
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tence of Indian government tax reginles will require that protocols be 
developed to coordinate their operation with the tax systems of the 
provincial and other non-aboriginal governments. Clearly one would 
want to avoid outcomes such as double taxation on the one hand, 
and, on the other, the complete avoidance of taxation because of lo­
cation decisions or reporting gaps. A starting point for consideration 
of these issues is the model of the federal-provincial Tax Collection 
Agreements, and the interprovincial arrangements for the allocation 
of income. 

The federal-provincial model may provide a guide for sorting out 
tax relationships between aboriginal and non-aboriginal govern­
ments, but it cannot be applied directly. The small size of aboriginal 
communities means that it is simply impractical for them to attempt 
to tax many bases directly, not only because of the mobility of their 
potential tax bases, but because of the overhead costs involved. In 
many cases, administration costs would likely exceed revenue col­
lected. Moreover, in market transactions, formal distinctions between 
the two jurisdictions are often not made at all, and the paper trails 
that would be used to administer inter-jurisdictional tax coordination 
arrangements do not exist. 

If the Indian government is to access these bases, tax harmoniza­
tion agreements will be required with the federal or provincial gov­
ernment that already administers a comparable tax. In these cases the 
federal-provincial Tax Collection Agreements and allocation agree­
ments become a useful model for aboriginal taxation. The principle 
that should be adopted from those accords is the recognition by each 
government of the taxing authority of the other, and the commitment 
implied in that recognition to coordinate tax systems where required. 

In this context, there are two aspects to tax coordination. First, 
where an aboriginal government chooses to enter a tax field, the 
provincial and local governments should recognize that initiative 
and adjust accordingly. Second, where direct aboriginal taxation is 
not feasible, but there is still a desire by an aboriginal government to 
access the tax base, the province should be prepared to negotiate an 
administrative agreement to bring this into effect. 

A brief consideration of possible arrangements in a few specific tax 
areas helps to illustrate these points. We consider them in ascending 
order of difficulty from the perspective of effective aboriginal gov­
ernment taxation. 
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The most straightforward tax for a First Nation government to im­
plement would be a user fee tied to the consumption of specific ser­
vices such as waste collection or water and sewage services. Because 
of the direct link between these taxes and the consumption of specific 
services, there really is no need for coordinating mechanisms with 
other governments. 

Somewhat more complexity would be introduced with property 
taxes. In many cases, individual Indians do not hold land in fee 
simple. Land is regarded as belonging to the community, and land 
required for private uses such as housing is, in effect, leased to the 
occupant. In these cases, annual lease fees could be regarded as anal­
ogous to property taxes. Provincial and municipal governments do 
not tax these lands under the Indian exemption. 

There may, however, be a tax collection role that the provincial or 
the municipal government could play to assist the Indian govern­
ment. These established governments could provide assessment ser­
vices where required, and, in some cases, could serve as the agency 
to administer the tax on behalf of the aboriginal government. It is not 
hard to imagine that for many communities, especially the smallest 
ones, this arrangement would involve much lower administration 
costs. Perhaps the greatest difficulty would be political. First Nation 
communities may be reluctant to enter into any arrangement that 
could create a perception that the tax was being levied by and paid 
to a non-aboriginal government. 

Similar issues could arise with respect to payroll and general sales 
taxes. In theory, there is no reason why an aboriginal government 
could not levy these taxes if their structures were similar to the cor­
responding taxes in the surrounding jurisdictions and the rates were 
the same or lower. In practice, however, such taxes are impractical 
for very small jurisdictions to administer. Tax collection agreements 
with a neighbouring jurisdiction that already administers such taxes 
would seem to be a logical solution. 

Finally, if Indian governments were to enter the field of income 
taxation, collection agreements would clearly be required, in this 
case with the federal government as well as the government of 
Ontario. Moreover, recognition of aboriginal taxing authority in this 
area may also provide the means by which existing tax disputes can 
be resolved. The membership of an aboriginal person in a First 
Nation and the authority of that nation to exercise taxing authority 
would clearly be recognized. Membership in a First Nation 
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community could serve a similar function to the "province of 
residence on 31 December" rule for the interprovincial allocation of 
income with respect to non-aboriginals. 

To summarize, clarification of the taxing authority of First Nation 
governments, and the recognition of this authority by other govern­
ments, can facilitate the aboriginal self-government process. In addi­
tion, it can help to sort out many of the tax disputes that currently 
occupy so much time and attention. Further, the readiness of Ontario 
to assist First Nation governments in the development of administra­
tive mechanisms to enable them to collect their own taxes where 
feasible, and to collect taxes on their behalf in other areas, would be a 
concrete statement of goodwill and support to First Nation govern­
ments. While it is premature to specify details, we believe that a 
statement by the Ontario government indicating its willingness to 
work towards such arrangements is warranted. 

R E C O M M E N D A T I O N 1 2 5  

Ontario should declare its readiness to negotiate 
tax harmonization accords with aboriginal gov­
ernments and to help develop administrative 
arrangements to facilitate taxation by aboriginal 
governments. 
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35 Tax Fairness and the Economy 

Our overriding objective in formulating our recommendations was 
to enhance fairness in the distribution of the tax burden among tax­
payers in Ontario. To this end, we have made many recommenda­
tions for changes to specific elements of the tax system. We have 
addressed issues in the design of existing taxes and proposed new 
taxes that we believe will contribute to the fairness of the overall tax 
system. We have also recommended a substantial shift in the tax mix 
involving a significant reduction in revenue from the residential 
property tax and an increase in revenue raised from personal income 
taxation, In addition, we have proposed many changes to the per­
sonal income tax system designed to improve the distribution of the 
tax burden within that tax base. These changes include modifying 
the rate structure, removing several non-refundable credits, and 
restructuring Ontario's refundable credits. In this chapter we present 
estimates of the impact of these proposed changes on taxpayers in 
different income brackets, as well as on the Ontario economy. 

Impact on People 

Our estimates of the
·
impact of these changes on census families1 in 

Ontario are derived from special calculations using Statistics 

1 Refers to a husband and a wife (with or without children who have never married, 
regardless of age), or a lone parent of any marital status (with one or more children 
who have never married, regardless of age), living in the same dwelling. For census 
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Canada's Social Policy Simulation Database and Model. This model 
allowed us to estimate the impact of both property and income tax 
changes on families in Ontario. We did not model any of our rec­
ommended tax changes that require changes in federal tax laws. For 
example, recommended changes in the tax treatment of capital gains 
and dividends and our proposal for a new national wealth transfer 
tax are not accounted for in this analysis. The specific changes we 
considered for this modelling exercise are limited to those changes 
Ontario can pursue on its own. These changes are listed in table 35.1 .  

Overall Impact of Tax Mix and Income Tax Changes 

Although there would be no impact on the total tax revenue col­
lected by governments, the impact of these proposed changes would 
be significantly progressive. They would reduce the amount of in­
come, property, and sales tax paid by families with incomes up to 
about $40,000, and they would increase the amount of tax paid by 
families with incomes in excess of $50,000. Families with incomes in 
excess of $90,000, whose average income is $150,000, would pay on 
average an extra $1950 in tax. This would amount to a 1 .6  per cent 
decline in their disposable income. The net impact would be to in­
crease taxes on this highest income group in total by about $890 mil­
lion and to redistribute this revenue downward, targeting especially 
those with incomes below $30,000 (table 35.3). 

purposes, persons living in a common-law type of arrangement are considered as 
now married, regardless of their legal marital status; they accordingly appear as a 
husband-wife family in most census family tables. An unattached individual is 

regarded as a census family in our analysis. 



TABLE 35.1 
Summary of Proposed Changes 

Item 

1 .  Ontario tax reduction, Ontario 
property tax credit, and Ontario 
sales tax credits 

2. Ontario portion of marital credit, 
equivalent-to-married credit, age 
credit, and pension income credit 

3. Tax mix shift 

4. New income tax rate structure 
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Recommendations 

Eliminate. Replace with: 
a) New Ontario tax assistance credit 

$500 per adult per year 
$300 supplement for adults aged 65 
and over 
(maximum amount of credit paid up 
to $18,000 family income; credit 
reduced at 8.3 per cent for family 
income above $18,000) 

b) New Ontario child credit 
$600 for first child 
$500 for each additional child 
$400 supplement for single parent 
family 
(maximum amount of credit paid up 
to $18,000 family income; credit 
reduced at 7.5 per cent for family 
income above $18,000) 

Eliminate 

a) Reduce property tax by $3.5 billion 

b) Increase income tax by $3.0 billion 
c) Revenue increases from other tax 

changes of $0.5 billion 

a) Eliminate Ontario surtax on high 
incomes 

b) New Ontario basic exemption: 
- amount claimed = federal exemption 
- credit rate = 10% (lowest provincial 
rate) 

c) New income tax rate structure (see 
table 35.2 and recommendation 123) 
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TABLE 35.2 
Proposed Income Tax Rate Structure with and without Property Tax Changes, 1993 

Rate with tax mix Rate without tax mix 
Taxable income ($) change (%) change (%) 

10,000 and under 1 0  7 
10,001-20,000 12 9 
20,001-29,590 14 12 
29,591-40,000 16 14 
40,001-50,000 18 16 
50,001-59,180 20 18 
59,181-80,000 22 20 
80,001-100,000 24 22 

100,001-150,000 24 24 
150,001-250,000 26 24 
Over 250,000 28 26 

TABLE 35.3 
Estimated Impacts of Proposed Changes by Income Group Resulting from Changes to 
Income, Property, and Sales Taxes, 1993 (Census Families) 

Total income Total Ontario tax Average dollar % change in 
group ($) impact ($ millions) impact ($) disposable income 

10,000 and under 236 580 9.6 
10,001-20,000 641 690 4.9 
20,001-30,000 290 440 1.9 
30,001-40,000 21 40 0.1 
40,001-50,000 -9 -20 -0.1 
50,001-60,000 -35 -90 -0.2 

60,001-70,000 -39 -130 -0.2 
70,001-90,000 -25 -70 -0.1 

Over 90,000 -887 -1950 -1.6 

Total 192a 40 0.1 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M). 

a. Overall amount of tax to be raised through recommended changes to 
other taxes. See table 33.4. 

Note: Negative sign indicates decline in disposable income/increase in tax; 
otherwise indicates increase in disposable income / decline in tax. 
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TABLE 35.4 
Estimated Impact of Tax and Tax Credit Changes on Ontario Families, 1993 
Average Dollar Change in Taxes Paid 

Married Single 
Total Married couple, parent Unattached Unattached 
income couple, no with families, non-elderly elderly 
group ($) children children all individual individual 

$ 

10,000 and under 970 2100 1510 3S0 520 

10,001-20,000 10S0 1610 1530 520 400 

20,001-30,000 570 1 1 00 910 140 -450 

30,001-40,000 -SO 330 370 -200 -630 

40,001-50,000 -110  150 350 -2S0 -510 

50,00HiO,000 -310 SO 150 -350 -12S0 

60,001-70,000 -280 ° -190 -430 -1260 

70,001-90,000 -350 60 so -500 -910 

Over 90,000 -2450 -1500 -4250 -4140 -2160 

Total -200 -90 6S0 130 150 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD 1M) . 

Note: Negative sign indicates decline in disposable income/increase in tax; 
otherwise indicates increase in disposable income I decline in tax. 

The New Rate S tructure 

The largest single tax change we are proposing is to reduce the resi­
dential property tax by $3.5 billion. Approximately $3 billion of this 
amount would be shifted to the personal income tax and the remain­
der would be generated by changes to the retail sales tax, payroll 
taxes, and othersmall tax changes (see chapter 33). The higher levels 
of income tax will of course ·be offset by the reduction in the property 
tax burden (part of which will be reflected in tenants' rents) faced by 
residents in Ontario as a result of the tax mix change. Because the 
property tax is regressive and the income tax system is progressive, 
the combined effect of these changes will be to shift the burden of 
taxation from people with lower and middle-range incomes towards 
people with higher incomes and a greater ability to pay. 
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TABLE 35.5 ' 
Estimated Impact of Tax and Tax Credit Changes on Ontario Families, 1993 
Per Cent Change in Disposable Income 

Married Single 
Married couple, parent Unattached Unattached 

Total income couple, no with families, non-elderly elderly 
group ($) children children all individual individual 

% 

10,000 and under 17.6 29.3 22.8 6.4 9.3 

10,001-20,000 6.7 9.7 10.7 3.8 3.0 

20,001-30,000 2.4 4.5 3.7 0.6 -2.0 

30,001-40,000 -0.2 1.0 1.2 -0.7 -2.0 

40,001-50,000 -0.3 0.4 0.9 -0.7 -1.3 

50,001-60,000 -0.7 0.2 0.3 -0.8 -2.6 

60,001-70,000 -0.5 0.0 -0.4 -0.8 -2.3 

70,001-90,000 -0.5 0.1 0.1 -0.8 -1.5 

Over 90,00 -1.9 -1 .3 -2.7 -2.7 -1.7 
Total -0.4 -0.1 2.2 0.6 0.8 

Source: Fair Tax Conunission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M). 

Note: Negative sign indicates decline in disposable income/increase in tax; 
otherwise indicates increase in disposable income / decline in tax. 

We recommend renegotiation of the federal-provincial Tax 
Collection Agreements to permit Ontario to control its own rate 
structure. Within this new framework we recommend that Ontario 
increase the number of tax brackets and establish its own rate struc­
ture. In recommending this change in rate structure, we are guided 
by the desire to ensure that middle-income earners not face an 
increase in their marginal tax rates. The effective Ontario marginal 
tax rate currently is 22 per cent at incomes of about $63,000. The new 
tax structure we propose would keep the same rate between $59,1 80 
and $80,000. Table 35.2 shows our recommended rate structure 
required to generate an increase of $3 billion in income tax revenue, 
compared with the rate structure that would be required without the 
tax mix changes. 
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TABLE 35.6 
Estimated Change in Tax Credit Benefits for Ontario Families, 1993: Total Cost 

Married Single 
Married couple, parent Unattached Unattached 

Total income ample, no with families, non-elderly elderly 
J!.Toup ($) children children all individual individual All 

$ millions 

10,000 and under 10 1 1  54 45 3 122 

10,001-20,000 45 71 139 71 46 372 

20,001-30,000 78 97 81 12 -12 255 

30,001-40,000 -5 48 28 0 -4 67 

40,001-50,000 -{) 23 12 0 0 28 

50,001-60,000 -1 24 5 0 0 27 

60,001-70,000 -2 24 4 0 0 26 

70,001-90,000 0 49 8 0 ° 57 

Over 90,000 -1 76 5 0 ° 80 

Total 1 17  422 336 128 32 1035 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD /M). 

Note: Negative sign indicates decline in disposable income/increase in tax; 
otherwise indicates increase in disposable income/ decline in tax. 

At this lower end of the income spectrum there would be signifi­
cant reductions in taxes paid. Families with incomes below $10,000 
would experience an average drop of $580 in the taxes they pay each 
year. This decline would result in a 10 per cent increase in their dis­
posable income. Families with incomes in the $1 0,000 to $20,000 
range would experience an average decline of $690 in the amount of 
tax they pay annually, resulting in a 5 per cent increase in their dis­
posable income. These decreases in taxes paid and increases in dis­
posable income are significant for these low-income families. Fami­
lies in the middle-income ranges, $40,000 to $90,000, would experi­
ence minor changes in the amount of taxes they pay andin their dis­
posable incomes. 
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Impact by Family Type 

This shift in the tax burden to higher-income groups is accomplished 
through the combined effects of the proposed changes. In some cases 
specific changes were proposed to shift government tax relief from 
one group to another, or within a group downward to lower-income 
families in that group. For example, the elimination of the Ontario 
portion of the federal non-refundable age credit would shift 
Ontario's current tax relief efforts for seniors from support of higher­
income elderly families to lower�income elderly families because the 
new refundable credit would go to all low-income seniors, including 
those who don't pay income tax. The changes we have proposed for 
the restructuring of the Ontario refundable tax credits would in­
crease disposable income for low-income families with children to a 
relatively greater extent than for families without children. For the 
reasons we have discussed in chapter 1 6, these shifts are desirable 
from the point of view of both tax fairness and social policy. 

Single parents as a group would derive the greatest benefit from 
these tax changes. On average, single parents in Ontario would ex­
perience a decrease in their tax burden of $680 per year (table 35.4), 
increasing their disposable income by 2.2 per cent (table 35.5). The 
tax and credit changes for single parents with incomes of less than 
$20,000, almost all of whom are women, would, on average, result in 
an increase in after-tax income of approximately $1500 per year. For 
single parents with incomes in the $1 0,000 to $20,000 range this 
means an 11  per cent increase in their disposable income. Given the 
high rate of poverty among single parents and the importance 
attached to reducing child poverty, this outcome is highly desirable. 
Single parent families in the highest income group, whose average 
income is almost $200,000, would experience a net increase in their 
tax payable of $4250 per year and a decline in their disposable 
income of 2.7 per cent. 

Low-income couples with children would also experience a large 
reductiun in the taxes they pay and a corresponding increase in their 
disposable income (table 35.4). The reduction in the overall tax bur­
den for couples with children affects all income classes except those 
with incomes over $90,000. Couples without children experience a 
net increase in the tax burden of about $185 million, but this comes 
from an increase on those childless couples with incomes in excess of 
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$50,000, while childless couples with incomes below $30,000 experi­
ence a reduction in taxes and an increase in disposable income .

. 

Unattached elderly individuals are net beneficiaries. As a group 
their combined tax decrease and credit increase amount to $81 
million. Single elderly people at the lowest income levels - below 
$20,000 - would experience an increase in their disposable income, 
but those with incomes above $20,000 would experience an increase 
in their taxes and small percentage declines in their disposable 
income. Changes to the tax relief provisions for the elderly combine 
to produce this result, most notably the elimination of the special 
provisions in the Ontario property tax credit that provide a richer 
supplement to elderly people at higher income levels. Moreover, 
many unattached elderly individuals are not large beneficiaries from 
the property tax reduction. 

Impact of Proposed RefUndable Tax Credit Changes 

We are presenting the impact of all the proposed changes together 
because we see the need to treat these proposals as part of a package. 
The restructuring of Ontario's refundable tax credits is a crucial part 
of the package. 

Despite the fact that the recommendations are integrated in a sin­
gle package, however, it is useful to look at the costs of the revised 
credit structure and how the benefits from our proposed new credit 
system are distributed. Table 35.6 shows the difference in total 
spending between our proposed credit structure and the old credit 
structure. The net difference between the two is $1 .04 billion. In other 
words, revising the refundable credits in the way we have proposed 
would require Ontario to spend this amount more on refundable 
credits. It is important to keep in mind, however, that our proposal 
is, in total, revenue neutral and that it involves no net new spending 
by Ontario. The additional revenue required to increase the value of 
the credits is generated through recommended changes in income 
tax rates and through other recommended changes in the tax system. 
Single parents are the largest beneficiaries of the changed credit 
system, along with families with children (table 35.7). 
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TABLE 35.7 
Estimated Average Change in Benefits as a Result of Restructured Tax Credits, 1993, 
for Ontario Families 

Married Married Single 
couple, couple parent Unattached Unattached 

Total income no chil- with chil - families, non-elderly elderly 
group ($) dren dren all individual individual All 

$ per family 

10,000 and under 590 1200 1160 140 130 300 

10,001-20,000 620 1410 1290 230 120 400 

20,001-30,000 420 950 970 60 -160 380 

30,001-40,UUO -30 310 530 ° -190 130 

40,001-50,000 -50 120 320 ° -30 60 

50,001-60,000 -10 120 240 ° -10 70 

60,001-70,000 -20 130 200 ° ° 80 

70,001-90,000 ° 210 420 ° ° 160 

Over 90,000 ° 260 320 ° ° 180 

Total 130 300 830 110 60 230 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M). 

Note: Negative sign indicates decline in disposable income/increase in tax; 
otherwise indicates increase in disposable income/ decline in tax. 

Impact on Poverty Rates 

The package of recommended changes would contribute to the 
alleviation of poverty in Ontario. Table 35.S presents the estimated 
percentages of families in Ontario currently below the low-income 
cut-off (LICO) level and shows what the incidence of poverty would 
have been if our proposed changes had been in place in 1993. 
Overall, the rate of poverty (percentage of families below the LICO) 
would have been about 1 per cent lower. This figure represents a de­
crease of about 50,000 in the number of Ontario families below the 
LICO, about 7 per cent of the current total. The largest proportional 
improvement occurs among single parent families; the incidence of 
poverty for this group declines by more than 2 per cent. 
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TABLE 35.8 

Estimated Incidence of Poverty with and without Commission Recommendations in 
Place, 1 993 

Married couple, 
no children 

Married couple, with 
children 

Single parent families, all 
Unattached non-elderly 

individual 
Unattached elderly 

individual 

All families 

% of families below low­
% of families currently income cut-off after 
below low-income cut-off commission reforms 

4.7 3.8 

6.9 6.0 

31.5 29.3 

28.3 273 

20.0 19.0 

15.9 14.8 

Source: Fair Tax Commission estimates based on Statistics Canada Social 
Policy Simulation Database and Model (SPSD/M). 

Impact on the Economy 

In formulating our recommendations to increase the fairness of the 
tax system in Ontario, we were aware of the need to consider their 
economic impact. This section presents the estimated impact of our 
recommended tax mix changes on selected provincial economic indi­
cators, on selected labour market indicators, and on the provincial 
government's fiscal situation. 

We analysed the impact of our recommendations on the Ontario 
economy from 1995 until 2001.  The analysis is based on the assump­
tion that the entire package will be in place in 1995 and was carried 
out for the commission by the Policy and Economic Analysis 
Program (PEAP) at the Institute for Policy Analysis at the University 
of Toronto. PEAP used the FOCUS-ONTARIO model of the 
province's economy. The results of the analysis are expressed as 
differences from what has otherwise been forecast for the Ontario 
economy from 1995 to 2001.  Readers interested in PEAP's long-range 
economic forecast for the province may refer to "The Macroeconomic 
Impacts of Harmonizing the Ontario Retail Sales Tax with the 
Federal GST: Simulations with the FOCUS-ONTARIO Model" in the 
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volume of the Fair Tax Commission's Research Series entitled Issues 
in the Taxation of Individuals. 

The FOCUS-ONTARIO model was used to analyse the economic 
impact of the major tax revenue shifts that result from our 
recommendations, including: 

• a decrease of $3.5 billion in revenue from residential property tax; 
• an increase of $3.0 billion in revenue from the personal income 

tax; 
• coordination of the retail sales tax and the Goods and Services Tax 

at a rate ofB per cent, which results in a revenue increase of $300 
million; 

• elimination of the graduated rates in the payroll tax, which results 
in a revenue increase of $150 million; and 

• elimination of the manufacturing and processing rate in the 
corporate income tax, which results in a revenue increase of 
$50 million. 

These changes do not reflect all our recommendations, but only 
those expected to have a significant impact on the economy. For ex­
ample, our recommendation 115  to replace the education portion of 
the commercial and industrial property tax with a provincial 
commercial and industrial property tax is not included in the analy­
sis because, from a macroeconomic perspective, there is no change in 
net revenue. We also asked that the modelling reflect only those 
changes that Ontario can make unilaterally, and not those that re­
quire changes to federal taxes. Thus, the impa<;t on the economy of 
the proposed national wealth transfer tax and measures that change 
the base of the personal income tax are not included. 

Overall, the recommendations that were modelled have a 
marginally positive impact - right through to 2001 - on the Ontario 
economy, the Ontario labour market, and the Ontario government's 
fiscal position, in particular the prOVincial deficit. 
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TABLE 35.9 
Estimated Impact on the Ontario Economy and Government Finances of the 
Commission's Recommendations 

1995 1996 1997 1998 1999 2000 

Economic Effects Percentage difference fro� the base case 

Real GPP 0.3 05 0.7 0.8 0.8 0.8 
Consumption -0.5 -0.5 -0.5 -0.3 -{).3 -0.3 
Investment 1.6 27 25 2.7 2.6 2.5 
Exports 0.2 0.3 0.4 0.5 0.5 0.5 

Labour market effects 
Unemployment rate -0.1 -0.2 -0.1 -0.2 -{).1 0.0 
Labour productivity 0.1 0.2 0.5 0.5 0.6 0.7 

Consumer Price Index 
(Ontario) -1.1 -1.2 -1.4 -1.6 -1.7 -1.8 

$ billions difference hom the base case 

Provincial government 
balance 02 0.3 0.4 0.5 0.5 0.6 

Source: Institute for Policy Analysis, University of Toronto, FOCUS­
ONTARIO Model. 

Economic Effects 

835 

2001 

0.8 
-0.2 
2.4 
0.5 

0.0 
0.8 

-1.9 

0.6 

The FOCUS-aNT ARIa model estimates that our recommendations 
will have a small positive impact on Ontario's gross provincial 
product (CPP), the value of all goods and services produced in the 
province in a given year. The results are summarized in hible 35.9. In 
real terms - that is, after factoring out inflation - the CPP would be 
higher than the level otherwise projected by 0.3 per cent in 1995, by 
0.5 per cent in 1996, by 0.7 per cent in 1997, and then by 0.8 per cent 
in each of the years from 1998 to 2001 . Because the Ontario economy 
is such a large component of the Canadian economy, the national 
gross domestic product (CDP) is also predicted to increase above the 
otherwise expected level as a result of our recommendations. In real 
terms, the national CDP is predicted to be between 0 .1  and 0.3 per 
cent higher than otherwise expected in each year from 1 995 to 2001 . 

Our recommendations result in a lower level of consumption than 
would otherwise occur. This reduction is largely attributable to the 
fact that the application of Ontario's retail sales tax to a number of 
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goods and services that are currently exempt increases total sales tax 
revenue, even after accounting for input credits for business. This 
results in a reduction in consumer demand for these products. In 
each year from 1995 to 1997, consumption is predicted to be lower by 
half a per cent than otherwise expected, and in each year from 1 998 
to 2000 consumption will be lower by 0.3 per cent. 

Although consumption would be somewhat lower than would 
otherwise be the case, investment is predicted to be higher than oth­
erwise expected. In particular, investment in machinery and equip­
ment is predicted to be 2.3 per cent higher in 1995 than would oth­
erwise be the case, 3.8 per cent higher in 1996, and 3.6 per cent higher 
in each year from 1997 to 2001 . This positive impact is largely at­
tributable to the removal of the retail sales tax from business inputs. 
A steadily growing positive effect on investment in non-residential 
construction is forecast as a result of our recommendations. This cat­
egory of investment is predicted to be 1 .2 per cent more than other­
wise expected in 1995, growing to 3 .1  per cent more in 1998 and 1999, 
and 2.9 per cent more in 2001 . 

Finally, exports are predicted to increase slightly above the oth­
erwise expected level, largely as a result of the application of input 
credits that would remove the retail sales tax now embedded in the 
cost of exported goods. 

Labour Market Effects 

The tax reforms we recommend are predicted to have a slight posi­
tive impact on the unemployment rate in the province and to result 
in a slightly higher level of labour productivity than otherwise ex­
pected. The unemployment rate is predicted to be between 0.1 and 
0.2 percentage points lower than it would otherwise be and labour 
productivity is predicted to be higher, although by less than 1 per 
cent annually. 

Impact on the Ontario Government-' s Balance of Revenue and Expenditure 

Our recommended changes to the tax mix are structured to be rev­
enue neutral. However, the economic growth that is predicted as a 
result of our recommendations is assumed to lead to increases in the 
Ontario government's tax revenue. This increase in revenue will lead 
to a lower than otherwise expected deficit. Results from the model 



Tax Fairness and the Economy 837 

show that in 1995 the provincial government's deficit will be $200 
million less than otherwise expected, and by 2001 the deficit will be 
$600 million lower than expected. 

Inflation 
Our recommendation to remove funding for education from the 
property tax will have the effect of reducing

· 
residential property 

taxes and, thus, the cost of housing included in the Consumer Price 
Index (CPl). CPI measures increases in the price of a "basket" of 
commonly consumed goods and services. Property taxes are in­
cluded in the CPI as a component of housing costs. As a result of the 
reduction in property taxes, the CPI for 1995 is predicted to be 1 .1 
per cent lower than otherwise in 1995, with an even lower level pre­
dicted in subsequent years. Thus, the inflation rate would experience 
a one-time reduction of 1 .1 percentage points in 1995 and would be 
reduced marginally in subsequent years. 



36 Local Government 

In part eleven of our report, we present. an analysis of the issues fac­
ing local government finance. We develop a framework for local 

� government finance reform with a view of the property tax as a local 
benefit tax as its centrepiece. And we propose a comprehensive 
package of reforms consistent with that framework. 

Taken together, we believe that these reforms will both improve 
significantly the fairness of the system of local government finance 
and create the opportunity for Ontario to increase significantly the 
progressivity of provincial and local taxes combined. 

This chapter deals with the implications of these changes for 
Ontario's institutions of local government, school boards and 
municipalities. 

Education Finance Reform 

Our recommendations on the financing of education would trans­
form the financial base for elementary and secondary education in 
Ontario. Locally determined property taxes currently account for 
approximately 60 per cent of these educational costs. Taken together, 

. our recommendations would reduce that share dramatically. Com­
mercial and industrial property taxes and business occupancy taxes 
currently levied at the local level for school board purposes would be 
eliminated. The local levy on residential property for education 
would. be limited, probably to no more than 10 per cent of total edu­
cation spending. Assuming that, overall, half the potential local levy 
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of approximately $1 .4 billion is actually exercised by local school 
boards, residential taxes for education would be, on average, 
approximately 16 per cent of their current levels. 

The proposed changes have profound implications, both for the 
provincial government and for local school governance. 

Funding Adequacy 

The implementation of a financing system that is largely indepen­
dent of the size of the local property tax base places enormous 
pressure on the provincial funding allocation formula. It must reflect 
adequately the differences in expenditures required to provide an 
accepted standard of educational services to different student 
populations in different communities. The proportion of total 
education spending in Ontario that is d etermined by the provincial 
funding formula will increase substantially. Equity in funding does 
not mean equality in funding. It means funding that is sensitive to 
recognized differences in the costs of achieving provincially 
mandated educational objectives with different student populations 
in different communities. 

The current system has survived not because it has done a reason­
able job of reflecting the local costs of achieving Ontario's educa­
tional objectives, but because its failure to do so has no direct impact 
on what actually takes place at the school board level. Revenue re­
form without funding reform would impose huge penalties on 
school boards that have had to rely heavily on local property tax 
revenues to offset the deficiencies of the current provincial funding 
approach. An effective funding allocation system is critical to the 
success of the package of reforms proposed in our report. To proceed 
with revenue reform without a dramatically improved funding allo­
cation system would be disastrous for the education system because 
it would simply replace one set of inequities with another. 

The proposed changes also have important implications for 
provincial education programming decisions. In the current system, 
with its technically open-ended local property tax revenue base, 
there is no direct relationship between the programs and standards 
mandated by the provincial government and the amount of money it 
allocates for education. With local property taxes available to pick up 
the slack, the provincial government over the period from 1 974 to 
1993 has established progressively higher (and more costly) 
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standards for education at the same time as it has been reducing its 
share of the costs. In effect, the various ministries that have been 
responsible for education have had an independent source of 
revenue from which to draw to pay for ministry programs and 
policies. Because that source of revenue, the local property tax, does 
not go through the provincial consolidated revenue fund, it has 
traditionally been insulated from the impact of provincial spending 
restraint initiatives. With the provincial government more fully 
responsible for the fiscal impact of its program decisions, far more 
discipline will be introduced into the system at the provincial level. 

Our recommendation to increase the provincial government's 
share of education funding is not without precedent. The Ontario 
Committee on Taxation (Smith Committee) in 1967 recommended 
that the provincial share of total education funding be increased to 
60 per cent, a goal that was in fact achieved briefly in the early 1970s. 
The lack of any limit on the use of local tax sources to support educa­
tional programming made it possible for the provincial government 
to let its financial commitment to education erode with relatively 
limited consequences for what actually went on in Ontario's elemen­
tary and secondary classrooms. In effect, the provincial government 
was able to draw on local property tax revenues to support the edu­
cational system without acknowledging that fact. 

The limit we have proposed on local access to the property tax 
base for education funding is intended to bind in two ways. On the 
one hand, it is intended to restrict the ability of local school boards to 
impose higher local taxes to support higher local spending levels. On 
the other hand, it is intended to force the provincial government to 
be more realistic in its approach to funding education by cutting off 
its back-door access to local property tax revenues. 

Education Governance 

In our hearings and in other consultations with the public, the only 
consistent objection that was raised to the idea of shifting the fund­
ing base for education from local property taxes to provincial rev­
enue sources concerned the potential impact of such a move on the 
effectiveness of school boards as local democratic institutions. School 
trustees and other active participants in the education governance 
system argued that the elimination of local funding for education 
would make the system unresponsive to local conditions. They 
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pointed out that school boards, if they cease to be responsible for 
levying taxes for most of their spending, will no longer .be account­
able to their electorates for their actions. 

We share this belief in the importance of local governance in en­
suring that the education system is appropriately responsive to local 
needs and conditions. In recommending a limited local discretionary 
levy on residential property, we also accept the need to provide 
some local resources in response to local conditions. We do not be­
lieve, however, that providing a fair funding system for education in 
Ontario will destroy the foundation for democratic decision making 
in the education sector. 

Can there be effective local representation without taxation? Some 
might suggest that local accountability arises from a local funding 
base. However, Ontario does not maintain school boards simply for 
the purpose of overseeing the spending of locally raised property 
taxes. If that were the case, that responsibility could just as easily, 
and much more efficiently, be exercised by municipal governments. 
Democratic accountability of school boards is and should be based 
on the educational services they deliver. In other words, the 
foundation for democratic accountability in the education sector 
should be services, not local taxes. 

Issues related to education governance were raised repeatedly by 
participants in our public consultations. Much of the attention was 
focused on the fact that most parts of Ontario are served by more 
than one school board. Extensively publicized conflicts between 
public and separate school boards over facilities, highly visible over­
laps in student transportation services, the obvious duplication in­
herent in each board's central administrative facilities, an electoral 
system that results in dozens of trustees seeking office in some elec­
toral districts, and the sheer complexity of the entire system as 
experienced by the average person have combined to create a 
negative impression of governance and administration in education. 
Rightly or wrongly, school boards have become symbols for many 
people of waste, duplication, and inefficiency in the provision of 
government services. 

Participants in our hearings made a wide range of proposals: abo­
lition of school boards entirely; replacement of school boards with 
committees drawn from municipal councils; further consolidation of 
school boards into larger administrative units; reduction of the 
number of trustees; mandatory sharing of school facilities; and the 
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creation of unified school boards under which all school systems in a 
given geographical area would operate. 

Local School Governance in Ontario 

Elementary and secondary education in Ontario has a long history as 
a local undertaking. The earliest local governments in many parts of 
the province were school boards, not municipalities. The last major 
educational reform in Ontario in the 1960s produced a dramatic re­
duction in the number of school boards (from more than 3000 to 
fewer than 200 by 1969) and greatly increased provincial financial 
support and influence (Ontario 1985, 1 7) .  Despite these changes, 
local governance remains an important structural feature of 
Ontario's public education system. The constitutionally protected 
status of the Roman Catholic separate school system in Ontario tends 
to reinforce the local character of the system as a whole. 

The system of local governance in education has come under great 
stress in recent years. Questions emerged in our public hearings 
about its responsiveness to changing economic circumstances, about 
our ability to afford the duplication of services and facilities that is 
inevitable in parallel systems, and about the overlap in responsibili­
ties inherent in a system that is funded and controlled both centrally 
and locally. At the same time, the idea that the best decisions are 
made by people who are responsible to the community in which 
services are delivered continues to be a fundamental principle of .our 
political culture. The problem of finding new forms of governance 
consistent with changing economic circumstances, educational 
needs, and basic political values is extremely difficult. 

School Governance Reform in Other Jurisdictions 

This problem is mirrored in countless other jurisdictions around the 
world. Many variations have been tried in recent years to make 
school governance more inclusive, more responsive, more account­
able, and more cost-efficient. Few jurisdictions now govern their 
school systems entirely from the centre without any measure of local 
control by democratically elected bodies. Most recent reforms have 
concentrated on school-based governance and have called into 
question the role or even the continued existence of a middle tier of 
governance corresponding to the school boards in Ontario. 
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A representative sample of recent reforms shows the variety of 
models used by different jurisdictions attempting to decentralize 
school decision-making powers. In Canada, various jurisdictions 
(Edmonton is a well-known example) have devolved responsibility 
for school budgeting and management to individual schools. Quebec 
was the first province to link this devolution to the creation of 
mandatory democratic decision-making bodies at the local level. 
Parental representation is required on school committees that de­
termine annual educational program plans, discipline codes, pupil 
placement and guidance, and various extracurricular and ancillary 
programs (including school-based day care). The school boards re­
tain responsibility for capital planning, resource allocation, the 
school calendar, and standards for evaluation and promotion. How­
ever, in order to strengthen the voice of parents at the school board 
level, two non-voting parent commissioners sit on each school board. 

In the New Zealand reform of 1 989, most powers were transferred 
from regional education boards to school-based boards of trustees 
composed largely of elected parent representatives. The regional 
boards were closed down within a year or so. Some observers felt 
that the move was too hasty and produced unanticipated effects such 
as a massive privatization of many of the school support services 
formerly operated by the regional boards. The impact of such re­
forms has been to remove the buffer of regional governing bodies 
and to strengthen central control of policy. 

In England and Wales, a similar reform was embedded in the 
British Education Reform Act of 1 988. It too served a centralizing 
purpose, as was illustrated by the simultaneous introduction of a 
highly prescriptive national curriculum and a regime of frequent na­
tionwide testing. The erosion of regional government was expected 
to occur as and when local populations desired it. School-based 
councils dominated by parents were mandated and given the power, 
among other things, to opt out of Local Education Authority control 
and to relate directly to the national Department of Education and 
Science. A small number of schools have taken advantage of this 
option, but a new white paper published in 1 993 is designed to 
increase this number. 

In the Chicago School Reform of 1 989, significant powers and 
funds were transferred from the central school board to local school­
based councils dominated by parents and community members. 
School-based councils assumed responsibility for hiring principals 
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and setting the school budget. The school board has remained in 
place, with a significantly reduced administrative staff complement 
and budg�t, to sustain such system-wide functions as allocating 
funds for the promotion of equity, collective bargaining, and services 
whose provision is subject to economies of scale. Between the board 
and the school councils are area councils based on "families" of 
schools. They consist of school parenti community representatives 
who hire one official to monitor individual school performance and 
to ensure that the local elementary school programs are well coordi­
nated with the local secondary school programs. Comparable re­
forms have taken place in many US jurisdictions such as New York, 
Rochester, Philadelphia, Cincinnati, Denver, and Dade County, 
Florida. Many of these jurisdictions share decision-making power 
more equally between teachers and parents. 

In France over the past 25 years, decision-making powers in a 
highly centralized system have been devolved to school-based coun­
cils consisting of parents, teachers, administrators, community repre­
sentatives, and senior students. A weak middle tier of governance 
was exercised through municipal and regional bodies that were re­
sponsible for the maintenance of physical plant. Over the period, 
however, the demand to expand the mandate of this middle tier by 
decentralizing decision-making power away from Paris has led to a 
multi-tiered education governance model into which universities 
and other post-secondary institutions are also beginning to be 
incorporated. 

The role of the middle tier, corresponding to our school boards, is 
noteworthy. All these reforms (with the exception of that in France) 
began with the intention of eliminating the middle tier or reducing 
its power. However, except in New Zealand, the middle tier has sur­
vived and is seen to be playing a valued role in providing services 
that cannot be delivered efficiently at the school level. In France, the 
role of regional governance in educational decision making is now 
expanding as policy makers increasingly strengthen the links be­
tween regional planning and community development on the one 
hand, and education programming and infrastructure on the other. 

The trend towards school-based governance and concern about 
costs and duplication suggest that financial reform will add to the 
pressures for change in education governance. 

School-based governance reforms have generally not been rooted 
in concerns related to financial management, although this was a 
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factor in New Zealand and in Britain. Typically their stated objective 
was to improve the performance of the public school system with re­
spect to its fundamental educational purposes. While it is not our 
mandate to develop such a statement, it would inevitably include 
excellence in the quality of service delivered, equity in its availability 
to students, responsiveness to differences in the needs and capa­
bilities of students, and effectiveness in building the groundwork for 
the educated workforce Ontario requires to succeed in a modern 
economy. 

School-based governance models are based on two propositions: 
that the most important determinant of the school system's ability to 
succeed is what goes on within the walls of the local school; and that 
the stakeholders in a system with multiple purposes, operating in a 
diverse society, are best represented in a governance system that is 
more flexible and more responsive than the traditional municipally 
based governance system, such as Ontario's. Other things being 
equal, these considerations might point towards the replacement of 

. regionally or municipally based governance with school-based 
governance. 

At the same time, most of the jurisdictions discussed above have 
retained some form of regional democratic structure, whether they 
originally intended to or not. This suggests that there are a number 
of functions that cannot be performed effectively at the local school 
level or at the centre. 

Constitutional Questions 

In Ontario, reform of education governance must take into account 
constitutional and legal rights to separate (Roman Catholic) educa­
tion and to instruction in the French language. The traditional link­
ing of these entitlements to funding and governance has complicated 
the education governance system in Ontario. Democratically elected 
public and separate school boards have operated in parallel through­
out Ontario's history. Two developments in the 1 980s have both in­
creased the complexity of the system and given it more visibility. 
The extension of support for separate education to grade 13 ex­
panded the role of the separate boards and, by giving rise to cQnflicts 
among boards, heightened their public profile. At the same time, the 
recognition of entitlements to instruction in French or English carried 
with it the establishment of independently elected governing bodies 
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in some parts of Ontario. It is in those areas of the province that 
public concerns about duplication and inefficiency are most acute. 

Revenue Reform and Governance Reform 

We believe our recommendations concerning education finance 
could serve as a catalyst, eliminating some of the obstacles that might 
otherwise stand in the way of education governance reform. If the fi­
nancial resources available to a particular school no longer depend 
on the local property tax base to which the board responsible for the 
school has access, the educational stakes a.ssociated with governance 
reform are significantly reduced. The task is to find a new model for 
governance that responds to concerns about cost and duplication, is 
sensitive at a system-wide level to changing demographic and other 
realities, respects legal and constitutional rights, and is consistent 
with the changes we have proposed for the education financing 
structure. 

A model that has soine basis for a fair balance among the various 
pressures on the governance system would include both school­
based and regional governance structures. School-based governance 
would have to be designed to take into account the need to coordi­
nate elementary and secondary school programs. The . regional 
elected bodies would be responsible for the provision of common 
functions and the delivery of common services within the region, for 
the strategic planning of infrastructure and educational programs, 
and for the promotion of educational equity within their communi­
ties. In such structures, school-based governance structures would 
retain their constitutionally protected identities (public/ separate, 
English/French). The regional bodies, in contrast, could be unified, 
with appropriate protections built in for minority rights. 

Municipal Finance Reform 

Our recommendations call for a system of local government finance 
in Ontario in which municipal governments exercise increased 
power over taxation policy. They would wield this authority within 
a provincial policy framework that is clearly defined and rooted 
specifically in principles of tax fairness. Those principles would also 
provide an a lternative b asis for continued progress in the 
rationalization of the provincial-municipal financial relatio�ship. We 
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recommend changes in the funding of certain services and in the 
basis for allocating provincial financial support to local government. 
Local governments would take on more financial responsibilities 
with respeCt to services of local benefit, which are appropriately 
funded from local benefit taxes. The provincial government would 
take on more financial responsibility with respect to services of 
provincial benefit, which are appropriately funded from general 
provincial revenue sources and better related to ability to pay. 

Our proposed municipal financial system would recognize the fact 
that the property tax is actually two taxes: a tax on the housing occu­
pied by residents of the municipality; and a tax on property used by 
businesses operating in the municipality. Municipalities would have 
the power, within broad limits, to exercise taxation policy by estab­
lishing rates for each of these taxes independently of each other. We 
also propose that municipalities rely much more heavily on user 
charges for sewer, water, and solid waste services. 

Clarifying Provincial and Municipal Roles 

Our recommendations answer a long-standing grievance on the part 
of municipal governments by making them responsible for the 
spending of a much larger proportion of the money they raise from 
the property tax. School board funding from local property taxes 
would be dramatically reduced to the limited discretionary levy on 
residential property. 

Although the provincial government might wish to make adminis­
trative arrangements with municipalities for the collection of the 
proposed provincial tax on commercial and industrial property, it 
would be levied explicitly as a provincial tax. Elimination of the 
business occupancy tax, with its associated administrative problems 
for municipal governments, would also simplify and rationalize the 
local taxation system. 

This reformed system has important implications for the local po­
litical system. By making explicit policy differences in local taxation 
that .are currently buried in the assessment system, our proposals 
will make differences in tax rates between types of property obvious 
to taxpayers. These differences will clearly play a role in the local 
political agenda. 

Our proposals with respect to exemptions from taxation will have 
a similar effect. The provincial government would assume full 
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responsibility for the costs to local governments of exemptions from 
local taxation that it considers to be appropriate. And assistance of­
fered by municipalities to local taxpayers would have to be offered 
on the expenditure side of the local budget rather than through tax 
exemptions. 

Our recommendations with respect to provincial grants policy and 
the allocation of financial responsibility for programs between the 
provincial government and municipal governments follow this same 
direction. In particular, we recommend that the provincial govern­
ment continue with its reform of social assistance financing and 
assume full responsibility for financing of services to children. We 
also propose that the province reduce its grants to municipal 
governments for services of local benefit by $700 million (for a net 
impact of $624 million after allowing for provincial assumption of 
full funding for children's services) . The limited success of the 
Provincial/Local Relationship Review (the recent provincial initia­
tive known as disentanglement, abandoned in 1 993) in arriving at 
trade-offs between financial and program responsibilities underlines 
the difficulties in achieving reform in this area. 

We believe, however, that the approach we recommend could give 
Significant new impetus to this area of reforms because it responds to 
a number of the lessons from that experience. First, reform of the 
local government finance system is impossible unless education 
finance issues are addressed at the same time. Education currently 
accounts for more than half of property taxes. Reforms that address 
the municipal side only are addressing less than half the issue, as it is 
perceived by taxpayers. Second, revenue reform must proceed in 
tandem with expenditure reform. Not all the problems of local gov­
ernment finance are on the expenditure side. As a result, meaningful 
reform cannot take place on a revenue-neutral basis. Third, reform 
cannot be successful if it proceeds on the assumption, either implied 
or explicit, that all local governments are the same. Local govern­
ments are extremely diverse, with vastly different administrative and 
political capabilities, and they have different capacities to participate 
in a reformed financial and administrative structure. 

Local Government Structure 

There are 832 municipal governments in Ontario. Of 793 lower-tier 
(local) municipalities, nearly 25 per cent have populations of less 
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than 1000. Almost 75 per cent have populations below 5000. Only 2 
per cent have populations of more than 100,000. More than 80 per 
cent of Ontario's population is located in the largest 15 per cent of 
lower-tier municipalities. Many municipalities perform relatively 
limited functions and have little capacity for administration or for 
delivering programs. 

In addition, many of these municipalities are heavily dependent 
on grants from the provincial government. In 1991, over 1 00 of 832 
municipalities were more than 50 per cent dependent on provincial 
grants. This makes them disproportionately vulnerable to cutbacks 
in provincial grants. Although some provision can be made to 
protect grants to the most vulnerable of these municipal 
governments, this approach itself underlines the differences between 
smaller and larger municipalities. The structural changes in the 
Ontario economy and the recessions of the early 1980s and the early 
19905 have also had a significant impact. The loss of a major 
manufacturing operation to recession or restructuring is an 
important problem, wherever it takes place. In a small municipality, 
such a loss could effectively eliminate its industrial tax base. 

Municipal governments are also experiencing political pressures 
related to efficiency similar to those faced by school boards. Duplica­
tion and inefficiency as well as competition and lack of coordination 
- between the provincial and local government, among neighbouring 
municipalities, and between lower-tier and upper-tier municipalities 
- which might have been tolerated in better economic circumstances 
give rise to political controversy in these more difficult times. 

Even without financial reform, Ontario's diverse system of munic­
ipal government is under great pressure. Our recommendations 
increase the pressure in two respects. First, expanding the taxation 
responsibilities of municipal governments will add responsibilities to 
local governments, some of which effectively lack the capacity to 
carry out the responsibilities they currently have. Second, our pro­
posals to reform local government finance will have a different im­
pact in some smaller municipalities than they do on the system as a 
whole. We have proposed that the provincial government reduce 
grants for services of local benefit as a partial offset for the removal 
of education and children's services from local property taxes. If the 
provincial government had done this in 1991 by eliminating operat­
ing grants for services of local benefit (general government, police, 
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TABLE 36.1 

Impact on Residential Property Taxes of Commission Recommendations 
Selected Ontario Municipalities 

Municipality Percentage change Municipality Percentage change 
Cities Sudbury -34% 
Barrie -44% Thunder Bay -38% 

Burlington -45% Timmins -37% 

Cambridge -40% Toronto -43% 
Chatham -32% Windsor -38% 

Cornwall -37% Towns 
Etobicoke -45% Halton Hills -46% 

Guelph -45% Markham -55% 

Hamilton -37% Milton -49% 

Kingston -39% New Liskeard -43% 

London -42% Oakville -46% 

Mississauga -50% Orangeville -36% 

Nepean -42% Pickering -47% 

North Bay -35% Picton -26% 

North York -45% Townships 
Oshawa -40% Augusta -48% 

Ottawa -36% Horton -15% 

Owen SolUld -37% McKellar -25% 
Peterborough -39% Montague -18% 
Scarborough -43% Mersea -54% 

Sault Ste Marie -39% Stephen -37% 

Source: Fair Tax Commission calculations based on Ontario, Ministry of 
Municipal Affairs, Analysis and Retrieval System (MARS), and Ministry of 
Education administrative data. 

Note: Assumes all school boards exercise option of local levy at 5 per cent of 
total education spending. Assumes elimination of all operating grants for 
roads, transit, environmental services, and other local services and full 
provincial funding for children's services. 

fire, inspections, transportation, sewer, water, solid waste, recreation, 
and planning and development), assuming responsibility for chil­
dren's services, and instituting the education funding reforms, the 
net effect in 748 municipalities would have been to reduce residential 
property taxes by an average of $793. The combined impact of our 
proposed changes to education finance and municipal grants for 
selected municipalities is summarized in table 36. 1 .  
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However, in 45 municipalities the impact of the grants cuts would 
more than offset the education tax reductions, and residential taxes 
would increase by an average of $126 per household. While the 
municipalities in which taxes would increase represent less than 0.5 
per cent of the households in the province, the data demonstrate the 
special problems posed by finance reform in small, grant-dependent 
municipalities. 

There are three options. First, do not proceed with financial reform 
because of its impact on these small municipalities. Second, recognize 
small, grant-dependent municipalities as a separate category of local 
government that should have a different relationship to the provincial 
government. Third, proceed with reform of the structural problems

' 
in 

local government that lead to the problem in the first place. 
The first option - allowing these differential impacts to block re­

form - makes no sense. We are convinced that the local government 
financial system is in serious trouble. The problems that continue to 
build because the system has not been rationalized are greater than 
the problems associated with implementing the reforms. 

