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Summary

AT A TIME of rising income and wealth inequality, restoring fairness should
be the primary objective of the Canadian tax system. In this paper, we present
a framework for a progressive tax reform strategy for Canada drawn from
our review of the literature on tax policy design. These reforms set out the
foundation for a fair tax system that is capable of raising revenues with min-
imal distortions to investment in productive and sustainable economic ac-
tivities, and that will result in a more just distribution of income and direct
improvements in the life of low-income households.

A good tax system must be progressive for reasons of fairness and jus-
tice, but also on economic grounds. A tax of the same percentage of income
requires less sacrifice from those who are already able to provide for a com-
fortable life than from those struggling to make ends meet. In more technic-
al terms, the marginal utility of money declines as income rises. It follows
that a system of progressive taxes and transfers that redistributes income
more equally increases social welfare.

While tax reform is a key policy lever to tackle inequality, changes in the
Canadian tax system since the mid-1990s have tended to reinforce growing
inequality in market incomes instead of tempering it. Income tax cuts have
disproportionately benefitted higher income groups, while changes in re-
gressive taxes, including consumption, payroll and property taxes have in-
creased total tax rates for households at the bottom of the income distribution.

Our proposal for improving fairness in the Canadian tax system draws
on two major tax bases: income and value added. These bases are often pit-
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ted against each other as alternative approaches, but we believe that there
is a compelling case for having two broad tax bases, as there are widely-ac-
knowledged practical limits to how much any given base can be taxed due
to political resistance and/or disincentive effects.

Fundamentally, all tax and transfer policies must be considered as the
interconnected elements of a single, well-integrated tax system. Person-
al income tax and transfer measures are the most progressive elements of
any tax system. Value added taxes like the GsT, though inherently regres-
sive, can be an effective way of raising revenues to fund public services as
long as adequate income transfers are provided to low- and modest-income
households to compensate them for their loss of purchasing power, and the
tax system remains progressive overall.

While there is room for different specific formulations, we recommend
that a fair tax reform package for Canada focus on the following seven pri-
ority areas:

1. Broaden the income tax base to reflect the individual’s actual command
over resources. We recommend taxing income from all sources according
to the same progressive rate schedule, including self-employment income,
property, savings and dividend income and capital gains. This would elim-
inate the preferential tax treatment that currently exists for many sources
of income for high earners — investment income form stock options and
capital gains, for example —that are taxed more lightly than income from
wages and salaries. In some cases, such as lottery winnings, sales of prin-
cipal residences, other long-held assets or family farm/business bequests,
provisions for income averaging over several years should be implemented
to accommodate large fluctuations in annual income.

2. Rationalize tax expenditures. Canada’s income tax system contains a
large number of deductions and tax credits (both refundable and non-re-
fundable), known collectively as tax expenditures, many of which dispropor-
tionately benefit high-income earners. Given that they are very expensive to
the public purse, we recommend that their effectiveness and distributional
impacts be carefully evaluated. A number of tax deductions and credits may
need to be modified, scaled down or eliminated, in particular the RRSP and
registered pension plan deductions, the basic personal amount, spouse or
common-law partner amount and the amounts of eligible dependents and
children, the employee stock options deduction, and the charitable dona-
tions tax credit.
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3. Increase top marginal income tax rates. We recommend the addition
of one or more high income tax brackets (for example, at the top 1% and
0.1% of income) to improve tax fairness and tackle income inequality at the
top end. A recent U.S. study estimates that the optimal top marginal tax rate
for the top 1% of earners is 73% (and as much as 80% if there are no deduc-
tions and loopholes to allow tax avoidance).! These rates are substantially
higher than the prevailing Canadian top marginal tax rates.

4. Stop the corporate tax “race to the bottom”. We recommend increas-
ing corporate income tax rates, which are currently the lowest among G8
countries. A shift of business taxation to a cash-flow tax base should replace
the current system of arbitrary rules of depreciation and capital cost allow-
ances that differ by sector. This would fully tax pure economic rents, the re-
turns from ownership of assets. Higher taxes on natural resources should
also be considered.

5. Implement inheritance and/or wealth taxes. These taxes help improve
social mobility and reduce the concentration of wealth at the very top by
limiting the extent to which capital (and the opportunities it buys) is passed
across generations. Canada is currently one of the few developed countries
that does not tax bequests and inheritances. We recommend that large in-
heritances and gifts be included in the recipient’s taxable income. In addi-
tion, large holdings of wealth should also be taxes at an annual rate, broad-
ening the base of existing property taxes to include financial market assets.