With regard to the second and third options, we note that efforts at 
structural change for municipal government have foundered repeat­
edly in the past 20 years because of strong resistance from rural On­
tario. The severity of the financial situation facing Ontario as the eco­
nomy is restructured may provide a renewed impetus for changes 
such as county restructuring - amalgamating lower-tier munici­
palities within a county area and increasing the power of the county 
government - or it may be time for the provincial government to re­
cognize explicitly that in some parts of Ontario the division of power 
and responsibility between the provincial government and local 
government, and the corresponding structures of local governance, 
will have to be different from the norm in the rest of the province. 

The structure of local government - both for education and for 
municipal services - is in need of renewal. The additional pressures 
on that structure posed by the financial reforms we recommend 
should be welcOIned as opening up new opportunities to make 
progress towards that end. The alternative, allowing opposition from 
the existing institutional structure to block any attempt at reform, 
will perpetuate the gross unfairness of the existing system. 



37 Federal-Provincial Fiscal 
Relations 

In the course of our work, we identified many areas in which our 
recommendations bear on the relationship between Ontario and the 
federal government. In some areas, our recommendations call for an 
expansion of the provincial role set out in federal-provincial agree­
ments. In other areas, we address potential benefits from increased 
harmonization of provincial and federal taxation policies. In still 
other areas, we make recommendations for changes in federal tax 
policy, in recognition of the fact that action by Ontario on its own · 
would be impractical or undesirable. 

These areas of federal-provincial concern suggest a need for a re­
thinking of Canada's system of federal-provincial tax coordination. 
The need for coordinated changes in tax structures also raises 
broader questions of federal-provincial fiscal relations. In chapters 6 
and 7, we noted with concern the evolution of the federal-provincial 
fiscal relationship over the past 15 years from one characterized by 
cooperative federalism to one characterized by federal government 
efforts to withdraw from previous cost-sharing commitments and to 
shift fiscal responsibilities for programs in provincial jurisdiction to 
the provincial governments . Ultimately, issues of tax sharing and tax 
harmonization cannot be divorced from larger considerations of fis­
cal arrangements in a federal system. In this chapter, we review our 
recommendations with implications for the federal-provincial rela­
tionship and explore the broader issues they raise for fiscal relations. 



Federal-Provincial Fiscal Relations 853 

Areas of Concern 

There are four major areas in which our recommendations involve 
the federal government. First, a number of recommendations involv­
ing the personal income tax require the federal government to 
change its income tax. For Ontario to take action by itself would be 
either administratively unfeasible or self-defeating, in the sense that 
taxpayers could easily arrange their affairs to take advantage of 
provisions that were more favourable at the federal (and other 
provincial) level. These provisions include the treatment of the 
capital gains exclusion and dividends, the taxation of alimony and 
child support payments, and tax support for registered pension fund 
and RRSP contributions. To accomplish other reforms in its own 
income tax, Ontario first must conclude a new tax collection 
agreement with Ottawa. 

Second, we conclude that attempts to use the provincial corporate 
income tax to accomplish economic policy goals different from those 
inherent in the corresponding federal tax are unlikely to be suffi­
ciently effective to justify their revenue costs and the added 
complexity and compliance costs for corporate taxpayers. 

Third, we recommend that the Ontario retail sales tax be coordi­
nated in a unified national sales tax structure with the federal Goods 
and Services Tax (in concert with other provinces). 

Finally, we recommend a wealth transfer tax on the basis that it 
would make a significant contribution to a fairer tax system, but con­
clude that potential problems of compliance require that an effective 
wealth tax be implemented only at the national level. 

In general, our conclusions have been driven by two considera­
tions that circumscribe Ontario's policy flexibility. The first is the 
mobility of tax bases, particularly those involving capital and income 
from capital. Ontario is a province with a small open economy; tax 
policy cannot ignore either the real mobility of capital or "paper 
mobility" - the ability to transfer ownership or income from invest­
ments outside the province for tax purposes. 

The second consideration underlying our conclusions is that the 
Canadian federation is an integrated economic and political system. 
This system strengthens the mobility of capital and other economic 
resources, as well as constraining what a provincial government can 
do to meet these challenges. These constraints on provincial action 
serve a positive purpose. Unrestricted interprovincial mobility of 
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people, goods, and services is an important aspect of a strong na­
tional economy. The barriers that result from provincial regulatory 
and procurement actions have, in recent years, received considerable 
attention; fortunately, governments have largely avoided using 
provincial tax systems for such purposes. Unrestricted mobility has 
implications particularly for policy in areas such as personal income 
taxation (capital gains exclusion, child support payments) and the 
proposed wealth transfer tax. 

Ultimately these specific recommendations relate to larger 
concerns about; 

• tax harmonization, and 
• the determination of the fiscal balance between Ottawa and the 

provinces through revenue sharing and the allocation of revenue 
and expenditure responsibilities between the federal and pro­
vincial governments. 

Tax Harmonization 

OUr recommendations, if implemented, would increase the degree of 
harmonization in the tax system between the federal and provincial 
governments. We recommend explicit harmonization of the Ontario 
retail sales tax (RST) with the federal Goods and Services Tax (GST) 
through the development of a unified national sales tax structure. 
With respect to the corporate income tax, we recommend unilateral 
changes that would bring Ontario's corporate tax closer to the 
federal tax. In addition, we call for federal-provincial action on a 
common corporate tax structure. In the area of the personal income 
tax, our recommendations could be interpreted as calling for 
somewhat less harmonization. Although this is true for rate 
structures� our recommendations, in a larger sense, call for greater 
provincial input into the already harmonized personal income tax 
system rather than for a decrease in the degree of harmonization. 
Finally, our wealth tax recommendation is actually a proposal for a 
harmonized federal-provincial or interprovincial wealth tax. 

A more harmonized federal-provincial tax system raises a number 
of issues. For a provincial government, tension exists between main­
taining an independent tax and agreeing to greater harmonization. 
The former provides the government with more potential (at least in 
theory) to use the policy levers inherent in the tax area, while the lat-
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ter offers the advantages of reduced compliance and administrative 
costs and, probably, more certain revenue flows. One way to ease 
this tension is to create more cooperative mechanisms for harmo­
nization than have typically existed in Canada. Tax harmonization in 
Canada has effectively required the harmonizing province to surren­
der its authority in the relevant tax field to the federal government. 
This has certainly been true with the personal and corporate income 
tax collection agreements. Only recently, and to a limited extent, has 
the federal government allowed participating provinces to deviate 
from its standard structure in any meaningful way. 

Our recommendations relating to harmonization suggest a new 
model that provides for more meaningful input from provincial gov­
ernments. The recommendations for revisions to the personal income 
tax collection agreement and RST /GST harmonization, for example, 
take this direction. Moreover, we have suggested two specific forms 
this increased provincial participation could take. First, a greater de­
gree of joint decision making in tax policy formation would include 
issues such as the determination of the base of the tax. At a mini­
mum, the provinces should be informed and consulted when the 
federal government considers such issues. One might even go fur­
ther to argue for consensus among the participating provinces before 
any changes are instituted. 

Second, joint participation in tax administration should be consid­
ered. Different options are possible. As a minimum, a province could 
have input into the federal audit practices carried out in its jurisdic­
tion. At the other end of the range, a federal-provincial tax adminis­
tration agency could serve both levels of government and be politi­
cally independent of them. 

Federal-Provincial Fiscal Balance 

Our recommendations also raise the question of the allocation of tax­
ing authority in the federation and the sharing of revenues that ac­
companies such an allocation. One of the principal fiscal concerns in 
a federation - and one central to our recommendations - is vertical 
balance: the relationship between the revenue capacities of the fed­
eral and provincial levels of government to their expenditure re­
sponsibilities. Historically, the federal government's capacity to raise 
revenue has been greater, relative to its expenditure responsibilities, 
than that of the provinces. This has led governments to establish 



856 Impact and Implementation 

mechanisms to transfer revenues from Ottawa to the provinces. 
There is reason to believe that this fiscal balance problem between 
the federal and provincial levels of government will worsen in com­
ing years. In a study for the commission, Dungan Cn.d.) projected 
that Ontario's debt will grow dramatically faster than the federal 
debt over the remainder of this century, and possibly beyond. Other 
analysts have predicted similar trends in the federal-provincial fiscal 
balance (Ruggeri, Van Wart, Robertson, and Howard 1993). 

Stated in its simplest terms, one can approach the balance between 
revenues and expenditures at the federal and provincial levels in 
three ways. First, expenditure responsibilities within the federation 
could be determined according to certain criteria, and then tax 
sources could be allocated to one of the two levels of government (or 
shared between them) so that each level would have sufficient rev­
enue-raising capacities to meet its expenditure commitments. 

The second way is to reverse this order. Taxing powers could be 
allocated first, according to a set of criteria . For example, one might 
determine that those tax bases most likely to be mobile between 
provincial jurisdictions should be allocated to the national level of 
government, and the less mobile bases be allotted to the provinces. 
Expenditure responsibilities could then be determined in light of the 
fiscal capacities of the two levels of government. 

In the third way, one might decide to capture the benefits of the 
"ideal" allocation of both revenues and expenditures, and reconcile 
any resulting fiscal imbalances through a system of grants or trans­
fers between the levels of government - specifically from the federal 
to the provincial level. The form of these transfers and the formulas 
for determining their amounts would then be determined. 

This sketch is, of course, simplistic. Grants are paid from the fed­
eral government to the provinces for reasons either unrelated to or 
only indirectly related to vertical fiscal balance. For example, some 
grants (such as equalization payments) are intended mainly to 
address fiscal capacity imbalances among provinces, as distinct from 
an imbalance between the provinces as a group and the federal 
government. The same taxes will not yield (in per capita terms, for 
example) equivalent revenues in all provinces if these provinces 
differ from one another in terms of wealth or income. Thus, a "have" 
province will more easily be able to provide a package of public 
services than a "have-not" province. Federal transfers to the have-not 
provinces provide one way to improve regional balance in terms of 
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fiscal capacity. The provision of grants such as these is related to 
vertical balance, but is distinct from it. 

Nor does the determination of expenditul'e and revenue alloca­
tions typically emerge as dryly and mechanically as the above sketch 
suggests. Certainly, over time we have witnessed fairly major 
changes in the Canadian federation, especially on the revenue side. 
In recent years, provinces have accounted for a larger share of in­
come taxes, and Ottawa has become more prominent in the taxation 
of consumption. In addition, grant programs have changed regularly 
since Confederation. Often these changes are prompted by particular 
fiscal pressures that developed at one or both levels of government. 
Sometimes they relate to the introduction of major new initiatives 
involving both levels; medicare is a prime example. Sometimes they 
emerge from competitive activities of the federal and provincial gov­
ernments in their attempts to provide packages of public goods and 
services that appeal to voters (Breton 1993). 

The fiscal components of federalism in Canada are currently in a 
period of stress and may be revised signiflcantly in the coming years. 
Since the early 1 980s federal transfers to the provincial governments 
have been cut back. As we noted in chapter 6, from Ontario's per­
spective the restraints applied to the Established Programs Financing 
and Canada Assistance Plan transfers were especially troublesome. 
The tax structure changes we recommend would add other dimen­
si�ns to the rethinking of revenue sharing. 

From our perspective, two main questions emerge: 

• What changes in the allocation of taxing powers might be con­
templated, and what consequent adjustments might follow? 

• What changes in the system of federal grants to the provinces 
might be contemplated? 

The two questions are related, although the first is more directly 
relevant to the Fair Tax Commission. 

Two of our recommendations raise the issue of the allocation of 
taxing powers directly, and a third raises it indirectly. If Ontario re­
frains from attempting to structure its corporate income tax differ­
ently from the federal tax, should the tax ultimately be levied only at 
the federal level? If the provinces harmonize their sales taxes with 
the federal CST, should there ultimately be only one general sales 
tax, and, if so, at what level? If there is to be a national wealth 
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transfer tax, should this tax be levied by the federal government or 
collectively by the provinces? 

Any of these three changes could involve revenues of sufficient 
size to prompt, in response, consideration of the reallocation of other 
taxes between the two orders of government. In fact, two recent stud­
ies developed models for such reallocations, though they reached 
different conclusions from each other (Ip and Mintz 1992; Ruggeri, 
Howard, and Van Wart 1993) .  

Such major reallocations of taxing authority are difficult to nego­
tiate. They involve federal and provincial governments seeking to 
protect or increase their shares of limited total revenues (the adage 
about there being only one taxpayer applies here). They involve 
provincial governments that do not necessarily have common objec­
tives in tax negotiations because the same tax can be of different 
value to different governments, depending on the structure and 
wealth of their economies. 

A government's particular objectives and its capacity to use tax 
provisions as policy instruments affect the importance it ascribes to 
access to different tax bases. A good example relates to the conduct 
of provincial fiscal policy. To the extent that Ontario attempts to 
moderate swings in economic activity within the province (Auld 
1993), tax levers have been important instruments in those initiatives. 
If Ontario were to withdraw from tax sources that are sensitive to 
economic conditions, it would lose some of its capacity to conduct its 
own stabilization policy. If the shift went the other way, Ottawa 
would lose some of its capacity to practise stabilization for the na­
tional economy. 

Finally, the political costs governments face when they levy taxes 
are not the same for all taxes. 

Considerations such as these begin to suggest the complexities in­
volved when issues of taxing authority are addressed directly. They 
also suggest that more factors than taxing authority may have to be 
involved in order to find solutions to which all governments can 
subscribe. 

Achieving vertical balance in the federal-provincial fiscal system 
may also require reconsideration of the grant or transfer programs 
from the federal to the provincial level. An alternative to jOint occu­
pancy of a tax base is to assign the taxing authority to the federal 
level and to adjust revenues by way of grants. Clearly the 
willingness of a province to agree to such an arrangement will 
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depend on factors such as the _ amount it stands to receive, the 
certainty of this revenue source over time, the increases it can expect 
to receive over time, and any conditions attached to the grant. From 
the federal perspective, Ottawa's willingness to bear all the political 
costs of raising the tax revenue may depend on the portion of the 
revenue it keeps for its own programs and whether it is able to gain 
political visibility through leverage over any programs delivered by 
the provincial governments. 

The recent history of federal grants to the provinces is not encour­
aging, at least from the perspective of provinces such as. Ontario. As 
described in chapter 6, the federal government has cut back consid­
erably (relative to expected amounts) on the major transfer programs 
from which Ontario receives funds. If closer tax cooperation is to 
emerge between the federal government and the provinces, with 
revenue balances adjusted even partially through grant programs, it 
is essential that the provinces have reason to be more confident in 
the stability of these grants. Although it is beyond our purview to 
provide specific recommendations, it is important to point out that 
progress in the area of tax coordination cannot proceed without ad­
dressing these broader components of fiscal federalism as well. 



38 Implementation and Transition 

Our recommendations for fair tax reform touch on virtually every 
aspect of taxation in this province. We are proposing a complete 
overhaul of the system for financing education, with a significant 
shift in funding from local residential property taxes to provincial 
personal income taxes. We are advocating a series of changes in the 
design and administration of Ontario's personal income and sales 
taxes that will fundamentally alter the relationship between the 
provincial government and the federal government in the area of 
taxation. We are proposing that the federal government close a gap 
in Canada's taxation system and introduce a national tax on transfers 
of substantial holdings of wealth. We are recommending that On­
tario abandon market value reassessment as its local government fi­
nance policy and proceed with a package of reforms to rationalize 
and simplify local government finance while retaining the flexibility 
needed to make reform possible. We are recommending that Ontario 
rationalize its energy and road use taxes to make them more effective 
in achieving goals relating to the environment and to transportation 
infrastructure. We are recommending that the taxation policy pro­
cess be opened up and made more accessible, so that periodic re­
views such as that conducted by the Fair Tax Commission become 
less important. The focus On issues of fairness will be better main­
tained as taxation policy develops and changes from year to year. 

A list of recommendations of this breadth presents a variety of 
implementation challenges for government. Some of our recommen­
dations affect the internal operations of government. Other recom-
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mendations call for changes that rationalize the existing structure of 
the tax system, but do not have a significant overall impact on the 
taxes that individual taxpayers pay. The central recommendations of 
our report will, however, have a significant impact on the kinds of 
taxes people pay, on the way those taxes are distributed among 
individual taxpayers, and on the relationships between the 
prOVincial government and both local governments and the federal 
government. 

Implementation of our key recommendations for education fi­
nance reform and for a more progressive mix of taxes in Ontario will 
result in a shift of approximately $3.5 billion from residential prop­
erty taxes to other taxes, primarily personal income taxes. Replace­
ment of local non-residential property taxation for education 
purposes with a provincial commercial and industrial property tax 
levied at a uniform rate across the province will result in substantial 
tax increases in some areas and substantial tax decreases in others as 
Ontario replaces a system of taxation that is fundamentally 
irrational. Assessment reform in both the residential and the non­
residential sectors will produce its own shifts in taxation within 
municipalities, as properties that have been undertaxed relative to 
their value in current use see tax increases, and properties that have 
been overtaxed see tax reductions. 

Local government finance reform raises important questions about 
the relationship between the provincial government and our 
institutions of local government. These questions must be addressed 
carefully and with sensitivity. 

Many of the changes we have proposed in personal income taxa­
tion, wealth taxation, and sales taxation can only be made in the con­
text of a reformed fiscal relationship between Ontario and the federal 
government. 

We took seriously the minister of finance's request that we de­
velop workable solutions to Ontario's tax fairness problems. In our 
report we have repeatedly drawn attention to potential changes that 
are clearly justified on fairness grounds, but are impractical given the 
economic and political constraints Ontario faces. We recognize that 
change itself creates problems of fairness that must be addressed. 
However, we do not believe that the old maxim, "an old tax is a 
good tax," can be taken as an excuse for inaction in the face of 
demonstrable unfairness. We also recognize that our recommenda­
tions raise difficult questions about Ontario's relationship with the 
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federal government and about the role and structure of local gov­
ernment. These questions will inevitably provoke opposition to 
many of our proposed changes in taxation. While we believe 
strongly in the need for an effective federal government and in the 
importance of local government institutions, we also believe that in­
stitutions and their interrelationships should facilitate, not constrain, 
fair tax reform. 

Special attention must be paid to questions of transition arising 
from the implementation of our recommendations for three reasons. 
First, fairness in transition is an" important element of fairness in 
taxation. In our economy, people and institutions are constantly 
adjusting to change. Those adjustments are not always easy, nor do 
they take place without cost. The bigger the change that must be 
absorbed, the more difficult the adjustment will be. To be 
implemented fairly, tax reform must give taxpayers adequate notice 
of change and enough time to adjust their financial affairs to take its 
impact into account. 

Second, as a practical matter, a reform that does not address issues 
arising from transition cannot be implemented successfully. Without 
careful attention to transitional issues from the beginning, it is diffi­
cult to shift the debate over tax reform initiatives from their immedi­
ate impact to the fairness goals of the reforms. Debates about impact 
are almost always dominated by those who expect to experience tax 
increases, because any change is more concrete to them than to those 
who stand to gain. In such a debate, advocates of reform are easily 
drowned out. 

. 

Third, many of the recommendations put forward in our report 
will enhance the fairness of the tax system as a whole only if they are 
implemented in coordination with other recommendations. For ex­
ample, implementation of our recommendation to eliminate the 
equivalent-to-married credit in the income tax system without im­
plementing other recommended changes to Ontario's refundable 
credit system would make the system less fair than it is now. Imple­
mentation of assessment reform, without at the same time permitting 
municipalities to vary tax rates on residential and non-residential 
property, would produce huge tax shifts that accomplish no fairness 
objective whatsoever. In education finance reform, it is essential that 
reforms in funding allocation and revenue proceed in parallel, and 
that the revenue reforms be implemented as a package. 



Implementation and Transition 863 

There are three major areas of our recommendations in which par­
ticular attention must be paid to transitional arrangements and to 
implementation strategies: changes with federal-provincial implica­
tions, including changes to Ontario's tax credit system; education fi­
nance reform and associated changes in the tax mix; and local gov­
ernment finance reform, including residential and non-residential 
property assessment reform. 

Changes with Federal-Provincial Implications 

Some of the income tax changes proposed in this report can be 
implemented by Ontario within the framework oHhe current income 
tax collection agreement with the federal government. The major 
proposed change, the shift in tax mix from the local residential 
property tax to the income tax, can be implemented by increasing the 
proportion of Basic Federal Tax levied in Ontario. Our proposed 
rationalization of Ontario's refundable tax credits into simplified 
child and adult components requires changes in only one element of 
the income tax that is already under Ontario's control. It is therefore 
possible to implement these recommendations at the earliest 
opportunity. 

Other proposed reforms could only be implemented with federal 
cooperation. The ease with which federal cooperation could be 
obtained varies with the nature of the change proposed. Our 
proposals with respect to the personal income tax rate schedule and 
the refundable tax credits (the married, equivalent-to-married, age, 
and disability credits) could be implemented within the framework 
put forward by the federal government in its June 1991 discussion 
paper, Personal Income Tax Coordination: The Federal-Provincial Tax 
Collection Agreements (Canada Department of Finance 1 991) .  Our 
proposals with respect to the child care expense deduction and the 
deduction for disability-related medical expenses would require a 
change to the tax collection agreement that goes beyond the federal 
discussion paper to give Ontario control over its own tax 
expenditures. Our proposals to tighten the limits on contributions to 
pension plans and RRSPs eligible for tax assistance and to change the 
form of assistance from a deduction to a credit would require the 
federal government to change its own approach. Finally, because our 
proposals to change the tax treatment of child support and alimony, 
to eliminate the exclusion of 25 per cent of capital gains from income, 
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and to change the basis for taxation of dividend income affect the 
base of the personal income tax, they could only be implemented by 
the federal government. 

Other proposed changes also require either federal-provincial ne­
gotiation or federal action. We have concluded that a wealth transfer 
tax would enhance the fairness of the tax system in Ontario, but ad­
ministrative problems we find insoluble mean it could only be im­
plemented successfully at the national level. Our objections to the 
federal government's proposal to disallow deductions from corpo­
rate income tax for payroll taxes above an arbitrary level can only be 
resolved through federal-provincial negotiation. Our proposal that 
the Goods and Services Tax and the retail sales tax be replaced by a 
common national multi-stage sales tax framework also requires 
negotiation among the provincial governments and the federal gov­
ernment. We suggest that the changes which require federal­
provincial agreement be negotiated as part of a broader initiative by 
Ontario to renew federal-provincial fiscal arrangements. 

R E C O M M E N D A T I O N  1 2 6  

Ontario should proceed with proposed changes in 
the structure of its income tax credit system at its 
earliest opportunity. 

R E C O M M E N D A T I O N  1 2 7  

Ontario should develop a coordinated strategy for 
negotiating with the federal government on: 

a) changes in the personal income tax collection 
agreement; 

b) reform in the tax treatment of child support and 
alimony; 

c) reform in the tax treatment of income from 
capital; 

d) sales tax harmonization; 
e) wealth transfer taxation; and 
f) a framework agreement on the income tax 

treatment of federal, provincial, and local taxes 
paid by corporations. 
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These changes should be part of general negotia­
tions on federal-provincial fiscal arrangements. 

Education Finance Reform 

Reform of Ontario's system of education finance is a central recom­
mendation of the Fair Tax Commission. It addresses the most 
significant fairness problem raised by participants in our public 
consultation process. 

At the same time, the recommendations with respect to education 
are the most sensitive and the most carefully balanced of all our rec­
ommendations dealing with local government finance. It is essential, 
therefore, that our recommendations be considered and imple­
mented as an interrelated package. In particular, our recommenda­
tion for a funding allocation model based on cost and student needs 
must be implemented atthe same time as our recommendations for 
an end to funding education through local property taxes. Imple­
mentation of revenue reform without funding allocation reform 
would lead to the conclusion that the reform initiative was little 
more than a disguised version of commercial and industrial assess­
ment pooling. Proceeding on the expenditure side without address­
ing the fairness issues on the revenue side would be interpreted as a 
provincial power grab combined with further downloading of costs 
onto local governments. 

In addition, because the centrepiece of the proposed reforms is a 
shift from residential property taxes for funding education to ' 
provincial general revenues, it is critical that a mechanism be in place 
to ensure that reductions in property taxes on residential rental 
property are passed on from landlords to tenants in the form of re­
duced rents. To proceed with reform without such a mechanism in 
place would be grossly inequitable to tenants, who would pay in­
creased income taxes but have no guarantee of reductions in their 
rents resulting from the other half of the tax mix change. 

Similarly, our proposal for local discretionary levies on residential 
property would not be feasible without changes to enable municipal­
ities to establish residential and non-residential tax rates indepen­
dently of each other. A local levy designed as we have proposed 
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would not be possible in the current system, which requires that the 
residential tax rate be 85 per cent of the non-residential tax rate. 

R E C O M M E N D A T I O N  1 2 8  

Ontario should implement the recommended 
changes in education expenditure allocation and in 
the sources of revenue for education as a package. 

An education finance reform package must also in­
clude a mechanism to ensure that property tax re­
ductions on residential rental property are passed 
on to tenants and must enable municipalities to set 
tax rates on residential and non-residential prop­
erty independently. 

Our proposals for education finance reform and the associated 
changes in tax mix would have the most significant impact on indi­
vidual taxpayers in Ontario. Residential property taxes would 
decline by an average of 42 per cent across the province. Much of 
that increase would be made up by increases in personal income 
taxes, but because the distribution of residential property taxes 
among families is so different from the distribution of personal 
income taxes, substantial changes would result in the taxes paid by 
individual households. 

Whatever the transitional arrangements are to cushion the impact 
on individual taxpayers, it is essential that the framework for educa­
tion finance be put in place at the beginning of any transitional 
period. The education finance framework proposed by the 
commission is not consistent with the current system. The current 
system is driven al)TIost entirely by differences in local financial 
resources. The proposed system is driven almost entirely by 
differences in student population characteristics and needs. To 
attempt to phase in the transition from one framework to the other 
would itself create a whole new set of transitional problems. It 
would create substantial inequities among school boards at the 
beginning of the transition period that would disappear by the end. 
It would make it difficult to shift the focus of the system to student 
equity. It would give rise to opposition from school boards 
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suspicious that those parts of the package which are consistent with 
the traditional position of the Ministry of Education and Training 
would be implemented, while those parts which run counter to this 
view would fall by the wayside. 

Most important, without the new framework in place, it would be 
impossible to manage the transitional impact on individual 
taxpayers. 

R E C O M M E N D A T I O N 1 2 9  

Ontario must introduce a complete framework for 
education finance at the beginning of the transition 
to a new funding system. 

This framework should include the expenditure 
allocation model, the shift in commercial and 
industrial taxation responsibility from school 
boards to the province, legislative authority for the 
discretionary local levy on residential property, 
and the shift in primary funding responsibility for 
education from school boards to the provincial 
government. 

Our research models show that the combination of education fi­
nance reform and cuts in provincial grants for local municipal ser­
vices would reduce property taxes substantially in almost every 
municipality in Ontario. With tax increases limited to a small num­
ber of municipalities and affecting a very small number of house­
holds, transitional arrangements for residential taxpayers could be 
limited to special assistance targeted to those municipalities. 

In the non-residential sector, local taxes for education would be 
replaced by a provincial tax levied at a uniform effective rate across 
the province. Because effective rates of tax for education on non­
residential property vary widely across the province, the shift to a 
uniform rate of tax will result in substantial increases in taxes in 
some municipalities and substantial reductions in taxes in others. 
These shifts should be phased in over a five-year period, as follows. 
Local non-residential property taxes would be frozen at their pre­
reform levels. The provincial non-residential property tax would 
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shift gradually from the pre-existing rate of tax levied as a local tax 
to a uniform rate of tax across Ontario. In the first year, the 
provincial tax would be 80 per cent of the pre-reform local tax plus 
an additional amount levied at a uniform effective rate province­
wide, with the rate set initially to maintain revenue at an inflation­
adjusted pre-reform total. In the second year, the tax would be 60 per 
cent of the pre-reform level plus an amount raised at a uniform 
effective rate province-wide. In the third year, the tax would be 40 
per cent of the pre-reform local tax, with the remainder levied at a 
uniform effective rate province-wide. In the fourth year, 20 per cent 
would be based on pre-reform local taxes, with the remainder from 
the uniform effective rate tax. In the fifth year, all provincial 
commercial and industrial tax revenue would be raised from the 
uniform effective rate of tax. 

Provincial commercial and industrial property tax revenues in to­
tal would be determined by the provincial government in the context 
of our other recommendations as well as general provincial policies 
on the appropriate mix of taxes on business. 

R E C O M M E N D A T I O N 1 3 0  

The education portion of the residential property 
tax (other than the limited local discretionary levy) 
should be eliminated at the beginning of the 
phase-in period. 

The shift from local non-residential property taxes 
for education to provincial commercial and indus­
trial taxation at a uniform rate should be phased in 
over a five-year period. 

Assessment Reform and Municipal Finance 

Assessment reform poses the most difficult transitional problems in 
local government finance reform. There is no consistent system of 
assessment in place either for the same types of property between 
municipalities or for d ifferent types of property within 
municipalities. As a result, in developing recommendations for a 
consistent system across the province, we attempted to avoid 
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imposing uniformity where there was no overriding public policy 
reason for uniformity and where local governments should be able to 
exercise independent policy discretion. 

Our recommendation that residential and non-residential tax rates 
be established independently is an essential component of our as­
sessment reform package. Quite apart from the questionable logic 
behind requiring that there be a fixed relationship between tax rates 
levied on different bases, the experience of the past 20 years shows 
that the tax shifts dictated by province-wide uniformity would doom 
our proposals to the same fate as the proposals in the 1970s for 
province-wide market value reassessment. 

Our recommendations with
' 
respect to the sharing of costs of re­

gional, district, and metropolitan municipalities and counties among 
local Clower-tier) municipalities and for establishing a new basis for 
provincial equalization payments to municipalities are also linked to 
assessment in reform. Current cost-sharing and equalization formu­
las based on the total of residential and non-residential assessment in 
use at present cannot work properly in a framework in which local 
municipalities are able to exercise taxation policy flexibility. 

R E C O M M E N D A T I O N 1 3 1  

Prior to the beginning of the transition period for 
assessment reform, Ontario should implement pol­
icy changes dealing with local tax policy flexibility; 
with sharing the costs of regional, district, and 
metropolitan municipalities and counties among 
local municipalities; and with the establishment of 
a new basis for distributing provincial equaliza­
tion grants among municipalities. 

Becalise our proposals on changes in the tax mix take into account 
a net reduction of approximately $624 million in provincial grants to 
municipalities, it would make sense to phase these changes in on the 
same schedule as the reforms in education finance. 

Even with reforms that eliminate the need for changes in the mix 
of taxes at the local level between the residential property tax and the 
non-residential property tax, assessment reform will generate 
substantial shifts in taxation at the local level. This effect is not a 
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feature of the shift from the current system to unit value and rental 
value for residential and non-residential property, respectively. The 
current system is so irrational that the implementation of any consis­
tent assessment system, however defined, would produce substantial 
tax shifts. That irrationality will also make it difficult for individual 
taxpayers to anticipate the impact of reform. 

We know from the data that some general shifts are likely to take 
place. Multiple unit residential rental property is currently 
overassessed and overtaxed relative to owner-occupied residential 
property on the basis of market value. While the change from market 
value to unit value is likely to reduce the size of these shifts resulting 
from one-class assessment and taxation of residential property, it 
will not change their direction. This fact reinforces the need to ensure 
that property tax reductions are passed on by landlords to tenants. 

Industrial property is overtaxed relative to commercial property in 
the current system. Although data were not available to enable us to 
model the impact of rental value reassessment, it is likely that rental 
value reassessment would result on average in tax increases in the 
commercial sector and tax reductions in the industrial sector. In 
addition, business occupancy tax rates in the industrial sector are 
higher on average than rates in the commercial sector. Transition in 
the business sector will have to be handled carefully given the 
inevitability of these general shifts and the fragile state of the 
provincial economy. 

Transitional arrangements for assessment and local government 
finance reform must ensure that concerns about fairness in transition 
are actually met and that the necessary measures are even-handed 
among different types of taxpayers and institutions. The Property 
Tax Working Group addressed criteria for transitional arrangements 
in its recommendation 48 (Property Tax Working Group 1992, 134-
35). We endorse the relevant criteria spelled out in that recommenda­
tion as follows. 

R E C O M M E N D A T I O N  1 3 2  

Transitional and implementation measures for lo­
cal government finance reform should be consis­
tent with the following criteria: 
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a) Transition should take place over a defined 
period of time; it should not be linked to an 
event such as the sale of property (in the case of 
assessment) or subsequent decision by a 
particular local government. 

b) Transition should, to the extent possible, be 
weighted towards the beginning of the transi­
tional period to ensure that momentum for re­
form is maintained. 

The same transitional measures should apply to all 
classes of property. 

Because it will be necessary to phase in the introduction of a uni­
form provincial tax rate on commercial and industrial property in 
any case, it would simplify the overall transition to a new system of 
local government finance if the transition to a new assessment sys­
tem for non-residential property coincided with transition to the 
uniform effective rate of provincial commercial and industrial taxa­
tion. This combination would eliminate the need to adjust local as­
sessments using equalization factors for provincial commercial and 
industrial taxation purposes and would allow both sets of impacts to 
be managed in a single transitional process. 

From the point of view of transition, it would be an advantage to 
implement education finance reform and commercial and industrial 
assessment reform at the same time. 

R E C O M M E N D A T I O N  1 3 3  

Ontario should, if possible, implement the reform 
of education finance and of commercial and indus­
trial assessment at the same time. 

For assessment reform, implementation and transition involve two 
steps. First, the government will have to develop the administrative 
procedures and models for the new system so that it can be 
implemented in the field. Second, a reformed assessment system will 
have to be phased in. 
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For the first step, it would be helpful to conduct a pilot reassess­
ment study to develop and test procedures and to train the assessors 
who will be responsible for implementation. As part of our research 
program, staff in Halton Region became involved in studies of the 
impact of commercial and industrial taxes and of the impact of resi­
dential property taxes on household income. In addition, a commu­
nity group formed to study alternatives to market value assessment 
concluded that unit value assessment in the residential sector and 
rental value in the non-residential sector were the best options for 
reform available to them and recommended that the impact of such 
changes be subjected to detailed study. Given the fact that the local 
community has already participated in our work and has indicated 
support in principle for the ideas put forward, Halton would appear 
to be an ideal candidate for a pilot study. Because Halton includes a 
variety of different types of residential areas, a diverse commercial 
and industrial sector, and a substantial rural area, it would also pro­
Vide a representative cross-section of the kinds of assessment prob­
lems that are likely to arise across Ontario. 

Once the first phase has been completed, implementation could 
proceed, either simultaneously across the province or staged from 
area to area. If a staged approach is chosen, it would make sense to 
start in those parts of the province where assessment systems are 
most out of date - in the large regional municipalities in the Toronto 
area, many of which have not been reassessed at all, and in other 
large urban areas where reassessment either has not taken place or 
has been implemented on only a class-by-class basis. 

One way to phase in reassessment is to maintain two assessment 
rolls for the transition period, with municipalities drawing a steadily 
increasing share of their revenue requirements from the new, re­
formed assessment roll and a steadily declining share of their rev­
enue requirements from the old assessment roll. 

The shift from the business occupancy tax to the non-residential 
property tax could be addressed in the same way. The business oc­
cupancy tax for the transition period would be the statutory percent­
age of business taxes levied on the old assessment roll. The business 
occupancy tax would simply not apply to taxes levied on the new as­
sessment roll. The phase-in schedule for the elimination of exemp­
tions from local property taxes should be coordinated with the 
phase-in schedule for assessment reform more generally. 
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As an alternative to a gradual phase-in, reassessment could be 
implemented at once, after a period of advance notice to give people 
time to adjust to the corning change. A transitional fund could be 
maintained for a period of time to cushion extremely large tax shifts 
or to deal with situations of individual hardship. 

R E C O M M E N D A T I O N 1 3 4  

In the transition period for assessment reform, the 
old and reformed assessment rolls should be main­
tained in parallel. Over a fixed transition period, 
municipalities would raise a portion of their rev­
enue requirements from the old assessment roll 
and a portion from the new assessment roll, with 
the proportions mandated to shift towards the new 
roll throughout the transition period. 

Business occupancy taxes would be phased out by 
linking them to the old assessment roll only. 

Other aspects of our proposals for local government finance re­
form either would not have a direct impact on local taxpayers or 
would produce relatively small changes in local taxes. As a result, 
the transition problems are not nearly as significant. In implementing 
all our proposed changes, however, special attention should be paid 
to the impact of changes of general application on particular 
geographical areas, types of municipalities, or types of taxpayers. 
The government should be open to considering special transitional 
measures to deal with unusual impacts. 

Transitional Measures for Local Government Finance Reform in 
Perspective 

We have dealt at great length and in great detail with the problems 
of transition in local government finance reform. It is critical, how­
ever, that our emphasis on these problems be kept in perspective. 
The most important element in a successful strategy for transition 
and implementation of tax reform is public support for the goals of 
the reform. Based on what we heard in our public consultation pro-
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gram and the widespread support generated by the report of the 
Property Tax Working Group, we are confident there is a broad con­
sensus in Ontario concerning the seriousness of the problems in our 
system of local government finance, the root causes of those prob­
lems, and the appropriate general directions for reform. 

We have been impressed by the extent to which this consensus is 
shared among various interests in the local government finance sys­
tem and the interested public. We have also been impressed by the 
extent to which the emerging consensus about directions for reform 
is both multi-partisan and non-ideological. We believe, therefore, 
that the time is right for dramatic and decisive action on the prob­
lems that beset our local government finance system. 

Implementing a Comprehensive Reform of Local Government Finance 

Our recommendations for a new system of local government finance 
in Ontario touch on every aspect of the local government financial 
system. At present there is no agency of the provincial government 
that has either the responsibility for the preparation of a coordinated 
response or the authority to oversee its implementation. Because the 
provincial government intersects with local government at so many 
points within the provincial government structure, our recommen­
dations affect a large number of government ministries and agencies. 

Education finance policy is the mandate of the Ministry of Educa­
tion and Training; municipal finance policy issues with respect to 
taxation and user fees are the responsibility of the Ministry of 
Municipal Affairs; and most other policy areas are divided among 
the ministries that operate conditional grants programs, including 
Transportation, Community and Social Services, Health, Natural 
Resources, Environment and Recreation, and Culture and Tourism. 
Assessment is the responsibility of the Assessment Division of the 
Ministry of Finance. 

Because local taxation policy is bound up in assessment, the Min­
istry of Finance is responsible for that policy as well, although no 
provincial agency appears to have explicit responsibility for this 
area. Responsibility for capital financing policy is equally diverse, 
with different ministries apparently working at cross purposes. As a 
result, most ministries have staff who specialize in sOJ,11e aspect of lo­
cal government finance, but there is no ministry that exercises re­
sponsibility for the overall picture. 
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Coordination at the political level is no more effective than it is at 
the bureaucratic level. Different ministries with responsibilities in the 
area of local government finance report to cabinet through different 
cabinet committees. In 1 993, for example, none of the committees of 
cabinet even included in its membership all the major ministries with 
responsibilities related to local government finance. The Ministry of 
Finance reports through the Cabinet Committee on Economic Devel­
opment; the Ministry of Education and Training through the Cabinet 
Committee on Social Policy; the Ministry of Municipal Affairs 
through the Cabinet Committee on Environment Policy; the Ministry 
of Transportation through the Cabinet Committee on Environmental 
Policy; the Ministry of Community and Social Services through the 
Cabinet Committee on Social Policy; and the Ministry of Environ­
ment and Energy through the Cabinet Committee on Environmental 
Policy. This splintering at the political level makes the coordination 
of proposed changes that affect the provincial-local relationship 
extremely difficult. 

Given the importance of considering and implementing these rec­
ommendations in a coordinated and integrated fashion, the 
institutional obstacles · to policy coordination pose a very serious 
problem. Issues of local government finance should be coordinated 
in one ministry. This ministry would ideally draw responsibilities 
and resources from all the ministries whose functions currently in­
tersect with those of local government, and would also draw heavily 
on the expertise that exists in the local government sector itself. 

We see no reason why this recommendation should result in any 
addition to the provincial staff commitment to local government fi� 
nance issues. What is needed is a consolidation and a focusing of re­
sources currently devoted to this area throughout the Ontario public 
service. Such a consolidation would also provide the opportunity to 
bring together the various administrative databases in use through­
out the government to facilitate coherent decision making. As we 
noted in chapter 1 1, the quality of the data available for public policy 
analysis in Ontario is, in many areas, woefully inadequate. 

R E C O M M E N D A T I O N  1 3 5  

Ontario should locate all of the functions related to 
local government finance in one ministry. 





Consolidated Recommendations 

Complete recommendations are found below, numbered sequen­
tially, and identified by chapter and page reference in the text. 

Chapter 11 Page 
Improving Accountability in the Tax System 

1 Ontario should apply the rule of budget secrecy only 215 
to the details of tax changes that might enable an indi-
vidual to derive financial gain through prior 

. 

knowledge. 
In general, the process of budget policy making should 
be carried out under the same restrictions as those ap­
plicable to other policy questions requiring cabinet 
decisions. 

2 Public multi-group presentations to, and discussions 216 
with, the provincial minister of finance should be a 
regular part of the Ontario tax policy process and form 
the basis of Ontario's budget considerations. The list of 
participants and any formal presentations made in 
such discussions should be made public by the 
minister. 
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3 

4 

Ontario should establish a central agency responsible 
for: 
• maintaining all government databases related to 

provincial or local public finance, 
• ensuring consistency and comparability of those 

databases, and 
• publishing information about public finance in 

Ontario. 

Access to provincial data sources should be provided 
to outside researchers and the public, subject to the 
personal privacy provisions of the Access to 
Information Act and any federal! provincial 
agreements with respect to confidentiality. 

Programs should be delivered through the tax system 
only if they satisfy the following criteria: 

a) The rules for determining eligibility for the subsidy 
are so simple and easy to apply that application for 
the subsidy can be built into a tax-filing process 
based on self-assessment by taxpayers. 

b) The program can be administered effectively by the 
Ministry of Finance rather than the government de­
partment normally responsible for the policy area. 

c) There is a high degree of certainty the program will 
not be abused. 

d) It is appropriate for the subsidy to be delivered on 
an infrequent basis in conjunction with the filing of 
tax returns and the payment of tax refunds. 

e) Where monitoring and auditing are considered nec­
essary, appropriate provisions are built into the 
design of the prograni. 

f) The potential for costs to escalate in an open-ended 
program can be addressed effectively in the design 
of the tax expenditure program. 

g) The tax expenditure program can be designed so 
that it does not affect the operation of the general 
rules governing the tax system. 

217  

221 
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If there is doubt as to whether a program should be 
delivered directly or through the tax system, it should 
be delivered directly. 

5 To ensure that the benefits from tax expenditures in 222 
the income tax system do not increase with income, tax 
expenditures should be delivered in the form of a: tax 
credit rather than a tax deduction. 

To ensure that tax expenditures are fully equivalent to 
grants, they should generally be taxable. They should 
also generally be refundable and therefore paid 
whether or not the taxpayer has taxable income. 

6 All tax expenditures should be dealt with in the go v- . 223 
ernment's budget-making process in the same way as 
direct spending programs designed to achieve the 
same objectives. 

a) Information on tax expenditures should be made 
available to pre-budget roundtables and 
consultations. 

b) The relevant government department should be 
involved in the design and review of each tax 
expenditure program. 

7 a) Tax expenditure programs should be monitored to 224 
ensure that they continue to satisfy criteria for 
delivery through the tax system as opposed to the 
direct expenditure system. 

b) Ontario should include tax expenditures in annual 
program reviews. In addition, tax expenditures 
should be subject to periodic in-depth evaluations 
on a rotating basis on the same basis as expenditure 
programs. 

c) Legislation should be introduced to expand the 
authority of the provincial auditor to audit tax 
expenditures on a basis that mirrors the process for 
direct expenditures. 



880 Consolidated Recommendations 

8 

d) Corporations should be required to disclose the 
benefits received from all tax expenditure provi­
sions in the same way that benefits received from 
direct spending programs are disclosed. 

e) Ontario should publish an annual tax expenditure 
account. This account should include: 
• the objectives of each tax expenditure; 
• its statutory basis; 
• an estimate of revenue forgone; 
• a description of the relationship between the tax 

expenditure and corresponding direct expendi­
ture programs; and 

• summary tables showing the distribution of bene­
fits from the tax expenditure among different 
categories of beneficiaries. 

The purpose of the account is to draw attention to tax 
expenditures and encourage analysis of whether policy 
objectives are being met or whether other approaches 
would be more effective and efficient. 

Ontario should earmark taxes for specific government 
programs only where: 

• the benefits from the service can be attributed to 
individuals; 

• redistribution is not an objective in providing the 
service; 

• public policy does not require that the service be 
provided as a right; 

• efficiency and public accountability would be 
enhanced; and 

• there is a clear relationship between the earmarked 
fee or tax and the service to be funded. 

Ontario should not create the impression that taxes are 
earmarked by using names that describe an expendi­
ture program rather than the base of the tax. Ontario 
should therefore change the name of its Employer 
Health Tax. 

231 
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Chapter 12 
Paying Other People's Taxes: Problems of Compliance 

9 

10 

Ontario should seek the agreement of the federal gov­
ernment to establish and strictly enforce rules 
applicable to corporate expenditures which provide 
employees with personal benefits such as meals ex­
penditures. Where possible, the personal element of 
such expenditures should be attributed as income to 
those who derive the private benefit. 

Where it is not practical to attribute benefit to individ­
uals, the corresponding deductions by the business 
incurring the expense should be limited. 

The same limits should apply to business expense 
deductions, whether they are claimed by a corporation 
or by an individual claiming deductions from income 
from self-employment. 

Ontario should seek the agreement of the federal gov­
ernment to disallow any deduction for business 
entertainment. 

Ontario should improve compliance by: 

a) simplifying rules and administrative procedures to 
make compliance with tax laws easier for taxpayers; 

b) increasing rates of audit and penalties to increase 
the risk associated with non-compliance; 

c) making the public aware of the enforcement of tax 
compliance; 

d) improving cooperation among tax authorities 
within the provincial government and among levels 
of government to enforce tax compliance; 

e) emphasizing cooperative efforts with other levels of 
government in identifying underground economic 
activities; and 

f) devising special enforcement, reporting, and with­
holding requirements to address compliance prob­
lems in particular areas of the underground 
economy. 

239 

244 
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Chapter 13 
Strengthening Ontario's Role in Income Tax Policy 

11 

12 

Ontario should seek amendments to the federal­
provincial Tax Collection Agreements that permit it to: 

a) levy its tax directly on the income base rather than 
the "tax-on-tax" arrangement currently in place; 

b) determine the number of income tax brackets and 
the rates applicable to them independently of the 
federal government; and 

c) define and determine the value of its own tax 
credits independently of the federal government. 

Ontario should seek amendments to the federal­
provincial Tax Collection Agreements that allow both 
levels of government to determine tax expenditures 
independently by: 

a) ensuring they are in the form of tax credits rather 
than deductions, exemptions, or exclusions from the 
base; and/ or 

b) empowering the provincial government to define 
an "adjusted income" base that would enable it to 
add items back into its base that the federal 
government chooses to exclude. 

254 

254 

13 Ontario should seek amendments to the federal- 255 

provincial Tax Collection Agreements that give it a 
role in income tax policy and administration by: 

a) providing for direct input by the provincial 
government into the audit and enforcement 
activities of the federal government involving 
Ontario taxpayers; and 

b) institutionalizing formal consultation in advance of 
any federal decision affecting the definition of the 
income tax base. 
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Chapter 14 
Equality of Women and Men 

14 To continue the recognition in the tax system of the 267 

economic independence of men and women, the indi-
vidual should be retained as the unit of taxation in 
both the federal and provincial income tax systems. 

15 If Ontario gains more control over its personal income 271 

tax system through amendments to the federal-
provincial Tax Collection Agreements, Ontario should 
eliminate the marital credit and redirect the funds 
through a reformed credit system. 

16 Ontario should seek the agreement of the federal gov- 276 

ernment to abolish the deduction for child support and 
alimony payments in the personal income tax. These 
payments should not be taxable in the hands of the 
recipient. 

Chapter 16 
The Role of the Tax System in Social Policy 

17 Ontario should consolidate the adult components of 302 

the Ontario property and sales tax credits and the 
Ontario Tax Reduction program into a new and 
simplified Ontario Tax Assistance Credit. The credit 
should be refundable, delivering its maximum benefit 
to adults below a specified family income level and 
declining as income rises. 

18 The current system of tax-delivered assistance to fami- 306 

lies with children through the Ontario Tax Reduction 
and the sales tax credit should be rationalized into an 
Ontario child tax credit. The credit would be refund-
able and provide a declining benefit as family income 
rises. 
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19 If Ontario gains more control over its personal income 306 
tax system through amendments to the federal-
provincial Tax Collection Agreements, the equivalent-
to-married credit should be eliminated and replaced 
with a supplement to the child tax credit that would 
provide benefits to single parent families. 

20 If Ontario establishes an income-tested child benefit 307 
program which provides benefits to low-income fami-
lies regardless of the source of their income, Ontario 
should not implement the child tax credit proposed in 
recommendation 18.  The assistance to families with 
children currently delivered through the tax system, 
through the Ontario Tax Reduction and the sales tax 
credit, should be eliminated and the additional 
revenue used to augment the benefits delivered under 
the child benefit program. 

21 If Ontario gains more control over its personal income 310 
tax system through amendments to the federal-
provincial Tax Collection Agreements, Ontario should 
eliminate the child care expense deduction and use the 
revenue recovered in direct program spending for 
child care. 

22 If Ontario gains more control over its personal income 318 
tax system through amendments to the federal-
provincial Tax Collection Agreements, Ontario should 
eliminate the disability tax credit and replace it with a 
flat rate, taxable benefit payable to all persons with 
disabilities. 

23 If Ontario gains more control over its personal income 321 
tax system through amendments to the federal� 
provincial Tax Collection Agreements, Ontario should 
eliminate the credit for disability-related medical ex-
penses and the deduction for attendant care. In their 
place, Ontario should establish a program outside the 
tax system to subsidize the cost of attendant care or 
medical expenses for persons with a disability. 
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If Ontario gains more control over its personal income 
tax system through amendments to the federal­
provincial Tax Collection Agreements, Ontario should 
eliminate the age tax credit and replace it with a sen­
iors tax credit. This credit should be refundable and 
provide a declining benefit as family income rises. 

If Ontario gains more control over its personal income 
tax system through amendments to the federal­
provincial Tax Collection Agreements, Ontario should 
eliminate the pension income credit. The revenue re­
covered by eliminating this credit should be used to 
increase the value of the seniors tax credit. 

The maximum retirement benefit eligible for tax assis­
tance through the deduction for contributions to 
registered pension plans and Registered Retirement 
Savings Plans in the personal income tax and the de-
d uction of contributions in the corporate income tax is 
currently 2.5 times the average industrial wage. 
Ontario should seek the agreement of the federal gov­
ernment to reduce this limit to 1 .5. This lower limit 
should be phased in by freezing the pension maximum 
and corresponding contribution limits at current levels 
until the maximum pension and corresponding limits 
are equivalent to 1 .5 times the average industrial wage. 
Thereafter, contribution limits should be indexed to 
maintain the ratio. 

324 

327 

332 

27 Ontario should seek the agreement of the federal gov- 333 
ernment to convert the deductions for contributions to 
registered pension plans and RRSPs in the personal in-
come tax and corporate income tax to tax credits. 
Withdrawals from plans should continue to be taxed 
as ordinary income. 
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Chapter 17 
Taxation of Dividends and Capital Gains 

28 Ontario should discuss with the federal government 343 
the effectiveness and fairness of the dividend tax credit 
with a view to eliminating or restructuring the credit, 
subject to appropriate measures to ensure that small 
business income is subject to the same amount of tax 
whether it is earned directly through self-employment 
or a partnership, or indirectly through a Canadian­
controlled private corporation. 

29 Ontario should seek the agreement of the federal gov- 348 
ernment to end the exclusion of 25 per cent of capital 
gains from taxable income. Similarly, all capital gains 
should be included in corporate income for corporate 
income tax purposes. 

30 Ontario should seek the agreement of the federal gov- 350 
ernment to abolish both the $100,000 general lifetime 
exemption for capital gains and the special $500,000 
lifetime exemptions for farming and small business as-
sets. If the federal government does not agree to make 
the changes at the federal level, Ontario should make 
the changes in the Ontario income tax. 

Chapter 18 
The Income Tax Rate 

31 If Ontario gains more control over its personal income 
tax system through amendments to the federal­
provincial Tax Collection Agreements, Ontario should 
adopt a personal income tax rate schedule with the 
following features: 

• a basic personal credit determined by multiplying 
the lowest Ontario personal income tax rate by the 
basic personal amount in the federal personal 
income tax; 

• a rate schedule that is graduated over the middle­
income range; 

358 
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• a top marginal rate which would result in a com­
bined federal/ provincial top marginal rate of no 
more than 60 per cent and which would apply to 
annual taxable income in excess of $250,000; and 

• no more than 10 tax brackets. 

Chapter 19 
Taxation of Wealth 

32 Ontario should seek the agreement of the federal gov- 393 
ernment and the other provinces to establish a national 
wealth transfer tax. This tax should be fully compre-
hensive and should apply to gifts as well as transfers at 
death. The tax should exempt spousal transfers. It 
should have a generous exemption level but should 
contain no credit for capital gains taxes on deemed 
dispositions. 

33 If a wealth transfer tax is implemented which gener- 393 
ates additional revenue for the Government of Ontario, 
Ontario's probate fee should be levied as a user fee at a 
flat rate, rather than as a percentage of the estate. 

Chapter 20 
Corporate Taxation in a Fair Tax System 

34 Ontario should maintain effective rates of tax on busi- 411 
ness at approximately their current levels relative to 
other jurisdictions, given the evidence with respect to: 

• effective tax rates in competing jurisdictions, 
• the impact of effective tax rates on business location 

decisions, and 
• the shifting of corporate taxes to employees, 

consumers, and investors. 

35 It would be desirable in principle to change the com- 412 
position of taxes on business by increasing taxes based 
on profitability and decreasing taxes that are not 
sensitive to profit. However, the fact that the corporate 
income tax base can move from country to country in 
response to statutory tax rate differentials means that it 
is unlikely that increased revenue could be raised 
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36 

through higher corporate income tax rates. The 
Ontario government should consider the potential for 
tax base mobility when setting corporate income tax 
rates. 

Ontario should seek agreements with the federal and 
provincial governments to minimize interprovincial 
tax competition. Agreements should provide for such 
measures as: 

• consolidated taxation in which the tax-paying unit 
would include all the Canadian members of a 
corporate group; and 

• minimum provincial corporate tax rates. 

416 

37 National and subnational jurisdictions face constraints 416 
in their ability to tax the income of multinational cor­
porations. While respecting those constraints in estab­
lishing its own policy, Ontario should urge the federal 
government to play an active role in promoting initia-
tives, such as international tax agreements, to ensure 
that the income of multinational corporations is taxed 
fairly. 

38 Ontario should not attempt to use its corporate tax 426 
system as a mechanism for delivering incentives that 
are more generous than those offered in the federal 
system. Corporate tax deductions in Ontario which are 
either in addition to federal deductions or accelerated 
compared with federal deductions should be elimi-
nated. 

39 In addition to the criteria applicable to tax expend i- 426 
tures generally, tax expenditures designed to further 
general economic development goals should meet the 
same criteria that apply to economic development 
programs delivered outside the tax system: 

a) Subsidies should be focused on desired activities or 
behaviours, not on sectors, types of companies, or 
size of businesses. 
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40 

b) The activities or behaviours targeted must be de­
fined and measured easily. 

c) The incentives given should be large enough to 
result in changed corporate decisions. 

d) The subsidy programs must be simple to under­
stand and transparent for both companies and the 
administrative authorities. 

e) To limit the potential for abuse, tax incentives in the 
form of non-refundable credits should not be 
tradable among firms but rather should be 
restricted to the recipient company. 

£) All subsidy programs should be reviewed in depth 
with potential recipient firms for their likely impact 
on behaviour before they are introduced. 

Ontario should eliminate the bias in the corporate in­
come tax against income generated in service indus­
tries by removing the preferential rate for profits from 
manufacturing and processing. 

Chapter 21 
Taxation of Small Business and Cooperatives 

435 

41 Ontario should maintain a tax rate lower than the gen- 458 

eral corporate tax rate for the first $200,000 of small 
business income. The small business rate should be 
adjusted periodically to ensure equal tax treatment of 
small business income received by individuals that has 
been earned through either an incorporated or an 
unincorporated business. 

42 Ontario should retain the exemption and graduated set 460 

of flat rates for the Ontario capital tax in its current 
form. 

43 Ontario should encourage the federal and provincial 465 

governments to consider the ownership and governing 
structure of cooperatives when developing tax policy, 
programs, and legislation. 
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Programs should be structured so that: 

a) the requirements can be met as easily by co­
operatives as by other enterprises, and 

b) the benefits are equally available to cooperatives 
and other enterprises. 

44 Ontario should amend the worker ownership compo- 467 
nent of the Ontario Investment and Worker Ownership 
Program to permit employees to operate a worker-
owned enterprise as a cooperative. 

45 Ontario should ensure that property held by not-for- 468 
profit housing cooperatives be assessed on the same 
basis, whether they own or lease the land. 

Ontario should amend the Land Transfer Tax Act to 
ensure that it is not applied to the value of the building 
of a newly developed housing cooperative when the 
land and the building originate with different 
corporations. 

Chapter 22 
Payroll Taxation 

46 Ontario should eliminate the graduated rate structure 478 
for its existing payroll tax and replace it with a 
uniform rate of tax based on all remuneration. 

47 Ontario should establish a new method of calculating 482 
remuneration for payroll tax purposes for owner-
managers of corporations and self-employed 
individuals. For owner-managers of corporations, 
remuneration above an exemption level up to a thresh-
old amount, whether in the form of salary or divi-
dends, should be fully taxable. Above this threshold 
amount, a portion of remuneration would be excluded 
from the base as an allowance for the owner-manager's 
return on capital. For self-employed individuals, a 
portion of remuneration above the threshold amount 
would be excluded from the base as an allowance for 
the return on capital included in earnings. 
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48 Ontario should seek the agreement of the federal gov­
ernment to make payroll taxes fully deductible for 
corporate income tax purposes. 

Chapter 23 
Resource Taxation 

49 The Ontario Mining Tax should be changed from its 
current format as a tax on profits to one on cash flow, 
which would: 

a) allow for the immediate deduction of all capital and 
operating expenditures; 

b) provide for any expenditures not deducted in the 
current period to be carried forward with an in­
vestment allowance for deduction in future periods; 
and 

c) exclude any further deduction for depreciation or 
interest. 

Since these features allow full credit for returns on 
processing assets, there would be no justification for 
the processing allowance provided for in the current 
tax format. 

484 

497 

50 The resource allowance in the Ontario corporate in- 500 
come tax should be restricted to the lesser of resource 
taxes actually paid and 25 per cent of resource profits. 

51 In establishing rates of tax on cash flow in the mining 512 
industry, Ontario should monitor closely world eco-
nomic conditions in the province's key mineral sectors 
to ensure that Ontario generates the maximum rev-
enue possible from the underlying value of the mineral 
resources consistent with the need to maintain the 
long-term viability of the industry. 

Ontario should set the initial rate of the tax on cash 
flow to generate a long-term revenue yield - after 
allowing for any additional incentives for exploration, 
research, and environmental costs - equivalent to the 
yield of the current tax on profits. 
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52 A mining tax based on a cash flow format should not 
provide for: 

a) exemptions for cash flow below a threshold or on 
any basis; or 

b) tax holidays for new mines or on any other basis. 

53 Ontario should explore further the potential role for a 
tax on cash flow in enhancing Ontario's return from its 
forestry wealth. 

54 Ontario should increase its reliance on auctions of 
forest-harvesting rights to recover the public value of 
forest products until such time as a cash flow tax can 
be introduced. 

55 Regeneration costs borne by the forestry operation 
should be deductible from the cash flow base. 
Regeneration costs borne by the government should be 
a charge against cash flow prior to the application of 
the tax. 

56 Ontario should revise the system of area charges for 
forestry to reflect the cost of holding forest land out of 
alternative uses such as recreation and to reflect costs 
of administration and forest maintenance. 

Chapter 24 
Retail Sales Tax 

57 

58 

59 

Ontario should broaden the base of the retail sales tax 
to include all goods and services with limited 
exemptions. 

Ontario should exempt all business inputs from the 
retail sales tax. 

Ontario should replace its current single-stage sales 
tax, levied only at the final pOint of sale at the retail 
level, with a multi-stage sales tax levied on all transac­
tions with full credit for tax paid on business inputs. 

512 

519 

519 

520 

522 

535 

537 

538 
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60 Given the existence of a comprehensive sales tax at the 544 
federal level, Ontario should harmonize its retail sales 
tax with a national sales tax modelled on the federal 
Goods and Services Tax. This would involve accepting 
the basic structure of the GST as a multi-stage sales tax 
or value-added tax, with the following provisions: 

a) an exemption for health care services, financial 
services, education services, child care services, per-
sonal care services, legal aid, resale of homes, and 
residential rents; and 

b) zero-rating for basic groceries, prescription drugs, 
medical services, transportation services, and public 
transit services. 

In negotiating its participation in a national sales tax 
system, Ontario should: 

• examine approaches to making prepared foods pur-
chased in convenience and grocery stores taxable; 
and 

• explore the options for including financial services 
in the tax base. 

61 Ontario should require joint administration of the 545 
harmonized sales tax, which would provide for: 

a) joint establishment of all aspects of sales tax policy, 
with the exception of rates; 

b) establishment of tax rates by each government 
independently; 

c) formal provincial involvement in the administration 
of the tax. This involvement would be accomplished 
through recognition of a clearly specified provincial 
role in the administration of the joint tax; provincial 
administration of the joint tax; or establishment of an 
independent federal! provincial agency for the admin-
istration of the joint tax. 

62 Ontario should not increase retail sales tax rates on se- 549 
lected luxury items or introduce a distinct excise tax on . 
luxury items. 
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Chapter 25 
The Role of Taxes in Protecting the Environment 

63 Ontario should increase its reliance on tax-related eco- 559 
nomic instruments directed towards pollution control. 
Ontario should establish pollution taxes on substances 
selected from generally recognized pollutants or lists 

64 

65 

of recognized pollutants, such as: 

• the Primary List of substances for ban or phase-out 
maintained by the Ontario Ministry of Environment 
and Energy; 

• the Ministry of Environment and Energy Secondary 
List; or 

• the National Pollutant Release Inventory. 

Such pollution taxes should apply to all discharges, 
whether into water (including sewers), land, or air. 
Such taxes should increase with the quantity of pollu­
tion and vary with the risks associated with the 
discharge of each substance. 

In determining the appropriate mix of tax, regulation, 
and other instruments, Ontario should consider the ex­
tent to which the tax can be applied directly to the ac­
tivities generating the pollution and the potential 
impact of each type of measure on industrial activity. 

Ontario should introduce a tax on all fossil fuels con­
sumed in the residential, commercial and industrial, 
and transportation sectors based on the carbon content 
of fossil fuel energy inputs. For the largest sources of 
carbon dioxide emissions, carbon dioxide emission 
limits should be negotiated and established through 
regulated limits. The tax should apply to those sources 
only if they fail to meet agreed emission limits within 
the established timetable. 

To maintain incentives for fuel conservation and to 
reflect the higher environmental costs associated with 
transportation use, Ontario should retain a rate of tax 
on transportation fuels higher than on energy 
consumed in other sectors. 

563 

566 
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66 Ontario should extend the Tax for Fuel Conservation 
to light trucks and vans and then adjust the rates to 
provide a stronger incentive to purchase fuel-efficient 
vehicles. 

568 

67 Ontario should establish a new system of vehicle regis- 571 

tTation based on mileage, vehicle inspection results, 
and other vehicle characteristics related to road use, 
such as weight. Fees raised from this system should 
replace a portion of the revenue currently raised from 
transportation fuel taxes. Until this system is imple-
mented, transportation fuel taxes should remain at 
their current levels. 

68 Ontario should introduce an environmental tax on all 574 
ozone-depleting substances used in the province, 
whether new or recycled. The government should en-
sure that the tax closely complements the province's 
existing and emerging regulatory framework. 

Chapter 26 
Environmental Charges for Water and Sewer Services and 
Solid Waste 

69 User fees should be applied for water and sewer ser­
vices, based on levels of consumption and costs of 
providing the service. Such fees should apply to all 
sectors that consume these services. 

Fees for water and sewer services should include a 
fixed amount to account for the costs of capital re­
placement, and a variable amount that reflects 
consumption. 

To improve efficiency and to provide incentives for re­
source conservation, the user fee system should incor­
porate such features as peak-load pricing, seasonal 
pricing, and surcharges for hard-to-treat industrial, 
commercial, and institutional waste. 

User fee systems should include such options as re­
duced, flat, or constant unit rates up to a minimum 

582 
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level of consumption, subsidized rates for basic 
service, and exemptions for low-income consumers to 
ensure that higher fees for sewer and water services do 
not bar low-income families from access to those 
services . 

70 . Ontario should expand the application of user fees for 585 
both residential and non-residential solid waste. 

71 User fee rates for solid waste in the residential sector 588 
should reflect all costs associated with the collection 
and disposal of solid waste, including the environmen-
tal costs generated by waste collection and disposal. 

Fees should vary with the amount of waste generated. 
Where possible, fees for residential solid waste should 
increase with weight. 

To ensure broad access to solid waste collection and 
disposal services, user fee structures should provide 
for reduced rates for basic service, and special reduced 
rates for low-income consumers. 

72 Ontario should establish a regulatory and fee frame- 591 
work to en;mre that prices charged for solid waste col-
lection and disposal in the industrial, commercial, and 
institutional sector provide incentives for waste 
reduction. 

73 Ontario should introduce a broad-based system of en- 593 
vironmental excise taxes on food and beverage con-
tainers. These taxes should be fully refundable for 
containers returned for reuse and partially refunded 
for containers returned for recycling. 
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Chapter 28 
Paying for Services: Property Taxes in a Fair Tax System 

74 The provincial government should assume responsibil- 677 
ity for the funding of education to a provincial stan-
dard, allocating funds to school boards based on per 
student cost, student needs, and community character-
istics which affect education costs, such as poverty and 
language. 

75 Ontario should replace the local residential property 681 
tax as a source of core funding for education with 
funds raised from provincial general revenues. 

76 Ontario should eliminate the local education levy on 681 
commercial and industrial property. 

77 Ontario should permit school boards to raise funds to 685 
support local discretionary spending through a local 
levy on the residential property tax base. The amount 
of this local levy for each board should be restricted to 
a fixed percentage - not greater than 10 per cent - of 
the total amount of provincial funding provided to 
that board. 

78 Ontario should assume full responsibility for funding 686 
general welfare assistance and provincially mandated 
services to children. 

79 a) To ensure that municipal governments do not 687 
eliminate property tax savings resulting from re-
form in the funding of education and social services 
by raising municipal tax rates, those tax rates 
should be subject to provincial regulation during a 
transitional period. 

b) Ontario should establish a base year municipal tax 
rate, which excludes taxes attributable to services 
no longer funded from property taxes, and should 
limit municipal tax rate increases to a provincial 
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80 

81 

standard increase, subject to appeal. In addition, 
municipal governments should be required to dis­
close on their tax bills any increases in tax relative to 
this revised base year tax rate. 

Ontario should require that municipalities levy user 
fees for sewer and water services. Assessment-based 
charges for water and sewer services should be re­
placed by metering of all consumption. Flat rate water 
charges should not be permitted. 

By the funding of pilot projects and other means, 
Ontario should encourage municipalities to levy user 
fees for waste collection. 

Chapter 29 
A New Basis for Property Taxation 

690 

690 

82 Residential assessment of individual properties for 10- 704 
cal taxation purposes should be based on the following 
factors: 

• size of building, 
• dimensions of lot, and 
• type of building. 

Weighting factors used in combining the factors of size 
of building and dimensions of lot for each type of 
building should be designed to ensure that the result­
ing assessments reflect variations in the value of prop­
erties in their current use, as shown in their rental 
value. 

Weighting factors would be permitted to vary, based 
on location, subject to the following requirements: 

• Without differential weighting factors based on lo­
cation, it would be impossible to achieve assess­
ments which reflect value in current use. 

• Assessment areas could not be smaller than geo­
graphically contiguous areas which carry the same 
zoning designation for planning purposes. 
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83 Residential tenants should be made aware of the as- 707 
sessment and corresponding property taxes that apply to 
the property they occupy and that are reflected in their 
rents. Municipalities should be required to send property 
tax notices to all tenants, informing them of all taxes 
applicable to their units. 

Administrative mechanisms should be developed to 
ensure that landlords are able to pass on increases in 
property tax and that tenants receive full credit in their 
rents for any reductions in property tax that result from 
reform of local government financing. 

Local government finance reforms affecting residential 
rental property should not be implemented until such a 
mechanism has been developed. 

84 All recreational vehicles and trailers located permanently 708 

in a campground or trailer park should be assessed as 
residential property. Location would be considered 
permanent if the mobility of the vehicle or trailer is 
impaired. Vehicles and trailers located in a campground 
or trailer park for more than 30 days and not assessed 
should be subject to a monthly fee. The fee should be 
established by the provincial government to approximate 
the local taxes that would apply if the structure were a 
permanent dwelling, pro-rated to a monthly amount. 

Fees would be collected by the operator and remitted to 
the local municipality or local roads board. 

85 Non-residential property should be assessed on the basis 711 
of the rental value of the property - the price that would 
be paid for property of that class and type for the right to 
employ the property in its current use. 

86 Statutory assessment rates should apply to non- 713 

residential properties whose value in current use is 
difficult to determine. 

Railway, pipeline, and electrical transmission rights of 
way should be assessed at provincial standard unit 
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87 

rates which are updated on a regular basis as assessed 
values generally are updated. 

Church sanctuaries and cemeteries should be assessed 
at a standard unit rate. 

Vacant land should be assessed based on the prepon­
derant use of property in the area. Vacant land in­
cludes surface parking lots zoned for other purposes 
and unused rights of way. 

Chapter 30 
Municipal Taxation Policy 

714 

88 All residential property should be assessed on the 717 

same basis whether the property is occupied by an 
owner or a tenant. 

89 Non-commercial cottage and recreational property 719 

should be assessed as residential property and be 
subject to local municipal taxes on exactly the same 
basis as other residential property. 

90 Local levies for education should apply to all proper- 720 

ties assessed and taxed for municipal purposes as 
residential property, including non-commercial cottage 
and recreational property. 

91 Ontario should allow municipal governments to estab- 723 
lish their own rates of tax on non-residential property, 
subject to a minimum rate of tax established by the 
provincial government. 

92 The farm residence and one acre of land should be as- 724 

sessed and fully taxed as residential property. 

93 Wetlands, managed forests, and farming property 724 

other than the farm residence and one acre should be 
assessed as non-residential property based on its value 
in current use, established using available provincial 
data on soil quality and productivity, and should be 
subject to local non-residential property taxes. 
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94 The business occupancy tax should be abolished as a 727 
separate form of taxation of non-residential property. 
Municipal governments should have explicit powers to 
replace the revenue forgone from residential or non-
residential property taxes. 

95 To replace the relief provided for vacant non- 728 
residential properties in the current non-residential 
and business occupancy tax systems, the local non-
residential tax rate should be reduced by 40 per cent 
for property that is vacant. 

96 Ontario should develop general legislation regarding 742 
exemptions from local property taxes and should re-
peal the exemption provisions of existing private 
legislation. 

Property should be exempt from local taxation only if 
it is determined that the owner should not be required 
to pay for local services or if there is a public policy ra-
tionale for linking a subsidy directly to the amount of 
property tax paid on the property. 

Exemptions should be based on the nature of the use 
of a property rather than on the characteristics of the 
owner of the property. 

Municipal governments should not have the power to 
exempt property from taxation. 

97 Crown land should continue to be exempt from local 742 
property taxation, but should be subject to full pay-
ment by the province in lieu of all local property taxes, 
based on the assessment of similar property. Roads 
and highways should not be subject to taxation or to 
payments in lieu of taxes. 

98 The exemption from local property taxation for 743 
"property held in trust for a band or body of Indians" 
should be restricted to reserve lands and other lands 
for which municipal services are not provided. 
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99 Public hospitals and public educational institutions 743 
should continue to be exempt from local property taxa-
tion. Formula payments in lieu of taxes based on the 
number of beds or the number of students should be 
eliminated and replaced by full payment in lieu of 
taxes by the province based on the assessment of 
similar property. 

100 The exemption from local property taxation for 743 
Children's Aid Societies should be continued. The 
provincial government should make payments in lieu 
of taxes for Children's Aid Societies. 

101 The property of lower-tier (local) municipalities and 743 
school boards located within their geographic jurisdic-
tion should be exempt from local property taxes. 
Property of upper-tier municipalities (regional, district, 
and metropolitan municipalities and counties), other 
than roads, highways, and public transit rights bf way, 
should be subject to local property taxes. 

102 The local property tax exemptions for public libraries 744 

and agricultural and horticultural societies should be 
restricted to property owned and operated by a 
municipal government or an agency of a municipal 
government and located within the municipality. 

103 The local property tax exemptions should be elimi- 744 

nated for property owned, occupied, and used by: the 
Boy Scouts Association; the Canadian Girl Guides 
Association; private reform schools and orphanages; 
charitable organizations for the relief of the poor; the 
Canadian Red Cross Society; and the S1. John 
Ambulance Association. 

104 The local property tax exemptions for churches, ceme- 744 

teries, and religious and educational seminaries should 
be eliminated. 

105 The local property tax exemption for battle sites should 744 
be eliminated. 
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106 Other local property tax exemptions should be limited 744 
to property owned and used by institutions of provin-
cial interest or importance. The provincial government 
should make full payments in lieu of taxes for all such 
exempt property. 

107 The following transitional rules should apply to the 745 
repeal of existing exemptions from property taxation: 

a) After advance notice of one year, there should be a 
phase-in period of up to five years to permit 
taxpayers to adjust. 

b) Exemption policies should only be changed follow­
ing the introduction of assessment based on value 
in current use for commercial and industrial 
properties and unit value assessment for residential 
properties. 

c) Special statutory assessment rates should be estab­
lished for exempt properties for which it is impossi­
ble to determine a value in current use, such as the 
portion of church property used as a sanctuary. 

d) Properties such as cemeteries which are supported 
by fixed endowments based on tax exempt status 
should continue to be exempt. New cemeteries es­
tablished after the change in policy should be 
tC;lxable. 

108 The special local property tax exemption for mining 747 
buildings and machinery located underground should 

109 

be eliminated. Any building, machinery, or equipment 
that would be taxable if located on the surface should 
be taxable if located underground. 

The exemption from local property taxation for up to 
20 acres of forestry land attached to a farm (a wood 
lot) should be eliminated. Such property should be 
assessed and taxed based on its value in use as a 
wood lot. 

747 
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110 Provided a unit value residential assessment system is 747 
adopted, in which assessments of individual properties 
of the same type and in the same geographic area vary 
only with differences in physical dimensions, exemp-
tion from local property taxation for modifications to 
property for the accommodation of elderly or disabled 
residents should be eliminated; any appropriate assis-
tance should be provided through direct spending 
programs. 

Chapter 31 
Making the Local Financial System Work Better 

111 Ontario should limit provincial grants and subsidies to 757 
municipal governments in areas of local jurisdiction to: 

a) areas in which the province wishes to increase local 
spending because such spending generates spillover 
benefits outside the local area or in the province 
generally; and 

b) areas in which it is considered appropriate that the 
province guarantee the availability of a basic level 
of service, regardless of local fiscal capacity. 

Grants intended to increase levels of local spending on 
programs that generate benefits for people who live 
outside the local area (spillover benefits) should be de­
signed to provide assistance for spending above min­
imum levels rather than matching funding from the 
first dollar spent. 

112 Ontario's subsidy programs for municipal govern- 758 
ments should be targeted to deal with factors that limit 
the ability of municipalities to provide access to ade-
quate local services at reasonable cost. These programs 
should focus on particular local services; should be 
based on factors such as climate, geography, and den-
sity of population; and should be designed to respond 
to emergency situations, such as the closure of a 
business vital to the local revenue base. 
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To ensure that assistance is available only to offset ex­
cessive local tax burdens required to fund minimum 
standard services, subsidies under such programs 
should vary based on local fiscal capacity - the ability 
of the municipality to raise revenue to pay for those 
programs while imposing a reasonable burden on local 
taxpayers. 

Local fiscal capacity should be measured separately for 
the residential and non-residential sectors. For the non­
residential sector, local fiscal capacity should be mea­
sured using assessment, adjusted by equalization 
factors so that it is measured on the same basis 
throughout Ontario. For the residential sector, local fis­
cal capacity should be measured based on residential 
property taxes paid by residents of the municipality as 
a proportion of the total income of all households in 
the municipality. 

Subsidies should equalize the impact on household in­
comes in the municipality of residential property taxes 
required to support a particular service, after allowing 
for local revenue from the application of a standard 
effective rate of tax on commercial and industrial 
properties and after allowing for revenue from the 
taxation of residential property used by non-residents. 

Each local (lower-tier) municipality's share of county, 
regional, district, or metropolitan (upper-tier) costs 
should be based on its share of total residential and 
non-residential assessment. 

Residential and non-residential assessment would be 
measured on a consistent basis throughout the upper­
tier area. The share of each lower-tier municipality 
would be determined as follows: 

a) The weighted average rate of tax on residential 
property in the upper-tier area in the previous year 
would be calculated by dividing total residential 
property taxes levied for upper-tier purposes by all 
municipalities in the upper-tier area by total 
residential assessment in the upper-tier area. 

762 
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b) The weighted average rate of tax on non-residential 
property in the upper-tier area in the previous year 
would be calculated by dividing total non­
residential property taxes levied for upper-tier 
purposes by all municipalities in the upper-tier area 
by total non-residential assessment in the upper-tier 
area. 

c) Residential assessment would be multiplied by the 
weighted average rate of tax on residential property 
as calculated above. 

d) Non-residential assessment would be multiplied by 
the weighted average rate of tax on non-residential 
property as calculated above. 

e) The share of each municipality would be calculated 
by adding the figures obtained in (c) and (d) above 
and dividing by total residential and non­
residential property taxes for upper-tier purposes in 
the upper-tier area in the previous year. 

Once the share of each lower-tier municipality is de­
termined in this fashion, lower-tier municipalities 
would determine the mix of residential and non­
residential property taxes used to raise the required 
revenue in accordance with their own taxation policies. 

Development charges for education should be elimi­
nated, and the infrastructure costs associated with 
education should be funded from provincial general 
revenues. 

Municipal development charges should not apply to 
infrastructure development that is related solely to the 
total population of the municipality, irrespective of its 
location within the mUniCipality, and should apply 
only to costs that would not be recovered from 
increased property taxes on the new development. 

769 
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Chapter 32 
Provincial Property Taxation 

115 Ontario should establish a provincial property tax on 776 
commercial and industrial property, levied at a uni-
form effective rate across the province, to replace the 
revenue raised by the local education levy on non­
residential property and the education share of the 
business occupancy tax. 

116 The provincial commercial and industrial tax should 778 
be levied on the assessed value of commercial and in­
dustrial property as established for municipal taxation 
purposes and equalized to a common base across 
Ontario. 

117 The provincial commercial and industrial property tax 779 
should apply to all non-residential property which is 
used for a business purpose, Property owned by a 
non-profit organization and used for a non-profit or 
charitable purpose should be exempt from the 
provincial commercial and industrial property tax. 

118 Provincial policy towards the taxation of farming . 781 
should be reformed as follows: 

a) Farming property should be exempt from the 
provincial commercial and industrial property tax 
pending a broader review of the economics of the 
farming industry in Ontario and the policy objec­
tives of government with respect to the farming 
industry. 

b) The Farm Tax Rebate Program should be abolished. 

119 The rate for the provincial commercial and industrial 782 
tax should be set to generate approximately the same 
amount of revenue as is currently raised for education 
at the local level from the business occupancy tax and 
the non-residential property tax. 
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Chapter 33 
Reducing Reliance on Regressive Taxes 

120 Ontario should reduce its reliance on residential 802 

property taxes. 

121 Ontario should increase its reliance on revenue from 
personal income taxes. 

804 

122 Ontario should meet the additional requirements for 804 

funding resulting from reform of education finance 
and the assumption by the provincial government of 
responsibility for funding of services for children as 
follows: 

Residential ($ billions) · 

Education property taxes 4.600 
LESS Local levy 0.727 

Grants offset (net) 0.373 
Property tax reduction 

To be replaced by 

PIT rate changes 3.000 
Sales tax base 0.300 
Payroll tax changes 0.150 
Corporate income tax 
uniform rate 0.050 

Additional revenue 

Commercial and industrial ($ billions) 

Education property taxes 
LESS Grants offset (net) 
Local property tax change 

To be replaced by 

Provincial commercial and 
industrial tax 

3.095 
0.251 

3.500 

3.500 

2.844 

2.844 
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123 If Ontario gains more control over its personal income 806 

tax system through amendments to the federal-
provincial Tax Collection Agreements, it should raise 
the revenue necessary to meet the tax mix objectives 
recommended by the Fair Tax Commission by estab-
lishing the following rate schedule and credit amounts: 
• brackets and marginal rates 

Taxable Income ($) 
10,000 and under 
10,001-20,000 
20,001-29,590 
29,591-40,000 
40,001-50,000 
50,001-59,180 
59,181-80,000 
80,001-150,000 
150,001-250,000 
Over 250,000 

Rate (%) 

10  
12  
14 
16 
18 
20 
22 
24 
26 
28 

• a basic personal credit with the amount claimed 
equal to the federal amount and the credit rate 
equal to the lowest Ontario marginal tax rate. 

124 Refundable credit amounts should be as follows: 807 

• an Ontario tax assistance credit of $500 per adult 
family member up to family income of $18,000, and 
reduced at a rate of 8.3 per cent of income in excess 
of $18,000; 

• an additional Ontario tax assistance credit of $ mo 
for individuals aged 65 and over; 

• a child tax credit of $600 for the first child and $500 
for each additional child, up to a family income of 
$18,000 and reduced at a rate of 7.5 per cent of 
income in excess of $18,000; 

• an additional credit of $400 for the first child in a 
single parent family. 
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If Ontario establishes an income-tested child benefit 
which provides benefits to families with children re­
gardless of the family's source of income, the child tax 
benefit should be eliminated and folded into this new 
program. 

Chapter 34 
Tax Considerations in Aboriginal Self-government 

125 Ontario should declare its readiness to negotia te tax 820 
harmonization accords with aboriginal governments 
and to help develop administrative arrangements to 
facilitate taxation by aboriginal governments. 

Chapter 38 
Implementation and Transition 

126 Ontario should proceed with proposed changes in the 864 
structure of its income tax credit system at its earliest 
opportunity. 

127 Ontario should develop a coordinated strategy for 864 
negotiating with the federal government on: 

a) changes in the personal income tax collection 
agreement; 

b) reform in the tax treatment of child support and 
alimony; 

c) reform in the tax treatment of income from capital; 
d) sales tax harmonization; 
e) wealth transfer taxation; and 
f) a framework agreement on the income tax treat­

ment of federal, provincial, and local taxes paid by 
corporations. 

These changes should be part of general negotiations 
on federal-provincial fiscal arrangements. 

128 Ontario should implement the recommended changes 866 
in education expenditure allocation and in the sources 
of revenue for education as a package. 
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An education finance reform package must also in­
clude a mechanism to ensure that property tax reduc­
tions on residential rental property are passed on to 
tenants and must enable municipalities to settax rates 
on residential and non-residential property 
independently. 

129 Ontario must introduce a complete framework for 867 

education finance at the beginning of the transition to a 
new funding system. 

This framework should include the expenditure alloca­
tion model, the shift in commercial and industrial taxa­
tion responsibility from school boards to the province, 
legislative authority for the discretionary local levy on 
residential property, and the shift in primary funding 
responsibility for education from school boards to the 
provincial government. 

130 The education portion of the residential property tax 868 
(other than the limited local discre tionary levy) should 
be eliminated at the beginning of the phase-in period. 

The shift from local non-residential property taxes for 
education to provincial commercial and industrial tax-
ation at a uniform rate should be phased in over a five-
year period. 

131 Prior to the beginning of the transition period for as- 869 

sessment reform, Ontario should implement policy 
changes dealing with local tax policy flexibility; with 
sharing the costs of regional, district, and metropolitan 
municipali ties and counties among local municipali-
ties; and with the establishment of a new basis for dis­
tributing provincial equalization grants among 
municipalities. 
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132 Transitional and implementation measures for local 870 
government finance reform should be consistent with 
the following criteria: 

a) Transition should take place over a defined period 
of time; it should not be linked to an event such as 
the sale of property (in the case of assessment) or 
subsequent decision by a particular local 
government. 

b) Transition should, to the extent possible, be 
weighted towards the beginning of the transitional 
period to ensure that momentum for reform is 
maintained. 

The same transitional measures should apply to all 
classes of property. 

133 O�tario should, if possible, implement the reform of 871 
education finance and of commercial and industrial 
assessment at the same time. 

134 In the transition period for assessment reform, the old 873 
and reformed assessment rolls should be maintained 
in parallel. Over a fixed transition period, municipali-
ties would raise a portion of their revenue require-
ments from the old assessment roll and a portion from 
the new assessment roll, with the proportions man-
dated to shift towards the new roll throughout the 
transition period. 

Business occupancy taxes would be phased out by 
linking them to the old assessment roll only. 

135 Ontario should locate all of the functions related to 875 
local government finance in one ministry. 
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�ji � Onlario 
E)(ec.utive Council 
ConIeH dt'S rninistrl!lS 

Order in Council 
Deere! 

On the recommendation·of the undersigned, the 
Lieutenant Governor, by and with the advice and 

concurrence of the Executive Council, orders that: 

Sur la recommandation du soussigne, Ie 

lieutenant-gouverneur, sur I'avis at avec Ie con­
sentement du Conseil des ministres, decrete ce 
qui suit : 

WHEREAS a comprehensive examination of the present tax system in Ontario 
is  necessary to determine what factors contribute to and enhance the fairness of the tax system; 

NOW THEREFORE, the Lieutenant Goverllor, by and witlt the advice and 

concurrence of the Executive Council orders that a Commission to be known as the Fair Tax 

Commission be established to advise and report to the Treasurer of Ontario and Minister of 

Economics on the design and implementation oCa more equitable tax system in Ontario and to 

examine and report on the following issues: 

The distribution of the tax burden among income groups in 
Ontario and on changes that would increase the fairness of 
the tax system as it  affects individua ls; 

Options for ensuring that corporations pay an appropriate 
share of the tax burden and on the changes that would 
increase the fairness of the tax system as it affects business; 

The distribution of tax powers between the federal, 
provincial and local governments and the changes that would 
improve the fairness of these distributions; 

The effectiveness and fairness of using the tax system to 
deliver economic incentives to individuals and businesses; and 
Any other matters, as directed by the. Treasurer of Ontario 
and Minister of Economics, that will enable Ontario · to 
achieve its overall objective of improving the fai rness of the 
tax system. 

AND THAT the final report of the Commission shall be delivered to the 

Treasurer of Ontario and Minister of Economics by the end of December. 1993 unless another 

date is determined in consultation between the said Treasurer and the Commissioners, 

O.C./Decret 28 53/90 
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AND THAT not fewer than five or more than nine Commissioners of the Fair 
Tax Commission shall be appointed by order of the Lieutenant Governor in CounCil. 

AND THAT the Treasurer. in consultation with the Commissioners. may 

estab.lish Working Groups to provide t he Treasurer and the Commissioners with advice, analysis 

and recommendations on specific tax issues and questions and carry out specific tasks as outlined 

in the Terms of Reference provided by the Treasurer in consultation with the Commissioners 

to each Working Group. 

AND THAT, to provide full-time administrative support and research 

coordination to the Commission. a Secretariat is established with a staff consisting of such 

seconded civil servants, contraet staff appointed �nder the Public Service Act and consultants as 

the Treasurer. in consultation with the Commissioners, deems necessary subject to the approval 

of the Management Board of Cabinet for staff complement and rates of remuneration. 

AND THAT the Commission shall carry out consultations with intcrested 

organizations and individuals to o�tain their views and concerns on improving the fairness of 

the tax system, in such manner as the Commissioners, in consultation with the Treasurer� deem 

appropriate. 

AND THAT. in the expenditure of funds and the purchase of goods and 

services. the Commission shall adhere to the Management Board oC Cabinet Directives and 

Guidelines. 

AND THAT Ihe release of all advertis.ements. public notices. working papers 

and other research by the Commission. its Commissioners or Working Groups shall be carried out 

in consultation with the Treasurer. 

ANDTHA Tall Government Ministries, Boards. Agenciesand Commissions shall 

assist the Commission to the fullest extent. 
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AND THAT administrative services t o  t h e  Commission a n d  its Secretariat shall 
be provided by the Ministry of Treasury and Economics as the Treasurer deems necessary. 

Recommended 

Approved 
and Ordered 

Treasurer of OIltario and 
Minister of Economies 

Decernbe� 20, 1990 
Date Lieutenant Governor 
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� � 

Order in Council 
Decret 

Ontario 
e.cutNe Councft 
Cons." dell tninistres 

On the recommendation of the undersigned, the 
Lieutenant Governor, by and with the advice and 

concurrence of the Executive Council, orders that: 

Sur la recommandation du soussigne, la 
lieutenant·gouverneur, sur I'avis at avec la con­
sentament du Conseil des mlnistres, decrete ce 
qui suit : 

1. Paraeraphs 4, S aod 6 of Order in Council 28S3/90 made the 20th day of December, 

1990 are refoked and the following sobstituted therefor: 

AND THAT not fi:w�r than five or more than ten Commissioners of the 

Fair Tax Commission shall be appointed by order of the Lieutenant Governor 

in Council. 

AND THAT the Commissioners shall establish Working Groups to 

provide the Treasurer and the Commissioners with advice, analysis nnd 

recommendations on specific tax issues as outlined in the Commission's Terms 

of Reference provided by the Treasurer. 

AND THAT, to provide full-time administrative support and research 

coordination to the Commission, a Secretariat is established with a staff 

consisting of such seconded civil servants, contract staff appointed under the 

Public Service Act and consultants as the Commissioners deem necessary subject 

to the approval of the Management Board of Cabinet for staff complement and 

rates of remuneration. 

2. Subject to the amendments herein made, the saId Order in Council Is, In all other 

respects, confirmed. 

,I 

Recommended ConcurrCJV':-/7 :/?-)01(//} " .·;tt'//''':?Vt.. 

Approved 
and Ordered January 3 1 ,  1 9 9 1  

Date 

a.Co/Decre! 184/91 

Chair 
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Consultants 

The following individuals, organizations, and firms undertook 
research projects or assisted with the consultation program and other 
aspects of the commission's work. 

Action for Social Justice 

Alpha Consulting Inc. 

F.J. Anderson 

Douglas A.L. Auld 

David Ben 

.. : Richard M. Bird 

Albert Breton 

Caledon Institute of Social 
Policy 

Grant Cameron 

Canadian Centre for Policy 
Alternatives 

The Canada Consulting 
Group 

A. Marguerite Cassin 

Duanjie Chen 

Harold Chorney 

David Conklin 

Bev Dahlby 

James B. Davies 

Kathleen M. Day 

Deloitte & Touche 

Donald N. Dewees 

G. Bruce Doern 

Donegan Consulting 

Andrew Donelle 

Arthur Donner 

Doris Marshall Ltd. 

Daniel }. Dudeck 

Peter Dungan 

Lorraine Eden 

Morley D. English 

Brian Erard 
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Ernst & Young 

Lionel D .  Feldman 

Ed Finn 

Jeremy J. Fox 

Paul K. Frits 

W. Irwin Gillespie 

Katherine Graham 

John Grant 

Leslie Green 

Morley Gunderson 

David Halchansky 

Budd Hall 

Douglas G. Hartle 

John G. Head 
Douglas A. Holland 

Samie Husain 

Joseph Gault & Associates 

Jonathan R. Kesselman 

Harry M. Kitchen 

KPMG Peat Marwick Thorne 

Kathleen A. Lahey 

Fred Lazar 

Evert A. Lindquist 
Linda Mackenzie-Nicolas 

Maureen A. Maloney 

Dian Marino 

Dale Martin 
Kenneth J. McKenzie 

Alex Michalos 

Jack Mintz 

Peggy B. Musgrave 
Richard A. Musgrave 

Lynne Newman 

Nir� Centre Communication 
& Computer Service 

Kevin O'Grady 

Lars Osberg 

Leo Panitch 

Rick Williams Research & 
Consultants 

Schlesinger & Associates 

Enid Slack 
Carl Sonnen 

Mark Sproule-Jones 
Marc St. Louis 

Statistics Canada, Analytical 
Studies Branch 

Taddle Creek Software Inc. 

TD. Cooke Advanced 
Economic Research 

Wayne R. Thirsk 

Universalia Management Inc. 

Viewpoint Research 

Franc;ois Vaillancourt 

John Whalley 

Jeremy Williams 

Stanley L. Winer 

Michael Wolfson 

Frances R. Woolley 
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Working Groups and Advisory 
Groups 

Eight working groups were appointed by the treasurer (now the 
minister of finance) to examine particular tax policy issues over a 12-
to I8-month period. The groups were composed of individuals from 
a variety of backgrounds who shared their perspectives and 
collective expertise in developing recommendations to the minister 
in a number of tax policy areas. Members of the working groups 
participated as individuals rather than as representatives of 
organizations. 

The working groups were supported by staff from both the Fair 
Tax Commission secretariat and a number of ministries within the 
Ontario government. The working groups reported directly to the 
minister, and their reports, along with other types of material, were 
used by the commission in its deliberations. (A more detailed 
discussion of the working groups is found in chapter 2.) 

Two advisory groups were appointed by the Fair Tax Commission 
to provide advice to the commission in the areas of the taxation of 
cooperatives and tax expenditures. These groups were composed of 
tax practitioners and other experts and were supported by staff from 
the Ontario government and, in the case of the advisory group on 
cooperatives, by staff from a municipal-level government and the 
cooperatives sector. 

Positions and affiliations identify an individual's status at the time 
he or she was asked to join the group. An asterisk (*) denotes 
members or staff advisers who withdrew during the working group 
process owing to professional appointments or other reasons. 
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Corporate Minimum Tax 
Working Group 

Members 

David Bum 

Vice-president, Taxation 
Northern Telecom 

Duncan Cameron 

Professor of Political Science 
University of Ottawa 

Maureen Cavan 

Consultant 
ABC Canada 

Ken Delaney 
Acting Research Director 
United Steelworkers 

Moira Hutchinson 

Co-ordinator 
Taskforce on the Churches and 

Corporate Responsibility 

Andrew Jackson 

Senior Economist 
Canadian Labour Congress 

Kathleen Lahey 

Professor, Faculty of Law 
Queen's University 

Tom McDonnell (Chair) 

The McDonnell Consulting 
Corporation 

Jack Mintz 

Professor, Business Economics 
University of Toronto 

Joyce Mongeon 

Chair, Royal Connaught Hotel 

Lome Motton 

ViCe-president, Finance 
Co-operators Group Ltd. 

David Pell 

Development Initiatives Inc. 

George Penna 

Vice-president, Taxation 
Noranda Inc. 

Michael Shapcott 

Co-ordinator 
Rupert Hotel Coalition 

Jack Steer 
Financial Consultant and Director 
Eastern Construction Company 

Ltd. 

Mary Turner 

Tax Partner 
Deloitte & Touche 

Bob Westlake 

Comptroller, Taxation 
Sears Canada Inc. 

Chris Woodward 

Vice-president and Chief 
Accountant 

Toronto Dominion Bank 
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Government Staff Support 

Chris Hill 

Sectoral Policy 
Ministry of Industry, Trade and 

Technology 

Ann Langleben 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Steve Orsini 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

David Parr 

Corporate Tax Branch 
Ministry of Revenue 

Environment and Taxation 
Working Group 

Members 

Beth Savan (Co-chair) 

Professor of Environmental 
Studies 

University of Toronto 

Paul Emond (Co-chair) 

Professor of Environmental Law 
Osgoode Hall 

John Carlos 

Director of Taxation 
Dupont Canada, Inc. 

Janine Ferretti 

Executive Director 
Pollution Probe 

Sam Gindin 

Research Director 
Assistant to President 
Canadian Auto Workers 

Joan Huzar 

Past President (as of May 1992) 
Consumers' Association of 

Canada (Ontario Division) 

Philip Jessup 

Director, Urban C02 Reduction 
Project 

International Council for Local 
Environmental Initiatives 

Andrew Muller 

Professor of Economics 
McMaster University 

Joy Neill 

President 
Northwest Chambers Association 

Owner! operator 
Jellien Nurseries 

David Rehor* 

Vice-president and Controller 
Ford Motor Company of Canada, 

Limited 

Wayne Samuelson 

Director of Political Education 
and Legislative Affairs 

Ontario Federation of Labour 
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Alison Stirling 

Health Promotion Consultant 
Ontario Prevention Clearing 

House 

Dona Stewardson 
Executive Committee Member 
Ontario Federation of Agriculture 

Michelle Swenarchuk 

Executive Director and Counsel 
Canadian Environmental Law 

Association 

Special Mention 

Jack Gibbons 

Senior Economic Adviser 
Canadian Institute for 
Environmental Law and Policy 

(Participated on behalf of 
J. Ferretti at numerous full­
group and subgroup 
meetings) 

Staff Support 

Peter Bums 

Buildings Branch 
Ministry of Housing 

Janet Dawson 
Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Peter Deschamps 

Tax Revenue and Grants Program 
Ministry of Revenue 

Jack Donnan 

Fiscal Planning and Economic 
Analysis Branch 
Ministry of the Environment 

Kayla Estrin 

Research Section 
Premier's Council on Health, 

Well-being, and Social Justice 

Sid Friesen 

Policy Analysis Branch 
Ministry of Agriculture and Food 

Russ Houldin 

Office of Economic Policy 
Ministry of Treasury and 

Economics 

Al Nausedas 

Central Agency Co-ordination 
Ministry of Natural Resources 

Larry Po on 

Rail Office 
Ministry of Transportation 

Steven Shrybman 

Cabinet Committee on 
Environment Policy 

Duncan Taylor 

Policy Development and 
Coordination Division 
Ministry of Energy 
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Joan van Kralingen 

Office of the Minister of Mines 
Ministry of Northern 

Development and Mines 

Peter Victor* 

Assistant Deputy Minister 
Ontario Ministry of the 

Environment 

Bunli Yang 

Policy Development and 
Coordination Division 

Ministry of Energy 

Low Income Tax Relief 
Working Group 

, Members 

Michael Capotosto 

Comptroller, 
Prime Restaurant Group 

Carol Cayenne 

Chair 
Parents Against Poverty 

Nick DiSalle 

Acting Staff Representative 
Ontario Public Service Employees 

Union 

Josephine Grey 

Co-founder 
Low Income Families Together 

Ted Hall 

Manager, Taxation 
Hudson's Bay Company 

Judith Harris 

Partner 
Tory Tory Deslauriers & 
Binnington 

Winsome Leong 

Vice-president and Actuary 
Royal Insurance Canada 

Mary Pat MacKinnon (Chair) 

Steering Committee Member 
Child Poverty Action Group 

Andy Mitchell 

Program Director 
Social Planning Council of 

Metropolitan Toronto 

Mona Monkman 

Director, Financial Management 
Corporation of the City of 

Mississauga 

George Monticone 

Counsel 
Advocacy Centre for the Elderly 

Peter Oliphant 

Chartered Accountant 
Oliphant & White 

Marge Reitsma-Street 

Associate Professor 
School of Social Work 
Laurentian University 
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Laurell Ritchie 

Member 
Confederation of Canadian 

Unions 

John Southern 

Political Advocate 
PUSH (Persons United for Self 

Help) Ontario 

Colleen Stanko 

Senior Economic Specialist 
Dow Chemical Canada Inc. 

Richard Yampolsky 

Former Executive Director 
FoodShare Metro Toronto 

Government Staff Support 

Grace Bogart 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Harry Busse 

Benefits Administration 
Ministry of Revenue 

Agatha Garcia-Wright 
Policy Development Division 
Ministry of the Attorney General 

Zsuzsanna Lonti 

Labour Market and Adjustment 
Policy Branch 

Ministry of Labour 

David Mercer 

Policy Development Section 
Ministry of Community and 

Social Services 

Kostas Plainos 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Property Tax Working Group 

Members 

Beverley Allen 

Director of Legislation and 
Finance 

Ontario Public School Boards 
Association 

Grant Andrews 

Associate Director / Business 
Affairs 

Durham Region Roman Catholic 
Separate School Board 

Elizabeth Behrens 

Regional Councillor 
Town of Oakville 

Wendy Bell 

Former Mayor 
Town of Marathon 

Audrey Birt 

Director, Taxation and Water 
Revenue 

Finance Department, City of 
Toronto 
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Doris Brick 

Reeve 
Township of Ennismore 

Ken Brooks 

Executive Director, Legal 
Assistance 

Town of Wallaceburg 

Charles Caldwell 

Mayor 
Town of New Liskeard 

John Calvert 

Research Officer 
Canadian Union of Public 

Employees 

. 
Paul Carroll 

Superintendent of Business and 
Operations 

Huron County Board of 
Education 

Danielle Chartrand 

Director of Property 
Department of Housing and 

Property 
City of Ottawa 

Donald Clune 

Chairman 
Metropolitan Separate School 

Board 

Grant Collins 

Past President 
Bruce County Federation of 

Agriculture 

Audi Dharmalingam (Co-chair) 

President 
Urban Alliance on Race Relations 

Ron Ditchburn 

Manager, Property Tax 
CN Real Estate 

Louise Eason 

Acting Commissioner of Finance, 
Regional Municipality of Peel 

Andy Faas* 

Executive Vice-president 
National Grocers Company 

lain D. Fraser 

President 
AEC Group Ltd. 
Valuations Inc. 