6. Use consumption taxes cautiously. Value-added consumption taxes
may be used to supplement revenues collected from a progressive, broad-
based income tax, but should not form the main basis of the Canadian tax
system. On the other hand, carbon taxes and financial transactions taxes
are examples of specific consumption taxes aimed at internalizing external
costs, which should be embraced.

7. Implement a basic or guaranteed income. We recommend amalgamat-
ing the various income-tested tax credits and benefits into a single, stream-
lined income transfer that would phase out gradually similar in structure
to the 0As and the ccTB. The transfer would be broad-based, and designed
to take into account individual circumstances such as family size, number
of young children, family members with disabilities, etc. Such a transfer
would be flexible and could easily accommodate new tax measures intro-
duced in the future.
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The exact combination of reforms should be developed on the basis of
a comprehensive review of the tax system. A Fair Tax Commission should
be convened to examine how federal taxes and transfers work together as
a system and make recommendations for changes. Ideally, the Commission
would include an expert and well-respected team made up of both academ-
ics and practitioners, and would engage Canadians from all walks of life in
a meaningful and broad-based public dialogue and deliberation process to
produce a framework for restoring fairness to our tax system.
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Introduction

The necessaries of life occasion the great expense of the poor. They find it dif-
ficult to get food, and the greater part of their little revenue is spent in getting
it. The luxuries and vanities of life occasion the principal expense of the rich,
and a magnificent house embellishes and sets off to the best advantage all the
other luxuries and vanities which they possess. A tax upon house-rents, there-
fore, would in general fall heaviest upon the rich; and in this sort of inequal-
ity there would not, perhaps, be anything very unreasonable. It is not very
unreasonable that the rich should contribute to the public expense, not only

in proportion to their revenue, but something more than in that proportion.

Adam Smith, The Wealth of Nations

ADAM SMITH, THE father of modern economics, was one of the first advo-
cates for what is known as progressive taxation: the fundamental principle
that those with higher incomes pay more tax, not only in dollar terms but
also as a share of their income, than those with lower incomes. In economics
this principle of basing tax contributions on ability-to-pay is known as ver-
tical equity and some form of it is built into virtually every tax system today.

Governments need revenue to provide a safe, stable environment for all
communities and individuals to thrive. This makes taxes fundamental to
a modern society: they pay for setting up and enforcing regulations to en-
sure that our food is safe, our water and air are clean, our human rights are
respected, and they allow us to provide supports and services to one an-
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other when facing illness, disability, unemployment, crime, natural disas-
ters, poverty or old age.

The global recession and financial crisis of 2008-09 served as a painful
reminder that our highly connected and financialized economy demands a
stronger, not weaker, role for governments, both in terms of regulation and
in stepping in to provide an economic stimulus when the private sector is
weak. In addition, the defining challenge of our generation, tackling climate
change, requires bold and coordinated global action by well-resourced na-
tional governments. Ensuring that the tax system can raise the appropriate
amount of revenues in a fair and equitable manner is thus of central import-
ance to the functioning of a modern state.

In this paper, we make the case for progressive tax reform in Canada. In
Part 1, we outline the rationale for progressive taxation, and its particular
importance in the context of rising income inequality. We also review recent
changes in the Canadian tax system that have undermined progressivity, and
how these have contributed to rising inequality. In Part 2 of this paper, we
present a framework for a progressive tax reform strategy for Canada drawn
from our review of the literature on tax policy design. These reforms set out
the foundation for a fair tax system that is capable of raising revenues with
minimal distortions to investment in productive and sustainable economic
activities, and that will result in a more just distribution of income and dir-
ect improvements in the life of low-income households.
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Part 1

The Case for
Progressive Taxation

A RECENT AND comprehensive review of the economics of taxation, the Mir-
rlees Review in the United Kingdom, concluded that a good tax system must
be both progressive and neutral. This is to say that it “can raise the revenue
that government needs to achieve its spending and distributional ambitions
whilst minimizing economic and administrative inefficiency, keeping the
system as simple and transparent as possible, and avoiding arbitrary tax
differentiation across people and forms of economic activity.”? These prin-
ciples of a good tax system are not new or controversial; they have been ar-
ticulated by other major tax reviews in the past, though there is still an ac-
tive debate in the economics and law literature on how to best operationalize
them through public policy.