Peter Goldthorpe 

Director of Information and 
Legislative Services 

Ontario Home Builders' 
Association 

Linda Grayson 

Associate Director of Education, 
Operations 

Toronto Board of Education 

Jim Gubinczki 

Treasurer 
City of St Thomas 

James Head 

First Vice-President 
Ontario Teachers' Federation 



928 Appendix C 

Florence Henderson 

Ontario Teachers' Federation 

Grant Hopcroft 

Controller 
The Corporation of the City of 

London 

Garth Jackson 

President 
Canadore College of Applied 

Arts and Technology 

Ruth Lafarga 

Citizen 
Former trustee of Durham Board 

of Education 

Terry Mangan 

Ontario Teachers' Federation 
Deputy General Secretary 
Ontario English Catholic 

Teachers Association 

Malcolm McCarthy 

Director 
Peterborough Two Tier Property 

Tax Committee 

Ross McKee 

Director of Revenue 
City of Waterloo 

Dick McIntosh 

Consultant to the Metro Toronto 
Public School Boards 

Former Superintendent of 
Business and Plant 

East York Board of Education 

Donald McIver 

Chief Economist 
Sun Life of Canada 

Roland Montpellier 

Supervisor of Revenue 
Sudbury District Roman Catholic 

Separate School Board 

Allan Morrill 

Assessment Manager 
Fa1conbridge Limited 

Katherine Packer 

Citizen 
Member of Upper Stoney Lake 

Cottagers' Association 

Joe Pantalone 

Councillor 
Municipality of Metropolitan 

Toronto 

Robert Poirier 

Supervisor 
Separate School Panel, Ottawa­

Carleton French Language 
School Board 

Robert Richards 

Deputy Chief Administrative 
Officer 

Municipality of Metropolitan 
Toronto 
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Elaine Rowe 

Manager 
Public Education Assessment 

Review Department 
Metropolitan Toronto School 

Board 

Arthur St. Jean 

Trustee 
Association franco-ontarienne des 

conseils d' ecoles ca tholiques 

Andrew Stewart 

Citizen with interest in tenants 

David Stewart 

Director 
Property Tax and Insurance 
Cambridge Leaseholds Limited 

Ron Sudds 

Business Superintendent 
Northumberland and Newcastle 

Board of Education 

Myron Swartz 

President 
Building Owners Association 

Jack Switzer 

Citizen 
Former chairman of Atikokan 

Board of Education 

Peter Tomlinson 

Director of Economic 
Development 

Planning and Development 
Department 

City of Toronto 

Reno Viswasam 

Citizen 
Director 
Royal Management Group 

Paul Whitehead 
Trustee 
Ontario Separate School Trustees 

Association 

Margaret Wilson <Co-chair) 

Secretary-Treasurer 
Ontario Teachers' Federation 

John Woods 

Deputy City Treasurer 
Finance Department 
City of Toronto 

Observers 

Ruth Baumann 

Executive Assistant 
Ontario Teachers' Federation 

Fiona Chapman 

Trustee 
Toronto Board of Education 

Ted Cook 

Economist 
Canadian Tax Foundation 

Hugh Craigen 

Assessment Manager 
Waterloo Roman Catholic 
Separate School Board 
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Lynn Delvaux 

Chief Accountant 
Peel Board of Education 

Lionel Feldman 

President 
Lionel D. Feldman Consulting 

Sam MacKinlay 

Executive Director 
Task Force on the Funding of 

Public Education 
Metro Public School Boards 

Charlotte MacFarlane 

Researcher 
Association of MUnicipalities of 

Ontario 

Earle McCabe 

Deputy Executive Director 
Ontario Separate School Trustees 

Association 

Peter Meneguzzi 

Deputy Director of Education 
Administrative Services and 

Treasurer 
Metropolitan Separate School 

Board 

Patrick Slack 

Executive Director 
Ontario Separate School Trustees' 

Association 

Paul Wealleans 

Supervisor 
Assessment and Taxation 

Research 
City of Toronto Finance 

Department 

Government S taff Support 

Oussama AI-Dimashk 

Municipal Finance Branch 
Ministry of Municipal Affairs 

James E. Doris 

School Business and Finance 
Branch 

Ministry of Education 

Gerry Hinbest 

Policy and Planning Section 
Ministry of Education 

Shirley Hoy 

Assistant Deputy Minister 
Ontario Women's Directorate 

Brian Kozman 

Housing Policy Branch 
Ministry of Housing 

Lucy Magnus-Burke 

Intergovernmental Finance Policy 
Branch 

Ministry of Treasury and 
Economics 
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John Nywening 

Provincial/Municipal Relations 
Unit 

Ministry of Community and 
Social Services 

Michael O'Dowd 

Assessment Policies and 
Priorities Branch 

Ministry of Revenue 

Walter Wasylko 

Education Expenditure and 
Financial Analysis Section 

Ministry of Education 

Retail Sales Tax/Goods and 

Services Tax Working Group
· 

Members 

Andrew Aitkens 

Director of Research and 
Communications, 

One Voice, The Canadian Seniors 
Network 

Peter BIeyer 

Action Canada Network 

Robin Boys 

Vice-president Planning 
Shoppers Drug Mart 

Lucienne Bushnell 

Vice-president, Issues and 
Policies 

Consumers' Association of 
Canada (Ontario) 

Graham Cudlipp 

Vice-president, Finance, and 
Secretary 

Economical Mutual Insurance 
Company 

Irene David (Chair) 

Partner, Ernst & Young 

Michael Doyle 

Director of Education, Training 
and Health and Safety Fund 

United Food and Commercial 
Workers International Union 

Virginia Davies 

Tax Counsel 
Bank of Montreal 

Bob Hebdon* 

Senior Research Officer 
Ontario Public Service Employees 

Union 

Katrin Horowitz* 

President 
Planning Initiatives 

Jacqui MacDonald 

Managing Director 
Bridgehead Inc. 
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Lorraine Michael 

Ecumenical Coalition for 
Economic Justice 

William Molson 

Owner, Frida Craft Stores 

Alan Wilson 

Partner, Price Waterhouse 

Mel Watkins 
Professor of Economics and 

Political Science 
University College 
University of Toronto 

Thomas Wilson 

Professor of Economics 
University of Toronto 

Carolann Wright* 
Community Health Outreach 

Worker 
Women's Health in Women's 

Hands 

Darla Youldon 

Canadian Pricing Manager 
John Deere Limited 

Government Staff Support 

Alex Athanassakos 
Northern Policy Planning and 

Analysis Section 
Ministry of Tourism and 

Recreation 

John Godlewski 
Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Chris Goethel 

Small Business Development 
Branch 

Ministry of Industry, Trade and 
Technology 

Burke Williams 

Retail Sales Tax Branch 
Ministry of Revenue 

Tax Treatment of Real Estate 
Gains Working Group 

Members 

Penny Bethke 

Executive Director 
Labour Council Development 

Foundation 

Patrick Boyle 

Partner 
Fraser & Beatty 

Cheryl Craig 

Owner 
Cheryl Craig Careers 

Member, Board of Directors 
Ontario Chamber of Commerce 

Mitsi d'Souza 

Case worker 
Centre for Equality Rights and 

Accommodation 

Philip Dewan 

President and CEO 
Fair Rental Policy Organization of 

Ontario 
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Jim Flood 

Director of Government Relations 
Ontario Real Estate Association 

Peter Goldthorpe 
Director of Information and 

Legislative Services 
Ontario Home Builders' 

Association 

Michael Kainer 
Partner 
Sack, Goldblatt, Mitchell 

Bruce Lewis 

Partner 
Lewis & Collyer 

Robert MacKenzie 

President 
MacKenzie and Associates 

Robert Poirier 

Broker 
Royal LePage Real Estate Services 

Secretary 
Federation of Agriculture 

(Glengarry County) 

Ted Robinson (Chair) 
Commissioner 
Planning and DeveLopment 

Department 
City of Ottawa 

Leslie Robinson 

La� Reform Director 
Metro Tenants' Legal Services 

Sheldon Silver 

Partner 
Goodman & Goodman 

Lawrence Smith 

Professor of Economics 
University of Toronto 

Marion Steele 

Associate Professor of Economics 
University of Guelph 

Fiona Stewart 

Co-ordinator 
Affordable Housing Action 

Group 

Government Staff Support 

Anne Guthrie 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

George Hough 

Housing Policy Branch 
Ministry of Housing 

Barbara La Vasseur 

Assistant Deputy Minister's 
Office 

Ministry of Consumer and 
Commercial Relations 

Wealth Taxation Working 
Group 

Members 

Isabella Bakker 

Department of Political Science 
York University 
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Gordon Bale 

Faculty of Law 
Queen's University 

Joseph Berman 

Berman Family Foundation 

Diane Bull 

Ontario Public Service Employees 
Union 

Robert Couchman 

Donner Canadian Foundation 

William Crawford (Chair) 

Ernst & Young 

James Davies 

Department of Economics 
University of Western Ontario 

George Eaton 

Department of Economics 
Atkinson College 
York University 

Larry Enkin 

Coppley Group (Cambridge 
Clothes) 

Leo Ferens 

Price Waterhouse 

Wolfe Goodman 

Goodman and Carr 

Joan Gullen 

Family Service Centre of Ottawa 
Carleton 

Jo-Ann Hannah 

CA W-TCA Canada 

Kathy Henry 

Ontario Federation of Agriculture 

Laurie Masters 

DDI Seaniless Cylinder 
International Inc. 

Ted Reeve 

United Church of Canada 

Government Staff Support 

Sunita Doobay 
Legal Services Branch 
Ministry of Revenue 

Serge Imbrogno 

Industrial and Technology Policy 
Branch 

Ministry of Industry, Trade and 
Technology 

Catherine MacNaughton 

Legal Services Branch 
Ministry of Revenue 

Len Roozen 

Policy Analysis Branch 
Ministry of Agriculture and Food 

Sam Samanta 

Strategic Planning and Financial 
Services 

Ministry of the Attorney General 

John Whitehead 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 
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Diana Wright 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Women and Taxation 
Working Group 

Members 

Charles Black 

Vice-president, Insurance 
Operations 

Canadian Life and Health 
Insurance Association 

Marlene Gilbert 

Director of International Taxation 
Northern Telecom 

Nathan Gilbert 

Executive Director 
Laidlaw Foundation 

Marg Harris 

Provincial Board Director 
Middlesex District 
Federated Women's InstitUte of 

Ontario 

Tina Head 

Labour representative 

Cannencita Hernandez (Chair) 

Past chairperson 
Ontario Coalition of Visible 

Minority Women 

Frances Hogg 

Chair 
Strategic Planning Task Force 
YWCA of Metropolitan Toronto 

Kathleen A. Lahey 

Professor, Faculty of Law 
Queen's University 

Julie Y. Lee 

Lawyer 
Osler, Hoskin & Harcourt 

Joanne E. Magee 

Assistant Professor, Taxation 
Department of A<!ministrative 

Studies 
Atkinson College 
York University 

Janet E. Maher 

Ontario Women's Action 
Coalition 

Maryka Omatsu 

Lawyer 

Mary Anne Palangio 

Chartered Accountant 
Deloitte & Touche 

Thomas E. G. Warner 

Coalition for Lesbian and Gay 
Rights in Ontario 
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Jean R. Woodsworth 

Retired social worker 
Past president, One Voice, The 

National Seniors Network 
Chair of Issues, Committee of 

One Voice 

Paul Zamke 

Executive Director 
Family Service Association of 
Toronto 

Government Staff Support 

Ruth Abbott 

Employment Services Section 
Ministry of Community and 

Social Services 

Kamman Cheung 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Marion Crane 

Guaranteed Income and Tax 
Credit Branch 

Ministry of Revenue 

Muriel Deschenes 

Economics Unit 
Ontario Women's Directorate 

Barbara Holman 

Policy Development Division 
Ministry of the Attorney General 

Diana Wright 

Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Advisory Group on Taxation 
of Cooperatives 

Members 

Jerry Andrijiw 

Board Member 
Credit Union Central of Ontario 

John Black 
Member-at-Iarge 

Joseph Brooks 
Vice-president 
Finance, Gay Lea Foods Co­

operative Ltd. 

Dennis Deters 
Senior Vice-president, Human 

Resources 
The Co-operators Group Ltd. 

Elizabeth Dorsman 
Tax Manager 
The CUMIS Group Ltd. 

Patricia Fenton 
President 
Parent Co-operative Preschools 

International 

Mary Lou Morgan 
Worker Ownership Development 

Foundation 

Albert Perras 
Consultant 
L' alliance des caisses populaires 

de l 'Ontario ltee. 

Gary Rogers 
Director of Taxation 
Credit Union Central of Canada 
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Richard Tyssen 
Manager, Program Delivery 
Co-operative Housing 

Association of Ontario 

David Westbrook 
Treasurer, Chief Financial Office 
Co-operators Data Services 

Limited 

Resource S taff 

George Alkalay 

Policy Advisor 
Ministry of Financial Institutions 

Jackie Hawken 

Metro Region Human Resources 
Manager 
The Co-operators Group Ltd. 

Hennien Pluimers 

Co-operators Data Services Ltd. 

Tax Expenditures Advisory 
Group 

Members 

Irwin Gillespie 
Professor 
Department of Economics 
Carleton University 

John O'Grady 
John O'Grady Consulting Ltd. 

John Stacey 
Director of Tax Services 
Deloitte & Touche 

Sharon Sutherland 
Professor 
Department of Political Science 
Carleton University 

Government Staff Support 

Steve Dorey 
Economic Forecasting Branch 
Ministry of Treasury and 

Economics 

Anne Evans 
Fiscal Planning Policy Branch 
Ministry of Treasury and 

Economics 

John Godden 
Revenue and Operations 
Research Branch 
Ministry of Revenue 

Julie Leggatt 
Fiscal Resources Branch 
Ministry of Health 

Frank Longo 
Industry and Technology Branch 
Ministry of Industry, Trade and 

Technology 

Brad Rolph 
Taxation Policy Branch 
Ministry of Treasury and 

Economics 

Tom Sweeting 
Taxation Policy Branch 
Ministry of Treasury and 

Economics 



Appendix D 
Tax Forces 

Tax Forces were an integral part of the commission's community 
consultation program. Groups of volunteers in various communities 
formed "tax forces" to stimulate local discussion of tax issues, to 
identify for the commission tax issues of interest in their communi­
ties, and to prepare for the commission's public hearings. The com­
mission assisted these volunteers in their efforts. 

Aboriginal Sector 

Michael Cheena 
Jim Chicago 
Bob Crawford 
Jimmy Dick 
Phil Goulais 
Ralph Jewitt 
Rose McInnis-Nixon 

Credit Union Sector 

Geoffrey Cauchi 
Stella Pawlik 
Joanne Regimbald 
Dave Semley 

Education Sector 

Bill Bone 
Harold Dyck 
Jean Faulds 
Adrian Guldemond 
Linda Langdon 
Msgr Dennis Murphy, SJ 
Hugh Oliver 
Sue Thornham 
Betty Turner 
Marguerite Yamaskaki 



Cobourg 

Anne Baayen 
Allan McCracken 
Rod McLean 
Jacqueline Neun 
Ron Neun 
Deborah O'Connor 
Bob Robertson 
George Ryken 
Johanna ter Woort 
Lloyd Williams 

Grey-Bruce 

Bob Carson 
Pat Derochie 
Denise Ed wards 
Ken Furlong 
Ann Hankinson 
Wayne McCausland 
Roseanne McConnell 
Peter Mitchell 
Byron Monk 
Tim Nicholls-Harrison 
Brian O'Hagan 
Gordon Pratt 
John Woodhouse 

Hamilton 

Brian Adamzack 
Andrea Hovarth 
Peter Hoyle 
Jody Orr 
Mike Pennock 
Vrmis Soomit 
Alan Whittle 

Kenora 

Judy Bain 
Ruth Bergman 
E. Blouin 
Don Cameron 
Dave Canfield 
Alex Clark 
Bill Doerksen 

Tax Forces 939 

Dan Dufresene 
J. Duncan 
Dan Favrean 
Kerry French 
Charles Galloway 
Rita Gingras 
Charlotte Holm 
Bob Homstrom 
George Kovall 
Conrad Lalonde 
G.B. Leckie 
Don Lindstrom 
Dave McDonald 
Ingrid Parks 
Chris Poate 
Diane Pochailo 
James Retson 
David Rhind 
Bill Richardson 
Harry Shankowsky 
Karen Tio 
Penny Todd 
Doreen Toth 
Ted Weiss 

London 

Joan Ball 
Gina Barber 
Steve Bolton 
Leo Bouillon 
Steve Cordes 
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Sheila Davenport 
Kerri Farnham 
Lynda Hodgins 
Mamie Kloppenburg 
Marina Lundrigan 
Margaret MacGee 
Charles McNeil 
Laila M. Norman 
Norm Pizzali 

Ottawa 

Aline Akeson 
Barbara Roadhouse 

Bresnahan 
Dave Brown 
Gordon DiGiacomo 
Judith Dowler 
Stephane Emard-Chabot 
Ron Kellestine 
Amy Kempster 
Sr Helen Le Brun 
Dennis Lewycky 
Ellen Lougheed 
Skip McCarthy 
Dan McIntyre 
Cindy Moriarty 
Frank Peddle 
Louise Tardif 

Peterborough 

John Boyko 
Katherine Jacko 
Chuck Lamers 
Bill McMaster 
Leslie F. Morris 
Ray Peters 
Neil Rogers 
Eric Steinmiller 

Sault Ste Marie 

Jeff Arbus 
Cathy Beaudette 
John Bennett 
Pierre Boivin 
Jean Brassard 
Gayle Broad 
Kathleen M. Brosemer 
Lorretta Chartrand 
Susan Cuerrier 
Frank Darou 
Ray Dawson 
Rev. Phyllis Dietrich 
Paula Dunning 
Thomas Gillespie 
Sharon Graham 
Trudy Higginson 
Paul Mathewson 
Deborah Missere 
Rosemary O'Connor 
Louise Primeau 
Bob Richards · 

Sudbury 

Carol Anderson 
Ron Cecchetto 
Barry Cotton 
Jean Dennie 
Colombe Hinse 
John Hinse 
Fred Johannes 
June Laird 
Yvon Leblanc 
Janice Leuschen 
Edna Martin 
Russ Price 
Vicki Smith-Danyliw 



Thunder Bay 

Tony Carfagnini 
Glen Chochla 
Linda Gambee 
Brenda Huntus 
Peter Lang 
Greg Laws 
Bill Mork 
Dawn Powell 
Frederic Pretulac 
David Ramsay 
Brenda Reimer 
Don Smith 
Margaret Wanlin 
Susan Ward 

Timmins 

Paul Bagordo 
Lionel Bonhomme 
James Cullin 
Peter Doucet 
Bonnie Foster 
Joe Godin 
Trafford Hall 
Andrew Marks 
Roger Mawdsley 
Jean McAllister 
Christine Oerton 
Brenda Savard 
Judy Shanks 
Joseph R. St. Jean 
Bruce Strapp 
Jan Vandermeer 
Vivian Walsh 
Trevor Yeomans 

Tax Forces 941 

Toronto 

Ann Curry 
Alex Cywink 
Pat Fenton 
Catherine Glen 
Josephine Grey 
Ken Hale 
Gael Hepworth 
David Kidd 
Samantha Lam 
Janet Maher 
Marion McComb 
Megan McIlroy 
Mary Ann O'Connor 
Frank Ruffo 
Brian Samuel 
Deborah Wandal 
Jean Woodsworth 

Windsor 

Matthew Diegel 
Irene Friend 
Carolyn Fuerth 
Linda Long 
Mike Longmore 
Bill McIntosh 
Rose Menyes 
Prem Nanda 
Alan Paterson 
Alena E. Sleziak 
Walter Willms 
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Submitters 

This appendix lists the organizations and individuals who sent sub­
missions to the commission's offices. Other submissions were pre­
sented by participants at the public hearings (see appendix F). In 
addition, the commission received petitions, form letters, and advo­
cacy letters concerning: property tax and cottages, condominiums, 
farms, managed forests, trailer parks, and travel agencies; books and 
sales tax; the taxation of child support payments; market value 
assessment; the tire tax; the assessment of multi-unit apartments and 
the impact on tenants' rents; education funding (separate and private 
schools); land speculation tax; and wealth taxes. 

Maureen Adamache 
Ottawa 

AG Care 
Jeff Wilson 
Chair 
Chatham 

Alliance of Canadian Travel 
Associations 

John Kennedy 
President 
Marion Graber 
Executive Director 
Toronto 

D.G. Andrews 
Oakville 

Charles Anthony 
Toronto 

APC Ltd. 
Alex Perlman 
President 
Toronto 

Amprior Region Federation of 
Agriculture 

Dick Staathof 
Director 
Toronto 



Association franco-ontarienne des 
conseils d' ecoles catholiques 
(AFOCEC) 

Monique Landry-Sabourin 
Presidente 
Sudbury 

Association of Canadian Distillers 
KM. Campbell 
President 
Ottawa 

Association of Municipal Clerks and 
Treasurers of Ontario 

Joyce Foster 
President 
Mississauga 

Association of Municipalities of 
Ontario 

Helen Cooper 
President 
Toronto 

Atikokan Board of Education 
Allan Korkola 
Director of Education 

Doug Austin 
Windsor 

Basshaunt Lake Homeowners' and 
Cottagers' Association 

L. Harms 
President 
Georgetown 

Ken Belch 
Brampton 

Trevor and Kathy Bertenshaw 
Oshawa 

Bloor Bathurst/Madison Business 
Association 

David Vallance 
Toronto 

Board of Education for the City of 
Hamilton 

Margaret Cunningham 
Chairman of the Board 

Submitters 943 

Board of Trade of Metropolitan 
Toronto 

G.E. Meinzer 
President 
J.A. Collins 
General Manager 
Donald King 
Past president 

Borough of East York 

Ila Bossons 
Metropolitan Councillor for Toronto 

Midtown 
Toronto 

Michel Boulay 
Oshawa 

Brarnpton Board of Trade 
Jack Coughlin 
President 

Paul Brickus 
Toronto 

Terry Brown 
Peterborough 

Hank Brunnader 
Burlington 

Donald W. Bryant 
Huntsville 

Canadian Appliance Manufacturers 
Association 

Erik Lesalins 
Chairman, Tax Committee 
Rexdale 

Canadian Bankers' Association 
Barbara J. Amsden 
Director, Financial Affairs 
Allan R. Cooper 
Vice-president, Financial Affairs, 

and Treasurer 
Helen K Sinclair 
Past president 
Toronto 
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Canadian Bar Association, Ontario 
Linda Adlam-Manning 
Executive Director 
Erica L. James 
President 
Toronto 

Canadian Chemical Producers' 
Association 

David W. Goffin 
Secretary-Treasurer and Vice-president, 

Business Economics 
Ottawa 

Canadian Co-operative Association 
Judy Goldie 
Manager, Ontario Region 
Ottawa 

Canadian Council of Retirees, CLC 
George Goebel 
President, Ontario Section 
Don Mills 

Canadian Crafts Council 
Peter Weinrich 
Executive Director 
Ottawa 

Canadian Federation of Independent 
Business 

Linda R. Ganong 
Director, Provincial Affairs, Ontario 
Catherine Swift 
Senior Vice-president, Provincial 
Affairs 

Willowdale 

Canadian Hearing Society 
Dennis Morris 
Executive Director 
Toronto 

Canadian Independent Record 
Production Association 

Brian Chater 
Executive Director 
Toronto 

Canadian Institute of Public Real 
Estate Companies (CIPREC) 

James R. Bullock 
President 
L. Ross Cullingworth 
Past president 
Ronald A. Daniel 
Executive Director 
Toronto 

Canadian Life and Health Insurance 
Association Inc. 

James S. Witol 
Vice-president, Taxation and Research 
Toronto 

Canadian Manufacturers' Association 
Wayne McLeod 
Chairman, CMA Ontario 
Toronto 

Canadian Professional Sales 
Association 

T. J. Ruffell 
President 
Toronto 

Canadian Property Tax Association 
Alan Duncan 
Chairman, Ontario Chapter 
Willowdale 

Canadian Recording Industry 
Association 

Brian Robertson 
President 
Toronto 

Canadian Tax Foundation 
Douglas J. Sherbaniuk 
Executive Director 
Toronto 

Canadian Union of Public Employees 
John Calvert 
Senior Research Officer 
Ottawa 

Carleton Board of Education 
Derek Walter 
Chairman 
Nepean 



Patricia P. Carlos 
Apsley 

Barb Carlstrom 
Lakefield 

George Carr 
Toronto 

Carrying Place Property Owners' 
Association 

G. A. Henderson 
President 
Kettleby 

Chimo Park Community Association 
D.W. Ware 
Director 
Kanata 

City of Belleville 
City of Brampton 
Peter Robertson 
Mayor 

City of Brantford 
City of Burlington 
City of Cambridge 
City of Etobicoke 
City of Hamilton 
Robert M. Morrow 
Mayor 

City of Kingston 
City of Kitchener 
City of Mississauga 
City of Niagara Falls 
City of North York 
City of Orillia 
City of Oshawa 
City of Ottawa 
Jacquelin Holzman 
Mayor 

City of Peterborough 
John A. Doris 
Mayor 

City of Scarborough 
City of Stoney Creek 
Frank Carrocci 
Treasurer 

City of Thunder Bay 
City of Toronto 
City of Waterloo 
City of WeIland 
CN Real Estate 
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Ron Ditchburn 
Manager, Property Tax 
Toronto 

Coalition for Lesbian and Gay Rights 
in Ontario 

Tom Warner 
Member 
Toronto 

R.W. Collings 
Oshawa 

Community Services Council 
Barbara J. Moorhead 
Executive Director 
Newmarket 

Conference Board of Canada 
James R. Nininger 
President and Chief Executive Officer 
Ottawa 

Consumers' Association of Canada 
(Ontario) 

Joan Huzar 
President 
Toronto 

Harry Cooke 
Toronto 

A.J. Cormack 
Toronto 

Corso Italia 
Phil Capone 
Co-ordinator 
Toronto 

Council of Ontario Construction 
Associations 

David W. Surplis 
President 
Toronto 

County of Kent 
County of Peterborough 
Doris Brick 

Warden 
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County of Renfrew 
Michael Johnson 
Chief Administrative Officer and 

Clerk Treasurer 

CP Rail System 
G.R. Mackie 
Executive Vice-president 
Toronto 

Crop Protection Institute 
Paul D. Cook 
Member Services Manager 
Etobicoke 

J. Gordon Dagg 
Buckhorn 

N.H. Dalziel 
Barrie 

Frank Darou 
Sault Ste Marie 

Deep Foundations Contractors Inc. 
W.E. Lardner 
Thornhill 
T. Delaney Inc. 
Tom Delaney 
President 
Toronto 

Dennis Date Consulting 
Dennis Date 
Kanata 

James Devitt 
Ottawa 

Don't Tax Reading Coalition 
David Hunt 
Coordinator 
Toronto 

Dufferin-Peel Roman Catholic Separate 
School Board 

Arthur R. Steffler 
Chairperson of the Board 
Mississauga 

Dufferin-Peel Secondary Unit, Ontario 
English Catholic Teachers' 
Association 

Wayne Cornack 
President 
Mississauga 

Greg J.A. Durocher 
Alderman Ward 2 
Cambridge 

Dutton Co-operative Child Care Centre 
Peter Munavish 
President, Board of Directors 
lona Station 

Ecolomics Inc. 
Murray C .  Robinson 
President 
Don Mills 

Ecumenical Coalition for Econoinic 
Justice 

David Pollock 
Chairperson, Administrative Committee 
Toronto 

Richard Elliott 
North York 

Falconbridge Limited 
E.A. Seth 
Vice-president 
Toronto 

Federal Superannuates National 
Association 

Percy Bateson 
President 
Eugene Wilson 
Past president 
Ottawa 

Federation of Ontario Cottagers' 
Association Inc. 

Barry Mitchell 
President 
John Carter 
Vice-president, Taxation 
Scarborough 

Federation of Provincial Non-Profit 
Organizations Working with Seniors 
in Ontario 

Robert Morton 
President 
Woodbridge 

Betty Fevreau 
Thornhill 



Mary-Joe Figueira 
Mississauga 

First Brands Corporation 
Robert Rastorp 
President and Chief Executive Officer 
Scarborough 

500 Duplex Tenants' Association 
Jean Newman 
Toronto 

Food Services Industry Group 
Robert E. Boone 
Senior Vice-president 
Toronto 

Forum on Responsible Education 
Stan Currie 
Ottawa 

Frontenac Condominium Corporation 
#28 

James Peck 
President 
Kingston 

General Motors of Canada Limited 
George A. Peapples 
President 
Oshawa 

George Morris Centre Agri-Food 
Competitiveness Council 

Larry Martin 
Chair 
Guelph 

George Weston Limited 
Robert H. Kidd 
Senior Vice-president and Chief 

. Executive Officer 
Toronto 

Robert G. Good 
Puslinch 

David A.I. Goring 
Toronto 

Grey County Board of Education 
Michael J. McKenna 
Director of Education 
Hepworth 
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Grimsby District Chamber of 
Commerce 

Paul Stringer 
Vice-president 

Haldimand Federation of Agriculture 
Brian Reid and Frank Sommer 
Canfield 

Haliburton Forest and Wildlife Reserve 
Limited 

Peter Schleifenbaum 

Hamilton-Wentworth Roman Catholic 
Separate School Board 

Jerry G. Ponikvar 
Director of Education 
Hamilton 

Colin Hardman 
Oakville 

Jagdish Hattiangadi 
North York 

Heather's Heritage Haven Limited 
M. Lindsay Lambert 
Ottawa 

John Helm 
5t Catharil1E$ 

Timothy C.S. Hemming 
Toronto 

Marrius R. Hoefman 
London 

Dorothea Hoerz 
Kakabeka Falls 

Hermann Hoerz 
Kakabeka Falls 

Hope Township Ratepayers' 
Association 

John Boughen 
Chairman 
Port Hope 

Hotel Association of Metropolitan 
Toronto 

David Hutchinson 
Toronto 

Grace Hunter 
Etobicoke 
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IBM Canada Ltd. 
J. Hutchison 
Director of Taxes 
Markham 

Inco Limited 
J.W. Ashcroft 
President, Ontario Division 
Copper Cliff 

Institute of Chartered Accountants of 
Ontario 

R.T. Neville 
President 
D.A. Wilson 
Executive Director 
B.G. Blay 
Past president 
R.G. Gage 
Past president 
R.T. Rutherford 
Past president 
Toronto 

Institute of Municipal Assessors of 
Ontario 

K.F. McGillivray 
Executive Director 
Don Mills 

Insurance Bureau of Canada 
].1. Lyndon 
President 
Toronto 

Island View Drive and Area 
Ratepayers' Association 

Harold E. Fry 
President 
Wiarton 

J.E. Agnew Food Services Ltd. 
Jeff Agnew 
President 
Kingston 

Japan Automobile Manufacturers 
Association of Canada 

T. Kunii 
Chairman 
Toronto 

Roy N. Jennings 
Samia 

Melvin C. Johnson 
Hamilton 

Tom Kaneb 
Cornwall 

Amy Kempster 
Ottawa 

Thoywell A. Kennedy 
Etobicoke 

Kenora Board of Education 
Marion Helash 
Olair 
Kids First 
Donna Mann 
Cindy Peterson 
Cambridge 

Kingston Area Condominium 
Association 

Harold Snell 
George Czanecki 

Kiwanis Club of Scott's Plains 
(Peterborough) Inc. 

William Tannock 
President 

J.A. Knowles 
Lanark 

Michael Kosnaskie 
Pembroke 

Peter Kurita 
Warkworth 
Lake of the Woods District Property 

Owners' Association Inc. 
D.H. Magnus 
President 
Winnipeg 
Lake Rosseau North Association 
Paul White 
President 
Rosseau 
Lakehead University 
Robert G. Rosehart 
President 
Thunder Bay 



Lambton County Roman Catholic 
Separate School Board 

John F. Ross 
Director of Education and Secretary 
Sarnia 

Mary Lawr 
Haliburton 

Wayne Lealess 
Windsor 

London Chamber of Commerce 
John Redmond 

London Social Planning Council 
Kathryn Munn 
Chair 

Lumber and Building Materials 
Association of Ontario 

Hannah M. Hancock 
Executive Vice-president 
Scarborough 

Lynden Park Mall Tax Committee 
John Faber 
Secretary, Realty Tax Committee 
Brantford 

Lytton Park Residents' Organization 
Inc. 

R.B. Atkins 
President 
Toronto 

MACATAX 
Harvey L. McIntyre 
Winnipeg 

S. MacKenzie 
Nepean 

Malden Township 
Daniel Reaume Laing 
Councillor 
Amherstburg 

Manitoulin Municipal Association 
Jessie M. Graham 
Secretary 
Kagawong 

Markham Board of Trade 
Vern Penner 
President 
Unionville 

Gilles Marleau 
Orleans 

Robert Marquis 
Richmond Hill 
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Allan and Noreen Marsh 
Mooretown 

Victoria Mason 
Nepean 

James W. Mauro 
Thunder Bay 

Rob Maxwell 
City Councillor, Ward 1 1  

Toronto 

McCaskill Management Consulting 
Corp. 

David G. McCaskill 
Mississauga 

Kenneth McDonald 
Willowdale 

R.B. McKenzie 
Ottawa 

K. Mesure 
Orangeville 

Metro Toronto and Region Public 
Advisory Committee 

Moyra Haney 
Co-chair 
Toronto 

Roger J. Middleton 
Toronto 

Mississauga Board of Trade 
Wayne Gallant 
Past president 
Sid Valo 
Past president 

Jameel Mohammed 
St Catharines 

Sam Mohammed 
Toronto 

Molson Breweries 
William M. Smith 
Director, Corporate Taxation 
Toronto 
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Dennis J. Monaghan 
Elgin 

Don 1. Moore 
Oakville 

Moore Corporation Limited 
J. McArthur 
Vice-chairman and Chief Financial 

Officer 
Toronto 

A. George Moreton 
Willowdale 

Griffith A.V. Morgan 
Guelph 

Steve Morris 
London 

Joseph 1. Moss 
Embro 

Motor Vehicle Manufacturers' 
Association 

Norman A. Clark 
President 
Toronto 

Municipality of Metropolitan Toronto 
Daniel Crombie 
Metropolitan Toronto Clerk 
David r Hipgrave 
Director, Corporate Planning Division 

Muskoka Board of Education 
Marilyn Rowe 
Chair 
Bracebridge 
Muskoka Lakes Association 
Robert Hodgins 
Chairman, Taxation Committee 
Toronto 

National Farmers Union 
John Dowling 
Ontario Coordinator 
Westport 

Jacqueline Neun 
Port Hope 

John Newell 
Toronto 

Doug Norman 
Maberly 

Northumberland County Tourism 
Advisory Committee 

Gail Mann 
Cobourg 

A.E. Nutis 
Ottawa 

Ontario Association of Chilc�ren's Aid 
Societies 

Mary A. McConville 
Executive Director 
Toronto 

Ontario Association of Non-Profit 
Homes and Services for Seniors 

Michael Klejman 
Executive Director 
Woodbridge 

Ontario Cable Telecommunications 
Association 

Roy O'Brien 
Executive Director 
Willowdale 

Ontario Cattlemen's Association 
Robert Kerr 
President 
Guelph 

Ontario Chamber of Commerce 
J.G. Carnegie 
Executive Director 
Don N. Eastman 
Vice-president, Policy 
Toronto 

Ontario English Catholic Teachers' 
Association 

Greg Pollock 
Executive Assistant, Government 

Relations . 
Toronto 

Ontario English Catholic Teachers' 
Association, Brant Unit 

Ted Charnish 
President 
Brantford 



Ontario English Catholic Teachers' 
Association, Hamilton-Wentworth 
Unit 

Fred Susi 
President 
Hamilton 

Ontario Federation of Agriculture 
David A .  Older 
Co-chair, OFA Property Tax Working 

Group 
Toronto 

Ontario Finnish Resthome Association 
Lewis S. Massad 
Executive Director 
Don Walimaki 
Chairman of the Board 
Sault Ste Marie 

Ontario Forest Industries Association 
Ian D. Bird 
President 
Toronto 

Ontario Home Builders' Association 
Hugh Heron 
Chairman 
Ian Rawlings 
President 
North York 

Ontario Institute of Agrologists 
Land Use Committee, Ottawa Branch 

Brad Gilmour 
Ottawa 

Ontario Medical Association 
Peter S. Fraser 
Chief Executive Officer 
Toronto 

Ontario Mining Association 
Patrick Reid 
President 
Peter McBride 
Manager of Communications 
Toronto 

Ontario Motion Picture Theatre 
Association 

Robert Stinson 
President 
Toronto 
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Ontario Motor Coach Association 
Brian Crow 
President 
Richard Glaesser 
Policy Analyst 
Toronto 

Ontario Natural Gas Association 
Paul E. Pinnington 
President 
Toronto 

Ontario Non-Profit Housing 
Association 

Roger Maloney 
President 
Toronto 

Ontario Public School Boards' 
Association 

Ernie Checkeris 
Past president 
Paula Dunning 
Past president 
Toronto 

Ontario Public School Teachers' 
Federation 

Gene Lewis 
President 
Toronto 

Ontario Public School Teachers' 
Federation, Halton District 

Bill Barrett 
President 
Burlington 

Ontario Public Supervisory Officials' 
Association 

Rae Stoness 
Executive Director 
Oakville 

Ontario Real Estate Association 
D,J. Flood 
Director of Government Relations 
Don Mills 
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Ontario Restaurant Association 
Michael Capotosto 
Chairman, Government Affairs Task 

Force 
Orville Rose 
Executive Director 
Toronto 

Ontario Secondary School Teachers' 
Federation 

Larry French 
Legislative Researcher 
Toronto 

Ontario Separate School Trustees' 
Association 

Patrick Slack 
Executive Director 
North York 
Ontario Soil and Crop Improvement 

Association 
Ken McCurdy 
President 
Elwin Vince 
Past president 
Guelph 

Ontario Tire Dealers Association 
R.B. Arthurs 
Executive Director 
London 

Ottawa Board of Education 
W.H. Bird 
Superintendent of Business and Finance 

Ottawa-Carleton Board of Trade 
Lorraine Flaherty 
President 

Ottawa-Carleton Federation of 
Agriculture 

Terry Otto 
President 
Metcalfe 

Ottawa Roman Catholic Separate 
School Board 

Wayne E. Bishop 
Superintendent of Finance 

Oxford County Roman Catholic 
Separate School Board 

Georges Groulx 
Superintendent of Business 
Woodstock 

Parking Authority of Toronto 
Norris P. Zucchet 

B.F. Parr 
Etobicoke 

Paudash Lake Conservation 
Association 

Valerie Hunnius 
Secretary 
Toronto 

Francis K. Peddle 
Ottawa 

Peat Marwick Stevenson & Kellogg 
Donald L. King 
Partner 
Toronto 

Peel Board of Education 
William Kent 
Chair 
Mississauga · 

Peterborough County Coalition of Lake 
Associations 

Craig Nicholson 
Chairman 

. 

Toronto 
Peterborough Two Tier Property Tax 

Committee 
Malcolm G. McCarthy 
Director 
Eldon P. Ray 
Chairman 

Pharmaceutical Manufacturers 
Association of Canada 

Judith A. Erola 
President 
Ottawa 

K. Polack 
Toronto 



Port Cares Women's Committee 
Barbara DeRuiter 
Pam Swick Janjac 
Port Colborne 

Bryan Prentice 
Willowdale 

Price Waterhouse Chartered 
Accountants 

Leo Ferens 
Toronto 

Primesite Appraisal Service 
Robert 1. Warwick 
WaUaceburg 

Project Industries 
Brian Wesley 
President 
St Catharines 

Prospectors and Developers 
Association of Canada 

Fenton Scott 
President 
Toronto 

Provincial Council of Women of 
Ontario 

Margaret MacGee 
President 
London 
Eileen Makowetsky 
President 
Chatham 
May Nickson 
V.P. Economics 
Chatham 

Queen's University 
R.D. Fraser 
Vice -principal (Resources) 
Kingston 

Joseph Quittner 
Toronto 

Rail Ways to the Future Committee 
Ross Snetsinger 
Toronto 
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Ratepayers' Association Humphrey 
Township 

E.V. Reeser 
President 
Toronto 

Ratepayers of Renfrew County 
Laurence F. King 
Eganville 

Real Women 
C. Gwendolyn Landolt 
National Vice-president 
Ottawa 

Region of Waterloo Taxpayers 
Coalition 

Grant Strome 
Cambridge 

Regional Appraisal Services 
Bernard E. Vanden 
Ottawa 

Regional Chairmen of Ontario 
Peter D. Pomeroy 
Halton Chair 
Oakville 

Regional Municipality of Haldimand-
Norfolk 

Robert Johnstone 
Treasurer and Commissioner of Finance 
Keith Richardson 
Regional Chairman 
Townsend 

Regional Municipality of Halton 

Regional Municipality of Ottawa-
Carleton 

Regional Municipality of Waterloo 

Retail Council of Canada 
Alasdair McKichan 
President 

Toronto 

Retail Task Force, clo Hudson's Bay 
Company 

Michael C. Ward 
Director, Real Estate Assessments 
Toronto 
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David Rodgers 
Ottawa 
John Rozema 
Samia 
Arvo J. Salo 
Prospector 
Virginia town 
Sandy Hill Community Health Centre 
Birgit Neilson and J.M. Dupont 
Co-chairs, Promotions Committee 
Vanier 
Sarnia Construction Association 
Andrew J. Pilat 
General Manager 
Stewart W. Shackell 
Nepean 
Sherwood Jones & Bums Ratepayers 

Association 
Richard Robyn 
President 
Barry's Bay 
Dudley Smith 
Thornhill 
Paul A. Smith 
North York 
Ross G. Snetsinger 
Toronto 
Social Planning Council of 

Metropolitan Toronto 
Michael Shapcott 
Child Poverty Action Group 
Richard Sommers 
Kitchener 
Joe Spano 
King City 
Geoffrey W. Squibb 
Toronto 
Ste1co Inc. 
RJ. Milbourne 
President and CEO 
Hamilton 
H. Ralph Stratford 
Whitby 

Sudbury Board of Education 
Vicki Kelt 
Chairperson 
Sudbury English Catholic Secondary 

Teachers' Association 
Roland Muzzatti 
President 
Summerhill Residents' Association 
Barry de Zwaan 
President 
Toronto 
Sun Life Assurance Company of 

Canada 
John D. McNeil 
Chairman and Chief Executive Officer 
Toronto 
Sudbury Business and Professional 

Women's Club, Current Affairs 
Committee 

Betty Rheume 
Chair 
Sudbury 
Lev Tarasov 
Rockwood 
Task Force on Food Banks 
Michael Shapcott 
Toronto 
Tax Executives Institute, Inc. 
Hugh D. Markey 
President, Toronto Chapter 
Vincent Alicandri 
Chair, Canadian Income Tax Committee, 

Toronto Chapter 
Toronto 
Taxpayers' Coalition, Oakville 
Donald Gussin 
Secretary 
Taxpayers' Coalition, Peel Inc. 
Ken Jenner 
President 
Mississauga 
Taxpayers' Coalition, Richmond Hill 
Eric Van 
Publicity Chairman 



Taxpayers' Coalition, Uxbridge 
BalTie Clulow 
Communications Committee 
Tenants' Association for 1500 Bathurst 
Randall Withell 
ChaiIman 
Toronto 
320 Lonsdale Road Tenants' 

Association 
T. Andrew Stewart 
President 
Toronto 
D. Wayne Tingle 
London 
Toronto Board of Education 
Joan M. Green 
Director of Education 
Susan McNeil 
Administrative Services Department 
Beare Weatherup 
Chair 
Toronto Mayor's Committee on Aging 
Lisa Castelin 
Administrator 
Town of Hanover 
D.W. (Doug) Hancock 
Mayor 
Town of Harriston 

Town of Markham 

Town of Newcastle 

Town of Niagara-on-the-Lake 
Michael M. Dietsch 
Lord Mayor 
Town of Palmerston 
A. Keith Askett 
Mayor 
Town of Port Elgin 

Town of Richmond Hill 

Town of Simcoe 

Town of Whitby 

Town of Whitchurch-Stouffville 

Township of the Archipelago 
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Township of Armour 

Township of Brougham 
B.1. Irving 
Reeve 

Township of Camden 

Township of Goulbourn 

Township of Howard 

Township of Lake of Bays 

Township of Olden 

Township of Raglan 

Township of Sebastopol 

Township of Strong 

Township of Tiny 
Ross Hastings 
Reeve 

Township of Wilmot 
Lynn A. Myers 
Mayor 
Township of Yarmouth 

Townships of Griffith and 
Matawatchan 

Paul Doyle 
Reeve 
Toy-Sport Agencies Limited 
J.G. Ward 
Vice-president 
Don Mills 
Tricon Group 
w.H. Hardy 
President 
Ottawa 
Trust Companies Association of 

Canada 
John 1. Evans 
President and CEO 
Ottawa 
Umbrella Central Day Care 

Services/Child Care Committee 
of Scarborough 

Tess Ayles 
Exec:Utive Director 
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Unit�d Chiefs and Councils of 
Manitoulin 

Robert H. Debassige 
Tribal Chairperson/Executive Director 
West Bay 
United Co-operatives of Ontario 
RE. Bethune 

Chief Executive Officer 
Mississauga 
United Counties of Stormont, Dundas 

and Glengarry 

United Townships of Head, Clara and 
Maria 

Urban Development Institute Ontario 
M. Kells 
President 
Don Mills 
Cora Urbel 
Don Mills 
Blanche 1. van Ginkel 
Toronto 
Vanier Institute of the Family 
Robert Glossop 
Director of Programs 
Ottawa 
Village of Barry's Bay 
Robert J. Narlock 
Clerk-Treasurer 
VS Services Ltd. 
James E. Graham 
President and Chief Executive Officer 
RE. Boone 
Senior Vice-president and Legal 

Secretary 
Toronto 
Nonn Walpole 
Waterford 
Eric Walton 
Kingston 
Waterloo County Board of Education 
A Ewasko 
Superintendent of Business and 

Treasurer 
Kitchener 

Beresford J. Watt 
Port Hope 
Weston Downs Ratepayers' Association 
Nick Lavalle 
President 
Woodbridge 
John Whalley 
Professor, University of Western Ontario 
London 
C.R. Whitfield 
Ottawa 
Ian 1. Whitmore 
Toronto 
Marjorie Wild 
Toronto 
William Allan House 
Neil Bernard Dukas 
Barriefield 
Colin J. Williams 
Don Mills 

T. Douglas Willock 
Toronto 
A. Witt 
Brantford 
Women Teachers' Association of 

Ottawa 
Lee Cassellman 
Writers' Union of Canada 
Penny Dickens 
Toronto 
James M_ Yaraskavitch 
Renfrew 
York Mills Ratepayers' Association Inc. 
D' Arcy Macdonald 
Chairman, Taxation Committee 
North York 
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Public Hearings: Participants 

The commission held public hearings between 13 April and 29 June 
1 993. Many of those who registered and participated provided 
written submissions. 

London, 13 April 

Peg Amtfield 

City of London 
Sheila Davenport 
Councillor 
Jim Logan 
Manager of Revenue and Tax Collector 
John Coutanche 

Susanne Dann 

W.G. Davies 

Fellini Koolini's Restaurant 
Joe Kools Restaurant 
Pamela Parker-Landsdown 
President 
Freedom Party of Ontario 
Robert Metz 
Leader 
Barbara Gibson 

Wayne Gibson 

Geoffrey Hale 

John Paui lI Secondary School 
Michelle Smith 
Vice-president, student council 

Key Property Management 
Corporation 

Randy Ferguson 
Lake Huron Preservation Association 
Douglas Banks 
London and Area Council of Women 
Candace Brecevic 
Laila M. Norman 
London and Area Tenants Federation 
Leo Bouillon 
London Board of Education 
Cheryl Miller 
Chair 
Daniel Skidmore 
Director of Education 
J.H. Morris 
Superintendent of Business 
London Chamber of Commerce 
Bryan Allendorf 
Jim Kee 
Bill Salmon 
Mike Walker 
London and District Construction 

Association 
Thomas E. Dool 
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London and District Labour Council 
Gina Barber 
Gil Warren 

London and Middlesex County 
RCSS Board * 

Carol Donnelly 
Trustee 
Paul Whitehead 
Trustee 
Jim Squires 
President, CUPE Local 1 166 

London and Middlesex Roman 
Catholic Parent Teacher Association 

John Jevnikar 
President 
London-Middlesex Taxpayers 

Coalition 
T.A. Rennie 
London and St Thomas Real Estate 

Board 
Ron Paulger 
Joe Pinheiro 
Low Income Family Empowerment ­

Sole Support Parents Information 
Network (LIFE-SPIN) 

Harmony Kubu 
John MacCallum 

Marg MacCallum 

James MacNeill 

Charles McNeil 

Debra S. Normand 

Notre Dame Parent Teacher 
Association 

Mary Wilson 
President 
Ontario Federation of Home and 

School Associations 
Marian Obeda 
Regional President 

,. ReSS Board denotes Roman Catholic 
Separate School Board 

Oxford and Middlesex County 
Federation of Agriculture 

David A. Older 
Port Stanley Terminal Rail Inc. 
Roy Broadbear 
President 
Jeff Willsie 
Vice-president 
Deborah Prothero 
Secretary 
Rodney Two Tier Property Tax 

Committee 
John Fisher 
St Thomas More Parent Teacher 

Association 
Jane Kubica 
President 
Schickedanz Brothers Ltd. 
Tina Schickedanz 
Sheet Metal Workers International 

Union 
Dennis Males 
Gordon Stewart 
David Zavitz 
Maureen Sheppard 

Lindsay Sheppard 

Steel way Building Systems 
Glen G. White 
Township of Brantford 
Donald Glassford 
Chief Administrative Officer 
Township of Usb orne 
Patricia Down 
Mayor 
Township of Yarmouth 
Marian Millman 
Mayor 
University of Western Ontario 
Janet McClain 
Political Science Department 
Bernard Wiley 

James Williams 

Bob Wood 



Cobourg, 14 April 

J.s.W. Aldis 

Cash Crop Farmers Association 
George Ryken 
Cobourg Labour Council/Company of 

Concerned Canadians 
Linda Nicholas 
Cobourg and Port Hope Chambers of 

Commerce Joint Government Policy 
Committee 

Will Scoffield 
Dairy Farmers Association 
Paul Burnham 
Bev Dahmer 

Wilfred Day 

Cindy Diminie 

Fare Share Food Bank 
Uila Elliott 
Shelly Ferguson 

Jayne Fraser 

Brenda Free 

Hog Producers Association 
Ted Van Netten 
Shirley Jack 

Lakeshore Estate Planning Council 
Brad Curtis 
Thomas Hill 

Lynghorne Lynch Lillico 
c.B. Lynch 
Northumberland Federation of 

Agriculture 
Fred Thomson 
President 
Northumberland Rural Awareness 

Committee 
Ben Curreily 
Ontario Coalition Against Poverty 
Deborah J. O'Connor 
Sharon Peck 

Peterborough Victoria 
Northumberland RCSS Board 

Don Folz 
Ken Kary 
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Port Hope Chamber of Commerce 
Roger Ingram 
President 
Donna Stockwell 

Township of 
Cramahe/Northumberland County 
Doug Galt 
Township Reeve/County Warden 

Peterborough, 19 April 

Belmont-Methuen Conference 
Leslie F. Morris 
Canadian Auto Workers, Local 1987 
Rob Freeman 
Canadian Research Committee on 

Taxation 
Frank Peddle 
Director of Research 
County Federation of Agriculture 
Seldon Parker 
County of Peterborough 
Gary Stewart 
Warden 
Robert A. Donovan 

Greater Peterborough Chamber of 
Commerce 

Vince Gatt 
President 
Mae Smith 
Vice-president 
Eric Steinmiller 
Treasurer 
Don Frise 
Jack Johnston 
Jim Potts 
Jim Robinson 
Bill McMaster 

Northern Pigeon Lake Ratepayers 
Association Inc. 

George Jewett 
Past President/Peterborough City 

Board of Education Trustee 
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Peterborough Coaliton for Social 
Justice 

Floyd Howlett 
Chair, Steering Committee 
Peterborough County Soil and Crop 

Association 
Grant Bennett 
President 
Peterborough Injured Workers Group 
Debra Garvey 
Peterborough Labour Council 
Peter How 
Peterborough Two Tier Property Tax 

Committee 
Malcolm McCarthy 
Director 
Eldon P. Ray 
Chairman 
Hanno Beck 
Ellen Rambukkana 

CJ.S. Stuart 

Township of Ennismore 
Doris Brick 
Reeve 
Township of Harvey 
John W. Millage 
Clerk-Treasurer and Chief 

Administrative Officer 
United Citizens Organization 
Ray Peters 
President 
Victoria County Federation of 

Agriculture 
Terry Boyce 
Margaret Jones 

Sault Ste Marie, 7 May 

Canadian Catholics for Social Justice 
Dick Brady 
Central Algoma Board of Education 
Allen Prodan 
Clean North 
Kathleen M. Brosemer 
Trudy Higginson 

Injured Workers Paralegal Service 
Rick Smith 
John Murphy 
Inter-faith Social Assistance Review 

Coalition 
Phyllis Dietrich 
Michael McCrosson 

Municipal Welfare Office 
Ray Diotte 
Ontario Public School Teachers' 

Federation 
Steve Summers 
District President 
Ontario Secondary School Teachers' 

Federation, Sault Ste Marie 
Division, District 30 Algoma 

Jim Agnew 
Phoenix Rising Women's Centre 
Bryna Coppel-Park 
Louise Primeau 

Sault Ste Marie Chamber of 
Commerce 

Liisa Peer 
President 
Sault Ste Marie Construction 

Association 
Richard Thomas 
Sault Ste Marie and District Labour 

Council 
Bob Richards 
President 
Sault Ste Marie and District RCSS 
Board 
Regis O'Connor 
Chair 
Township of Hornepayne 
Don Chevalier 



Timmins, 12 May 

Agricultural Society 
Elmer Cook 
Louise Dambrowitz 
Dairymen's Association 
Bob Barber 
Falconbridge Limited 
John P. Pappone 
Manager, Employee Relations and 

Administration, Toronto 
Bonnie Foster 

Trafford Hall 

Mabel Lucyk 

Management and Economic 
Development Consultants 

Roger Mawdsley 
Mattagami Region Conservation 

Authority 
Kees Pols 
Brian Tees 
Brenda Savard 

Timmins Board of Education 
John Huggins 
Director 
Bill Ferrier 
Robert McArthur 
Timmins District RCSS Board 
Michel E.B. Serre 
Director of Education 
Timmins Labour Council 
Jerry Loranger 
Township of Black River-Matheson 
Pierrette Blok, Mayor 
President, Association of Mining 

Municipalities 
Jan Vandermeer 
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Sudbury, 13 May 

Association franco-ontarienne des 
con seils d' ecoles catholiques 
(AFOCEC) 

Monique Landry-Sabourin 
Presidente 
Coalition for Responsible Local 

Government 
Ted Callaghan 
Fred Johannes 
Conseil des ecoles sepan!s catholiques 

du district de Sudbury 
Jacques Lachapelle 
Directeur de l'education 
Crisis Housing Liaison 
Eugene Williams 
East Parry Sound Board of Education 
Dean Currie 
Art Osburn 
Falconbridge Limited 
John M. Doyle 
Director of Taxation, Toronto 
Falconbridge Pensioners Organization 

Local 
Robert Burrow 
Director, Administrative Services 
James B. Tester 
Chairman 
First Vice President's Task Force for 

Seniors' Advisory Council 
Margaret Harche 
INCO Limited 
Jose A. Blanco 
Vice-president Ontario Division 
Jane Stapleton 
Accounting/Taxation Department 
Everett Kingston 

Lake Pen age Ratepayers Association 
Martin Sutinen 
Nipissing District RCSS Board 
Robert Lucenti 
Chair 
Rhea] Perron 
President, Section de langue franc;aise 
Sid Tomkins 
Chair, English Language Section 
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North Bay and Area Centre for the 
Disabled 

Homer LeBlond 
North Bay and District Chamber of 

Commerce 
Glen DeVuono 
Persons United for Self Help 
Joanne Nowther 
Chair 
Randy Beland 
Coordinator 
Pierre's Consulting 
Pierre M. Laberge 
John D. Rutherford 

Sud bureans Organized. Against 
Poverty 

Rick Desormeaux 
Sudbury Board of Education 
Doreen Dewar 
Chair, English Language Section 
Joyce Laking 
Chair, Property and Finanace 

Committee • 

Earnie Checkeris 
Vice-chair 
Larry FitzPatrick 
Superintendent of Business 

Administration 
Sudbury and District Chamber of 

Commerce 
Austin Davey 
Chairman, Government Relations 

Program 
Sudbury and District Labour Council 
John Filo 
President 
Sudbury District RCSS Board 
Margaret Dowdal 
Chair 
Marcel Lapierre 
Vice-chair 
Robert Boucher 
Supertindent of Business and Finance 
Task Force for Seniors' Advisory 

Council 
Chris Stewart 

Township of Strong 
Rodger Brimacombe 
United Way, Sudbury District 
Patrick Meagher 
Labour Community Services 

St Catharines, 17 May 

AG Care (Agriculture Group 
Concerned About Resources and 
the Environment) 

Mary Wiley 
Rob DePetris 

Lincoln County RCSS Board 
Susan Venditti 
Chair 
Nancy Grodesky 
Vice-chair 
Vincent Monaghan 
Director of Education 
W.K. Newell 

Niagara Construction Association 
Werner Wiens 
President 
Howard Crawford 
Niagara North Federation of 

Agriculture 
Dave Wiley 
President 
Mary Lou Garr 
Niagara North Soil and Crop 

Improvement Association 
Ken Durharn 
Niagara Peninsula Fruit and Vegetable 

Growers' Association 
John Fedorkow 
President 
Norfolk Federation of Agriculture 
Richard Walker 
North Niagara Milk Producers' 

Committee 
Maryanne McDougall 



Port Cares Women's Committee 
Barbara DeReuter 
Pam Swick Janjac 
Ingrid Regier 

Helmut Rempel 

St Catharines Chamber of Commerce 
Hannah Gibbons 
Rick Hesp 
Bill Rickers 
St Catharines and Thorold Social 

Planning Council 
Patrick Dunphy 
Executive Director 
Patricia Wallis 

Kenora, 19 May 

Stuart Almost 

Association for Community Living 
Jim Retson 
Dryden B oard of Education 
John Borst 
Director of Education 
Nelson 1. Reed 
Superintendent of Business and Finance 
William Dawes 
Peter Elgi 

Home Support for Seniors 
Jane Davidson 
Kenora and Area Taxpayers' Coalition 
Penny Todd 
Chair 
Kenora Board of Education 
Marion Helash 
Chair 
Len Hakemson 
Vice-chair 
Jim LUlmy 
Trustee 
Richard W. Coburn 
Director of Education 
Dean Carrie 
Superintendent of Business 
Gordon McCuaig 
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Kenora District RCSS Board 
Walter O'Neill 
Business Administrator 
Cecil Poirier 
Jim Stevenson 
Roy Lever 

Milk Producers Association 
Peter Brunner 
President 
Ministry of Environment and Energy 
Christine Hansen 
Northwestern Independent Living 

Services 
Tamsin Collings 
Executive Director 
Northwestern Ontario Recycling 

Association 
Gertie Russell 
Public Advisory Committee on 

Landfill 
Katherine Olson 
Chair 
Robin Hill Farm 
Charlie Griffiths 
Soil and Crop Association 
Robert Wall 
Town of Dryden 
Paul S. Heayn 
Treasurer 
Town of Kenora 
Karen Brown 
Municipal Treasurer 
Pat Geisel 
Tax Collector 

Thunder Bay, 20 May 
Myrna Adams 

Armando Fanti 

Independent Living Centre 
Susan Ward 
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Lake Shebandowan Campers' 
Association 

M. Nawrocki 
President 
Robert Turner 
Lakehead Board of Education 
Lynn Peterson 
Trustee 
Brooks Rapley 
Trustee 
Eric Wilson 
Manager of Finance 
Lakehead District RCSS Board 
Susan Soldan 
Superintendent of Business 
Lakehead Social Planning Council 
Brenda Reimer 
Executive Director, Access to 

Permanent Housing Committee 
Lakehead University 
Carol Camire 
Social Work Department 
April Vass 
Social Work Department 
Masood Investment Trust 
James Mauro 
Northern Women's Centre 
Gwen O'Reilly 
Co-ordinator 
Paipoonge Ratepayers 
Terry Taylor 
Frederic Pretulac 

Paul Pugh 

P.U.S.H. Northwest 
Ron Ross 
David Ramsay, MP 

Anne Skalesky 

Social Planning Council 
Liz Poulin 
Thunder Bay Cattlemen's Association 
Hermann Hoerz 
Thunder Bay Cattlemen's 

Association/Potato Growers 
Association 

Mike Halow 

Thunder Bay Chamber of Commerce 
Dawn Powell 
Vice-president 
Ernie Prokopchuk 
Chair, Government Affairs Committee 
Thunder Bay and District Labour 

Council 
Glen Chochla 
Peter Lang 
Thunder Bay Federation of 

Agriculture 
Don Belluz 
President 
Thunder Bay Injured Workers 
Steve Mantis 
Rita Ubriaco 

Grey/Bruce, 25 May 
Bruce County Board of Education 
Paul Martindale 
Director of Education 
Ken Mann 
Superintendent of Business 
Allan MacKay 
Don Tedford 
Bruce County Federation of 

Agriculture 
Grant Collins 
Past president 
C. Lynn Fielder 
Byron Monk 
Cindy Cartwright 

County of Grey 
Sam Luckhardt 
Chairman, Finance Committee 
Grey County Board of Education 
Michael J. McKenna 
Director of Education 
Joyce Weber 
Grey County Federation of Agriculture 
George Black 
Karl Braeker 
Ken Furlong 



Grey County Soil and Crop 
Improvement Association 

Mac Thomson 
President 
Barry Talton 
Secretary 
Don Dietrich 
Robert Harrison 

Huron County Board of Education 
Paul Carroll 
Superintendent of Business and 

Operations/Director designate 
Wayne McCausland 

Brenda McIntosh 

Owen Sound and District Labour 
Council 

Greg Cooper 
President/Executive Council Member 
David Trumble 
Silent Valley Park Ltd. 
Bill Jay 
Murray Lembke 
Wilda McCarther 
Town of Palmerston 
A. Keith Askett 
Mayor 
Town of Port Elgin 
Brian Cleaver 
Mayor 
Dennis Haggerty 
Councillor 
Town of Southampton 
Norm Gurr 
Councillor 
Township of Amabel 
William Ferris 
Reeve 
Patrick J. Stock 
Treasurer 
Bill Wallace 

Wellington Federation of Agriculture 
George Strachan 
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Ottawa, 1, 2 June 

Action Centre for Social Justice 
Aline Akeson 
Action Logement 
Ethel Cote 
Animatrice 
Action Sandy Hill 
Robert Edmonds 
Alta Vista Community Association 
Gordon Law 
Amberwood Village/Condominium 

Presidents' Council 
Norman Long 
Chair 
William Carr 
L' Association de parents, eleves et 

professeurs de l'ecole secondaire de 
la Salle d'Ottawa 

J. Andre Quesnel 
Association of Non-Profit Homes and 

Services for Seniors 
Susan LeConte 
Doug McKeen 
Bayview Lodge Inc. 
Neal Dick 
Mitchell Beer 

Elizabeth Beilby 

Better Beginnings, Better Futures 
Robert Davidson 
)3etty Holly 
Dorthy Piernick 
Big Rideau Lake Association 
Stephen Sebastyan 
Barbara Roadhouse Bresnahan 

Canadian Chemical Producers' 
Association 

David W. Goffin 
Secretary-Treasurer and Vice-president, 

Business Economics 
Canadian Crafts Council 
Peter Weinrich 
Executive Director 
Canandian Federation of University 

Women 
Claire Heggtveit 
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Carleton Board of Education 
Carol Parker 
Chair 
Michael E. Clarke 
Manager, Finance and Administration 
Janice E. Sargent 
Strategic Planning Associate, Research 

and Planning 
Carleton RCSS Board 
Anne Stankovic 
Chair 
Cedardale Riverfront Properties 

Association 
Steve Jeffery 
Chimo Park Community Association 
W.e. Vant-Haaff 
Citizens for Fair Taxes 
Shibly Abela 
Keith Dowd 
Frank Spink 
Ivan Wood 
City of Ottawa 
Jacquelin Holzman 
Mayor 
Jim Watson 
Councillor 
Coalition for Fair Municipal Taxes 
Gerry LePage 
Conseil scolaire de langue fran"aise 

d'Ottawa-Carleton 
Carole Dupuis 
Association de parents de la section 

catholique (PSC) 
Cornwall Warehousing Ltd. 
Denis Lemieux 
Council on Aging of Ottawa-Carleton 
Peter Cornell 
Chair, Economics Committee 
Ann Davis 

Dundas County Federation of 
Agriculture 
Gordon Garlough 
Tim Dunston 

Eastern Ontario Landlords 
Organization 

Luigi Caparelli 
President 
Economic Realities Workshop 
Janet Parry 
Federal Superannuates National 

Association 
Edmond Blais 
Ottawa Branch 
Federation des caisses populaires de 

l'Ontario Inc. 
Pierre Lacasse 
Federation of Citizens Associations of 

Ottawa-Carleton Inc. 
Amy Kempster 
Federation of Ottawa-Carleton 

Tenants' Associations 
Dan McIntyre 
Charles Fiener 

Glengarry County Federation of 
Agriculture 

Richard Lapointe 
James Harris 

Inter-Agences et Entraide Budgetaire 
Suzy Hache 
Richard Monette 
International Association of 

Machinists and Aerospace Workers 
Louis Erlichman 
Canadian Research Director 
Jackson Brown Associates Inc. 
Joanne Jackson 
Jack Korwin 

Long Island Waterfront Group 
Stuart Rogers 
Victoria Mason 

Robert McLarty 

Mothers Are Women 
Evelyn Drescher 
Maureen Langsford 
National Union of Public and General 

Employees 
Bob Dale 



Ontario Advisory Council on the 
Status of Women 

Jacqueline Pelletier 
Ottawa Board of Education 
Marian Lothian 
Chair 
Stan Currie 
Joint Council, Elementary and 

Secondary School Advisory 
Committees 

PA Hill 
Special Education Advisory Committee 
Ottawa-Carleton Board of Trade 
Aimee Britten 
Past chair, Municipal Affairs 

Committee 
Charles Murphy 
Finance and Taxation Committee 
Ottawa-Carleton French Language 

School Board, Catholic Sector 
Robert Poirier 
Interim Director 
Ottawa RCSS Board 
Betty-Ann Kealey 
Holly Paterson 

Prescott County Federation of 
Agriculture 

Murray Allen 
Director 
Germain Malette 
Director 
Prescott-Russell County Board of 

Education 
James Rahn 
Director of Education 
Regional Municipality of Ottawa­

Carleton 
Alex Cullen 
Councillor and Chair, Ottawa-Carleton 

Fair Tax Working Group 
Renfrew County Federation of 

Agriculture 
Brian Hamilton 
Dave Campbell 
Russell County Federation of 

Agriculture 
Rejean Pommainville 
Director 
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Susan Skinner 

Stormont County Federation of 
Agriculture 
Bud Atkins 
Support and Custody Orders for 

Priority Enforcement (SCOPE) 
Judy Poulin 
University of Ottawa 
Ronald G. Bodkin 
Department of Economics 
White Lake Property Owners 

Association 
John L. Fachnie 
Chairman 
c.R. Whitfield 

Working Group for Sustainable 
Communities 

David Sherwood 
Chair 

Hamilton, 3 June 

African Lion Safari 
Don Dailley 
President and General Manager 
Assumption College 
Sandra Marchesano 
Laurie Valent 
Brant County RCSS Board 
Carol Cigagna 
Director of Education 
Florence Homeniuk 
Canadian Oncology Society 
Michael Goodyear 
Michael Charles 

Rowena Charles 

Jennifer Chamish 

City of Burlington 
Walter Mulkewich 
Mayor 
R.J. Rooks 
Executive Co-ordinator, Corporate 

Projects 
K.A. Commodore 
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Pauline Davis 

Dofasco Inc. 
Jim Stirling 
Manager, Public Relations 
John Allil)Ote 
Dundurn Community Legal Services 
Randy Schroeder 
Staff Lawyer 
Hamilton and District Chamber of 

Commerce 
Lee Kirkby 
Executive Director 
Kathy Drewitt 
Hamilton-Wentworth Federation of 

Agriculture 
Larry Freeman 
Henry Swierenga 
Fritz Trauttmansdorff 
Hamilton-Wentworth RCSS Board 
Patrick J. Daly 
Chair 
Jerry Ponikvar 
Director of Education 
Tony Davidson 
P. Ann Hogan 
Peter Leigh-Bell 
Patricia McKeown 
Eileen O'Neill 
Ontario Forestry Association 
Ron Huntington 
Parent-Teacher Association, 

Resurrection School 
James Letwin 
John Rudy 

Rasma Saulitis 

Social Planning and Research Council 
Mike Pennock 
Executive Director 
Social Planning Council 

Downtown Hamilton Business 
Improvement Association 

Marvin Caplan 
President 
St John'S College Student Council 
Stephanie Hospodar 

Stelco Hilton Works 
Glenn Bond 
Accounting Manager 
Stelco Inc. 
Gary Seichter 
Manager, Financial Planning 
Wentworth County Board of 

Education 
Allan Greenleaf 
Director of Education 
Jack Duncan 
Timothy Wright 

Windsor, 8 June 

Le conseil des ecoles separees 
. catholiques de Windsor 
Denis Levert 
Surintendant des ecoles de langue 

fran�aise 
County of Kent 
Bob Foulds 
Administrator-Clerk and Deputy 

Treasurer 
Laverne Kelly 
Essex County Federation of 

Agriculture 
Dan Diemer 
President 
Lorraine Olson 
Richard Trimble 
Essex County RCSS Board 
Don Petrozzi 
Chair 
Cynthia Armstrong 
Kay Dame 
Gerry Pouget 
Robert Prince 
Essex County Soil and Crop 

Improvement Association (ECSCIA) 
Bill Mailloux 
President 
Federation of Catholic Parent-Teacher 

Associations of Ontario 
Mary Ann Cuderman 
Treasurer 
Paul Bezaire 



FESFO (Student Francophone 
Organization for Ontario) 

Annie Bordeleau 
President 
Kent County Board of Education 
John Anderson 
Bob Asselin 
Dorothy Fisher 
Elmer Jackson 
Kent Federation of Agriculture 
Larry Dunlop 
Alex Miller 
Phil Shaw 
Ron Van Damme 
Lambton Federation of Agriculture 
Joyce Anderson 
Darrell Randell 
Legal Assistance of Windsor 
Marian Overholt 
Mario G. Lorenzon 

Meda Limited 
Richard Rosenthal 
Executive Vice-president 
Ontario Secondary School Teachers' 

Federation 
Leisha Nazarewich 
Ontario Separate School Trustees' 

Association 
MalY Hendricks 
President 
Patrick Slack 
Executive Director 
Earle McCabe 
Deputy Executive Director 
Paul Whitehead 
Trustee, London and Middlesex County 

RCSS Board 
Ontario Soil and Crop Improvement 

Association 
Tim Williams 
St Thomas of Villanova Parent 

Advisory Committee 
M.J. Meloche 
A. Moscatelio 
K Mulvey 
Peter Sonnenfeld 

Ken Ternoey 
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La section de langue fran"aise du 
Conseil des ecoles separees 
catholiques du comte d'Essex 

Jacques Kenny 
President 
Donna Bastien 
P. Chauvin 
M.J. Stewart 
Township of Howard 
J.A. Campbell 
Clerk-Treasurer 
David Langstaff 
Reeve 
Susan Weldon 

Wilson, Walker, Hochberg, Slopeu 
Gerard Charette 
Windsor and Area Coalition for Social 

Justice 
Bill Capitano 
Rick Coronado 
Windsor Bicycling Committee 
Mark Buckner 
Chair 
Windsor Child Support Taxation 

Lobby 
Karen Rockwell-Georgiou 
Chair 
Windsor Coalition Against Poverty 
Pat Taman 
Windsor and District Labour Council 
Mike Longmore 
Windsor and District Chamber of 

Commerce 
Fred Quenneville 
President and General Manager 
Michael Charette 
Tim Fuerth 
James Macri 

Toronto, 10, 11, 28, 29 June 

Neil Aberle 

A.J. Diamond, Donald Schmitt and 
Company 

A.J. Diamond 
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Advocacy Resource Centre for the 
Handicapped (ARCH) 

David Baker 
Executive Director 

AG Care (Agricultural Group 
Concerned About Resources and 
the Environment) 

Jeff Wilson 
Chair 

Alliance of Canadian Travel 
Associations Ontario 

Marion Graber 
Executive Director 
Gerald Heifetz 

John Andrachuk 

Association canadienne-fran.;aise de 
I'Ontario 

Jean Tanguay 
President 

Association of Municipalities of 
Ontario 

Elizabeth Behrens 
Regional Councillor, Town of Oakville 
Doris Brick 
Reeve, Township of Elmismore 

Ron Chittick 
Director of Finance and Administration, 

City of Peterborough 
Grant Hopcroft 
Controller, City of London 
Bill Logan 
Councillor, Region of Halton 
Jack McLachlan 
Clerk-Treasurer, Township of 

Tuckersmith 
David Smith 
Waste Management Engineer, City of 

St Catharines 

Association of Ontario Health Centres 
David Allester 
Vice-president 

Bernard Betel Centre for Creative 
Living 

Harold Segal 
Chair, Social Action Committee 

Birge 20 , Victoria University 
Ted Reeve 
Program Officer for Economic Justice 

Murry Blankstein 

Bloor Bathurst/Madison Business 
Association 

David Vallance 

Board of Trade of Metropolitan 
Toronto 
Don McIver 
Maralynne Monteith 

Borough of East York 
Michael Prue 
Mayor 
Eric Nichols 
Treasurer 
Ray White 

British Car Council 
Tom Hyland 

Donald W. Bryant 

Business Survivors Association of 
Toronto 

Laurence Cazaly 

Canadian Association for Community 
Living 

Diane Richler 
Executive Vice-president 

Canadian Bankers Association 
Judy Bussey 

Canadian Booksellers Association 
Stephen Payne 
External Affairs Coordinator 
Edward Borins 
Catherine Keathie 
Canadian Magazine Pubbshing 

Association 

Canadian Federation of Independent 
Business 

Catherine Swift 
Senior Vice-president 
Judith Andrew 
Director, Provincial Policy 

Canadian Federation of University 
Women: North Toronto Group, 
Politics and Law Group 
Helen Banks 
Donalda McLean 



Canadian Institute for Environmental 
Law and Policy 

Jack Gibbons 

Canadian Institute of Public Real 
Estate Companies (CIPREC) 

Ronald Daniel 
Executive Director 

Siim Vanaselja 

Canadian Life and Health Insurance 
Association 

James S. Witol 
Vice-president, Taxation and Research 
Gordon H. Graham 

Canadian Pensioners Concerned, 
Ontario Division 

Bruce Mutch 
Rae MacLeod 
Jean Woodsworth 

Canadian Property Tax Association 
Inc. (CPTA) 

Barry Remington 

Canadian Taxpayers Federation 
Paul Pagnuelo 

George Carr 

Chambre economique d'Ontario 
Don Lassaline 

Child Poverty Action Group 
Colin Hughes 

Citizens for Property Tax Reform 
Midge Day 
Storm MacGregor 

City of Scarborough 
Frank Faubert 
Councillor, Ward 8 
E. Alan Graf 
Budget Officer, Finance and 

Management Services 

Brenda Librecz 
Director, Business Development 

City of Toronto 
Peter Tomlinson 
Director, Economic Development 

City of Toronto - Department of 
Public Health, Health Promotion and 
Advocacy Section 

Maria Herrera 
Maria Lee 
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City of Toronto Finance Department 
John Woods 
Deputy City Treasurer 

Coalition for Social Assistance Reform 
Randy Ellsworth 
Isabel Mahoney 
Melodie Mayson 

Madeline Cole 

Communist Party of Canada (Ontario) 
Darrell Rankin 
Ontario Executive Committee 

Confederation of Resident and 
Ratepayer Associations 

Howard Joy 
Chair 

Consumers' Association of Canada 
(Ontario) 

Audrey Verge 
Chair, Economics Committee 

Council of Ontario Construction 
Associations 

Frank Bisson 
Bill Empey 
David A. Frame 

CP Rail 
Ronald G. Mason 
Senior Manager, Property Tax, Ontario 
John Taylor 

Heather De V eber 

Deep Foundations Contractors Inc. 
William E. Lardner 
Richard Yasny 

Deer Park Ratepayers Group Inc. 
Katherine Packer 

Durham Board of Education 
Wayne Wilson 
Trustee 

East York Board of Education 
Eric Lewis 
Director of Education 
Nora Gray 
Superintendent of Financial Services 

and Plant 

Education Advisory Council 
Michael Wytiahlowsky 
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Etobicoke Federation of Residents' 
and Ratepayers' Associations 

Terry Mudry 

Family Service Association 
Rosemarie Popham 
Director, Social Action Committee 

John Tinher 
Director 
Federation of Metro Tenants' 

Associations 
Ken Hale 
Deborah "Vandal 

Federation of Ontario Cottagers' 
Associations Inc. 

John C. Carter 
Vice-president (Taxation) 

David A. 1. Goring 

Ted Gwartney 

Halton Region Conservation Authority 
Murray Stephen 

Martin Hofman 

Chester Hunter 

Insur�nce Bureau of Canada 
Stan Griffin 
President 
Paul Morin 

Johnston & Daniel Limited Realtor 
J.R. Gairdner 
President and Chief Executive Officer 

John Kent 

The Kingsway People 
Harold Bradshaw 
Eric Jones 

Arnold Klement 

Labour Council of Metropolitan 
Toronto and York Region 

Bill Howes 

Lake of Bays Association 
John Kenny 

B. Bill Lew 

Susan Lieberman 

Life Underwriters Association of 
Canada 

Edward W. Polci 
Chairman and Chief Executive Officer 
W.T. Babcock 
Vice-president, Public Affairs 
John Bowden 
Member, Board of Directors 
Karl Keilhack 
Vice-president, Taxation 

Robert MacLean 

Brian F. McConville 

J.A. (Jack) McNulty 

Metropolitan Separate School Board 
Elvira DeMonte 
Chair 
Dawn Drayton 
Trustee 
John Jasenec 
Deputy Director and Treasurer 
Gordon Maclean 
Senior Co-ordinator 

Metropolitan Toronto Presidents' 
Negotiations Council (elementary) 

Dwight Chalmers 

Metropolitan Toronto School Board 
Anne Vanstone 
Chair 
KN. McKeown 
Director of Education 

Motor Vehicle Manufacturers' 
Association 

Norman A. Clark 
President 
David C. Adams 
Manager, Committees 
AIdo Dibiase 
Chrysler Canada Ltd. 
Bob Hassard 
Maureen Kempston-Darkes 
Neil MacDonald 
Bryan Sv.rift 
Mike Walker 



Multiple Dwelling Standards 
Association 

Ib Amonsen 

Municipality of Metropolitan Toronto 
Ila Bossons 
Councillor 
Scott Cavalier 
Task Force on the Reform of 

Municipal Financing 
Ed Zamparo 
Task Force on the Reform of 

Municipal Financing 

Muskoka Lakes Association 
Robert Hodgins 
Chair, Taxation Committee 

North Hill District Home Owners' 
Association 

Tim Kennish 
President 

North York Board of Education 
Elsa Chandler 
Bart Hildebrand 

North York Harvest Food Bank 
Mary Lucas 

Older Women's Network 
Helen Lowenberger 
Metro Toronto and Area Council 

Ontario Association of Cemeteries 
Douglas Reid 
Robert Sumsion 

Ontario Association of Non-profit 
Homes and Services for Seniors 

Michael Klejman 
Executive Director 

Ontario Association of School 
Business Officials 

Richard J. McIntosh 
Executive Officer 

Ontario Automobile Dealer 
Association 

Bill Davis 
Director, Government Relations 

Committee 
Dave Lalonde 
Shelley Schleuter 
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Ontario Chamber of Commerce 
Joe Couto 
Co-ordinator, Economic Policy 
Don Eastman 
Vice-president, Policy 

Ontario English Catholic Teachers 
Association 

Terry Mangan 
Deputy General Secretary 
Greg Pollock 
Executive Assistant, Government 

Relations 
Claire Ross 
Government Relations 

Ontario Federation of Agriculture 
Roger George 
President 
Ed Ketchabaw 
Dave Older 
Ed Segsworth 
Carl Sulliman 

Ontario Federation of Home and 
School Associations 

Bette Turner 
First Vice-president 

Ontario Federation of Labour 
Gordon Wilson 
President 
Chris Schenck 
Research Director 

Ontario Forest Industries Association 
R. Marie Rauter 
President 
Martin Kaiser 

Ontario Forestry Association 
James Coates 

Ontario Hydro 
Sam Roberts 
Corporate Real Estate Division 

Ontario Jewish Association for Equity 
in Education - FFREE Families for 
Religious Equality in Education 

Shalom Schachter 

Ontario Mining Association 
Patrick Reid 
President 
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Ontario Natural Gas Association 
Paul E. Pinnington 
President 
Bernie Jones 
Larry Youell 
Ontario Public Health Association 
Brian Hyndman 
Chair, OPHA Working Group on Social 

and Economic Justice 
Ontario Public School Boards' 

Association 
Joe Gunn 
President 
Mike Benson 
Executive Director 
Lionel Feldman 
President, Lionel Feldman Consulting 
Ontario Public Service Employees 

Union 
Diane Bull 
Ontario Restaurant Association 
Paul Oliver 
President 

Ontario Secondary School Teachers' 
Federation 

Larry French 
Jim McQueen 
Ontario Social Development Council 
Malcolm Schookner 
Executive Director 
Parkdale Tenants' Association 
Bart Poesiat 
Parkdale Community Legal Services 
Parking Authority of Toronto 
'Norris P. Zucchet 
Kenneth Polack 

Public Service Alliance of Canada 
Stephen Jelly 
Executive Assistant to Management 

Committee 
Retail Task Force 
Harold Chmara 
Director, Planning and Tax, Hudson's 

Bay Company 
Leonard Eisen 

Retail Council of Canada 
Peter Woolford 
Vice-president 
Richmond Hill Chamber of Commerce 
Jim Chwartacky 
Robinwood Management Corporation 

Limited 
Roberl Herman 
President 
Rupert Community Residential 

Services of Toronto Inc. 
Michael Shapcott 
A.G. Scott 

David Schenck 

St Gregory Separate School CPTA 
Eileen Rice 
Sherwood Park Residents' Association 
Phil Aber 
Director 
Jean Smith 

Social Planning Council of 
Metropolitan Toronto 

Andrew Mitchell 
Program Director 
Gerard Kennedy 
Director, Daily Bread Food Bank 
Stewart Associates 
T. Andrew Associates 
Summerhill Residents' Association 
Barry de Zwaan 
President 
Taxpayers Coalition of Durham 

Region 
Barry Oulow 
Al lngham 
Ronald Taylor 

Tenant Landlord Coalition for Equal 
Taxation 

Tina Schickedanz 
Tenants' Condo Co-op Development 
Thed Evdoxiadis 
Toronto Arts Council 
Anne Bermonte 
Associate Director 



Toronto Assocation of Neighbourhood 
Services 

Chilsa Neves 
Toronto Board of Education 
David Moll 
Chair 
Irene Atkinson 
Chair, Education Finance Committee 
Toronto Board of Jewish Education 
Irwin E. Witty 
Executive Director 
Toronto Food Policy Council 
Sean Cosgrove 
Toronto Mayor's Committee on Aging 
Margaret Bryce 
Planning and Development Department 
Town of Uxbridge 
Susan Para 
Regional Councillor 
United Church 
Susan Eagle 
United Steelworkers of America 
Harry Hynd 
Director, District 6 
Ken Delaney 
United Way of Greater Toronto 
Liz Mulholland 
Urban Development Institute Ontario 
Neil McFadgen 
Chair, UDI Tax Committee 
Valhalla Inns 
Peter Peachey 
President 
Waterloo Lutheran Seminary 
David Pfrimmer 
Alan H. Wood 

York Mills Ratepayers Association 
John Clinkard 
President 
Yarmila Filey 
York Region RCSS Board 
Terrance G. Ryan 
Chair 
John A. Sabo 
Superintendent of Business and Finance 
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Kingston, 15 June 

Brew-on-Premises Association of 
Ontario 

David Campbell 
Janice McIlroy 
Camp Brylene 
Jack and Louise Wight 
City of Kingston 
Helen Cooper 
Mayor 
Rick Fiebig 
City Treasurer 
Coalition for Fair Municipal Taxation-

Kingston 
Lily Inglis 
Durham Board of Education 
Ruth Lafarga 
Past chair 
Frontenac County Board of Education 
John H. Bates 
Director of Education and Secretary 

Frontenac-Lennox and Addington 
County RCSS Board 

Tom Foley 
Ronald Greenwood 

Hastings County Board of Education 
Ron Denyes 
Director of Education 
Ernie Parsons 
Vice-chair 
Hastings-Prince Edward Catholic 

Teachers Association 
Don Reidel 
Unit President 
Kingston Area Condominium 

Association 
George Czarnecki 
Harold Snell 
Kingston Coalition for Social Justice 
Keith Anderson 
Kingston and District Association of 

Parents with Physically 
Handicapped Children 

Leslie Bellemare 
Darrell Sabean 
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Kingston District Chamber of 
Commerce 

Doug Treleaven 
Kingston and District Labom Council 
Jack Cooper 
Vince Maloney 
Kingston Environmental Action 

Project 
Kurt Halliday 
Eric Walton 
Kingston Township Industrial 

Landowners Association . Peter Allerston 
Leeds Federation of Agriculture 
Earl McFadden 
H. Morris Love 

Low Income Needs Co-operative 
Cate Stoker 
Irene Mooney 

National Farmers' Union of Ontario 
(Region 3) 

Peter Dowling 
Rick Munroe 
Ontario Federation of Agriculture, 

Lennox and Addington County 
Earl Smith 
Ontario Forestry Association 
Arthur Mathewson 
Co-chair 
Ontario Private Campground 

Association/Eastern Ontario Travel 
Association 
Neal J. Dick 
Jeanine Proulx 

Vicki Schmolka 

Sharbot Lake Property Owners 
Association 

Fred Johnson 
Alex MacLeod 
Stop Look and Listen 
Marc Raymond 
Stormont Dundas and Glengarry 

County RCSS Board 
Peter Van Moorsel 

Stormont Dundas and Glengarry 
Public School Board 

Joe Gunn 
Trustee 

James W. Dilamarter 
Director of Education 
Sydenham Ward Tenants' and 

Ratepayers' Association 
Helen Finley 
Peter Vasko 

Village of Bath 
Bruce Talbot 
Reeve 
Cynthia Flavell 
Councillor 
Village of Tweed 
H. Allan Leal 
Mayor 

Kitchener, 17 June 
Association of Professional Student 

Services Personnel 
Ted Gaudun 
Waterloo Catholic Board Chapter 
Leonard Modderman 
Waterloo Catholic Board Chapter 
Susan Barabas 

Blessed Sacrament Catholic School, 
Home and School Association 

Wayne Morriss 
President 
Brantford Regional Chamber of 

Commerce 
Wayne Bilyk 
Cambridge Chamber of Commerce 
Marilyn Wilkinson 
Catholic Rural Life Conference 
Bill Capitano 
Chairman and Chaplain 
Palmira (Micky) Murphy 
Past chair and Co-ordinator 
Tony Beerink 



Chamber of Commerce 
Jeff Jutzi 
Vice-chair, Federal/Provincial 

Affairs Committee 

Christ the King Community 
Association 

Doran Hart 

City of Cambridge 
John Mcintyre 
Treasurer 

Economical Mutual Insurance 
Graham Cudlipp 
Vice-president, Finances 

Rose Blasman Ellis 

Philip Fernandez 

Arthur Gibbons 

Guelph Chamber of Commerce 
John Bowey 

Dan Hallman 

Holy Rosary School Community 
Association 

Bernie Marshall 

Kids First Parent Association 
Deani VanPelt 
Chapter Coordinator 
Donna Mann 

Judy Nairn 

Norfolk Federation of Agriculture 
Rudy Sticki 

Norfolk Fruit Growers Association 
Thomas Haskett 
President 
Murray Porteous 

Ontario Forestry Association 
Gaspar Horvath 

Ontario Fruit and Vegetable Growers' 
Association 

Michael Mazur 
Executive Secretary 
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Ontario Private Campground 
Association 

Peter Bingeman 
2nd Vice-president 
William Jay 
Past president 
Rick McArthur 

Our Lady of Grace Catholic 
Parentrreacher Associaion 

Ildi Kloiber 
Judi Moore 
Nancy Emond 
Gary Kilpatrick 

Parent Group of St Anne School 
Lloyd Henry 
Ronnie Lowrey 

Regional Municipality of Waterloo 
K. Seiling 
Mayor 

St Ambrose School Community 
Association 

Mary Margaret Laing 
Doreen Strybosch 

St Boniface School 
Donni Rasmussen 
K. Spitzig 

St David Catholic Secondary School 
Shawna Cruz 
President 
Jeremy Steffler 

St Joseph School Community 
Association 

Angela Yates-Shields 

St Peter Catholic School Community 
Parent Association 

Toni Armas 
Kathy Micallef 

St Teresa Parent Teacher Association 
Carolyn Hartlen , 
Mary Alice Zister 

St Thomas School Community 
Association 

Les Sulpher 
Sharon Sulpher 

Fred P. Schneider 

Sir Edgar Bauer Catholic School 
Marilena Burek 
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Lev Tarasov 

Town of Simcoe 
James D. Earl 
Mayor 
Peter Black 

University of Guelph 
Alex Michalos 
Department of Philosphy 

Waterloo County Board of Education 
Walter Gowing 
Trustee 

A. Ewasko 
Superintendent of Business and 

Treasurer 
Waterloo Federation of Agriculture 
Larry Erb 
Richard Good 
Mary O'Connor 

Waterloo RCSS Board 
Colleen Elsaesser 

Waterloo Region Catholic Secondary 
Adminstrators' Association 

Torn Forestell 
Michael Schmitt 

Waterloo Region RCSS Board 
Steve Haller 
Chair 
Bill Brown 

Wellington County Board of 
Education 

Donald N. Ross 
Assistant Superintendent of Finance 

Albert H. Willis 

Wood Drive Cottagers Association 
Ralph Olsen 
John Vail 
Marian Vail 

Irene A. Zalagenas 

Mississauga, 21 June 

Douglas Andrews 

I.J. Band 

Cardinal Slipyj Parent Teacher 
Association 

Larry A. Faseruk 
Director 

Christ the King School, Parent-
Teachers Association 

Ron Cooper 

City of Mississauga 
Hazel McCallion 
Mayor 
Mona Monkman 
Acting Director, Financial Management 

Clear Lake Property Owners, 
Environment North 

Roy A. Lindsay 
Vice-president 
Marian Lindsay 

Dufferin Federation of Agriculture 
Harold Davidson 
Bruce Horsley 
Bruce Hunking 

Dufferin-Peel RCSS Board 
Arthur R. Steffler 
Chair 
Pat Mason 
Chair-Special Services Association 
Tom Riley 
Director 
Tanya Palmer 
President, Ontario English Catholic 
Teachers Association 

Espanola Board of Education 
John McMillan 
Business Administrator 

Etobicoke Board of Educaation 
Lorraine Nowina 
Chair 
Sam MacKinlay 
Superintendent of Business 

Fair Share for Peel Task Force 
John Huether 

Fertilizer Institute of Ontario 
Tom Sawyer 
Executive Vice-president 

Eyvind Fogh 



Green Point Cottage Owne�s 
Association of Lake of Bays 

Ian Dance 
President 
John Kenny 

Lake of Bays Association 
Douglas Lawson 
Vice-president 

Limitless Learning 
Richard Dominico 
Principal 

Little Lake Joseph Association 
Kenneth Langmuir 

Mississauga Board of Trade 
Fraser Gall 
Chair, Taxation Committee 
Pat Fitzgerald 
Wendy Templeton 

Mississauga Italian Canadian Senior 
and Handicapped Club 

Guiseppe Sciortino 
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Tax Primer: Searching for Fairness, February 1992 
Discussion Paper: Searching for Fairness, March 1 993 
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Tax Talk 
1 (1), December 1991;  2 (1) ,  February 1992; 2 (2), March/ April 1992; 
2 (3), summer 1992; 2 (4), fall 1992; 3 (1), winter 1993; 3 (2), fall 1993 

Property Tax Newsletter, March 1992 and June 1992 

Working Group Reports 

Environment and Taxation - First Report, March 1 992 
Corporate Minimum Tax, March 1992 
Tax Treatment of Real Estate Gains, March 1992 
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Women and Taxation, November 1992 
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Low Income Tax Relief, December 1992 
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Wealth Tax, March 1993 
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Research Program 

The research program of the Fair Tax Commission included studies 
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mimeographed form through the Ontario Ministry of Finance 
Library are found after the published series. 

Fair Tax Commission, Research Studies 
Edited by Allan M. Maslove 
University of Toronto Press 

The Economic and Social Environment for Tax Reform 

Bruce Campbell (Canadian Centre for Policy Alternatives). "Changes 
in the World Economy and Fiscal Implications for Canada and 
Ontario" 

David Conklin and John Whalley. "The Ontario Tax System in the 
Global Economy of the 1990s" 

Peter Dungan. "The Economic Environment for Tax Reform in 
Ontario" 

Brian B. Murphy and Michael C. Wolfson (Statistics Canada, 
Analytical Studies Branch) . "Pensions, Deficits, and Ageing: 
Impacts for Ontario's Residents" 
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Harry Kitchen and Enid Slack. "The Taxation of Non-Residential 
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James B. Davies and David Duff. "Wealth Tax Proposals: 

Distributional Impact and Revenue Potential" 
Kathleen M. Day and Stanley L. Winer. "Internal Migration and 

Public Policy: An Introduction to the Issues and a Review of 
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Peter Dungan. "The Macroeconomic Impacts of Harmonizing the 
Ontario Retail Sales Tax with the Federal GST: Simulations with 
the FOCUS-ONTARIO Model" 

Jonathan R. Kesselman. "Compliance, Enforcement, and 
Administrative Factors in Improving Tax Fairness" 

Maureen A. Maloney. "What is the Appropriate Tax Unit for the 
1990s and Beyond?" 

Taxation and the Distribution of Income 

Ken Battle and Sherri Torjman (Caledon Institute of Social Policy). 
"The Interaction of the Welfare and Tax Systems in Ontario" 

Sheila Block and Richard Shillington. "Incidence of Taxes in Ontario 
in 1991" 

Brian Murphy, Michael C. Wolfson, and Ross Finnie (Statistics Canada, 
Analytical Studies Branch). "A Profile of High-Income Ontarians" 
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Business Taxation in Ontario. 1993 

Duanjie Chen and Jack Mintz. "Taxation of Capital in Ontario and 
Canada: An Interindustry and Interprovincial Comparison" 

Bev Dahlby. "Payroll Taxes" 
David Sabourin, Stephen Gribble, and Michael Wolfson (Statistics 

Canada, Analytical Studies Branch). "Ontario's Corporate Income 
Tax: An Analysis of Effective Tax Rates" 

Ernst & Young. "The Impact of Taxes on Business Locations" 

Taxation in a Sub-National Jurisdiction. 1993 

Richard A. Musgrave and Peggy B. Musgrave. "Tax Equity with 
Multiple Jurisdictions" 

Albert Breton. "Fiscal Federalism in a Competitive Public-Sector 
Setting" 

Douglas G. Hartle. "The Federal-Provincial Tax Collection 
Agreements: Personal Income Tax Coordination, A Background 
Report" 

Brian Erard and Fran<;ois Vaillancourt. "The Compliance Costs of a 
Separate Personal Income Tax System for Ontario: Simulations for 
1991" 

D.A.L. Auld. "Evaiuating the Options for Fiscal Stabilization Policy 
at the Provincial Level" 

Taxes as Instruments of Public Policy 

Sheila Block and Allan M. Maslove. "Ontario Tax Expenditures" 
Arthur Donner and Fred Lazar. "The Economic Effects of an 

Environment Tax" 
Morley Gunderson and Wayne R. Thirsk. "Tax Treatment of Human 

Capital" 
Mark Sproule-Jones. "User Fees" 

Taxing and Spending: Issues of Process 

G. Bruce Doern. "Fairness, Budget Secrecy, and Pre-budget 
Consultation in Ontario, 1985-1992" 

Evert A. Lindquist. '1m proving the Scrutiny of Tax Expenditures in 
Ontario: Comparative Perspectives and Recommendations" 

Wayne Thirsk and Richard Bird. "Earmarked Taxes in Ontario: 
Solution or Problem?" 
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North America 
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The Work of the Fair Tax Commission 

Hugh Mackenzie. "The Commission Process" 
Barbara Ostroff. "Public Consultation" 
Allan M. Maslove. "The Research Program" 

Research studies available in mimeographed form 

Harold Chorney. 1992. "Tax Stabilization Policy in Ontario" 
Deloitte & Touche. 1991 .  "Corporate Taxation." Jointly funded by the 

Ontario Ministry of Treasury and Economics, Taxation Policy 
Branch 

Ernst & Young. 1993. "Corporate and Personal Tax Comparisons" 
Lionel D. Feldman. 1992. "The National Non-Domestic Rate in 
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France and Italy: an Overview." Jointly funded by the Public 
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Almos Tassonyi. 1993. "The Benefits Rationale and the Services 
Provided by Local Government" 
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Jayne Berman 

DISABILITY AND TAXES: TOWARDS GREATER EQUITY 

TAXATION AND ECONOMIC INCENTIVE 

Disability and Taxes: Towards Greater Equity 

The complex and crucial issues surrounding society's responsibilities 
to the disabled are, in large part, beyond the scope of the Fair Tax 
Commission's mandate. The commission, in executing this mandate 
to enhance the fairness of the collection of taxes in Ontario, has 
elected to examine and make recommendations on four specific tax 
supports to the disabled which presently exist: 

1) the disability tax credit 
2) the credit for disability-related expenses 
3) the deduction for attendant care, and 
4) the exemption from assessment for modifications to property for 

the accommodation of disabled residents 

The recommendations read as follows: 

22 If Ontario gains more control over its personal income tax system 
through amendments to the federal-provincial Tax Collection 
Agreements, Ontario should eliminate the disability tax credit and 
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replace it with a flat rate, taxable benefit payable to all persons with 
disabilities. 

23 If Ontario gains more control over its personal income tax system 
through amendments to the federal-provincial Tax Collection 
Agreements, Ontario should eliminate the credit for disability­
related medical expenses and the deduction for attendant care. In 
their place, Ontario should establish a program outside the tax sys­
tem t o  subsIdize the cost of attendant care or medical expenses for 
persons with a disability. 

110 Provided a unit value residential assessment system is adopted, 
in which assessments of individual properties of the same type and 
in the same geographic area vary only with differences in physical 
dimensions, exemption from local property taxation for 
modifications to property for the accommodation of elderly or 
disabled residents should be eliminated; any appropriate assistance 
should be provided through direct spending programs. 

The commission has chosen to recommend the removal of the 
disability tax credit for two particular reasons. The first lies in the 
relative benefit of this credit to the higher- versus lower-income 
disabled. The credit is only useful where tax is owed against which it 
may be applied or where the individual is able to transfer the credit 
to family members involved in giving care or support. A flat rate 
taxable benefit would accrue to all disabled individuals, regardless of 
income or tax status. 

The goal of enhancing equity between disabled and non-disabled 
members of society and between lower- and higher-income disabled 
is one which I heartily applaud; however, I disagree with the route 
chosen by the commission towards this enhancement. 

The problem can be better addressed through the conversion of 
the present tax credit into a refundable tax credit. Thus, individuals 
who qualify but who may have no tax liability will also benefit from 
the measure. The positive features of retaining a tax credit for the 
disabled are many, but chief among them is the fundamental 
recognition of differing economic means. Taxing fairly requires that 
we recognize differing economic burdens in the assessment of tax. 
The origin of the tax credit lies in the recognition that persons with 
disabilities had expenses necessary to the fundamental acts of daily 
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living which lowered their real economic power and thus their 
ability to pay tax. The removal of this recognition and the suggestion 
that yet another subsidy program will be created to repay or 
subsidize this group violates the basic concept of fairness in taxation. 

There are, of course, complex issues involved in the creation of a 
refundable tax credit. Social assistance entitlements must not be 
lowered by the credit amount, or we have simply shifted the dollars 
from one program to another. Similarly, an agreement would need to 
be reached with the federal government regarding the potential 
increase in federal taxes due to the existence of such a credit. 

There are other benefits to retaining and improving the existing 
disability tax credit, of which one is the minimization of the burden 
of paperwork for the disabled. Tax forms must already be 
completed, while an additional benefit program would require 
application by the individual and administration to deliver it. The 
disabled community already exhibits a poor take-up rate of 
programs directed towards it. The Report of the Parliamentary 
Standing Committee on Human Rights and the Status of Disabled 
Persons tabled in March 1993 cites a 1 0  per cent take-up rate for the 
disability tax credit in 1 991 and a 1 per cent take-up rate for the 
medical expense tax credit. These poor take-up rates point to 
fundamental flaws in the education of the disabled community in 
their use. Continued maintenance of these credits must be 
accompanied by an education campaign and by support services to 
insure that those who qualify do indeed benefit from the programs. 

A final justification for the retention of the disability tax credit lies 
not so much in principles of tax equity as in a pragmatic recognition 
of the extreme pressures being brought to bear on government 
spending in this era of deficit financing. A shift of the emphasis from 
reductions in tax liability to enhancements of government subsidies 
for the disabled may be unrealistic in the present climate. I do not 
feel we further the lofty ideal of "tax fairness" by increasing tax 
burdens on the disabled community and hoping that we can redress 
relative economic burdens entirely through subsidy programs. 

The commission's recommendations to eliminate the credit for 
disability-related expenses and the deduction for attendant care are, I 
feet similarly flawed. The commission based its recommendations 
on certain problems inherent in the design of the credit and 
deduction. They are as follows: 
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a) The credit for medical expenses provides far greater support to 
disabled individuals who experience high one-time expenses than 
to individuals who suffer from on-going medical costs. This 
situation has developed owing to the existence of a threshold for 
claims. 

b) There exists an inequity between those disabled who are self­
employed and those who are not, due to the fact that the self­
employed can often legitimately deduct the same medical 
expenses under the business expense deduction, which has no 
threshold, while those who utilize the medical expense tax credit 
to deduct these same expenses will be limited by the threshold. 

c) The list of goods and services which are claimable under the 
medical expense credit is frequently out of date and does not 
adequately reflect the total basket of support services utilized and 
required by the disabled community. 

d) Attendant care deductions are more valuable to those who have 
higher incomes. The benefit is correspondingly lower for lower­
income individuals. 

e) Low-income individuals without a tax liability cannot avail 
themselves of the medical expense tax credit unless they are in a 
position to transfer it to a supporting relative. 

£) While all medical costs incurred in receiving care in an institution 
are deductible, there is a $5000 limit imposed on such costs for an 
individual being cared for in his or her own community. This 
creates an unfortunate bias towards institutional living and an 
inequity for individuals attempting to maintain a productive life 
in the community. 

Most of the problems I have outlined can very adequately be 
addressed through simple changes to the existing medical expenses 
tax credit and attendant care deduction. These changes would 
include: 

a) the removal or reduction of thresholds for claims; 
b) improved communication between the Tax Administration Office 

and the representatives of the disabled community in arriving at 
current and comprehensive lists of appropriately covered items; 

c) conversion of the attendant care deduction to a credit; and 
d) fuller credit for attendant care services provided within the 

community. 
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The final issue, that of the lack of benefit of the tax credit for low­
income individuals, is more problematic. Conversion of the medical 
expense tax credit to a refundable credit poses many significant 
challenges. 

1 The dollar volume of support through the program may increase 
exponentially without Significant government control on 
expenditures. 

2 Commitment to audit will have to be increased to ensure that 
requests for credits reflect approved goods and services. 

3 Cash flow considerations will continue to be problematic for the 
disabled, who will receive recompense for the purchase of goods 
and services only once a year rather than at the time of need. 

I believe that while significant community support for goods and 
services to the disabled is desirable, the tax system may not be the 
most appropriate method of delivery for such a comprehensive 
support program. In the interim, I would favour the retention of the 
medical expense tax credit, the conversion of the attendant care 
deduction to a credit, and the institution of the improvements 
described earlier, until such time as a fuller, more comprehensive 
subsidy or public insurance program evolves to fully compensate the 
disabled for costs incurred in performing the routine tasks of daily 
living and employment. 

The final recommendation of the commission in this area - that 
exemptions of modifications to property for the accommodation of 
disabled residents should be eliminated - is a highly problematic 
one. Again, the commission, in the pursuit of simplicity and fairness, 
has suggested that this particular burden can best be alleviated by a 
direct spending program. The principle underlying this - that the 
equal assessment of all property despite its use is appropriate and 
that the disabled must somehow be compensated afterwards - is 
flawed. Assessment attempts to arrive at some form of measurement 
of value or equivalency in order to tax people for their consumption 
of community services. Taxing a disabled individual's residence at a 
higher level owing to the existence of ramps or wider passages does 
not improve tax equity or reflect that individual's responsibility or 
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ability to pay for community services. No choice has been made to 
purchase a property of larger proportion for personal pleasure. The 
extra room provided for successful manoeuvring has not enhanced 
the home's intrinsic value. A subsidy program is a poor substitute 
for getting the taxable amount correct in the first instance. 

To conclude, this commissioner feels that the fair treatment of 
those in our community with disabilities must include the 
recognition in oUf tax system of their additional expense burdens 
and must tax fairly the real economic power of �hese individuals 
after they have invested in the supports necessary to afford them 
access to the basic daily rights of life. 

Taxation and Economic Incentive 

The following is a response to a group of recommendations which in 
various ways run counter to the commission's avowed objectives of 
maintaining competitiveness and economic efficiency. The particular 
recommendations with which I experience the greatest difficulty are 
the following: 

29 Ontario should seek the agreement of the federal government to 
end the exclusion of 25 per cent of capital gains from taxable income. 
Similarly, all capital gains should be included in corporate income 
for corporate income tax purposes. 

30 Ontario should seek the agreement of the federal government to 
abolish both the $100,000 general lifetime exemption for capital gains 
and the special $500,000 lifetime exemptions for farming and small 
business assets. If the federal government does not agree to make the 
changes at the federal level, Ontario should make the changes in the 
Ontario income tax. 

34 Ontario should maintain effective rates of tax on business at 
approximately their current levels relative to other jurisdictions, 
given the evidence with respect to: 

• effective tax rates in competing jurisdictions, 
• the impact of effective tax rates on business location decisions, and 
• the shifting of corporate taxes to employees, consumers, and 

investors. 
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38 Ontario should not attempt to use its corporate tax system as a 
mechanism for delivering incentives that are more generous than 
those offered in the federal system. Corporate tax deductions in 
Ontario which are either in addition to federal deductions or 
accelerated compared with federal deductions should be eliminated. 

40 Ontario should eliminate the bias in the corporate income tax 
against income generated in service industries by removing the 
preferential rate for profits from manufacturing and processing. 

46 Ontario should eliminate the graduated rate structure for its 
existing payroll tax and replace it with a uniform rate of tax based on 
all remuneration. 

Tax Competitiveness 

Recommendation 34 

Recommendation 34 appears to suggest that it is a necessity for 
Ontario to maintain tax rates at a competitive level. However, in two 
fundamental respects it falls short of recognizing and reaffirming the 
vital link between tax policy and economic p erformance. It assumes 
that in fact tax rates at their current levels relative to other 
jurisdictions are presently competitive and it suggests that the 
current relationship between Ontario taxes and those of its chief 
trading partners and chief competitors is satisfactory. In his 1993 
paper "Canada-US Tax Competitiveness in Manufacturing 
Industries" for the Conference Board of Canada, Mahmood Iqbal 
concluded that Canada's tax system is relatively less competitive 
than that in the United States; however, this difference is marginal. 
Ernst & Young concluded in their study, "The Impact of Taxes on 
Business Locations," that Ontario and Canadian taxes on corporation 
investment are somewhat higher than those of US jurisdictions. 

Although these references are used in justification for the 
commission's recommendations to retain the status quo, I feel they 
make a stronger case for the necessity to re-evaluate. The Conference 
Board report succinctly summarizes the sensitive links between 
taxation and economic activity. 
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The competitive advantage of a country depends on a host of economic 
and non-economic factors. Skilled human resources, investment capital 
and the level of research and development are the key economic factors 
determining the prosperity of a country. These factors, directly or 
indirectly, . are affected by the taxation structure of the home and 
competing countries . . .  Taxation policy influences the economic 
environment which in turn affects the competitive position of the 
country in the global market. Capital, and to some extent skilled labour, 
are highly mobile . . .  If the gap persists between the Canadian and US 
systems, more investment capital will leave, hampering the country's 
economic growth. (Iqbal 1993, I, 12) 

I feel the commission's recommendation should have been 
restated to support increasing tax competitiveness rather than 
maintenance of current levels. A fair tax system is one which permits 
healthy economic activity to take place and thus fosters economic 
prosperity for all its citizens. 

Recommendation 38 

Recommendation 38 suggests that Ontario should not utilize its tax 
system as an economic lever but should tie it to levels set by the 
federal government. The rationale for this recommendation lies in a 
desire for simplicity, a disbelief in the influence tax incentives bring 
to bear on business or investment decisions, and a fear that 
interprovincial tax competition will result in an erosion of tax 
revenue. Simplicity, while certainly a desirable feature of a tax 
system from an administrative and compliance perspective, is 
certainly not a feature which should supplant economic 
competitiveness in importance. The existence of a separate provincial 
corporate tax system springs from a belief that provinces require the 
tools to support and encourage economic activity. Suggesting we 
limit this flexibility in the emerging global economy would be a 
backward step. Conklin and Whalley's research paper for the 
commission ('The Ontario Tax System in the Global Economy of the 
1990s" ) does not support this scepticism about the role of tax 
incentives. They say: 

Ontario's tax system will play a significant role in future business 
location decisions. Capital has become increasingly mobile in recent 
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years, particularly in the manufacturing sector. Businesses are more 
willing to change the location of their activities in response to their 
assessment of economic realities - Ontario is now involved in a new 
permanent competition with other jurisdictions to attract investment, 
and the jobs and local purchases that come with that investment. The 
tax structure is an important weapon in this competition. (Conklin and 
Whalley n.d., 43, 46) 

Recommendation 40 

Recommendation 40 suggests a removal of the current preferential 
rate for manufacturing and processing profits in the corporate tax 
system. While the commission deliberated on this issue, I believe that 
we all shared a concern about the presence of bias against the service 
sector. It seemed appropriate for the commission to consider ways in 
which the bias might be e liminated.  Certainly the growing 
importance of this sector and the blurring of the lines between 
services and manufacturing must be recognized and addressed in 
the tax system. In the final instance, the commission elected not to 
chart a course in this particular arena. It left open the important 
question whether symmetry between the corporate tax rates in both 
sectors is to be achieved at the higher or the lower level. In choosing 
to remove the preferential rate from manufacturing it has left open 
the possibility of increasing this sector's tax burden. In keeping with 
recommendation 34 (tax competitiveness), it would have been 
preferable to have been more specific and to have concluded our 
commentary with a proposal to lower service sector rates or to 
moderate between the two, thus removing the bias between these 
two sectors of the economy. 

Recommendation 46 

With this recommendation the commission has chosen to suggest the 
establishment of a uniform rate of tax for the Employer Health Tax, 
removing the present preferential rates for smaller payrolls. The 
foundation for this recommendation lies in the commission's 
acceptance of the assumption that increases in payroll tax burdens 
will be absorbed by labour, rather than capital. Bev Dahlby, in his 
1993 paper "Payroll Tax," explored this theoretical framework in 
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some depth. He concludes, when applying the basic supply and 
demand model, that labour would bear around 90 per cent of the 
burden of the Employer Health Tax, given current knowledge levels 
about the elasticity of demand and supply of labour in Western 
economies. However, he acknowledges several crucial limitations or 
caveats to these results. Three of these are as follows: 

1) The model assumes a competitive labour market. He 
acknowledges that in reality, owing to the existence of unions, we 
have a significant departure from the competitive model. 

2) The model assumes that real wages are completely flexible and 
adjust in response to the introduction of a payroll tax, to equate 
the demand and supply of labour. In fact he cites a study by 
Hamermesh (1980) to refute this perfect responsiveness. 

3) The adjustment in wage rates plays a role in equating the demand 
and supply of labour. He acknowledges that firms may not 
reduce their real wage rate in the face of an excess supply of 
labour because the resulting decline of labour productivity would 
increase their marginal cost of production. 

The conclusions of the study are severely weakened by these 
assumptions made about the responses of labour and capital and by 
the lack of ability to model other economic variables. According to 
Dahlby himself, no study has developed models that incorporate the 
markets· both for labour and for capital. The models used assume 
such rigidity of factors and fail to take into account such key 
economic variables as to severely call into question the conclusion 
that payroll taxes are borne by labour. 

The other rationale the commission has cited for its choice to rely 
more heavily on payroll taxation lies in the relative level of payroll 
taxes vis-a-vis other jurisdictions. The report cites Cleroux's findings 
wherein the tax burden of Ontario was compared with that of the 
five US states which absorb 70 per cent of Ontario's exports. He 
found that while the total tax burden was highest in Ontario, the 
payroll tax burden was higher in those five states. This was seen to 
be an opportunity to increase tax revenue without adversely 
affecting competitiveness. The assumption underlying this 
recommendation is that firms are unconcerned about the total tax 
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burden and will willingly absorb additional taxes of one type or 
another if they are, in fact, level or less than in other jurisdictions. I 
submit that firms will assess the to ta l  burden of taxation in a 
particular locale when evaluating their cost structure and making 
investment decisions. 

While the logical underpinning of this recommendation is weak, 
there are many compelling reasons for my rejection of this proposal. 

1) Employment growth in recent years has been concentrated in the 
small business sector. From 1979 to 1989, 70 per cent of the 
increase in employment occurred in firms with fewer than 50 
employees (Dahlby 1993). A tax which endangers the vitality of 
this sector has potentially disastrous economic consequences for 
the province. Over 84 per cent of employers in Ontario have 
payrolls of $200,000 and less and would be adversely affected by 
this measure (Dahlby 1993). 

2) Payroll taxes, along with property taxes, are the most important 
tax paid by smaller firms. Payroll taxes are higher as a percentage 
of revenue and as a percentage of taxable income for small firms 
than for large firms. These taxes represent 37 per cent of the tax 
burden on a firm with less than $1 million in assets and 28 per 
cent of the burden for firms with over $10 million in assets 
(Dahlby 1993) . 

3) Small firms are more labour intensive than large firms and less 
able to substitute capital for labour. Payroll taxes, if increased, 
will further jeopardize the growth and development of 
employment in this sector owing to their heavy reliance on labour 
as a factor of production. 

4) Smaller firms exhibit lower wage rates and thus will have even 
fewer opportunities to pass on higher payroll taxes to labour than 
larger firms. This sector is already at a competitive disadvantage 
in attracting and retaining skilled staff. 

5) Higher rates of personal income taxes and payroll taxes may 
cause some individuals to work in the underground economy. 
This would merely exacerbate a compliance problem which has 
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already grown in response to the increased taxes and economic 
hardship of recent years. 

6) The relatively small revenue potential of this measure, combined 
with the fact that small firms would see their liability double, 
renders this proposal unwise from an economic and tax fairness 
perspective. It would serve us poorly to risk the health of an 
economic sector which is characterized by high failure rates, 
lower margins, higher tax burdens, less mobility, and significant 
job creation. 

7) This recommendation repudiates Recommendation 34, which 
states: "Ontario should maintain effective rates of tax on business 
at approximately their current levels relative to other 
jurisdictions," and would have a harmful impact on the 
competitiveness of this vital sector of our economy. 

Recommendations 29 and 30 

These recommendations seek the abolition of the exclusion of 25 per 
cent of capital gains from taxable income and the abolition of both 
the $100,000 general lifetime exemption for capital gains and the 
special $500,000 lifetime exemptions for farms and small business 
assets. The commission has based these recommendations on the 
following: 

1) a fear that effective rates of tax on income earned from 
employment will exceed rates of tax on income from capital, 
thereby compromising fairness; 

2) an unwillingness to accept the tax implications of capital mobility; 

3) a concern over the amount of tax revenue forgone by these 
measures; and 

4) a preference for more closely targeted incentives and ones which 
are delivered at the time of the investment, regardless of the 
future success or failure of the venture. 
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I strongly disagree with these recommendations, which I feel 
disregard the vital links between capital accumulation and economic 
well-being. In "The Taxation of Savings and Investment," a research 
report prepared for the Economic Council of Canada (1987b), this 
link is aptly described. 

The taxation of savings and investment plays a key role in the 
determination of present and future output and living standards. 
Savings accumulated out of current income (together with foreign 
investment) finance capital formation, which in turn raises future 
output by increasing the physical capacity with which other factors of 
production have to work. The resulting factor productivity in turn 
determines wage levels, the return to capital and living standards in 
general. Thus by encouraging or discouraging saving taxation of capital 
income can play a major role in determining economic well-being. 
(page l) 

Fundamental changes in the taxation of capital gains such as those 
proposed would have tremendous and negative impacts on capital 
formation and therefore the economic health of the province. 
Michael Boskin and William Gale, in their 1987 paper entitled "Tax 
Policy and Economic Growth: Lessons from the 1980s," found that 
capital formation was quantitatively a quite important determinant 
of postwar US growth. The rate of domestic investment was 
ultimately constrained by the supply of national saving. Thus, 
taxation and deficit policies which affect investment by altering 
savings affect the growth rate over protracted periods. My 
dissonance with these two fundamental recommendations is based 
on the following: 

1) They have the potential to impact severely on the province's 
growth and economic prosperity, owing to the inevitable flight of 
both domestic and foreign investment. 

2) It is inappropriate and quite inequitable to fully tax capital gains 
when at least part of the gain can be accounted for by inflation. 

3) Recommendation 30 has the potential to discourage participants 
in the agricultural industry from further investment. Both from 
the standpoint of economics and social welfare it is not in our 
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interest to depress this vital sector of our economy. Although the 
measure theoretically impacts the taxpayer only upon sale or 
disposition of the farm, I believe it forms part of his/her 
calculation of lifetime gains and decisions regarding farm 
expansion or contraction. Furthermore, the commission failed to 
reach consensus regarding specific measures for retirement relief 
which might have offset this punitive recommendation. 

4) Similarly, I have very grave concerns regarding the elimination of 
the $500,000 capital gains exemption for small business. For the 
reasons outlined in the payroll tax section, it would be imprudent 
to impose such a harsh tax consequence on this vital economic 
sector. The capital gains relief for small business acts as a leveller 
over the business owner's lifetime. The combined package of 
lower margins, high failure rates, poor access to capital, lower 
mobility, and lower wages is partially offset by progressive 
measures such as the small business tax rate and the capital gains 
exemption. It is incorrect to suppose that investment and growth 
in this sector would be unaffected by such a change. 

This commissioner would have been more satisfied with the 
output of the commission's deliberations had they taken a braver 
approach with respect to the encouragement of economic activity 
through increased tax incentives and more competitive tax rates. 

There exist in the commission's report additional recom­
mendations which run counter to this objective and with which this 
commissioner, therefore, has considerable difficulty. They include: 

1) Recommendation 26 (reduction of the maximum retirement 
benefit eligible for tax assistance through contributions to pension 
plans and RRSPs); 

2) Recommendation 123 (increasing the number of personal income 
tax brackets and raising the top marginal rates to 28 per cent 
provincially); 

3) Recommendation 32 (seeking the establishment of a national 
wealth transfer tax); and 
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4) Recommendation 60 (extension of the retail sales tax to financial 
services). 

These recommendations jointly have the potential to reduce 
savings and investment, to induce mobility of capital and labour, 
and to further depress the Ontario economy. A fair tax system is not 
achieved through measures which induce capital flight and reduce 
economic vitality, thereby placing the burden of financing 
government services on an ever dwindling economic base. 



W.R.C. Blundell 

During the deliberations of the commission there were a number of 
instances where I found myself in opposition to the consensus 
position of our group. Some of the more important of these, where I 
thought that the issues were important enough to register a contrary 
view, are: 

education funding (chapter 28) 

2 certain elements related to the taxation of individuals (chapters 1 6  
through 19) 

3 certain elements related to the taxation of corporations (various 
chapters), and the 

4 tax mix. 

Education Funding 

I am not persuaded that the proposal to shift the £unding of 
education from the residential property tax base to the provincial 
personal income tax base is a prudent one, for the following reasons. 

1 During the commission's public consultations, most school boards 
expressed concern that centralization of funding (and hence 
control) at the provincial level would significantly constrain their 
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ability to serve the specific educational needs of their individual 
communities, and would work against raising the overall quality 
of teaching within the province. 

2 Further, since municipal governments do not have the authority 
to borrow funds, local ratepayers would be denied the right to 
make decisions on education because all funding would come 
from a central source. 

3 In my view, the proposal to shift the funding of education from 
the residential property tax base onto personal income taxes 
imposes a burden on the latter tax base that it cannot reasonably 
carry. 

4 There is a valid concern that lowering residential property taxes 
will not lower the cost of housing, because such tax reductions 
will tend to get capitalized into the price of houses. Consequently, 
the chief beneficiaries will not be householders, but rather people 
who own stocks of houses. 

5 The residential property tax has served, and can continue to serve, 
as a reliable tax base, relatively insensitive to economic cycles and 
virtually immobile in an increasingly global world. 

With respect to commercial and industrial property tax, the 
proposal to replace the local tax with a property tax operated at the 
provincial level will greatly reduce local autonomy and flexibility. In 
my view, the authority of each municipality to set its own 
commercial and industrial property tax rates gives each community 
greater ability to influence local economic development, and 
accordingly, the quality of life for all its citizens. 

There is a need, however, to move aggressively ahead with the 
reform of municipal government financing. The commission's report 
recommends that funding for general welfare assistance and 
provincially mandated services to children be raised from the 
municipal to the provincial level. This could be an important 
condition in getting on with the disentanglement of provincial and 
municipal responsibilities which, in large measure, are stalled. In my 
view, sorting out the responsibilities and funding bases between the 
provincial and the municipal governments is the first priority. 
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Finally, a number of school boards identified the potential for 
significant cost savings by rationalizing the boards within a 
jurisdiction and/ or integrating their non-academic activities. These 
initiatives should be pursued. 

Taxation of Individuals 

Ontario's urgent priority from now through until the end of this 
decade is the creation of new, high-value-added jobs. The Ontario 
economy is in transition from one dominated by branch plants and 
resource-based industries to one which, it is hoped, will have a 
greatly expanded base of businesses in the knowledge industries of 
the future, as set out in the documentation of Ontario's industrial 
strategy. During this critical period of Ontario' s economic 
development, there is an urgent need to promote capital formation, 
particularly in the hands of individuals and small-to-medium-sized 
corporations, and to provide incentives for risk taking and 
entrepreneurial activity. In this context, the following commission 
recommendations are particularly counterproductive. 

1 The proposed tax treatment for contributions to registered 
pension plans and RRSPs will be a disincentive to saving. During 
the public consultations, individuals repeatedly expressed their 
desire to be self-sufficient, particularly in retirement, and not a 
burden on society. In addition, Ontario's (and Canada's) 
increasing levels of foreign borrowing to finance government 
deficits make domestic savings an escalating priority. 

2 The proposals to restructure or possibly eliminate the dividend 
tax credit (subject to appropriate measures regarding the 
integration of small business income) and to abolish capital gains 
exemptions will be a significant deterrent to needed increases in 
risk taking and capital formation, both of which are essential for 
job creation. In particular, the partial exclusion of capital gains is 
intended to recognize both the impact of inflation and the fact that 
many gains are realized on share prices that have been increased 
through the retention of earnings of the corporation, which 
themselves have already borne tax. Further, any reductions of 
dividend tax credits will also, obviously, lead to double taxation. 
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3 The proposed personal income tax rates are excessive at the top 
end (i.e., a combined federal/provincial rate of 60 per cent). The 
result will be to drive away mobile professionals, and to 
discourage highly qualified individuals from locating in Ontario. 

In my view, combined personal income tax rates modestly in 
excess of 50 per cent (e.g., 52-54 per cent) can only be sustained for 
limited periods of extreme fiscal pressure through the application of 
temporary surtaxes. A more progressive scale, as is proposed, may 
contain elements of greater fairness, but high fiscal demands have 
forced governments to flatten the curve by raising the rates for 
middle-income earners, where the major base of revenue exists. 

4 The proposal to encourage the federal government to introduce a 
national wealth transfer tax, in my view, is untimely. It has very 
modest potential for increasing government revenues, and would 
strongly work against capital formation and incentives for 
entrepreneurs. Further, a significant portion of personal wealth 
exists with a very limited number of families whose wealth is 
extremely mobile. 

In summary, the proposals contained in the report for broadening 
the personal income tax base (including converting tax deductions to 
tax credits), plus the proposed rate changes, will lead to an 
inordinately heavy tax burden on middle- and upper-income 
taxpayers, well beyond the perception given by looking at the 
proposed rates alone. 

Tax Treatment of Corporations 

I am generally in agreement with most of the commission's 
recommendations with respect to the tax treatment of corporations; 
however, I would like to register the following views. 

1 With respect to the proposal on tax expenditures to shift from 
treating these as tax deductions to tax credits, I am not in support 
of making these refundable for businesses (or for that matter for 
individuals) under any circumstance. Tax expenditures by their 
very nature tend to be open-ended, and experience shows that 
taxpayers are quick to take advantage of government refunds. Tax 
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expenditure programs should not be designed to reward or 
protect losers. 

2 On payroll taxes, the proposal to eliminate the graduated rate 
structure will place a heavy additional burden on small business, 
and it will have a negative impact on employment and the 
creation of new jobs. Many representations at the commission 
hearings were against payroll taxes. There is a strong perception 
that the burden of payroll taxes falls almost completely on the 
shoulders of the employee, and that it is very much anti-job 
creation. 

3 With respect to the bias in corporate income tax rates between 
manufacturing/processing and services industries, in my view 
there is a case for maintaining a bias towards traded goods and 
services that bring important value to the Ontario economy. The 
current distinctions are probably inappropriate. However, I would 
support new definitions that provide special, modest tax 
incentives to high-value-added traded goods and services 
industries, which are the most exposed part of the economy to 
foreign competition. 

4 The proposal with respect to business entertainment expenses has 
the potential to be unreasonably harsh. Business meals and 
entertainment are a necessary business expense. To the extent that 
businesses and individuals abuse the legitimate intent here, I 
would support their disallowance. 

5 The proposals on environmental taxes would, in my view, benefit 
from a thorough review of the science underlying the identified 
concerns before they are finalized. 

Tax Mix 

Tax mix is at the heart of any debate on tax fairness. In summary, 
relative to the commission's recommendations, I would favour 
shifting any future additional tax burden, if needed, to the 
consumption tax base. In my view, all the other important provincial 
tax bases are loaded to, or even beyond, sustainable levels. 
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In very general terms: 

1 Consumption taxes are the most visible to all citizens and 
therefore provide the highest level of discipline on public 
spending; 

2 have the greatest potential to raise significant amounts of revenue; 

3 promote necessary saving over consumption; and 

4 provide the taxpayer with some dimension of control: by varying 
consumption one can vary taxes paid. 

Finally, in my view, it would be desirable, and fair, to shift some of 
the heavy personal income tax burden on middle-income earners 
onto the consumption tax base. 



Neil Brooks 

Missed Opportunities 

The thrust of the commission's report is that the tax system is in need 
of reform. Most significantly, the commission argues that the tax 
system should be more progressive. High-income individuals should 
pay a larger share of their income in taxes than they now do, and 
middle- and low-income individuals should pay less. 

The commission also argues that many subsidies now delivered to 
people in the form of tax deductions or credits should be repealed or 
converted to direct subsidy programs. It urges that provisions in the 
tax system that provide relief to low-income taxpayers should be 
more closely integrated with the provisions of the direct cash transfer 
system. It makes the case for levying environmental taxes to ensure 
that those who consume goods and services that impose costs on the 
rest of society bear the full cost of their activities. And it reminds us 
that in determining whether or not the tax system is equitable in the 
sense of treating similarly circumstanced taxpayers in the same way, 
account should be taken of taxpayers' social realities. 

I thoroughly agree with this thrust. However, regrettably, I find 
myself unable to agree with many of the commission's specific rec­
ommendations, and I also disagree with a good deal of the analysis 
in the report. Following these preliminary comments, my dissent and 
personal comments on the report are divided into three parts. 
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First, I discuss the content of the report itself and the process fol­
lowed by the commission in discharging its mandate. My point of 
departure is that the analysis in the report is often shallow. Even 
regarding the issue most central to the report, increased 
progressivity, the case supporting it consists, in the main, of bold 
assertions and rhetoric. The report also fails to deal seriously with 
the arguments and empirical evidence that those opposed to 
progressivity have mustered against it in recent years. I believe that 
these serious deficiencies in the form and content of the report arose 
from the process the commission adopted in pursuing its work. At 
the outset, the commission debated at some length on what process it 
should follow in discharging its mandate. I objected at the time to the 
process that was established and remain convinced that it was the 
wrong choice. 

At one level, the question of how the commission should have 
proceeded with its work likely reflects a difference of opinion over 
the primary role of the commission. Some commissioners appeared 
to view the commission's role as primarily one of attempting to 
strike a tax bargain between people representing different interests, 
to build a consensus around particular solutions, to educate the pub­
lic about the tax system and its perceived inequities, and to search 
for politically acceptable tax reforms. 

I took a different view. The primary role of commissions like the 
Fair Tax Commission should not be simply to discover what people 
or interest group leaders want for themselves or their constituents, 
and then attempt to determine the best means of implementing or 
compromising those wants. Instead, it should be to deepen our 
understanding of the issues it addresses, thereby creating an 
opportunity for more thoughtful public discussion, which, in turn, 
will enrich not only society's understanding of itself, and its needs 
and values, but also the choices it confronts. 

Public inquiries will only achieve their democratic potential if they 
provide the public with alternative visions. Thus, the most important 
part of a commission's task should be to reconceptualize issues in 
ways that promote clarity of thought; to reveal the theoretical 
presuppositions that underlie all policy analysis; to examine the logic 
of policy arguments; to gather and assess the validity and reliability 
of the evidence relating to the empirical questions that underlie pol­
iey choices; to point to novel ways to overcome what previously has 
been regarded as intractable policy dilemmas; and to provide the 
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public with alternative visions of what is possible. These tasks de­
mand a sophisticated analysis of public policy issues. 

Obviously, to achieve these purposes, commission reports have to 
be written in a style that is clear, vivid, and free from the jargon of 
accountants, lawyers, economists, and other experts. However, that 
does not mean that such reports should be simplistic or only deal 
with simple ideas. Quite the contrary. The greatest challenge of pub­
lic inquiries is to make sophisticated insights and complex findings 
accessible to the public. If public inquiries do not perform this func­
tion, the prevailing ideology of the economically powerful, whatever 
its basis, will remain an unchallenged part of the national common 
sense and unchallengeable by people and groups without their vast 
resources. 

The second part of my dissent briefly reviews some of the substan­
tive recommendations of the report with which I disagree. The 
commission's central recommendation relating to increasing the 
progressivity of the tax system involves shifting billions of dollars of 
tax revenues from the residential property tax to the income tax. This 
recommendation is undoubtedly well intentioned but seriously mis­
guided. Not only will it at most only modestly increase the progres­
sivity of the tax system, but more seriously it will give rise to large 
and unpredictable windfall gains and losses, it will increase the inef­
ficiency with which resources are allocated in the economy, and it 
will impair the revenue-raising capacity of the province. I also state 
my strong disagreement with the commission's related recommen­
dations on education financing and on changing the method of as­
sessing residential property from market value to unit assessment. 
With respect to education finanCing, I criticize the commission for 
failing to follow its argument for provincial funding to its logical 
conclusion. I find the commission's case for unit assessment, at 
worst, incoherent and, at best, a retrograde step. 

I also criticize the recommendations relating to the wealth tax, 
resource taxes, and the corporate tax for not going far enough. There 
are clearly limits on a provincial government's ability to use the tax 
system as an effective instrument for achieving social equality; 
however, in these and other areas the commission's analysis and 
recommendations concede too much to the power of owners of 
capital and multinationals. 

In the final part of my dissent, I muse about the possibility that the . 
commission was likely given a hopeless task, since the tax system 
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now plays so many different roles iJi the social and economic life of 
modern welfare states. I conclude by reiterating the important role I 
think the commission should have played in democratizing the tax 
reform process. 

The Commission's Work 

Confent of the Report 

My major concern with the report, as a document to be acted upon 
by the government in forming its tax policy, is that it fails to take ad­
equate account of the cumulative knowledge and the relevant theo­
ries, concepts, findings, and tools of analysis of economics and other 
social sciences. Although social science methods and knowledge 
have well-known limits, and a good deal of public finance research is 
of questionable value to practical reform exercises, research over the 
past two decades has increased the opportunities available for a de­
tailed understanding of the consequences of taxation. Yet, because of 
the process the commission adopted for proceeding with its work, 
and eventually preparing its report, almost none of this research in­
forms the recommendations. 

The lack of in-depth and sophisticated analysis in the report could 
be illustrated by reference to almost any chapter. In order to high­
light the lost opportunities, I will mention two examples. It is now 
widely recognized that tax evasion is a pervasive phenomenon in 
Ontario. Moreover, it is difficult to imagine a greater tax unfairness 
than tolerating a system in which taxes are shifted from dishonest to 
honest taxpayers . Over the past decade, a burgeoning literature, both 
theoretical and empirical, by accountants, economists, psychologists, 
and sociologists, as well as scholars from other disciplines, has at­
tempted to come to grips with the important question of who evades 
taxes, and the factors that distinguish tax evaders from people who 
comply. This literature is rich with insight. The commission could 
have performed an invaluable service in this area by developing a 
comprehensive, detailed, and practical strategy for increasing com­
pliance with the law based upon this research. Instead, the chapter 
on compliance simply concludes with a few general and unhelpful 
suggestions. Furthermore, the analysis appears to rest on the premise 
that taxpayers engage in a strict cost-benefit calculus when deciding 
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whether or not to evade taxes. When applied to most taxpayers, this 
is a widely discredited theory of compliant behaviour. 

The chapter purporting to show the percentage of their income 
families in various income classes pay in taxes, which one might 
have assumed would be the heart of the report, professes to show 
that the present Ontario tax system is roughly proportional in its 
distribution. However, none of the many general problems with 
these types of qualitative incidence studies are alluded to by the 
commission. Yet these problems are so severe that many 
commentators believe that the only value of these studies as a tool 
for determining the distribution of the exist ing tax system is to 
amuse, despite their value in predicting the short-run incidence of 
changes in the tax system. Furthermore, to the extent that one takes 
these studies seriously, the analysis presented in the chapter is based 
upon only the most straightforward type of incidence study. Unlike 
many recent incidence studies, it makes no attempt to measure the 
distribution of the tax system based upon a taxpayer's lifetime 
income, or at least some longer-term measurement of income than 
one year. It does not even appear to account for, or deal with, the 
standard objections to studies based on annual income; for example, 
that at the low-income end of the scale, the apparent high tax burden 
is almost meaningless since this category contains a mixed bag of 
people who have almost nothing in common. It includes 
professionals just starting out in their careers, wealthy retirees, those 
with volatile income who have just suffered a bad year, and the 
perennially poor. Further, at the low-income level, it is senseless to 
look at the tax burden paid without acknowledging that, in part, the 
size of this burden is simply a function of whether transfers take the 
form of tax credits or cash grants. 

Although the chapter acknowledges that what comes out of tax in­
cidence studies is solely determined by what goes into them -
namely, the assumptions about who ultimately pays the individual 
taxes - it does not justify the assumptions it uses, nor does it fully 
acknowledge the importance of these assumptions. Different 
assumptions about the incidence of particular taxes can turn the 
results on their head. In fact, a number of recent studies in Canada 
have purported to show that the distribution of the tax burden is 
sharply progressive. The chapter does not confront or explain these 
findings. Although I was never given a copy of the background 
paper on which this chapter is based (and perhaps all this is 
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explained there), I do recall that some of the assumptions I was told 
were being made, such as the one regarding the shifting of the 
corporate tax, were both novel and without foundation. Finally, I 
might note that recent studies on tax incidence have used general 
equilibrium models to quantify the effect of taxes on wage rates, 
interest rates, and the prices of goods purchased by consumers. Such 
models have been used to calculate both the distributional and 
efficiency effects of taxes. Such information would appear to be 
highly relevant to policy makers who must choose among alternative 
tax rules. The chapter pays no attention to this kind of useful 
modelling. 

Other economic concepts that are now the stock-in-trade of tax 
policy analysts, such as "excess burden," "cost of capital," and 
"marginal effective tax rates," are barely alluded to in the report. 
Even with respect to the most central conclusion of the report - that 
the tax system should be made more progressive - no attempt is 
made to evaluate the effect this might have on work effort, personal 
savings rates, tax evasion and avoidance, or migration. Even the 
purely technical tax problems created by such things as the effect of 
inflation on tax bracket creep, and the effect of increasing personal 
tax rates to an even higher level than the prevailing corporate tax 
rates, are not addressed. Personally, I am in favour of higher 
marginal tax rates, even higher than those the commission 
recommends, but I am troubled by the fact that the commission did 
not take seriously, consider, or deal openly and objectively with the 
arguments made by those who oppose increased progressivity. 

Few economists or social scientists with specialized and in-depth 
knowledge of tax issues were involved in the commission's work. 
Although numerous research studies were commissioned, the analy­
ses and results of most of these studies were never integrated into 
the commission's work. Only a few of these studies were presented 
to the commission, let alone debated or questioned. Most of the rec­
ommendations made by the commission were resolved at brain­
storming sessions during the summer of 1993. In resolving these 
issues, commissioners were left to draw largely upon their own 
knowledge and experience and what they had learned from the 
working group reports and at the public hearings. Near the end of 
the summer, since time was running out, commissioners were simply 
invited to respond to questionnaires in order to resolve some 
issues. 
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Finally, and unfortunately, the study does not look at the Ontario 
tax system comprehensively. Many contentious taxes are not ana­
lysed at all, such as the corporate capital tax and the land transfer 
tax. No opinion is even offered on the most regressive tax in the 
Ontario tax system, the approximately 40 per cent tax on lottery tick­
ets. And no attempt is made to analyse the shortcomings of the most 
important tax - the income tax. One might read the report and con­
clude that, except for the need to convert a few social policy tax 
expenditures into direct subsidies and to increase the progressivity 
of the marginal tax rates, the income tax is fair. Nothing could be fur­
ther from the truth. The income tax is a mess. It is riddled with in­
consistencies and, for lack of a better word, technical loopholes. 
These measures are invariably not only unfair, but also seriously dis­
tort the efficiency with which resources are allocated in the Canadian 
economy. Billions could be raised by reforming the income tax base. 
None of this is clear from the report. Indeed, in spite of the inveigh­
ing against tax expenditures, few corporate tax expe�ditures are ana­
lysed in detail and their repeal recommended in the report. 

Process 

Like most commissions, the Fair Tax Commission was appointed to 
serve many functions: as a vehicle for analysing policy, for 
identifying a consensus about policy, and for building support for 
new policy directions. The treasurer elaborated on these functions in 
the background documents he had prepared for the Standing 
Committee of the Legislature on Government Agencies at the time of 
the commission's appointment: 

The primary objective of the Fair Tax Commission is to assist the 
Treasurer in designing and implementing a tax system that is more 
equitable. Its work will deal with both general and specific tax issues. 

Other objectives are to engage a broad cross-section of people in the 
inquiry; build a consenSus around workable solutions; and enhance the 
public's understanding of the tax system and thereby increase the 
system's sense of legitimacy. To this end, the Fair Tax Commission will 
work with a wide variety of constituent groups in all phases of its 
inquiry. The commission will need to not only hear Ontario's many and 
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diverse voices, but invite them to participate in the process - to be 
involved in both the consultative and analytical parts of tax policy 
development. 

As outlined in the second chapter of the report, in pursuing these 
functions the commission established (at the request of the treasurer) 
eight working groups, involving more than 200 participants, to deal 
with specific tax issues; organized an elaborate community con­
sultation program; undertook an ambitious set of public hearings; 
and prepared and distributed various pamphlets, booklets, and 
newsletters. At every level, the commission's work in preparing 
these programs swamped its work of independently analysing tax 
policy issues and hampered the commission in its attempts to de­
velop a strategy for comprehensively reviewing the tax system. 

Almost a year and a half of the commission's own time was taken 
up discussing, administering, and assisting the various working 
groups and community "tax forces." Most of the commission staff 
was involved full-time in activities relating to these programs. 
Consequently, little time was spent by the commission or its staff 
analysing tax policy issues from policy perspectives informed by 
economics and other social sciences. 

Not only did the process not provide for the integration of expert 
knowledge into the work of the commission, but it also frustrated the 
search for creative and comprehensive solutions to problems. The 
working groups, for example, were asked to look at specific topics 
that often cut across policy areas. As an illustration, one working 
group was asked to examine the question of whether Ontario should 
enact a land speculation tax. People who had an interest in, or 
knowledge about, the real estate market were asked to participate. 
Although a land speculation tax is an appropriate area of study in 
some contexts, it seems odd that it would be carved out of what was 
meant to be a larger look at tax fairness issues. A land speculation 
tax might be justified on grounds of tax equity (by taxing away un­
deserved gains), housing policy (by reducing house price inflation), 
or economic efficiency (by raising revenues by taxing economic 
rents). A working group composed only of people interested in the 
real estate market, and asked to look only at a land speculation tax, is 
unlikely to be responsive to the. policy issues presented by any of 
these more general justifications. 



1016 Commissioners' Personal Comments 

Public consultation has a role to play in public inquiries, but a 
more modest role than that envisioned by the commission. The 
views of a wide spectrum of the public are necessary to assist in 
identifying and clarifying issues, in providing context for problems, 
in helping to set objectives and priorities, and in testing the 
feasibility of potential policy choices. 

However, particularly in areas such as tax policy, in which all citi­
zens have an equal interest, any form of interest group negotiation at 
the public inquiry stage would appear to defeat the very purpose of 
establishing a commission. Furthermore, it should be the role of the 
government, not the role of a commission appointed to render inde­
pendent advice, to seek to achieve social consensus in light of the 
values and interests that government was elected to further. 

. 

It is a serious mistake to attempt to conflate all aspects of the pub­
lic policy process into the role of a single commission. Important as­
pects of the process are likely to be short-circuited. I leave it to others' 
to decide whether the commission was successful in engaging a 
broad cross-section of people in its inquiry, in building a consensus 
around workable solutions, and in enhancing the public's under­
standing of the tax system. However, my concern is that to the extent 
these tasks were achieved, they were achieved at the expense of gen­
erating new ideas and visions and at the cost of not subjecting new 
and old ideas to rigorous public policy analysis. 

Economists working in the tax area, like all experts, frequently 
overestimate their intellectual accomplishments and, like everyone, 
are subject to be blown by the winds of political power and prevail­
ing ideologies. I have spent much of my academic career constantly 
reminding economists of that. Nevertheless, in tax policy analysis, as 
in most areas of public policy, they have an important contribution 
to make. The role of the public inquiry is to ensure that the generally 
powerful concepts, sophisticated analysis, and findings of these ex­
perts inform the public debate. The government's job is then to en­
sure that this is the beginning, not the end, of the public policy 
process, and that, at the end of the day, the legislation introduced 
reflects the preferences of all Ontarians, not simply those of a small 
group of experts or policy advisers. 
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The Commission's Recommendations 

Education Financing 

At present, over 50 per cent of the cost of education in Ontario is 
funded by a local property tax levied .by school boards. The 
commission recommends that most education costs be funded by the 
province out of general revenues. School boards would retain the 
right to raise an amount equal to no more than 10 per cent of their 
provincial funding from the local residential property tax base. 

I am in favour of full provincial funding for education. The 
commission's suggestion of linearly" full provincial funding detracts 
from the entire concept. 

The case for full provincial funding bears repeating, as much as to 
reiterate the importance of the commission's main recommendation 
as to call into question the qualification attached to it. The present 
Ontario system of school finance is inequitable, irrational, a blatant 
denial of equal educational opportunity, and an egregious anomaly 
in a province committed to liberal ideals. Students living in the 
wealthiest and most advantaged communities have much greater 
educational resources than students living in the poorest communi­
ties . . In an economy that is indisputably provincial in character, we 
continue to treat educational funding as a predominantly local func­
tion. In a culture in which we devote more money to schooling than 
almost any other government function, hardly anyone outside a 
small band of initiates understands how schools are financed. 

The only equity principle that should underlie school financing is 
obvious, straightforward, and compelling - there should be equal fi­
nance expenditures for equally situated students. 

The most frequently advanced arguments against full provincial 
funding are, first, that local taxpayers should be free to choose how 
much they spend on educational services and, second, that some 
local control over school funding is necessary to retain local control 
over school policy. The first argument is a hoax; the second is 
illogical. Owing to financial constraints, there is no meaningful 
choice for many parent-taxpayers regarding how much money 
should be spent on educating their children. Furthermore, why 
should the preferences of the majority of voters in a local school 
board district be able to determine what level of educational services 
should be received by students in the community, when they alone 
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are unlikely to bear the costs or reap the benefits if such spending is 
lower or higher than that provided by other school boards? If 
wealthy families wish to spend more on their children's education, 
they should be free to do so, but they should not have access to the 
state's taxing power in order to accomplish this. 

As a matter of logic, the amount of provincial control over local 
schools is not determined by the amount of provincial support given, 
but by the procedures and policies followed by the province in pro­
viding the support. That is to say, lack of control over educational 
funds is not incompatible with local autonomy with respect to mat­
ters such as curriculum, school operation, and staffing decisions. The 
experience of jurisdictions where there is full funding confirms that 
daily school operations are not any more bureaucratized or insensi­
tive to community needs than those in jurisdictions that rely upon 
local funding. 

If the overriding objective of school funding is to help ensure eq­
uity of educational opportunity throughout the province, the finance 
system has to recognize the variety of local conditions that affect 
each school board's ability to deliver a common standard of service. 
Also, under this method of educational financing, the social goals to 
be achieved through the educational system should be openly de­
bated in devising the formulas for distributing funds. Since one of 
the major purposes of education in a democratic society should be to 
serve as a vehicle for social mobility, the formula established should 
ensure that greater educational resources are focused on students 
who have greater educational needs. Foremost among such students 
are those who perform significantly below grade level, or those who 
begin their schooling with substantial economic and social disadvan­
tages. 

Depending upon the formula adopted for allocating finances to 
schools, and how well those factors have been implicitly taken into 
account in the present system, there could be serious transitional 
problems in moving to a system of full provincial funding. 
Reallocating currently available provincial revenue would result in 
the downward levelling of many boards, a politically unpopular 
strategy. The transition could perhaps only be realistically under­
taken if new moneys were allocated to education. This point 
becomes Significant in thinking about whether the property tax 
should be reduced if the province takes over full school financing, 
which is discussed below. 
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School finance policy embraces a whole series of issues intimately 
related to educational reform, including the relationship between 
school finance systems and student performance goals, teacher com­
pensation, site-based management and budgeting, accountability 
systems, school choice, and the integration of non-educational chil­
dren's services into the education system. Full provincial funding 
does not foreclose or dictate any particular resolution of these issues. 

In short, there is no case for allowing educational funding to vary 
at all between schools based upon the capacity or effort of local tax­
payers. 

The Residential Property Tax 

The commission recommends that the educational residential prop­
erty tax be repealed and that the approximately $4.6 billion of lost 
revenue be made up from miscellaneous sources, but, most impor­
tantly, from increasing the income tax rates. The commission notes 
that this would increase the progressivity of the tax system. Along 
with a few other minor changes it would increase the tax paid by 
families with incomes over $50,000 and reduce the tax paid by those 
with incomes less than this. I disagree with this recommendation. If 
the province is to fund education fully, it ought simply to take over 
that portion of the property tax now dedicated to school boards and 
equalize the rate across the province over time. That is to say, in 
terms of designing a fair tax system in Ontario, there is little. to be 
gained by substantially reducing the property tax. Instead, the 
transition to the new system would result in substantial unfairness 
and economic dislocation. Moreover, such a move would impair the 
province's ability to raise additional revenue. 

In justifying this substantial reduction in the property tax, the 
commission notes that the tax is regressive and generally unsatisfac­
tory. The property tax is not nearly as bad as the commission con­
tends and has an important role to play in the Ontario tax system. 
There is no evidence that it is overly burdensome at its existing level 
when compared with other jurisdictions and with what it has been 
historically, or by referring to taxpayers' attitudes and behaviours 
towards it. 

The property tax cannot be justified by reference to a single com­
pelling rationale. It performs a number of functions in the tax system. 
Although it does not perform each function perfectly, taken 
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together the justifications for it are convincing. It provides a stable 
source of revenue. It is highly visible. It is hard to evade and avoid. It 
is the only tax in the system that is levied on an aspect of personal 
wealth. Although not closely related to ability to pay, it is likely not 
as regressive as the commission contends. Furthermore, in terms of 
fairness, it is the kind of tax that, once introduced and once markets 
have adjusted to it, creates more inequities when repealed than when 
left in place. The tax also improves the allocation of resources by 
acting as a corrective to the loopholes in the income tax in relation to 
personal residences. 

If the province were to take over the educational component of the 
property tax, it should not dedicate the revenue to education. 
Education should be funded out qf general revenues. The province 
might wish to reduce the reliance on the property tax over time by 
not increasing property tax rates. However, it would be a serious 
economic and political error to reduce the property tax. 

The commission concludes that the property tax is highly regres­
sive. It relies upon its incidence study in reaching this conclusion. 
However, in addition to the general reasons for being sceptical of the 
results of these kinds of incidence studies, this study'S analysis likely 
overstates the regressivity of the tax for two reasons. First, it assumes 
that the entire tax is paid by tenants and other consumers of house­
hold services. The conclusion that the property tax is regressive fol­
lows because the poor generally spend a greater portion of their 
income on rent capital than the rich. In economic literature, this as­
sumption about the incidence of the property tax is referred to as the 
"traditional view." However, what is referred to as the "new view" 
assumes that not all the tax is shifted to consumers of household 
services, but instead that the owners of all property bear some bur­
den of the tax. Under the new view, property taxes are progressive 
since the rich obtain a greater portion of their income from capital 
ownership than the poor. Another even more recent view is that 
property taxes are a form of efficient user charge for local public 
services. Under this premise, the question of incidence is of much 
less concern. Although the evidence regarding the incidence of the 
property tax is inconclusive, recent studies provide more support for 
the new view than the traditional one. 

Second, the commission calculates the share of income each family 
pays in property tax based upon its members' annual income. Given 
the long-term nature of housing consumption, it seems quite 
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inappropriate to judge its incidence on a one-year basis. No matter 
what the incidence assumption, the property tax is less regressive in 
a lifetime sense than an annual one. Also, it appears that transitory 
influences on measured income may be more important than life­
cycle issues in causing annual and lifetime tax incidence profiles to 
differ. 

Another fairness issue arises when a property tax that is already in 
place is reduced. People who study local public finance have long 
recognized that property taxes may be reflected in house values. This 
phenomenon is known as property tax capitalization. It arises 
because people who buy a house knowing the property tax will take 
it into account when detennining what price they are willing to pay. 
The higher the property taxes, the less they are likely to be willing to 
pay. Arguably, the purchaser of a house who is aware of the amount 
of property tax levied is on no stronger ground in later claiming it is 
unfair than the purchaser of a house who knows it has a drainage 
problem. The known future property tax liability, and the known de­
fective drainage system, were presumably discounted in the price 
the buyer paid for the house. Although the amount of the property 
tax that has been capitalized in the price of homes is not known for 
certain, simply taking the median result of the empirical studies that 
have been undertaken to answer this question would suggest that a 
substantial portion is likely to be capitalized. 

The phenomenon known as tax capitalization implies that many 
inequities in the property tax cannot be reversed by changes in the 
tax. Because the effect of the tax is built into the market values of 
property, most of the tax burden has been absorbed by people who 
no longer own the taxed properties. The proposal to remove the edu­
cation component of the property tax would bring about large and 
varied changes in the taxes associated with home ownership in 
Ontario. Although not an intended result, significant one-time gains 
and losses to owners of property are the predictable mnsequence of 
implementing the recommendation. 

In arguing for a reduction in the property tax, the commission 
does not take into account the effect the tax has on the efficiency with 
which resources are allocated in the economy. Housing stock and 
services in Canada are vastly undertaxed under existing income, 
corporate, and consumption taxes. The imputed rental value of 
homes is not taxed under the personal income tax, and capital gains 
realized on the sale of principal residences are exempt from taxation. 
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The corporate tax does not fall on this form of income from capital. 
Consumption taxes in Canada invariably exempt most housing ser­
vices. This extremely favourable treatment of the return from in­
vestment in housing undoubtedly provides a powerful incentive for 
people to invest in homes instead of other capital assets. This is bad 
tax policy because it distorts the allocation of resources and reduces 
the efficiency of the economy. It is also bad housing policy because 
these implicit subsidies for home ownership become larger the 
bigger the house and the higher the income of the taxpayer. 

. Although a property tax in excess of that needed to pay for local 
services is far from being a perfect tax on the return from investment 
in housing, it is certainly better than no such tax at all. It enhances 
economic efficiency by equalizing the tax burden on different types 
of capital incomes . At the very least, this issue should be thoroughly 
explored before the government reduces reliance on the property tax 
and runs the risk of seriously increasing the misallocation of re-
sources in the provincial economy. . 

Finally - and this is an argument about the political economy of 
reducing the property tax, not necessarily about the fairness of doing 
so - the government is going to need all the revenues if can collect 
over the next decade. Not only will it not be able to reduce the tax 
burden in Ontario, it might have to increase it to further reduce the 
deficit or to finance the rising demands for, say, more and better 
educational services. Moving $3.5 billion of tax revenues from the 
property tax to the income tax will substantially impair the 
government's ability to raise additional taxes. The property tax, 
whatever its faults, is hard to avoid, difficult to evade, has few effects 
on taxpayers' work or savings behaviour, and, at least in the present 
political climate and at its present levels, appears to be politically 
acceptable. Increasing the income tax rates to the levels suggested by 
the commission would likely politically foreclose the possibility of 
raising additional revenue from this source. Moreover, if the 
experience of the past few years is any indication, increases in the 
personal income tax might prove to be a most unstable source of 
revenue. Certainly one could predict substantial revenue leakage in 
moving from the property tax to the income tax. 

If the government wishes to increase the progressivity of the tax 
system to the degree suggested by the commission, the more sensible 
way to do so would be simply to make relatively modest adjust­
ments in the income tax rate structure and look for ways of making 
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the property tax itself less regressive. The proposal to reduce the 
property tax substantially and to raise the lost revenue by increasing 
the income tax makes no sense to me. 

Market Value vs Unit Assessment 

The commission recommends that the method of assessing residen­
tial property for tax purposes should be changed from fair market 
value to unit assessment. Unit assessment would be based upon a 
home's rental value, instead of its fair market value, but would be 
determined, not by a case-by-case estimate of rental value, but by the 
weighted application of four fadors: size of the building, dimensions 
of the lot, type of building, and location. It is difficult to know how 
this scheme would work since the details are not worked out in the 
report and I do not know of any jurisdiction where it has been used. 
However, it appears to have almost no advantages over fair market 
assessment and has a considerable number of disadvantages. 

One of the principal reasons the commission gives for shifting 
from fair market value to unit assessment is that unit assessment 
more reasonably reflects the cost of services provided to residential 
property than its market value, and, hence, it is fairer. I have two dif­
ficulties with this argument. First, it is a mistake to try to link the 
property tax too closely to any one rationale. As noted above, the 
property tax serves a number of purposes in the overall tax system. 
Moreover, attempting to link any method of assessing property too 
closely to the cost of local services is ultimately pure fiction and bad 
politics. It is pure fiction because it ignores the public good features 
of many local goods and services. What does it mean to say that the 
benefit one receives from police and fire protection, or the services of 
local libraries, parks, and other government amenities, is somehow 
related to the rental value of one's home? As an empirical judgment 
about the value particular people attach to these services, this is 
surely nonsense. As a matter of politics, it ignores the fact that not 
only do we all benefit personally from these public services, but, 
also, we all benefit because others benefit. Indeed, the logical 
conclusion of the commission's justification for unit assessment 
would be the adoption of Margaret Thatcher's ill-fated poll tax. 

Second, even if one thought that the property tax should be tied 
closely to local benefits, no evidence supporting the view that unit 
assessment is a closer proxy for the benefits of such services than fair 
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market value is supplied in the report. Indeed, fair market value 
might have the advantage of capturing the amenities of the neigh­
bourhood that are often created by local government policy. 

The other major alleged advantage of unit assessment is that it 
would be simpler and easier to administer than fair market value as­
sessment. It does appear that measuring the size of a house and a lot, 
and perhaps classifying a building and its location, sounds a lot eas­
ier than determining its fair market value. However, what compli­
cates the proposed unit assessment enormously, if not irreparably, is 
deciding how these four factors should be weighed. The report sug­
gests that it would be done by reference to the rental value of the 
house. But determining the rental value of residential homes is 
surely more difficult than determining their fair market value. Many 
types of houses are never rented, and obtaining information about 
those that are would be an almost impossible task. By contrast, the 
true sale price of every house is recorded and easily accessible. The 
difficulty of getting information on rentals is illustrated by the fact 
that the most significant feature of annual rental value systems that 
are used in some jurisdictions in the world is that they resort to some 
use of capital value assessment because of the difficulties of deter­
mining annual rental values. In those countries, the annual rental 
value is assumed to be equivalent to a fixed proportion of estimated 
capital value. For this reason, a clear trend in property tax assess­
ment around the world is a move from the old annual rental value 
method of assessment to fair market value. It is almost certain that 
unit assessment, as proposed in the report, would be more compli­
cated to administer than fair market value assessment. 

Unit assessment could be simplified by basing the assessment on a 
smaller number of measurements, but the cruder the method be­
comes as a predictor of rental value, the more divorced it becomes 
from any kind of reality. Also, people generally have an intuition 
about the concept of fair market value, but it is doubtful anyone 
would understand the sense of determining their tax liability by 
measuring the size of their house and lot, classifying their home, and 
then applying a formula depending upon where they live. Moreover, 
how would the large tax differences between people who live across 
the street from one another, but in differently deSignated locations, 
be explained? Unless location was not taken seriously, the system 
would appear to create inexplicable disparities in assessment. 
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Fair market value is also criticized as a method of assessment be­
cause it has adverse planning implications. It is alleged to promote 
less intensive use of land and buildings. However, surely any at­
tempt to use the tax system as it applies to residential buildings to 
achieve land use planning objectives is bound to fail. It is much more 
sensible to use zoning laws and other policy instruments that pre­
cisely target planning objectives. Also, if people living intensively 
should pay less tax to promote land use planning objectives, then the 
simple answer is to levy a lower rate of tax on them, not to attempt 
to design a system of assessment that would apply throughout the 
province to achieve this end. 

Fair market value assessment is sometimes criticized because it 
deters owners from improving their property. The evidence for this 
is weak since, invariably, the additional property tax that would 
have to be paid as a result of improvements will only be a small per­
centage of the overall cost of the improvements. In any event, in 
theory, unit assessment would appear to give rise to even more per­
verse incentives . Under unit assessment, so long as improvements in 
a house did not result in additional square footage, or in the house 
being reclassified, there would be no additional tax liability. Thus, 
there would be an incentive to improve houses in ways that did not 
affect these features of the house. This is reminiscent of the incentive 
effects of the old English tax on the number of windows in a house. 
The tax simply caused homeowners to build windowless houses. 

As a corrective tax, to reduce the misallocation of resources pro­
duced by the exemption of homes from both the personal and the 
corporate tax, the property tax should be levied on the fair market 
value of homes. As a complementary and corrective tax, the logical 
definition of the property tax should include the full income 
undertaxed by the predominant components of the income tax. This 
income would include the imputed rental income of property in its 
present use, plus any additional element of non-monetary income 
evidenced by the opportunity costs of foregoing development to a 
higher use. The fair market value of the property is most likely to be 
the best proxy for this amount. 

The commission's recommendation to move to unit assessment 
appears to be decidedly out of step with the general trend of tax re­
form. Every report on tax reform I am aware of, including four 
reports published in Ontario over the last couple of decades, has 
concluded that market value assessment is the best available 
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alternative for achieving a uniform and equitable property tax 
assessment base. Most jurisdictions in the world that tax residential 
property values, including numerous developing countries and all 
other provinces in Canada and states in the United States, use some 
form of fair market value assessment. So far as I can tell there is no 
pressure in those jurisdictions to move to some other method of 
assessment. The judgment is made and confirmed by experience that 
market value assessment is the most equitable, efficient, and simple 
method of levying a tax on property. Ontario, and in particular the 
six municipalities within Metropolitan Toronto, appear to be the only 
jurisdictions out of step. 

There is little doubt that the integrity of the real property tax 
largely depends upon maintaining up-to-date and accurate assess­
ments of market value. Failure to do this can ultimately lead to the 
breakdown of the property tax when the revision of assessments 
would lead to politically unacceptable shifts in the tax burden. Some 
parts of Ontario, particularly Metropolitan Toronto, appear at pre­
sent to be in this position. This situation calls for the phasing-in of 
fair market value assessment to ease the problems posed by the 
transition, and the complete separation of the assessment of 
residential homes from that of commercial and industrial buildings. 
However, unit assessment would create as many, if not more, 
transition problems, particularly in the rest of Ontario. 

Fair market value assessment, when properly implemented, is 
relatively easy to administer and to understand, neutral, and as fair 
as any alternative. Except in the City of Toronto, at the public 
hearings of the commission I attended, I do not recall anyone 
suggesting the province should change the method of real property 
assessment. Naturally, there were complaints about the way the tax 
",,,as administered, but the commission did not investigate the 
validity of any of these complaints. Officials from the Finance 
Department undertook the task of looking into them. 

To substitute unit assessment for fair market value would be a ret­
rograde and irresponsible step. Undoubtedly improvements can be 
made in the assessment practices relating to fair market value, but 
this is not an argument that the concept is wrong in principle. The 
government should give the Finance Department the resources and 
ability to get on with the job. 
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Wealth Tax 

A further reason why I feel that fair market value assessment should 
be retained as the method of assessing residential property is that I 
strongly support an annual net wealth tax. If residential houses are 
not valued at their fair market value, the move to an annual net 
wealth tax would be effectively foreclosed. 

A tax on wealth is an essential component of a fair tax system. A 
wealth tax should be viewed simply as an integral aspect of the sys­
tem by which resources are distributed in a market economy. There 
is no ethical principle that would justify the enormous wealth hold­
ings of a small number of Canadians. Pronounced economic inequal­
ities threaten social and political freedoms. Extremes in wealth also 
allow the very wealthy to disengage themselves from the concerns 
that other members in our society confront on a daily basis, and to 
effectively secede from the community. 

The commission recommends that Ontario attempt to reach 
agreement with the federal government and other provinces to estab­
lish a national wealth transfer tax; I would go further. Canada should 
have both a wealth transfer tax and a net annual wealth tax. If the 
federal government refuses to enact a wealth tax, Ontario should 
consider enacting a provincial wealth tax. A wealth tax that is 
imposed every year on the value of a taxpayer's net wealth has many 
advantages over a wealth tax that is imposed only when wealth is 
transferred. It is a more direct expression of the need to redress the 
most egregious inequalities generated by the market economy. The 
importance of the symbolism of a new wealth tax should be not 
discounted. Affirmations that equality of opportunity and social 
equality are legitimate and important social aspirations of Canadians 
have been lacking in Canadian politics in recent years. An annual net 
wealth tax is also a more effective instrument for distribution than a 
wealth transfer tax. It is also fairer since it is levied every year and 
not on the essentially random occasion of a taxpayer's death. It 
would also provide an instrument for collecting data on the 
distribution of wealth and its changing composition. These data are 
essential in a democratic market economy if citizens are to be able to 
gauge the full effect of the rules they put in place to govern the econ­
omy. An annual wealth tax can be used more effectively in control­
ling and monitoring the enforcement of the income tax. It provides a 
greater incentive for people to disperse their holdings during their 
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lifetime. Finally, there are fewer transitional and intertemporal in­
equities in enacting a net wealth tax than in enacting a wealth trans­
fer tax. 

Some argue that a net annual wealth tax would be hard to admin­
ister because it would require taxpayers to value their wealth and 
may even require them to sell some of their wealth in order to pay 
the tax. These arguments are unpersuasive. This is not the place to 
deal with them in detail, except to point out how little concern is 
paid to these problems when it is the assets of the economically weak 
that are being considered. When workers lose their jobs and have 
exhausted their unemployment insurance benefits, before they can 
qualify for social assistance they must value all their assets (except 
their homes) and systematically liquidate them until they only have 
assets valued at less than one month's entitlement to general welfare 
assistance. 

Wealth is a wonderful thing - for those who have it. It provides 
security, freedom, and power. Canada and Ontario have a number of 
asset-based welfare policies for the rich, such as tax-deferred retire­
ment funds. It would be sensible welfare policy if an asset-based 
welfare policy were designed for the less fortunate. For low-income 
families, assets would psychologically connect them with a viable 
and hopeful future, promote the development of human capital, 
provide a foundation for risk-taking, increase personal efficacy and 
political participation, and improve household stability. 

To develop a political constituency for wealth taxes, perhaps, the 
proceeds of the tax should be used for some type of asset-based 
welfare program. Although several types of asset-based welfare poli­
cies have been proposed, one proposed by Robert Haveman, an 
American economist, involves giving a universal grant of, say, 
$20,000 to all persons at the age of 18. These assets would be placed 
in a government account and could be used by people over their life­
time to invest in recognized services for their education, training, or 
human development. This would allow all individuals to gain some 
measure of freedom over the planning of their own lives while re­
ducing, in some measure, the enormous disparities that now exist in 
the opportunities facing children from rich families and those of poor 
families. Thus, the wealth tax could be seen as a way to doubly in­
crease equality of opportunity. 
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Resource Taxation 

The commission recommends that the Ontario Mining Tax be 
changed from a tax on profits to a tax on the economic rents earned 
by mining companies - that is, their profits earned above a normal 
rate of return. It suggests that to achieve this objective this tax should 
take the form of a tax on mining companies' cash flow. 

I do not dissent from this recommendation; however, in addition 
to a cash flow tax, the government should levy a royalty on mining 
production. A cash flow tax can be set to compensate the 
government for the depletion of irreplaceable natural resources; 
however, special taxes on mining companies should be able to serve 
as policy instruments in achieving at least three other governmental 
objectives. 

First, these taxes should have the ability to be used to compensate 
for the social costs of mining. Mining, by its nature, results in sub­
stantial environmental impacts and necessitates public expenditures 
in order to protect and reclaim the physical environment. In addi­
tion, government efforts are often needed to sustain communities af­
ter mineral resources have been exhausted. At a time when we are 
attempting to encourage recycling, at the very least we ought to en­
sure that mining companies bear the full cost of exploiting virgin 
material. The studies that find a cash flow mining tax to be the most 
efficient tax in the mining industry assume that mining imposes no 
external costs on the environment. Second, the government should 
be able to lise mining taxes to ensure that mining companies are 
using whatever market power they have to set high prices for 
Canadian resources in world markets. Third, mining taxes should be 
able to . ensure the government a stable sOurce of revenue from the 
mining industry. 

For reasons such as these, most mining jurisdictions around the 
world levy some form of royalty on the amount or value of the 
product of mining companies. To minimize the distorting effect of 
royalties on production, the royalty might take the form of a sliding 
net royalty based upon the value of sales and levied at the "pit's 
mouth." 
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Corporate Taxes 

The commission recommends that Ontario maintain effective tax 
rates on business at approximately their current levels relative to 
other jurisdictions. The primary reason for being concerned about 
the competitiveness of Ontario's effective corporate tax rate appears 
to be the possible effect of increasing the rate on business investment 
location decisions. 

My view would be that there is more room for increasing the effec­
tive rates of corporate tax, particularly by removing corporate tax 
expenditures, than the report implies. Although the results of the 
empirical studies on the determinants of business investment loca­
tion decisions admittedly vary, my reading of the empirical evidence 
points to the finding that effective tax rates have little effect on busi­
ness locations. Tax analysts have traditionally attributed the absence 
of a detected tax effect primarily to two factors. First, provincial taxes 
invariably account for a very small fraction of the cost of doing busi­
ness .  Consequently their impact is swamped by other factors that 
exert a greater impact on a firm's bottom line, such a labour costs, 
proximity to markets, and energy costs. Second, high taxes tend also 
to provide public services of a high quality that businesses value, 
such as public education, police and fire protection, and the 
construction and maintenance of public infrastructure. More 
recently, studies have pointed to the importance of a skilled and 
adaptable work force, the accessibility of technology, the presence of 
businesses undertaking related activities, the accessibility of capital, 
and the quality of life as being crucial in determining where business 
will locate. 

Also, it is worth noting that when one looks around the world at 
effective corporate tax rates, one finds almost no correlation between 
the effective tax rate imposed on corporations, no matter how it is 
measured, and any other indicator of economic activity. 

A danger with conceding that effective corporate tax rates should 
be harmonized with other jurisdictions is that there is nothing, of 
course, unique about taxes as a cost of doing business. The same 
logic would suggest that a jurisdiction should attempt to harmonize, 
for example, the costs it imposes on business as a result of environ­
mental or health and safety regulation. Should we really be prepared 
to accede that much state autonomy to the multinationals without 
strong and convincing evidence of the detrimental economic effects? 
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The commission also expresses concern about the ability of multi­
nationals to shift their profits out of Canada by manipulating the 
prices that related corporations charge each other for the transfer of 
goods and services among themselves. The commission therefore 
recommends that the Ontario government should consider this factor 
when setting corporate tax rates; seek agreement with other 
provinces to require corporations to file consolidated returns and es­
tablish minimum corporate tax rates; and urge the federal govern­
ment to play an active role in international forums in attempting to 
ensure that multinational corporations are taxed fairly. 

What should be done in this area is clear. At present, the amount 
of profits a multinational is assumed to earn in Canada is determined 
by requiring the value of goods and services transferred between 
related corporations to be determined on the assumption that the 
corpora tions were dealing with one another at arm's length. 
Multinationals should be required to allocate their profits among 
countries on the basis of a formula approach similar to that used by 
Canadian provinces. That is to say, they should be required to report 
the worldwide profits of each separate and unitary business they 
carry on and then allocate a portion of their profits to Ontario on the 
basis of a formula, such as the percentage of their world wide sales 
and payroll in Ontario. The complex and unworkable "arm's-length" 
method of allocating profits among countries has cost the federal and 
provincial governments hundreds of millions of dollars in 
unjustified and unnecessary revenue loses; has diverted scarce 
resources - in tax planning, complex accounting, and audit practices 
- in attempting to set and to regulate the price of every category of 
product, services, or intangible asset exchanged between related 
corporations; has created inequities by placing small- and medium­
sized wholly Canadian businesses at a competitive disadvantage 
with multinational corporations that are able to play transfer pricing 
games; and has failed to guarantee any substantial degree of 
international uniformity in the division of income for tax purposes 

Furthermore, the theory underlying the arm's-length method, that 
a fair market value can be assigned to transfers between related 
corporations, is incoherent. For most transactions between related 
corporations there are no comparable free market transactions. As 
one commentator has noted, attempting to enforce rules under these 
circumstances is like organizing an Easter hunt without first hiding 
any eggs. More fundaJ1.lentally, the theory ignores the reality of 
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multinational corporations. For many of their worldwide activities 
they operate as one firm. Formula apportionment is the only method 
of tax accounting that fits the economic reality of world trade 
conducted within global enterprises. 

The present negotiations over a North American free trade zone 
provide the Canadian government with an unparalleled opportunity 
to initiate an important step towards worldwide adoption of 
formulary apportionment. The Canadian government should work 
with the governments in the United States and Mexico to establish a 
formulary apportionment system in North America. Multinationals 
operating within NAFTA countries would be required to file consol­
idated returns showing their total profits within these three coun­
tries. A formula could then be used to allocate their profits among 
the member states. 

While seeking agreement is fine, Ontario should also consider the 
possibility of adopting its own form of formulary apportionment. A 
number of states in the United States, with much less at stake, 
adopted a form of formulary apportionment and applied it to multi­
national corporations. As Canada's largest province, and the 
province with the most at stake, Ontario should lead the way in de­
veloping and refining solutions to this problem. The present arm's­
length method of allocating the profits of multinationals has un­
doubtedly led the Ontario tax system to subsidize, in effect, foreign 
operations of multinational firms operating here at the expense of 
Ontario jobs. Further, a formulary apportionment regime would 
eliminate most of the difficult deferral, tax haven, and source rule 
problems that now plague the Canadian international tax system. 

The commission also recommends that Ontario should not attempt 
to use its corporate tax system as a mechanism for delivering 
incentives more generous than those offered in the federal system. I 
do not understand the reasoning behind this recommendation, but 
rather suspect it reflects a confusion about the nature of tax expendi­
tures that is revealed in a number of places throughout the report. 
Tax expenditures are analogous to direct expenditures. Unless there 
is some reason to suppose that Ontario should harmonize its direct 
spending programs with the federal government, there would 
appear to be no obvious reason why it should harmonize its tax 
expenditures. 

Over the past decade or so the provinces have assumed a new 
economic role largely because of a transformation in technology and 
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economic factors that affected all regions in Canada, the increasing 
vulnerability of the Canadian economy to foreign competition, and a 
major change in the relative responsibilities within the Canadian 
federal system of government. Some provinces have now developed 
comprehensive plans to establish provincially based foundations 
critical to the process of economic development. In developing these 
plans, there is no reason why provinces should be constrained in 
providing subsidies through the tax system in relation to those pro­
vided by the federal government. There might be administrative and 
other reasons why a province might want to harmonize its technical 
corporate income tax system with that of the federal system, but 
there is no obvious reason why it should harmonize its tax expendi­
ture measures. Indeed, this recommendation seems somewhat in­
consistent with the recommendations relating to the personal income 
tax. There the commission recommended, in effect, that Ontario 
should harmonize its technical personal income tax system with the 
federal system, but be free to design its own tax expenditure pro­
grams. In principle, the same should be true for the corporate income 
tax. 

Finally, the commission recommends that corporations be required 
to disclose the amount of the tax expenditures they have benefited 
from. I would go further. I do not see any reason why large 
corporations should not have to make public a good deal of the in­
formation on their tax returns, including, for example, their profits 
earned in Ontario and their taxes paid here. 

The Fuhue of Tax Commissions 

As a personal comment, based on my experience with the Fair Tax 
Commission, it occurs to me that perhaps governments ask too much 
of tax commissions. The tax system can be divided into at least five 
distinct components: the technical tax system, whose purpose is to 
raise revenue equitably, neutrally, and simply; the tax expenditure 
system, whose purpose is to subsidize goods and services the con­
sumption of which the government wishes to encourage; the 
tax/transfer system, of which the tax part's purpose is to comple­
ment the social assistance system; the tax regulatory system, whose 
purpose is to increase the price of goods and services that impose so­
cial costs; and what might be described as the tax distribution 
system, whose purpose is to assist in achieving the appropriate 
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distribution of economic resources in a market economy. In terms of 
public policy analysis, these components have almost nothing in 
common, and, within some components, such as the tax expenditure 
system, the policy issues range across the complete spectrum of 
public sector activities. It is somewhat odd that a single commission 
would be asked to pass its judgment on all the issues embraced 
within these five components of the tax system. 

The Fair Tax Commission had only a few things to say about what 
might be described as the technical tax system. Some recommenda­
tions relating to resource taxation, payroll tax, the retail sales tax, 
corporate tax, and aspects of the property tax would probably fall 
into this category. But, generally, the countless issues relating to the 
fair design and administration of the technical tax system were left 
untouched by the commission. 

The commission had more to say about the tax expenditure sys­
tem. Its basic recommendation that the tax expenditure system 
should be identified and properly accounted for in the public policy 
process is an important one. It also recommended that various social 
policy tax expenditures be converted into a direct subsidy program. I 
agreed with most of these recommendations because the tax expen­
ditures seemed like such bad policy instruments to achieve almost 
any purpose. However, it does seem somewhat presumptuous for 
one commission to be pronouncing on social policy issues as diverse 
as pensions, child care, disabilities, and families. The implied 
premise of the commission's recommendations relating to tax 
expenditures is that these provisions should be examined alongside 
other government policy instruments dealing with each of these 
specific issues. Presumably, no one would suggest, for example, that 
a commission be established on subsidies, without regard to their 
subject matter. 

The commission made a number of recommendations relating to 
the use of the tax system to deliver low-income relief. However, even 
here far-reaching proposals were not possible because of the close in­
tegration of the tax and transfer systems. It makes no sense to study 
one in isolation from the other. 

The commission also made a number of recommendations relating 
to the regulatory use of the tax system, particularly in the area of the 
environment. Controlling activities that impose environmental costs 
involves selecting the most appropriate policy instrument for getting 
the job done. Again, it seems somewhat odd that the same group of 



Neil Brooks 1035 

people was being asked to make judgments about, essentially, the 
best way to reduce carbon emissions, over-packaging, traffic 
congestion, and so on. Presumably, in each of these areas the sensible 
way to formulate policy is to undertake a comprehensive study of all 
the potential policy instruments . For instance, recommendations re­
lating to the regulation of traffic congestion should be the result of a 
coordinated area transportation plan. This might involve publicizing 
and subsidizing public transit options, implementing high 
occupancy vehicle and bicycle lanes, pricing downtown parking at 
cost, taxing all employer-provided subsidized parking, encouraging 
or mandating adoption of flexitime work schedules, eliminating 
highway bottlenecks, encouraging telecommunicating, enabling and 
encouraging employees to live closer to their jobs, using electronic 
sensors to allow closer vehicle spacing, prohibiting vehicle travel in 
certain downtown areas, and so on. In addition to, or in place of 
these, economists have long advocated marginal cost pricing to 
allocate scarce highway capacity. But it would seem to be unwise to 
examine only the use of the tax instrument in isolation from these 
other policy instruments. 

To be sure, using taxes to get the price right on as many public 
goods as possible will lead to greater efficiency in the distribution of 
resources. But the ultimate issue involved in thinking about the pub­
lic sector is what kind of society we wish to live in. Thus, the danger 
in looking only at tax instruments when examining these questions is 
that whether economic incentives should be used to change be­
haviour is not simply a technical matter; it is also an ideological and 
philosophical question. For example, the use of economic incentives 
might imply that we are indifferent about the motives of polluters, 
that we do not wish to make an approbatory statement about pollut­
ing behaviour, and that almost all that we value has a price. 
Moreover, prices in any context produce a situation where wealthier 
people can choose to pay the charge and continue behaving as be­
fore, while poorer people, to avoid the charge, are the ones who are 
likely forced to change their behaviour. Sometimes, in order to signal 
and achieve the kind of things that we as a society value, we should 
just prohibit things, such as automobiles in some downtown areas. 
Also, even where prices or taxes must be used, they should in many 
cases be regarded as a second-best approach in order to build a 
consensus or get something done. The moral risk is, of course, that 
this second-best approach will become enshrined as the pervading 
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norm. The point is that it does not seem to be entirely sensible to 
examine only tax policy instruments in isolation from other 
instruments when attempting to achieve environmental objectives. 

Finally, the commission was being asked to make a judgment 
about the effectiveness of the tax system in achieving a greater de­
gree of social equality in Ontario. Here all the problems of making 
judgments about the other components are compounded. While all 
issues contain political elements, this one is shot through with poli­
ties. One of the greatest challenges over the next century will be to . 
ensure that all Canadians receive a reasonable share of the resources 
we all collectively produce, but no more than a reasonable share. But, 
presumably, no one is under the illusion that the tax system itself, no 
matter how designed, is up to the task. Such an inquiry calls for an 
analysis of the distributional consequences of the full range of gov­
ernment policy instruments, including the rules governing property 
rights and private contracts. 

People and Taxes 

The regrettable thing about the Fair Tax Commission is not so much 
the specifie shortcomings of the report, but rather the opportunity 
that has been lost. While provincial and federal governments have 
set up many commissions over the years to investigate aspects of the 
economy and social welfare systems, never before has there been a 
commission specifically set up to investigate the issue of fairness and 
equity in something as broad and important as the tax system. 

The issue of tax fairness can be interpreted narrowly, to mean the 
equal tax treatment of equals, or it can be interpreted more broadly, 
to mean the extent to which the tax system should be used to dis­
tribute income and wealth. Given the terms of reference, and the 
political context surrounding the appointment of the commission, I 
assumed that the latter interpretation fell squarely within the 
commission's mandate. 

The importance of appointing an independent commission to 
examine this issue, at this time, arose from the fact that tax 
progressivity has largely fallen out of favour in recent years among 
tax specialists, economists, business leaders, and public policy 
makers. Indeed, a vast literature has grown up that bolsters 
arguments opposed to progressivity. So to challenge this new 
orthodoxy in the tax field would be no small task. It was therefore 
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essential that, if the commission was to be at all effective in 
discharging this aspect of its mandate, it would have to have a 
superb grasp of the technical points and arguments in the existing 
debate, in order to assess their validity. 

. 

Sadly, this was not the case. Because of the manner in which the 
commission proceeded with its work, little critica! attention was paid 
to the vast technical literature that exists. While many of the key 
arguments that have formed the basis of the assault on progressivity 
are highly suspect and vulnerable to critique, no serious investiga­
tion of these arguments was ever launched by the commission: The 
case for progressivity is simply asserted in the report with little 
evidence to back it up. Key arguments on the other side are not even 
addressed. As a result, the anti-progressivity ideology that has 
dominated the tax world in recent years has gone effectively 
unchallenged. 

Ironically, the commission could have taken inspiration from the 
Carter Royal Commission on Taxation, appointed by a federal 
Conservative government in 1 962. The Carter Commission, although 
made up of fairly conservative-minded commissioners, conducted an 
exhaustive research program that involved a thorough examination 
of the principles and technicalities of the tax system. After years of 
careful analysis, the commissioners ended up proposing radical and 
far-reaching changes that would have made the tax system 
significantly more progressive. Their work sparked five years of 
public debate. Only some of the commission's recommendations 
were enacted, and often only in a watered-down version. Some ob­
servers take this as an indication that the Carter Commission failed. 
But if there was a failure in the democratic process in that exercise, it 
occurred in spite of the report. Indeed, arguably, by providing a 
vision of a fair tax system, and sound and thoroughly documented 
arguments and evidence to support it, the Carter report 
democratized the tax reform process in a way not seen since. It 
provided ordinary citizens with a vision of a more equitable tax 
system and the knowledge they needed to withstand the well­
organized campaign by business interests against the report's 
recommendations. 

From the outset, one of the goals of the government in setting up 
the commission was to involve a much broader cross-section of the 
public than the usual set of experts and business people that gener­
ally dominate this sort of inquiry. But, while this was a laudable 
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goal, unfortunately the commission was structured in such a way 
that these people were unable to have any meaningful input. 
Without a strong base of technical knowledge and information to 
inform their deliberations, they were effectively blindsided. 

Indeed, in some ways, the commission performed a disservice to 
some of the well-meaning individuals who took part in its processes. 
They were consulted in a way that almost guaranteed that their 
contribution would be of limited value to the broad debate in the tax 
policy field. This was highlighted by the revealing comments of three 
individuals who had been appointed to sit on a working group 
studying real estate taxation. These activists, who had an interest in 
affordable housing, were angered by the process. Eventually they 
quit, complaining that their experience on the working group left 
them feeling more disempowered than ever. Although their concerns 
go deeper than this, one of their frustrations was their inability to get 
information, arguments, and alternative ideas to counter the 
assertions of the economists and tax lawyers at working group 
meetings. 

In a society in which the economically powerful wield enormous 
influence, a fair tax system cannot be negotiated or achieved by so­
cial consensus. The case for fair taxation must rest upon a vision of 
the kind of society in which we would like to live and which, in turn, 
is premised on value and empirical judgments that can withstand the 
strongest scrutiny. Unfortunately, although making a number of 
worthwhile recommendations, the commission missed a badly 
needed opportunity to challenge, and reveal the weakness in, the 
dominant tax policy orthodoxy, and to present a coherent and com­
prehensive alternative. 



Robert Couzin 

I am in personal agreement with most of the commission's recom­
mendations. However, I do have some reservations regarding par­
ticular proposals and, more generally, the process followed by the 
commission. 

The Process 

The mandate of the Fair Tax Commission was extremely broad and 
complex. In these circumstances, process becomes important. I feel 
that the report suffers from problems with the process. 

First, the government required that a number of isolated tax policy 
questions be examined by autonomous "working groups." I ex­
pressed concern from the outset that the tax system could not be 
properly examined in this piecemeal fashion. With deference to the 
skill and hard work of the working group members, I believe my 
misgivings were largely borne out. Moreover, the working group 
process effectively shortened the life of the commission and gobbled 
up its human and financial resources. For at least the first year of our 
mandate, little was accomplished beyond managing the working 
groups. Similarly, while I have sympathy with the goals of the con­
sultation process, I do not believe that the commission received suffi­
cient valuable input from its consultations with the public to warrant 
the time and expense. Nor did such consultation serve, as I had 
hoped it might, as a forum for public education in tax matters. 
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A second, more serious problem relates to the human resources of 
the commission. Given the scope and complexity of the task, we 
needed ready and continuous access to the best and most experi­
enced experts. Owing to financial constraints, and to a different vi­
sion of the commission's work on the part of those who made the 
key decisions in this regard, I do not believe we had the kind of sup­
port we needed, at least to create the report I would have wished. 
This is not a criticism of the staff members, who were generally able, 
hard-working, and highly motivated. But their aggregate person­
years of experience and their collective specialized skills were not, in 
my opinion, commensurate with what was demanded of them. 

Finally, the decision-making process itself was, in my view, inap­
propriate to the subject matter. Recognizing the inherent uncertainty 
of the economic and technical analyses, and accepting the many 
imbedded political or philosophical judgments, I nonetheless believe 
that the commission should have been searching for the right an­
swer, rather than a compromise among commissioners. In many 
cases, I believe commissioners (including me) did reach conclusions 
which may be anathema to their "constituents" or contrary to their 
own preconceptions. However, too many recommendations merely 
reflect the personal or political views of a majority of commissioners. 

The Product 

The report is not supposed to be an academic treatise. However, the 
style of the document does not justify gaps in the underlying re­
search and analysis. Unfortunately, I feel that there are such gaps: 

It is my impression that significant pre-existing research and anal­
ysis has not been properly integrated into either the report or the 
recommendations. Even our own research studies have not always 
been put to the best use. As I have already observed, I think the pro­
ject was simply too large for the resources available. In a few in­
stances, I feel that prejudgment of the conclusion militated against a 
thorough analysis of the issue. There was also, it seems to me, a cer­
tain undercurrent of distrust for "experts" and their work. 
Undoubtedly, one must be wary of pseudo-scientific, jargon-ridden 
theory. However, we ignore the accumulated wisdom of those who 
have thought deeply about tax policy at our peril. 

Many recommendations are based on quantitative analyses. I am 
not a statistician, and am constrained to accept our empirical evi-
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dence. But, having regard to discussions of these data at meetings, I 
cannot say I am completely comfortable with all the conclusions 
which rely upon these analyses. 

Dissents and Qualifications 

With that preamble, I turn to certain areas of disagreement with the 
report. First, I will deal with three general themes (fairness, progres­
sivity, and harmonization), and then proceed to comment upon some 
specific recommendations. 

Fairness 

I am troubled by a repeated refrain in the report that the tax system. 
is unfair and needs fixing. I believe that this is a largely rhetorical (or 
political) device. In fact, the actual recommendations made by the 
commission belie that claim. The proposals are not all that far reach­
ing. Some readers may regard this as a reflection of external, and 
unfortunate, constraints. In my view, the reason is rather thatthe tax 
system is, as tax syst�ms go, not all that bad. 

Progressivity 

The report justifies certain key recommendations (the personal in­
come tax rate schedule and the tax mix in particular) by equating 
fairness and progressivity. I disagree that tax fairness is necessarily 
enhanced by incremental progressivity. Indeed, I find the proposi­
tion meaningless. No matter how progressive the system is, would 
greater progressivity make it fairer? There is a serious intellectual 
and practical issue as to the meaning and measurement of progres­
sivity. It is not properly considered in the report. Nor does the report 
fairly analyse the scholarly and powerful arguments against pro­
gressivity, or even refer to the important academic works which ex­
press that position. The commission claims to opt for progressivity 
on two grounds: equal sacrifice theory and redistribution. 

Equal sacrifice theory reflects a supposed scientific or empirical 
determination. Is it true that there is a function describing the declin­
ing utility of money? If so, how might that function translate into a 
rate schedule? Redistribution is a pure political judgment: How 
much wealth or income should be redistributed from some citizens 
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to others? A further, mechanical question is: How much of such re­
distribution should be effected through progressive taxes, taking into 
account other redistributive mechanisms - in particular, spending 
programs? 

Contrary to the report, I do not believe that these two lines of 
analysis yield the same prescription for progressivity. The progres­
sive rate structure would be different if one or both of these justifica­
tions were adopted. Both the degree and the shape of progressivity 
are critically linked to the reason for its adoption. For example, I 
have greater sympathy with sharp progressivity at the lower range 
of wealth or income, and less with progressivity in the higher 
reaches. This reflects my own bias in favour of redistribution to the 
poorest members of society, and a view that it is not the job of gov­
ernment to readjust the effects of markets among those who are bet­
ter off. This is merely a personal view, but it illustrates what I find 
missing in the report: an analysis of the nature and measure of pro­
gressivUy, and a serious understanding of its justifications and de­
fects. The rate schedule is, ultimately, a political judgment, to be 
made by government. Our job should have been to inform that 
judgment with a careful and thoughtful explanation of its possible 
bases and effects. 

Harmonization 

I believe that distinctive provincial tax policies should be justified on 
the basis of different circumstances within the jurisdiction, rather 
than a different political persuasion or philosophical perspective of 
the two levels of government. The commission has certainly taken 
into account the benefits of uniformity in framing a number of rec­
ommendations.  I think we could have gone farther. 

Happily, the commission has not proposed a completely separate 
Ontario personal income tax system. But it has opted for a "tax on 
taxable income" (recommendation 1 1) .  I am not convinced. The re­
port we commissioned did not favour the tax on taxable income po­
sition. 
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The purpose of such a system would be to permit Ontario more 
flexibility in setting the personal rate schedule and credits.! 
However, none of these commission proposals arise from differences 
between the demography or economic reality of this province and 
others. All are policy prescriptions which would apply in the same 
manner to the federal government. The power afforded provincial 
governments to depart from national policies regarding rates and 
credits is a mixed blessing. It is a mistake to be influenced by the pol­
itics of the moment. Those who would afford the province additional 
power presumably believe that it would establish a "fairer" rate and 
credit system. But additional provincial flexibility leads, over time, to 
unpredictable results. For example, the existing limited flexibility 
under the Tax Collection Agreements has led to both increased pro­
gressivity (provincial high-income surtax) and the reverse 
(provincial flat tax). In the long run, I prefer to rely on the collective 
judgment of one level of government, rather than two. 

In the case of corporate income tax, I believe there is a serious case 
to be made for complete harmonization. The Ontario Corporations 
Tax Act contains few deviations from the federal Income Tax Act, 
and the commission has not proposed many more. The commission 
properly rejected calls for a minimum corporate income tax. I believe 
Ontario should consider levying corporate tax as a percentage of the 
federal base. 
, The commission proposes that, subject to a few caveats, retail sales 
tax be harmonized with the CST. I agree. 

Personal Income Tax 

There are several recommendations in this area which require com­
ment. 

! In particular, the report suggests the new-found power of the province should be 
used to eliminate (j) the marital and equivalent-to-married credit (recommendations 
15, 19); (ii) the child care expense (recommendation 21); (iii) the disability credit and 
expense deductions (recommendations 22, 23); and (iv) the age and pension credits 
(recommendations 24, 25). It should also, the commission suggests, revise the rate 
structure (recommendation 31). 
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Alimony and Maintenance 

I agree in principle with recommendation 16 .  However, the report 
does not deal with some difficult transition issues, as well as the 
problematic international element (former spouses residing in the 
United States and Canada would be double taxed or would obtain 
double benefits). I am particularly concerned about the impact of the 
change on court awards. In that regard, I was never convinced in 
our discussions that anyone really knew the extent to which courts 
currently take taxation into account. 

Retirement Savings 

I disagree with recommendations 26 and 27. Sweeping reforms are 
being suggested without any serious understanding of the potential 
impact on savings behaviour. Nor is the fairness case made out. 

I find the related discussion in the chapter quite unsatisfactory. 
The proposal to phase down RPP and RRSP contribution limits is 
justified by the alleged gap between government assistance through 
the tax system to these plans and direct government assistance 
through public pensions. There seems to be no attempt to compare 
the cost of forgone taxes on deductions with the dollar for dollar cost 
of providing direct payments. The more serious issue, which affects 
both recommendations, is the extent to which RPP and RRSP contri­
butions represent a partial transformation of the income tax to an ex­
penditure tax. The report recognizes that such an analysis exists 
(finding no more recent or comprehensive discussion than the Carter 
Commission), but gives it short shrift in a single paragraph. The 
chapter concludes that "tax assistance for retirement savings" must 
be assessed as a matter of retirement policy. This reflects a misunder­
standing of the issue. If one accepts the expenditure tax argument, 
there is no "tax assistance." 

Income from Capital 

I sympathize with the emotion behind recommendation 28, but the 
suggestion to eliminate the dividend tax credit, with only small 
business integration mentioned as a caveat, is naive and unaccept­
able. Other corporate income would be double taxed, adopting the 
so-called classical system used in the United States but in few other 
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OECD countries. The report does not examine the massive recent US 
study of possible integration systems, nor reflect any understanding 
of the various measures adopted by our trading partners. I agree that 
the current workings of our dividend tax credit are not satisfactory. 
But this suggested solution is, to my mind, ostrich-like. 

I agree with the full taxation of capital gains contained in recom­
mendation 29, but must qualify that agreement. First, no account is 
taken of the effect of full taxation of gains on the sale of corporate 
shares. I believe there should be recognition provided for the corpo­
rate level tax. Second, full taxation of gains must be viewed in the 
context of the personal rate schedule. Third, there is no consideration 
in the report of the special treatment afforded capital gains in virtu­
ally all other jurisdictions, or the rationale for such special treatment, 
a gap which troubles me in my general support for full inclusion. 

Rate Structure 

Having regard to my views expressed above, it is hardly surprising 
that I dissent from recommendation 3l.  

The proposal would increase the number of tax brackets. The im­
pact depends upon how the brackets are established (from time to 
time). In any event, I do not agree that ther� is likely to be real gain 
from more brackets. And there are significant disadvantages - in 
particular, the problem of "bracket creep" from inflationary increases 
in income. The report should have grappled with such issues. 

The report also implies that a top rate in the range of 60 per cent 
would be acceptable. I agree that there is no sacred rate. Rates have 
been higher, and they have been lower. However, in my view the 60 
per cent figure has been floated without due regard for the report's 
other suggestions, in particular the base broadening, and with insuf­
ficient sensitivity to the psychological and economic effects of the 
comparison to rates elsewhere. I consider the full taxation of capital 
gains a fairer way of capturing the income of the most fortunate be­
cause it promotes horizontal equity. A 60 per cent rate would be far 
out of line with other provinces and with the United States, espe­
cially when one considers that it would apply to capital gains. It 
would also create system difficulties, being so different from the cor­
porate rate (an issue canvassed in chapter 20, but ignored in the rec­
ommendation) . 
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Wealth Tax 

I am not unalterably opposed to taxing wealth, particularly on inter­
generational transfers. Wealth, like income or consumption, is a legit­
imate and useful base to which taxation may be applied. In the cur­
rent setting, there are certain advantages to a wealth tax in the form 
of succession duties. In particular, since other OECD countries im­
pose such a tax, its acceptability may be higher. 

At the same time, wealth taxes present certain problems. First, it 
would be a mistake to think that the tax will capture the wealth of 
the super-rich. That has not been the experience of most jurisdictions. 
The burden would fall largely on the moderately well-to-do. That is 
not a reason to eschew succession duties, but it is a note of caution to 
their proponents. Second, death duties are notoriously easy to avoid, 
particularly in a federal state. I certainly agree with the viev,' that an 
Ontario-only tax is not feasible. 

I might have been convinced to favour succession duty (as a na­
tional tax) if it had been proposed as part of a tax reform which 
favoured entrepreneurship and saving. Some like to refer to the US 
estate tax, ignoring lower US income tax rates. When combined with 
a proposal for base broadening affecting capital income, and top per­
sonal rates up to 60 per cent, wealth tax takes on a different tone. In 
that context, and in the current economic climate, I am unable to 
support the proposal. 

Property Taxation, Education, and Local Government 

I am uneasy about the implications of the commission's recommen­
dations, and concerned that my participation in the consensus may 
be based upon misunderstanding, misinformation, or misestimation 
of the consequences. The prime examples are these: 

1 Conceptually, I agree that basic education should be funded at the 
provincial rather than the local leveL However, the real question 
is: What produces the best education? The response to that ques­
tion depends upon politiCS and pedagogy, rather than public fi­
nance theory. I am not satisfied we have the information available 
to make this recommendation. 
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2 I also agree that some version of unit assessment is simpler and 
more sensible than the various attempts at market value. I must 
rely upon staff research for the conclusion that the version pro­
posed is workable. 

3 I accept and support the logic of the proposed limitations on 
provincial grants and subsidies to municipal governments 
(recommendation 1 1 1 ). I have seen and considered quantitative 
analyses of the effects of these measures on local government. I 
must rely on those analyses of the impact of the commission pro­
posal. 

I do not agree with recommendation 77. The report would limit 
the ability of communities to increase local education funding by ad­
ditional levies. The report seeks to minimize "revenue-driven in­
equities." That is, richer individuals or communities should not get 
better education. I disagree. I would prefer to treat the provincial 
contribution as a base to which the community (or the parents) can 
add whatever they choose. It does not seem fair to me that some 
schools are funded, while other are not. More generally, I accept that 
richer people are better fed and sheltered, and are likely to procure 
better health care and education. I do not find this offensive. Nor is it 
a result which, in my personal view of society, should be countered 
by government policy. The social policy issue, to me, is not rigid 
equality but, rather, the base level service. I believe that the system 
which provides the best education is preferable. The social and eco­
nomic benefit to all citizens of a better educated population is too 
important to be sacrificed on the altar of what I see as misplaced 
egalitarianism. For that reason, I would not limit the ability of par­
ents or communities to improve the quality of education by adding 
personal resources to provincial base funding. 

Energy Taxes 

I am not convinced that the commission has obtained sufficient evi­
dence, or performed adequate analysis of the international literature 
and experience, to suggest a carbon tax. I sympathize not only with 
the environmental goals of such a tax but also with the economic rea­
soning which lies behind it. However, I am unsure of the commercial 
consequences, and the effectiveness. 
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With respect to a broader energy tax, I am more negative. I have 
not been convinced that it is logical to tax the use of energy, since 
this approach does not recognize the efficiency of its production, and 
could actually represent a disincentive to increasing efficiency. 

Concurrence 

I have had the opportunity to read the personal statements of my fel­
low commissioners. I find a number of common elements. I would in 
particular register my agreement with the comments of Satya 
Poddar, and with Neil Brooks's remarks under the headings 
"Content of the Report" and "Process," with one exception. Professor 
Brooks concludes, · "The income tax is a mess." I am at the opposite 
pole. It is unfortunate that the commission's process never led to a 
debate and resolution of such a basic question. 



Susan Giampietri 

Introduction 

When Ontario treasurer Floyd Laughren announced the establish­
ment of the Fair Tax Commission in March 1991, I joined a great 
many Ontarians in welcoming the initiative. 

At that time, as most people will recall, phase two of the federal 
tax reform exercise had just ended with what was one of the most 
heated debates in Canadian parliamentary history. In the more than 
two-and-a-half years since the introduction of the Goods and 
Services Tax, it remains an issue that is, for many people, visceral. 
Rather than dull the hostility, time has only hardened positions. A 
great many people believe that the GST has had, and continues to 
have, a truly devastating effect on the Canadian economy. 

Our commission was to be different. In contrast to the closed, 
elitist federal tax reform process of the mid 1980s, the Ontario 
government chose an inclusive approach .  The commission, 
consciously independent from government, was established to invite 
public input into the tax process and involve those in society who 
have traditionally been excluded from the policy formation process. 
On the basis of this public input, coupled with research and expert 
advise, we were to recommend changes to the tax system that would 
enhance tax fairness. 
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In many respects, this was a daunting task. When it comes to taxes 
and tax reform, few people believe that the taxes they pay are fair in 
either absolute or relative terms. 

We all have our own life experiences and constituencies that influ­
ence, to a certain degree, how we view the tax system and some of its 
specific provisions. In my own case, my views on the tax system 
have been shaped by three different aspects of my life. As a woman, 
I am painfully aware of the discrimination against women that exists 
in society. Hence, it is not particularly surprising that discrimination 
exists in the tax system. As a worker, and an active member of a 
union, I have always believed that the tax burden is unfairly shared 
by workers. And, as a public sector worker, I have been acutely 
aware of the need for taxation. 

The principles underlying my views have not changed in the two­
and-a-half years since my appointment to the Fair Tax Commission. 
In fact, the wealth of information developed by and for the commis­
sion substantiates, in many ways, the perceptions that I originally 
brought to the process. However, my position on a number of spe­
cific tax measures has moderated and in some cases actually 
changed. 

When I started this process, my opposition to both general sales 
tax-type consumption taxes and user fees was deeply rooted. I now 
accept the fact that while they are clearly regressive, there is a place 
for a sales tax-type consumption tax in the tax mix. As well, and un­
der certain circumstances, I believe that user fees can be acceptable if 
they are necessary to promote a specific activity that is socially desir­
able. However, I have some serious reservations with the treatment 
of both of these issues in the commission's commentary and recom­
mendations. 

Before addressing these and other issues where I depart from the 
commission's report; I should make it clear that, in many important 
respects, the final report of the commission reflects views that I am 
entirely comfortable with. The report's treatment of equality between 
men and women (chapter 14) reaffirms the equality inherent in the 
individual as the tax unit and recommends a number of specific tax 
changes that will, when implemented, serve to make the personal 
side of the tax system fairer. It is likely that implementation of these 
recommendations will, as well, serve to reduce discrimination in so­
ciety as a whole. Similarly, our treatment of wealth taxation (chapter 
19) is a solid step in the right direction that will, if implemented, en-
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sure greater equity. In this regard, I share the sentiment expressed in 
the report that a tax system that ignores wealth can never be truly 
progressive. 

In other areas, the commission proposes recommendations that 
challenge the regressive tax reform implemented by the federal gov­
ernment in the mid to late 1980s. In this regard, I am particularly 
supportive of the commission's decision to propose a personal in­
come tax system based on ten brackets and marginal rates as op­
posed to the three that were implemented as part of the federal tax 
reform exercise. I also believe that the commission's conclusion that 
marginal rates can be higher at higher income levels than is currently 
the case is sound. For me, these are critical issues. I simply could not 
accept a personal income tax system where progressivity ended at an 
income threshold of about $62,866. 

I also support without reservation some of the fundamental 
changes to the personal income tax base that we propose. In this re­
gard, I would draw attention to the taxation of capital income 
(capital gains, dividends) in the personal income tax and other base­
broadening initiatives. 

Without question, the most important aspect of the commission's 
work is the proposed reform of the property tax base. The main rec­
ommendation in this regard - namely, the removal of education 
funding from the residential property tax - is entirely supportable on 
the basis of any one of the major arguments outlined so persuasively 
in the report. 

While I support the property tax initiatives regardless of whether 
other recommendations are implemented, I would point out that this 
is one of a number of tax areas addressed by the commission that are 
interrelated. The property tax has, in my view, a place in a tax sys­
tem that consciously does not tax wealth in any other way. It needs 
to be understood that no matter how flawed and imprecise the cur­
rent property tax is, it still taxes people to a degree on the wealth 
they own. 

A similar situation exists for me in the commission's treatment of 
luxury taxes. I came to the commission with a view that a luxury tax 
would enhance the progressivity of the tax system. I am persuaded, 
however, that there are significant problems inherent in the imposi­
tion of such a tax that render it a second-best alternative. Hence, in 
the event that the commission's recommendation for a wealth tax is 
not implemented, I believe that serious consideration should be 
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given to the imposition of a luxury tax in Ontario. On the basis of 
ability to pay alone, it is in my judgment impossible to justify taxing 
an automobile that costs $30,000-$100,000 or more at the same retail 
sales tax rate as is applied to more modest vehicles. 

Finally, I am in fundamental disagreement with the majority of 
commissioners in one area. I refer to the myriad recommendations 
with regard to the corporate tax system, and particularly the majority 
decision to argue against an increase in the corporate share of taxa­
tion and not to impose a corporate minimum tax. 

To be clear, I cannot support a tax reform exercise that does noth­
ing to reverse the tide that has seen corporate tax revenue decline as 
a percentage of provincial revenue from just over 19 per cent in 
1961-62 to just under 8 per cent in 1991-92. Similarly, I suspect that a 
great many Ontarians will find it difficult to accept a report from a 
fair tax commission that fails to recommend a minimum corporate 
tax, not as a punitive measure, but as a way of ending the current 
practice whereby many profitable corporations pay little or no in­
come tax and ensuring that all profitable companies pay some 
amount for public services. 

It as proposed in our report, the corporate revenue share is to re­
main at its current level or decline, then other taxes will be required 
to make up the difference. The two tax bases that have increased 
over the period during which corporate taxes declined are the per­
sonal income tax and the retail sales tax. For comparative purposes, a 
$1 billion increase in corporate income tax revenue applied to either 
the personal income tax or the retail sales tax would reduce them by 
6.5 per cent and 14 per cent, respectively. 

The fact that the commission has taken steps to ensure that im­
plementation of its recommendations will make the individual side 
of the tax system fair is not enough. Unless and until the other side of 
the taxation coin is reformed and made visibly fair, the refrain that 
the system is unfair will remain. I doubt that workers will ever ac­
cept as legitimate, the fact that a corporation pays no income tax, 
while an employee of the same corporation pays 20 per cent, 30 per 
cent, or even more of his or her income in income tax. 

This will remain true, regardless of the arguments used to justify 
the continuation of a system that allows many profitable corpora­
tions to pay little or no income tax, or the eloquence with which they 
are presented. 
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Retail Sales Tax 

Perhaps the most difficult issue for me throughout the commission 
process was reconciling the positions I had long held vis-a-vis sales 
taxes with the reality that there is a legitimate place in the tax system 
for consumption-based taxation. Sales taxes are, for example, one of 
the only ways to capture a contribution for infrastructure funding 
from people who live out of province and work or own recreational 
property here. Similarly, people who are able to avoid tax on income 
either legitimately or illegitimately have some of their income cap- . 

tured under the RST. Other situations that justify the imposition of a 
retail sales tax abound. 

Over the many years of my active involvement in political debate, 
I have seldom seen the level of acrimony and anxiety that accompa­
nied the introduction and passage of the federal Goods and Services 
Tax. 

The same anger was not present with regard to the RST during ei­
ther our public hearings, or in the many discussions I have had, as a 
commissioner, with Ontarians on tax policy issues. There are, I be­
lieve, many reasons for this. 

First, sales taxation has historically been viewed as a legitimate 
area of provincial involvement. 

Second, the Goods and Services Tax was introduced at a high rate 
immediately following the first phase of federal tax reform that had 
effectively reduced the income tax rates for high-income earners. As 
a result, there was a perception that the federal government was in­
troducing, a demonstrably regressive tax (the GST) to make up the 
revenue shortfall that would result from the reduction in the number 
of tax brackets and marginal rates. Despite assurances from the fed­
eral government that the GST would be revenue neutral, raising the 
same amount as the manufacturers sales tax that it was designed to 
replace, the perception of an unwarranted regressive tax grab re­
mained. 

Moreover, since the RST provides the Ontario government with a 
considerable amount of its total revenue, elimination of the sales tax 
would be exceedingly difficult, if not impossible. For example, if the 
Ontario government was to generate the same amount of revenue 
that currently comes from the RST through an increase in the PIT, it 
would require a 50 per cent increase in the amount of provincial in­
come tax paid. This is obviously an untenable position. 
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Notwithstanding the practical obstacles to the elimination of sales 
tax-type consumption taxes, the fact remains that the RST is a re­
gressive tax. As our report states, "because Ontario cannot give up 
this regressive tax, it is important to try to make it fairer." Our report 
offers a number of options in this regard. While I can support the 
specific initiatives proposed, I believe that the easiest way to achieve 
the fairness goal is through a reduction in the RST rate. 

Our chapter on the retail sales tax proposes broadening the base, 
moving to a multi-stage tax, and generating a harmonized federal­
provincial sales tax regime. I fully support the broadening of the 
base, and am persuaded of the utility of moving to a multi-stage tax. 
Having said that, T have some di fficulty with our commentary and 
recommendation on harmonization with the GST. 

Notwithstanding my opposition to the GST, I would be prepared 
to support a recommendation that the various provincial sales tax 
regimes be harmonized with the GST under certain circumstances. 
First, it is imperative that the resulting sales tax regime be less re­
gressive than the current tax. And, second, part of the benefit that 
flows to the business community from the integration of the two 
sales tax regimes should be taxed backeither directly, or as a part of 
a general tax structure that increases the corporate share of the tax 
and

"
revenue pie. 

In the light of a number of commission recommendations, I believe 
that the sales tax rate (RST+GST) could be reduced significantly. The 
commission recommendation to broaden the base of the RST by the 
inclusion of financial services will generate fully $715 million. In my 
opinion, this money should be used to reduce the RST rate. I find the 
commission's failure to make this recommendation more than a little 
perplexing. Unless this new-found $715 million is used to reduce the 
RST rate, it will result in an increase of RST revenue of nearly 10  per 
cent. I find such an increase in a regressive tax to be unacceptable. In 
a similar vein, I would have gone further and strongly recommended 
that some of the revenue that will accrue to the federal government 
from the implementation of a national wealth tax and improvement 
in the PIT should be used specifically to reduce the GST. 

It is not outside the realm of possibilities that a combined RST-GST 
could be applied at a rate of 2 per cent or more below the current 
rate. Without question, this would reduce opposition to harmoniza­
tion. 
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One final point needs to be made with regard to the RST and con­
sumption taxes in general. In our chapter on the tax mix, we state 
that "there is room to increase the retail sales tax rate. The current 
rate in Ontario is below that of several other provinces and, with im­
plementation of the reforms we recommended in chapter 24, the re­
tail sales tax would be able to generate significantly more in revenue 
than it currently does." 

I strongly disagree. From a fair tax perspective, the recognition 
should be that the RST is regressive. As such, the rate should come 
down, if not immediately, at least over time. This is particularly the . 
case since the combined RST-GST consumption tax is high, notwith­
standing the sales tax levels in other provinces. The recent federal 
election provides the grounds for some optimism that the reliance on 
consumption taxes will be reduced. During the election campaign, 
the Liberal party promised to replace the GST. While it is as yet un­
clear what, if any, action the new federal government will take to 
fulfil this election promise, a window of opportunity exists to replace 
the GST or, failing that, to make it less regressive. 

User Fees 

As I indicated in the introduction to this commentary, notwithstand­
ing cf strong predisposition against user fees; I am prepared to accept 
that they can play a role in promoting activity that is socially desir­
able. However, I disagree with the tenor of some of the specific rece 
ommendations and commentary advanced in our final report. 

First, I disagree with one of the two principal arguments articu­
lated in our report as a justification for user fees. While I am pre­
pared to accept user fees when a clear and unambiguous case can be 
made for them on social and environmental grounds, I object to their 
implementation on the grounds of tax fairness. For me, user fees, 
whether justifiable or not, are always regressive. As a result, while 
they can be used to modify behaviour, this ::;hould not be considered 
as a way of raising revenue. hi. my opinion, they should be struc­
tured in an attempt to modify behaviour to such an · extent that the 
revenue dries up. To be clear, this would apply to environmental 
user fees and excise taxes on tobacco and the like. 

In addition to moderating behaviour, support for an expansion of 
user fees outlined in various places in our report is based, in part, on 
a perception that, in some areas, the public sector is providing goods 
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that are essentially of a private nature. As a result, it is argued that 
the recipients of the specific benefit should be required to pay the 
market price or some fraction thereof. Although there are exceptions, 
I remain unconvinced with the utility of this approach. As a general 
rule, the exceptions would include such transportation and commu­
nications systems as VIA Rail and Canada Post. 

However, despite the apparent fairness of charging people for the 
services they individually consume, the fact remains that in every 
instance, without exception, user fees restrict access to services that 
have a public component. The people who are denied access have 
paid their share for the capital and/ or operating costs of the public 
good or service, not to mention numerous intangible costs. Hence, 
they should have a right to use the public good or service. 

Let me illustrate this by way of example. In our report, we state 
that "society has decided that some public services should be pro­
vided to individuals as a matter or right and that no direct 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 
right to their consumption, especially for lower-income individuals 
and families. It would be inappropriate to finance essential services 
in this way, even if it were technically possible to assign benefits and 
benefits taxes. The most important examples of the application of 
this principle in Canada are the universal health care system and 
universal public elementary and secondary education." 

If a government was to apply a user fee to medical services, as is 
being contemplated by some political parties in Ottawa and by gov­
ernments in some provincial capitals, the fee would not be designed 
for full cost recovery. As a result, people who were restricted from 
using the medical facilities because of cost, no matter how marginal, 
would still pay for some not inconsiderable amount of the cost of 
running the health care system through their general income tax, 
sales tax, and Employer Health Tax. 

In addition, these same taxpayers who would have their access to 
health care restricted would have paid for a number of intangible 
costs such as the education of the medical profession. I would submit 
that this type of situation should not be allowed to exist for any pub­
lic service unless a clear social benefit (beyond expenditure restraint) 
outweighs the cost, in terms of restricted access. 

In addition to my concern with the philosophical justification for 
user fees as outlined in our report, I am uncomfortable with the im-
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pact of some of our specific recommendations. Principal among these 
is a substantial concern that attempts to avoid some environmental 
user fees will result in environmental degradation though dumping, 
health and safety risks for workers involved in the disposal of solid 
waste, and increased taxes for lower-income households. 

In this regard, I am particularly concerned with the guidelines out­
lined in recommendation 71 . In the absence of an ability to measure 
weight effectively, some people will overfill refuse containers in an 
attempt to avoid additional fees. Such an outcome not only frustrates 
the goal of waste reduction but places the disposal worker at great 
risk of personal injury. In addition to the personal pain and suffering 
that will result from the implementation of a solid waste user fee 
without proper waste measurement apparatus, there is a consider­
able social cost associated with medical care and lost production. 

Added to the genuine health and safety concern is a fear that the 
imposition of solid waste user fees will result in garbage dumping. 
Such an outcome would be counterproductive and socially wasteful. 

Finally, I believe recommendation 71 to be internally contradic­
tory. One guideline argues that solid waste user fees should "reflect 
all costs associated with the collection and disposal of solid waste," 
while another guideline suggests that "user fee structures should 
provide for reduced rates for base service./I This points out another 
problem with user fee-type taxation. That is, households are being 
taxed rather than the individual. As a result, a relatively large family 
will be taxed more heavily than a relatively small family, regardless 
of which family is the most conscientious with regard to waste re­
duction. 

This is not a point that should be taken lightly. A user fee garbage 
collection system being developed in the City of Kanata will result in 
a considerable change in the amounts that some residents pay for 
garbage collection. Under the old property tax system, households 
paid between $45 and $140, with the amount clearly marked on 
property tax bills. Under the proposed user pay system, the average 
will increase to some $120 per year. 

Under the proposed system, the owners of homes valued at 
$78,000 will see their fee for garbage collection increase from $43 to 
$124 a year. By contrast, the rate will decrease slightly for the owners 
of a home valued at $248,000. 

. 
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Corporate Income Tax 

I cannot accept our recommendation to continue the status quo on 
corporate taxation, whereby many profitable corporations can pay 
little or no income tax. Similarly, I find our conclusion that the 
Ontario government should not try to increase the corporate share of 
the tax pie to be problematical. 

Having rejected a corporate minimum tax and an increased share 
of tax revenue from corporate taxation, we are left with a corporate 
income tax chapter that basically supports the existing corporate tax 
system. At the same time, we propose harmonization of rates be­
tween manufacturing and other sectors that wilt in all probability, 
result in a corporate tax cut. 

Finally, by way of introduction to my comments on the corporate 
tax section of our report, I have concerns with the way we address 
the international competitiveness issue and the recommendation for 
a "neutral" corporate tax system. These issues will be addressed in 
turn. 

Corporate Minimum Tax 

According to data presented in the report of the Corporate Minimum 
Tax Working Group, some 23,000 corporations out of 1 16,000 corpo­
rations surveyed in 1989 that reported book profits paid no Ontario 
income tax. An additional 6000 paid Ontario tax at an average rate of 
less than 5 per cent of Ontario book profits. Fully $18.5 billion of the 
$53 billion earned by these profitable corporations escaped tax en­
tirely, while $5 billion was taxed at an average rate of less than 5 per 
cent. A minimum corporate tax set at a modest rate of 1 0  per cent 
would, using the 1989 base figures, have generated fully $2 billion in 
additional revenue. 

In our report we state that "there are two potential responses to 
this situation. One is to focus on the outcome of the tax and tax ex­
penditure process and consider the application of a special tax that 
would be imposed on profitable corporations that have been able to 
use subsidies delivered through the tax system to reduce their tax li­
ability to zero ... The other is to direct our attention to the underlying 
reasons for the phenomenon - the fact that subsidies to corporations 
are delivered through the tax system - and consider whether or not 
those subsidies are justifiable from a public policy perspective." The 
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majority of commissioners reject the first option, because they be­
lieve that explicit recognition and a vigorous assessment of tax ex­
penditures will deal better with this unfairness in the tax system. I 
am not persuaded by this argument. 

There are many legitimate reasons why profitable companies often 
do not pay tax. However, profitable companies should not be able to 
combine otherwise legitimate tax "incentives" to reduce their total 
tax liability to zero. A measure to accomplish this would also be 
symbolically important since it would send out a clear message that 
all must pay their share of the total tax burden. Symbols are impor­
tant, and their importance should not be lost. They often act as a cat­
alyst for public opinion. This is particularly true in the current period 
when working people are indeed experiencing a heavier and heavier 
tax burden, while the tax burden on corporations has been declining. 
Anyone who doubts the importance of symbolism in the context of 
public finance and taxation would do well to remember the angry 
debate that greeted the Senate's 1993 decision to provide senators 
with a housing allowance. 

Our report provides a good explanation why taxing corporations 
should be part of a progressive tax system, given that non-taxation 
would allow income from corporate assets - and thus from the assets 
of wealthy shareholders - to be sheltered from tax within the corpo­
ration for long periods of time. In my opinion, this commentary 
leads to a conclusion in favour of a corporate minimum tax. From 
my perspective, it is the principle of a corporate minimum tax that is 
important. The actual design of the tax is secondary. In this regard, 
the approach adopted by the treasurer - a tax on an adjusted "book 
profit" base - strikes me as relatively simple and no worse than other 
alternatives. 

International Competitiveness 

In chapter 7 of our report we state: "Competitive pressures . . .  un­
dermine the ability of any single jurisdiction to increase the revenue 
it derives from income from capital. This is particularly true for . . .  
Ontario and Canada." 

This is a key issue, and much of the discussion on it is sensible and 
to the point. There are real constraints on how heavily one can tax 
capital when capital is as mobile as it currently is. Even in this con­
text, however, it could and should be underlined that these con-
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straints did not fall from the sky, but are the result of deliberate pol­
icy decisions such ,as the Canada-United States Free Trade 
Agreement and the pending North American Free Trade Agreement. 
The kind of economic integration brought about by these agreements 
(which "liberalize" investments as well as trade) makes it much more 
difficult to tax capital - which faces few limits on its ability to shift 
production, investment, and jobs between countries - and this results 
in a shift of the tax burden from capital to individual taxpayers. 

The impact that the Free Tax Agreement is having on the progres­
siveness of the tax system should not be overlooked. Moreover, as a 
society, we should not take the negative consequences of the integra­
tion as a given, and proceed simply to change the tax system to con­
form to new constraints. 

As things currently stand, the Canadian taxpayer is subsidizing 
corporate relocations off shore by, for example, making money bor­
rowed in this country to finance expansion into the United States or 
Mexico deductible from Canadian income. 

Declining Corporate Tax Share 

As I outlined elsewhere in this commentary, the corporate income 
tax share of total Ontario revenues has declined from some 19 per 
cent in 1961 to under 8 per cent today. Our report initiates an exten­
sive discussion on the reasons why the corporate share of the total 
tax burden has fallen. The fall in the profit share of national income 
is one factor, as noted. But the downward harmonization of corpo­
rate tax revenues brought about by free market economic integration 
is also an important factor. 

The report makes a distinction between the effect of corporate tax 
systems on investment and production decisions, as opposed to the 
decision of a corporation on where to report its profits for tax pur­
poses. 

With regard to production and investment, it is not clear that dif­
ferences in the "cost of capital" have a decisive impact upon corpo­
rate investment decisions. Certainly the level of corporate tax is only 
one factor even in the cost of capital. Although this is noted in our 
report, the point seemed to be put aside when our recommendations 
were formulated. 

With regard to where corporate profits are reported, it is noted 
that transfer pricing and other techniques can be used to shift profits 
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artificially to a low-tax jurisdiction, when a company is operating in 
more than one jurisdiction. Analysis and recommendations aimed at 
limiting tax avoidance should be emphasized. In my opinion, there is 
a role for greater control of corporate tax evasion, both through legis­
lation and through tighter auditing. Corporations use a range of 
artificial techniques to avoid tax which should be paid. I think that 
something can and should be done about it. 

Taxation of Manufacturing and Services 

Another related set of comments bears upon the issue of the 
"neutrality" of the corporate tax system. 

The final substantive issue addressed in the corporate taxation 
chapter relates to equalizing the tax rate between manufacturing and 
processing income and income earned in the service sector. The 
commentary does make some valid points with regard to the diffi­
culty of defining "processing," the fact that services are increasingly 
exposed to international competition, and the fact that goods and 
services activities are increasingly tightly integrated. Nonetheless, I 
do not believe the equalization of rates is either necessary or desir­
able. Rather, I believe that our commentary and analysis point in a 
different direction. 

If it is true - and the issue is by no means clear cut - that corporate 
decisions relating to where to invest (as opposed to where to report 
income) are influenced by the corporate tax burden, then this should 
be taken into account in determining the level of the tax burden. In 
my view, different sectors should be treated differently on the basis 
of their relative mobility. 

To give a concrete example - retail trade is not very mobile - even 
if cross-border shopping picked up incredibly, the great bulk of retail 
purchases will be made in Canadian stores. There is really no reason, 
then, to tax retail profits on the same basis as those of a light manu­
facturing company that could pick up and move to the United States 
relatively easily, while continuing to sell in the Canadian market. 
Lowering the retail sector rate to the manufacturing rate, as is im­
plied in recommendation 40, extends unnecessarily the downward 
harmonization set in train by the forces of international competitive­
ness. 

On a similar point - I do not believe that it is desirable in principle 
to have a tax system that is neutral between qectors. All sectors are 
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not the same in certain key respects. $1 million invested in the manu­
facturing sector (or in some high-value-added parts of the service 
sector) will produce significantly more jobs and activities in the 
economy as a whole than will $1 million invested in parts of the ser­
vice sector such as the retail trade. In this regard, I would draw at­
tention to the Economic Council study, "Good Jobs, Bad Jobs." 

I argue that there is some role in an "active industrial policy" for 
tax measures to support certain kinds of activities rather than others. 
The opposite point of view - that the tax system should be neutral in 
investment decisions - is generally put forward on the basis that the 
market is much better at steering investment than is the state. 

I agree in part with the view that it would be better to have a sys­
tem of accountable government grants to business than "no strings 
attached" tax expenditures, because tax expenditures can be a very 
costly and wasteful way of delivering public support for business in­
vestments. However, tax expenditures can be targeted more pre­
cisely, and - most importantly - the commission is not advocating a 
grants-based industrial policy, but, rather, a neutral corporate tax 
system. 

Concluding Comments 

In summary, while I recognize that the constraints imposed by capi­
tal mobility are real, I would recommend minimizing the impact to 
the greatest extent possible. Accommodating the tax system to the 
constraints will shift more of the corporate tax burden to working 
people. 

I have two additional comments. First, our report contains a com­
mentary on training that specifically rejects the position advanced by 
"several representatives from the labour movement" that tax incen­
tives are necessary to encourage firms to provide training. While re­
jecting this approach, "we support the general approach to training 
embodied in the Ontario Training and Adjustment Board legislation 
and urge the new board to seek an appropriate non-tax mechanism 
for supporting firms that undertake training and retraining." I sup­
ported the non-tax option, because I believe that it will help ensure 
that training is supported in the public sector as well as the private 
sector. 

Second, we propose that "Ontario should seek the agreement of 
the federal government to establish and strictly enforce rules appli-
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cable to corporate expenditures which provide employees with per­
sonal benefits such as meals expenditures." As our commentary in 
chapter 12 makes clear, the current rules, whereby these expenses are 
deductible to businesses, but not taxable in the hands of individual 
employees and business operators, provides these employees with a 
significant benefit relative to other employees who receive a taxable 
salary and purchase the same goods and services out of their after­
tax income. 

This provision is estimated to cost the Canadian tax system some 
$1 billion in lost revenue. I strongly support the recommendation 
that the Ontario government take steps to tax the benefit in the hands 
of the individual, where possible, and to limit deductibility in the 
hands of the business as a second-best alternative. Like a corporate 
minimum tax, current deductibility of these expenses is seen in many 
circles as a symbol that demonstrates the unfairness of the current 
system. 

Given the symbolic importance of this issue, not to mention the 
fact that the amounts of money involved are considerable, I believe 
that Ontario should go it alone on this recommendation if it fails to 
secure the agreement of the federal government. 

Payroll Taxes 

During our public consultations, representatives of the labour 
movement argued that the major burden of payroH taxation falls on 
working people. This argument is supported by commission research 
that found that, over time, fully 80 per cent of the burden of payroll 
taxation falls on working people. As a result, the labour movement 
would not support an increase in payroll taxes that was designed to 
replace some existing corporate tax. 

At the same time, the labour movement believes that a perception 
on the part of the business community that business shoulders the 
most significant burden of payroll taxes means that increases in the 
general level of payroll taxation would have a negative impact on 
employment. 

Finally, the labour movement believes that payroll taxes are only 
justifiable when they are directly related to benefits and when the 
benefits relate to employment. The unemployment insurance fund 
and the Canada Pension Plan are good examples of justifiable payroll 
taxes that enjoy wide support among workers. 
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In light of the above, I fully supported the commission's conscious 
decision against making a specific recommendation for a general in­
crease in payroll taxes. However, I have a number of concerns with 
the commentary on payroll taxes outlined in our report, because it 
implied that payroll taxes are justifiable as a general tax. 

Moreover, even though the commission specifically rejected a rec­
ommendation for an increase in the revenue share provided by pay­
roll taxes, the general commentary points the Ontario government in 
that direction. 

For example, in chapter 33 of our report we state: "Ontario' s cur­
rent payroll tax is low, and in this sense there is room to increase re­
liance on this tax. However, we have already concluded that the pay­
roll tax, in the long run, is borne by employees (chapter 22). That is of 
concern to us because the fairness of the tax is compromised. Unlike 
an income tax that falls on all sources of income, a payroll tax falls 
only on labour income. Accordingly, we are not prepared to recom­
mend that reliance on the payroll tax be increased to the extent re­
quired (at least doubled) to make up for the property tax reduction." 

Part of the problem with payroll taxes, as currently constituted in 
Ontario, is that they are not necessarily related to the benefit they are 
supposed to provide. As the benefits become divorced from contri­
butions, it becomes less useful to consider the benefits received in 
tandem with the taxes paid. 

From my perspective, the appropriate solution to this problem 
would be to reconcile the benefit to the tax paid. 

We are, like it or not, living in an era during which considerable 
pressure is being brought to bear on benefit-type programs. Today, 
politicians of all stripes look at a program like unemployment insur­
ance with a funded budget of between $15 and $20 billion and find it 
hard to resist funnelling some of the money away from the specific 
benefit it was intended for. Similar pressure is being placed on the 
Canada Pension Plan. 

While the labour movement is far less enamoured with payroll 
taxes for general services than it is for specific benefits such as UI 
and CPP, we generally supported the payroll Employer Health Tax 
when it was introduced in Ontario because we perceived it to be 
more progressive than the old premium system. I think our support 
has been misunderstood. 

As a result, I argue that, rather than become the new standard, the 
Employer Health Tax should be regarded as an aberration. Payroll 
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taxes should not be contemplated or introduced as a general form of 
taxation, but should provide exclusively a targeted benefit that flows 
from employment. Our support for the existing Employer Health 
Tax remains assured; however, support will quickly dissipate if the 
province attempts to increase the general rate of the tax. 

I would like to make two final points with regard to payroll taxes. 
first, one of the arguments used in the section of our report that 
deals with the rationale for increased reliance on payroll taxes is that 
"comparative evidence suggests that it is certainly possible to sustain 
much higher rates of payroll tax than are typical in Canada without 
adverse economic impact." The argument implies that corporations 
do not do their homework and inadequately assess all the costs and 
benefits of locating in Ontario. I think otherwise. 

Second, payroll taxes are particularly justifiable when they relate 
to individual employment benefits such as unemployment insurance 
and the Canada/Quebec Pension Plan. Some people would argue 
that these programs are in need of reform, because they do not redis­
tribute income. It should be made clear that their purpose is not in­
come redistribution and, hence, there is no need for them to be pro­
gressive. What they are designed to do is to flatten out the income 
curve experienced by an individual over his or her working life and 
into retirement. 

Conclusion 

As our report notes, "changes in the tax mix are needed to increase 
progressivity in the tax system beyond what is available through 
changes in individual tax basis.// For the most part, I have little 
problem with the specific recommendations that are outlined in our 
report. In the majority of cases, they make the individual tax bases 
more progressive and hence fairer. 

I have some considerable unease with our recommendations when 
the package of reforms is taken as a whole - when, in short, we look 
at the relationship between taxes and the general tax mix. My spe­
cific concern can be highlighted by any number of quotes from the 
pages of our tax mix chapter. 

We advocate that "Ontario should increase its reliance on revenue 
from personal income taxes.// We also provide the Ontario govern­
ment with advice that "there is room to increase the retail sales tax 
rate" and lithe payroll tax offers considerable potential for additional 
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revenues."  Elsewhere in our report, we advocate dramatically in­
creased user fees, and the introduction of a wealth tax. The only tax 
on the personal side of the tax system that we advocate be decreased 
is the residential property tax. 

On the other side of the coin, we argue that the share of revenues 
that is derived from the corporate sector not be increased. I believe 
that our failure to recommend a more prominent role for corporate 
tax reform, particularly a corporate minimum tax, will leave many 
Ontarians with the opinion that a tax system modelled on our rec­
ommendations is unfair. 

I would reiterate, as welt that with regard to the corporate income 
tax, I believe our commission accepted, at face value, arguments of 
international competitiveness and failed to promote innovative tax 
measures that would generate increased revenue from the corporate 
sector without adversely affecting our production and employment. 

It is altogether too easy to lose sight of the purpose of taxation 
when considering many of the individual measures that make up the 
tax system. Those of us in society who support a strong public sector 
have an added incentive to make sure that the tax system is both fair 
and seen to be fair. 

From my perspective, the working people of Ontario are prepared 
to pay for quality public services, provided they are assured that 
others in society are also paying their share. At the present time, the 
system is skewed to the point that services are being eroded while 
the tax burden faced by ordinary taxpayers is increasing. This must 
change. To the extent that our recommendations advance this pro­
cess, they should enjoy widespread popular support. 

Finally, I have had an opportunity to review the comments on our 
report that were penned by fellow commissioner, Brigitte Kitchen. 
As my previous comments attest, I am in complete agreement with 
her when she argues for a minimum corporate income tax. 

To a great extent, my commentary has avoided a detailed explo­
ration of the specific recommendations that we made. In short, I pre­
ferred to focus on what I perceived to be significant issues of tax 
design. Notwithstanding this general approach, I should like to take 
this opportunity to indicate that I concur completely with the com­
mentary on child benefits as outlined so convincingly in Brigitte 
Kitchen's comment. 



Brigitte Kitchen 

In most important aspects, the commentary and recommendations of 
the final report of the commission reflect positions I feel very com­
fortable in supporting and I am ready to defend. 

While I believe it is unusual to comment on process, the innovative 
process that defined the work of this commission deserves special 
mention. The minister of finance did not follow the traditional route 
of previous tax commissions by appointing a group of tax experts. 
Instead, his goal was to democratize and demystify the tax process 
by calling on the experience and insights of 10 people from very dif­
ferent professional backgrounds. 

Like most commissions, we had to learn to work together in a col­
legial and cooperative manner. We all had to move beyond our own 
personal or political views. I believe that those of us who were not 
tax experts brought an invaluable perspective to our work. 
Technical information was brought into the larger policy context of 
tax fairness from the point of view of social justice as opposed to that 
of sectoral interests based on economic power. 

Under the guidance of the chair, and with the benefit of the infor­
mative briefing sessions of the staff, the large number of research re­
ports that we commissioned from experts in the field, and a lot of 
homework, we were able to arrive at informed decisions based on 
what we considered to be fair tax policies for the majority of taxpay­
ers. For example, I believe the decision to shift a major portion of tax 
revenue from the regressive property tax base to the progressive per­
sonal income tax base represents a major step towards tax fairness. 

This report represents our collective judgment on tax fairness. 
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Corporate Minimum Tax 

Having stressed these positive aspects of the commission's work, I 
do believe that, in not recommending a corporate minimum tax to 
address the troublesome phenomenon of profitable corporations not 
paying taxes, the commission did not live up to its mandate of im­
proving the fairness of the tax system. I am most uncomfortable that, 
at a time when the tax burden of most taxpayers has increased to 
such an extent that the standard of living of a great many Ontarians 
and their families has been frozen or declined, the report does not 
recommend a minimum corporate tax. To be told by the Fair Tax 
Commission that "through tax expenditures, significant subsidies are 
delivered to corporations," and that these subsidies are clearly justi­
fiable in a fair corporate tax system, must seem a mockery of the idea 
of fairness to hard-pressed taxpayers . They know only too well that 
in today's harsh economic climate, when cash-starved governments 
are looking for extra revenue if profitable corporations do not pay 
their fair share, tax revenues will have to come from their pockets. 

To justify that profitable corporations can reduce their tax loads to 
zero in certain situations contradicts the position the commission has 
stressed throughout the report, that those benefiting from public ser­
vices should contribute to the payment of such services. Since corpo­
rations are major users of the public infrastructure, fairness would 
demand that they pay their share for it. 

For me, and for some other commissioners, the ability of profitable 
corporations to reduce their tax load to zero is evidence of a flaw in 
the tax structure which the commission failed to correct. I would 
have liked the commission to recommend that profitable corpora­
tions should never be able to use all their tax-delivered subsidies to 
reduce their tax liability to zero in a given tax year. 

Child Benefits 

Also by failing to recommend a tax credit for all families with chil­
dren, the commission did not restore tax fairness between parents 
raising children and childless individuals and couples. The Working 
Group on Women and Taxation argued that "the tax system should 
. . .  provide public support to assist with the costs associated w\th 
raising children, and recognize the reduced ability to pay of parents 
compared to individuals and couples without children." The same 
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point was made a number of times at the public hearings we held in 
various parts of the province. 

The absence of recognition of the additional costs of children in all 
families implicitly endorses the idea of treating children as equiva­
lent to private consumption decisions, like buying a car or a house. 
To treat a child as if it were a commodity seems absurd. If societies 
are to continue to exist, we need children. A child benefit for all is the 
explicit recognition that children are the shared responsibility of 
their parents and their society. The symbolic recognition of this 
shared responsibility for children is considerably more important 
than the actual amount of the benefit or tax credit for all parents. 

Furthermore, the targeted approach, at the federal level in provid­
ing child benefits to "those who really need it," has meant that about 
$4 billion could be withdrawn from benefits for families with chil­
dren over the last nine years. Poor families and their children did not 
benefit from the removal of all tax or direct transfers from families at 

. higher-income levels . In fact, all families, including the poor, are re-
ceiving less income support for raiSing their children than before the 
removal of all benefits for higher-paid families. 

The evidence from European countries with child benefits for all 
families, supplemented in many countries by additional support for 
the children of the poor, is that they have a considerably lower num­
ber of children living in poverty. Targeting child benefits to those in 
need has resulted in Canada having the second highest child poverty 
rate after the United States among the major industrialized countries. 

As Leonard Marsh wrote in 1943, "children's needs should be met 
as a special claim on the nation, not merely . . .  on occasions of dis­
tress, but at all times." Child benefits have a basic claim in both nor­
mal and dependency situations. If this is the case, parents never have 
to ask themselves whether they will be better off being in the work­
force or on public assistance and governments will not have to worry 
about work disincentive effects in the social security system. 

It is for these reasons that I strongly support the recommendation 
of the Working Group on Women and Taxation calling for a national 
child tax credit coupled with additional support to bring children out 
of poverty. 



Fiona Nelson 

Everyone loves to complain about taxes, but tax policy itself is rarely 
a rewarding topic of casual conversation. This is unfortunate. How 
and why we tax is just as much - and just as important - a political 
decision as how and why we spend public money. Both decisions 
need to be subjected to full debate. That debate is facilitated when 
the stakes, and the proposals, are clearly understood. As a politician 
with 20 years experience in local government, I have learned that 
whatever I advocate has to be comprehensible and relatively un­
complicated if I expect my constituents to come to any reasonable 
conclusions. This is not simply pragmatism. If democracy means 
anything, it means that citizens must be able to offer informed criti­
cism and endorse or reject a course of action. They can only do that 
when political proposals are transparent. 

My dissent, then, is directed as much towards achieving simplicity 
as it is towards offering alternatives. My comments are based on two 
premises: 1) that we must get a fair and consistent assessment system 
that eradicates the gross inequities that have grown up over the 
years, without handing the fortunes of local government finance 
over to the caprice of the real estate market; 2) that we must get an 
education grant formula that responds to the real needs of children, 
not the growth of local taxable assessment. With a consistent assess­
ment system that fairly allocates taxes according to intelligible crite­
ria, municipal finance would be put on a sound foundation. With a 
grant formula tailored to the needs of children, education finance 
will likewise be put on a solid footing. Both actions would simulta-
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neously resolve a number of other problems in local government fi­
nance. 

Underlying this commentary is a simple observation. In the past 
three years a number of inquiries have been undertaken into local 
government. The Royal Commission on Learning is merely the latest. 
These disparate inquiries, were they taken together, would amount 
to an unofficial royal commission on local government - its structure, 
function, and finance. Comprehensive local government reform has 
been in the making for 25 years now, since the report of the last 
Ontario investigation into taxation. Little has changed. In the current 
economic circumstances, the time has come for comprehensive local 
government reform. The Fair Tax Commission Report has to encour­
age this. 

Principles of Education Finance 

The commission's proposals for education finance reform are based 
on the following principles: 1) students have the right to a compre­
hensive and challenging education, wherever they might live; 2) ed­
ucation taxes should, as much as possible, reflect a taxpayer's ability 
to pay, and business taxes should be similar across the province; 3) 
whatever the funding system, it must guarantee a common mini­
mum level of expenditure, while being flexible enough to accommo­
date differences in local needs, whether those needs are economic, 
demographic, social, or lingUistic. In other words, equity does not 
mean equal funding, and a formula that hammers all school boards 
down to the same spending level does not promote equity. 

I endorse these principles, but only as the basis for discussion; they 
can'not, by virtue of their schematic character, fully encompass the 
topic. The commission has interpreted these principles to mean: 

1 The provincial government should assume full responsibility for 
funding education and allocate grants on the basis of the needs of 
the student and the characteristics of the community . 

. 2 The local residential property tax for education should be elimi­
nated and residential property taxes should be reduced, and the 
ensuing revenue loss should be made up through provincial gen­
eral revenues; the local non-residential property tax (comprising 
commercial and industrial assessment, the business occupancy 
tax, provincial payments in lieu of property taxes, and taxes from 
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public utilities and farm properties) should be replaced by a 
provincial tax levied at a uniform rate. 

3 The local residential property tax should be limited to a maximum 
of 10 per cent of the provincial grants allocated to the local school 
board and used to fund programs over and above what the 
province considers necessary. 

I would interpret these principles as follows: 

Provincial Funding 

Clearly, the provincial government should accept responsibility for 
providing adequate funds to educate every child in Ontario. I am 
skeptical that the province will do so. The last time the province 
made good on its commitments, in 1971-75, it did so by imposing 
draconian expenditure limits on school boards.  Since 1975, the 
province has given up on funding any specific proportion of educa­
tion costs and has left school boards to pry as much as they can from 
property taxes. I would be ecstatic if the province were to make a 
commitment - and meet it. Twenty years of a "we'll pay what we 
can" approach from the province leave me doubtful. But education 
can't wait until provincial revenues recover (a provincial refrain 
since 1969). It offends my sense of justice that the education of a child 
should depend on the meagre resources many school boards must 
struggle to cobble together . The provincial attitude, that all school 
boards should spend the same amount per child, regardless of the 
needs of the child, is equally inadequate. Education requires an un­
breakable covenant with the province for adequate financing. Failing 
that, school boards ought to be able to do what they and their 
ratepayers find necessary and acceptable. 

Fair Taxation and Local Government 

From the beginnings of large-scale provincial intervention in educa­
tion funding, two principles have been at work. The first is that, 
given the expense of education, it is not possible for education to be 
entirely locally financed. Education therefore requires provincial 
support. The second principle is that, since resources vary from 
community to community, provincial funding must ensure that each 
school board has the funds to support provincially mandated pro-
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grams. Provincial funding must "equalize" the resources available to 
each community for the basic education program. 

Commercial and Industrial Assessment 

The burden of local finance supported by commercial and industrial 
properties varies immensely across the province. Businesses do not 
face a level playing field, either for education or for municipal taxes, 
when it comes to effective tax rates. This is inequitable. For both edu­
cation and municipal purposes, the taxes for basic services should be 
broadly similar throughout the province. This does not, of course, 
mean the same tax rates; businesses, like other ratepayers, should 
pay additional amounts for programs that are beyond the basic level 
of services. 

Equity among businesses will not be achieved until there is a 
province-wide reassessment. Existing business assessments reflect 
"bonusing" decisions, or implicit tax abatements, made before the 
province took over assessment in 1970. 

To date, the province has compensated for the overassessment or 
underassessment of businesses on a community by community basis. 

< It has applied "equalization" factors, to try to put businesses on the 
same footing, regardless of their location. To date, "equalization" fac­
tors have not worked. In pooling the local commercial and industrial 
education taxes on a province-wide basis, it is highly unlikely the 
province will renounce "equalization" factors. The system is already 
in place. It will, however, only enshrine inequities. 

The alternative - province-wide reassessment of commercial and 
industrial properties - would ensure that businesses are assessed 
equivalently. As a result, they would pay a standard tax for provin­
cially mandated education programs. Ironically, this would also 
eliminate the need for province-wide pooling. 

As for the differences in resources among the assessment bases of 
public school boards and separate and French school boards com­
monly ascribed to differences in commercial and industrial assess­
ment, the solution is two-fold. Among boards that share the same as­
sessment area, co-terminous boards, there should be a sharing of as­
sessment. Between boards in different assessment areas, provincial 
equalization grants should make up shortfalls between n'ecessary 
and available resources. 
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Co-terminous pooling and adequate provincial equalization grants 
would simplify the local role in education funding considerably. 
Apart from simplicity, there is another principle at stake. Property 
taxes are, and remain, the sole dedicated local source of funding. 
They serve as a community charge for projects a community ordains 
important. They cannot be expropriated, exported, or diverted from 
the area in which they are raised without violating fundamental 
canons of fairness and democracy. 

The Local Residential Levy 

The commission's proposal to limit the size and application of the 10-
cal levy also violates the canons of fairness and democracy. Were the 
province to fund education fully, there would be little reason for a 
local levy on property taxes. For reasons I've stated before, it is 
doubtful the province will fund education adequately. To limit the 
local levy, then, would prevent local communities from making up 
the shortfall in education finance. But even apart from that, to im­
pose a limit on a local levy is a rather crude act of paternalism that 
suggests that "father," in this instance the province, knows best. On 
the evidence of recent history, it does not. 

Hence, my objection to the local levy for education is twofold. It 
should not be limited simply to residential taxpayers. Although there 
are arguments for a province-wide policy on business taxation, this 
overlooks the fact that businesses do benefit from local services. That 
is why the commission retains the municipalities' freedom to tax 
commercial and industrial assessment, even though the property tax 
is not quite a benefits tax. There is thus no reason not to include 
businesses in a local levy which is, in fact, a general community 
charge. Beyond that, the education infrastructure of a community is 
an important factor in business location. 

Nor should the amount to be raised locally be limited in any way. 
Local politicians are just as responsible as provincial or federal 
politicians in raising the appropriate amount of money for the ap­
propriate services. They may even be more responsible. They cer­
tainly undergo a more frequent performance review, in the form of 
fixed triennial elections. 

Prope�ty taxes are the single most visible tax, which is why they 
raise such a furore. Yet, they enjoin local ratepayers to participate in 
local politics, precisely because they are visible. In turn, this encour-
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ages a much greater degree of accountability than can be expected on 
the federal or provincial level. There is no hiding of misappropria­
tion or poor judgment on the local level. 

The visibility of property taxes has a particular virtue; it induces 
and legitimates the kind of local input that is necessary to ensure that 
the education program reflects local needs. Even if schools must ad­
here to provincial standards in core subjects, local education pro­
grams have to go beyond provincial standards. Local employment 
and demographic and linguistic needs vary from region to region. To 
a degree, the commission's recommendations acknowledge this, and 
they recognize the need for a local levy to make up for the inevitable 
imperfections in whatever provincial grant system is devised to meet 
the needs of children. 

To limit the local levy is to ensure that only those needs of children 
the province recognizes will be met. The Toronto Board of Education 
began kindergarten classes in 1887; the province made them compul­
sory only in the next century. The Toronto Board of Education insti­
tuted school-based day care in 1890; the province even now formally 
requires them only of new schools. It is too much to expect a gov­
ernment of 10 million people to respond quickly to every need that 
occurs, especially when needs only gradually spread from one com­
munity to another. That is why we have local governments. 

Constitutional Considerations 

Under the terms of the Separate Schools Act of 1 863, popularly 
known as the Scott Act, dissentient ratepayers, primarily Roman 
Catholics, were given the right to direct their property taxes, both as 
householders and as shareholders, to separate schools. This right 
was enshrined in section 93 of the British North America Act, 1867, 
and confirmed in section 93 of the Constitution Act, 1982, which re­
placed it. Section 93 essentially confirms to Roman Catholics the 
rights they enjoyed before Confederation. 

These rights pose two difficulties. First, it may well be unconstitu­
tional to limit the right of Roman Catholics to levy taxes for school 
support. Second, it may well be unconstitutional to pool assessment 
of Catholic shareholders for education in general. The Catholic share 
of commercial and industrial assessment most likely must be di­
rected to separate school support. An additional consideration is that 
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separate school boards (and French-language ones as well) also enjoy 
constitutional protection to exist (while public boards do not). 1 

It is clear that the province cannot extinguish these rights without 
receiving assent not only from Catholic school trustees and ratepay­
ers, but also from school boards and parents. 

Formalizing the Role of Local Government 

Communities, and not parliaments or provincial legislatures, are the 
foundations of the nation's life. Communities find expression in local 
government. It is local services that citizens demand most; more than 
that, many provincial and federal services are best delivered locally. 
Local government is the foundation of democracy. Accountable, re­
sponsible local democracy is Canada's oldest form of democracy. 
Local governments were accountable for their decisions, and subject 
to electoral defeat, long before provincial politicians made the execu­
tive power answerable. These two traditions - community service 
and community democracy - should be granted explicit recognition 
in provincial policy. Local governments are creatures of provincial 
statute and, as such, have a comparatively contingent existence. Yet 
they are essential agents in provincial policy. It is time to build a 
more effective and permanent relationship, one that is clearly spelled 
out for both sides. Such would be accomplished through compre­
hensive negotiations between the province and local government, 
aimed at establishing a quasi-constitutional charter of rights and re­
sponsibilities for both sides. 

1 Brian A. Kelsey and WiUiam S. Challis, memorandum re: Constitutional 
Considerations in Property Taxation (unpublished). 
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Comparison of Recommendations Referred to in this Dissent 

FfC Recommendations 
74 The provincial government 
should assume responsibility for the 
funding of education to a provincial 
standard, allocating funds to school 
boards based on per-student cost, 
student needs, and community 
characteristics which affect 
education costs, such as poverty 
and language. 

75 Ontario should replace the local 
residential property tax as a source 
of core funding for education with 
funds raised from provincial 
general revenues. 

77 Ontario should permit school 
boards to raise funds to support 
local discretionary spending 
through a local levy on the 
residential property tax base. The 
amount of this local levy for each 
board should be restricted to a fixed 
percentage - not greater than 10 per 
cent - of the total amount of 
provincial funding provided to that 
board. 

Nelson Recommendations 

The provincial government should 
assume the bulk of education 
funding through a formula based on 
student needs and weighted for 
com1nunity wealth and literacy 

Local residential property taxes 
should be reduced as the source of 
core funding for education in 
Ontario. Funds raised from 
provincial general revenues should 
provide a much higher level of 
support for education - at least 
enough to cover all mandated 
programs. 

The revenues raised from 
commercial and industrial 
properties for education should be 
pooled and shared among the 
school boards whose co-terminous 
boundaries are within the 
jurisdiction, county, or 
municipality. 

School boards should be permitted 
to raise supplementary funds for 
education, from both residential and 
commercial and industrial property 
owners, without restriction. 
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82 Residential assessment of 
individual properties for local 
taxation purposes should be based 
on the following factors: 

• size of building, 

• dimensions of lot, and 

• type of building. 

Weighting factors used in 
combining the factors of size of 
building and dimensions of lot for 
each type of building should be 
designed to ensure that the 
resulting assessments reflect 
variations in the value of properties 
in their current use, as shown in 
their rental value. 

Weighting factors would be 
permitted to vary, based on 
location, subject to the following re­
quirements: 

• Without differential weighting 
factors based on location, it would 
be impossible to achieve 
assessments which reflect value in 
current use: 

• Assessment areas could not be 
smaller than geographically 
contiguous areas which carry the 
same zoning designation for 
planning purposes. 

Residential assessment should be 
based on llIlit value, defined as a 
summation of building and lot sizes, 
and weighted according to the 
zoning regulations in force in an 
area. 
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85 Non-residential property should Agree. 
be assessed on the basis of the rental 
value of the property - the price 
that would be paid for property of 
that class and type for the right to 
employ the property in its current 
use. 

115 Ontario should establish a 
provincial property tax on 
commercial and industrial property, 
levied at a uniform effective rate 
across the province, to replace the 
revenue raised by the local 
education levy on non-residential 
property and the education share of 
the business occupancy tax. 

To the degree that property taxes 
remain an integral part of the 
education formula, they should be 
levied at a uniform effective rate 
across the province, once the 
assessment system has been 
changed from market value to 
unit/rental value. 

Ontario should call a provincial­
local constitutional conference to 
establish a charter of local 
government rights and 
responsibilities, including the 
allocation of residual powers. 

135 Ontario should locate all of the A lead ministry should be 
functions related to local established to deal with provincial-
government finance in one ministry. local government affairs. 

Ontario should centralize data on 
local government affairs, and ensure 
local governments ready access to 
them. 

Short-term reforms should be 
implemented by a committee of 
elected local government officials 
and provincial representatives. 

Long-term reform should be 
negotiated through periodic 
provincial-local conferences 



Satya Poddar 

While I agree with many of the commission's recommendations, 
there are some parts of the report I do not support. In particular, I 
have serious reservations about the proposal to increase personal 
income taxes by $3 billion to replace funding of education by 
property taxes. The relative share of personal income taxes in total 
revenues has increased significantly over the past eight years owing 
to the partial de-indexing of the personal income tax system and the 
surtaxes imposed by federal and provincial governments. A further 
increase in personal income taxes through the replacement of 
property taxes would put a significant strain on the system and 
could lead to erosion of compliance by taxpayers. 

I am also concerned about the adverse impact (and technical 
feasibility) of some proposals in the commission's report. For 
example, the proposal to convert the deduction for pension and 
retirement savings plan contributions into a flat rate tax credit would 
be extremely disruptive, as it would require complex changes in the 
legislation and a major redesign of virtually all existing employer 
pension plan arrangements. 



References 

Major Data Sources and Models 1083 

Works Cited 1086 





Major Data Sources and Models 

The following is a list of the major data sources and models utilized 
in this report. Brief descriptions are provided for sources and models 
that may not be familiar to readers or were developed by the com­
mission in the course of its work. References to standard published 
statistical series are not listed here. 

Statistics and analyses in this report are generally based on data 
available to the commission as of mid July 1 993. 

Provincial Models and Databases 

Municipal Databases 

The Municipal Analysis and Retrieval System (MARS) 

This database contains financial and other statistics for each munici­
pality in Ontario since 1977. It is maintained by the Ministry of 
Municipal Affairs. Much of the data in MARS is compiled from the 
financial information returns submitted annually to the ministry by 
all municipalities in the province. 

Municipal data for years prior to 1977 were from Municipa l 
Financial Information and Local Government Finance in Ontario pub­
lished by the Ministry of Treasury, Economics, and 
Intergovernmental Affairs. 
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Ontario Ministry of Education, Administrative Data 

Data collected in Ministry of Education surveys of school boards. 

Ontario Ministry of Finance, Corporate Database 

Ministry of Finance officials developed a database and model to ana­
lyse 1989 corporate income taxes based on a sample of returns from 
Ontario corporations. The commission shared in the cost of develop­
ing this model and analytical results (on an aggregated basis to 
maintain confidentiality) were made available to the commission. 

Ontario Ministry of Finance, Mining Tax Database 

Ministry of Finance officials developed a database and model to 
analyse 1987-91 mining taxes based on a sample of Ontario mining 
companies accounting for the majority of mining tax revenue. The 
commission shared in the cost of developing this model, and analyti­
cal results (on an aggregated basis to maintain confidentiality) were 
made available to the commission. 

Income Tax and Assessment Record Matching Project 

To maintain confidentiality, Ministry of Finance officials matched 
data from 1990 personal income tax returns with property assess­
ment data for a sample of households in selected Ontario municipal­
ities. Analyses using this matched database were conducted for the 
commission by the Ministry of Finance to determine the relation­
ships between income and property tax payments of Ontario house­
holds. 

Other Models and Databases 

Social Policy Simulation Database and Model (SPSD/M) 

The SPSD 1M is a microcomputer-based product designed to analyse 
the impacts of changes in the tax and cash transfer systems between 
governments and households. It is developed and updated by the 
Analytical Studies Branch of Statistics Canada. The database is a sta­
tistically representative sample of the Canadian population. The 
sample relating to Ontario households was used in the commission's 
analyses. A full description of the SPSD/M is provided in Michael 
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Bordt, Grant J. Cameron, Stephen F. Gribble, Brian B. Murphy, Geoff 
T. Rowe, and Michael C .  Wolfson, 1 990, "The Social Policy 
Simulation Database and Model: An Integrated Tool for 
Tax/Transfer Policy Analysis," Canadian Tax Journal, 38 (1) :  48-65. 

FOCUS and FOCUS-ONTARIO Models 

These macroeconomic models of the Canadian and Ontario 
economies are maintained by the PEAP program of the Institute for 
Policy Analysis, University of Toronto. FOCUS is a medium-scale 
model of the national economy used for policy analysis and 
medium-term projections. FOCUS-ONTARIO is an expenditure­
based quarterly model of the Ontario economy with extensive fiscal 
detail. 

Revenue Canada, Taxation Microdata File 

This data file contains a representative sample of personal income 
tax returns (Tl forms) filed by Canadian tax filers. For reasons of 
data confidentiality, analyses using these data were undertaken for 
the commission by authorized officials in the Ministry of Finance. 
Tables from this database are published annually by Revenue 
Canada Taxation in Taxation Statistics, popularly referred to as the 
Greenbook. 

Ernst & Young Wealth Report 

This database estimates household asset and liability components of 
household wealth at the end of 1 989. It provides information on the 
distribution of wealth by asset categories and in relation to income 
and various demographic characteristics. It is estimated that the 
items included in the report account for 95 per cent of total house­
hold wealth. In the commission's work, these data were used along 
with other data to estimate the distribution and potential revenue 
yields from a variety of potential wealth tax models. 
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