A good tax system must be progressive for reasons of fairness and jus-
tice, but also on economic grounds.? Raising the same percentage of income
in tax requires less sacrifice from those who are already able to provide for a
comfortable life than from those who are struggling to make ends meet. In
economics the marginal utility of money declines as income rises — that is,
the perceived and actual benefit derived from an extra dollar of income is
much higher for someone panhandling on the street than for someone driv-

Fairness By Design
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ing past in a Mercedes. It follows that social welfare is higher when resour-
ces are more equally distributed —at least up to the point where incentives
to work and invest in productive activities get severely distorted. In addi-
tion, to the extent that money can buy opportunities, particularly for young
children, progressive taxation serves to redistribute opportunities and im-
prove social mobility. Therefore, progressive taxes and transfers that redis-
tribute income increase social welfare.

Some economists argue that there is a limit to how much redistribu-
tion can be achieved through the tax system because individuals respond
to taxes and transfers by reducing their work effort and their propensity to
save and invest, which reduces social welfare in the long run. This is the
classic trade-off between equity and efficiency. Recent research finds that
the optimal balance between equity and efficiency depends largely on how
unequally pre-tax income is distributed. In economies with very high lev-
els of income inequality and concentration of incomes at the very top, like
the U.S. and Canada, a high and rising marginal tax rate at the top maxi-
mizes social welfare.*

In a hypothethical world where market income is distributed equal-
ly, there would be no need for progressive taxation; government revenues
could be raised optimally with a single tax rate, also known as a flat tax. A
capitalist economy (“the market”) left to its own devices, however, does not
distribute incomes equally —at least not in the absence of other labour mar-
ket institutions such as strong labour unions, and decent minimum wages
that alter the distribution of income.5

In the presence of significant income inequality, progressive taxation
ensures that necessary revenues are collected with a smaller shared sacri-
fice than a proportional tax system would impose. It also directly reduces
the inequality arising from the distribution of market incomes, producing
a more equal distribution of after-tax (or disposable) income. It does this
in two ways: by reducing the incomes of the richest, and by generating rev-
enues that can be used to reduce inequality through public expenditures,
such as direct income transfers to low-income households and the provi-
sion of public services and infrastructure that have greater relative benefit
to low-income households.

Some have defended market income inequalities and opposed redis-
tributive policies on the grounds that that they “punish success” and that
the well-off have earned their high incomes through hard work, shrewd in-
vesting and superior entrepreneurial ability. However, this line of argument
ignores the role of luck and chance in determining outcomes in today’s econ-
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omy: being born to “good” parents and provided with a nurturing environ-
ment in early childhood; gender, ethnicity, temperament and looks; chance
encounters and other accidents of fate. These factors have at least as much
of arole in one’s income as hard work. It is therefore just and fair to tax the
beneficiaries of luck at higher rates.

While convincing arguments could be made for tax neutrality on the
real returns to hard work on both justice and economic efficiency grounds,
there is no reason why we should not tax away the super-normal returns
to luck entirely, which are essentially economic rents (and therefore taxing
them will not reduce efficiency). Even if the rich had a moral claim to their
high incomes, there are good reasons why redistribution benefits society
as a whole. A large and growing body of research from the social sciences
shows that income inequality is corrosive for society and that more equal
distributions of disposable income and wealth are associated with better
performance in a host of areas. Canadian economist Miles Corak finds that
redistributive public policies are fundamental for achieving equality of op-
portunity and higher levels of social mobility in a society.® This makes a
strong case for progressive taxation on justice grounds, as a key piece in
a broader government strategy to redistribute opportunities more equally
among all members of society.

In their groundbreaking book The Spirit Level, Richard Wilkinson and
Kate Pickett provide ample empirical evidence that even in rich countries,
greater inequality leads to adverse social and health outcomes.” They found
that countries (and U.S. states) with higher income inequality tend to have
higher rates of addictions and mental health problems, higher rates of teen-
age pregnancies, higher school dropout rates and lower overall educational
attainment, more chronic health problems and higher rates of violence and
crime than those with a more equal distribution of income and wealth. Wil-
kinson and Pickett also documented that income inequality erodes social
cohesion and trust in society.® Putting all of these findings together, they
created an index of social and health problems, which they found is posi-
tively correlated with inequality.

Because of the strong linkages between high levels of inequality and
health and social problems, their research makes a compelling case that re-
ducing inequality would improve quality of life — most notably for the poor-
est, but due to “gradients” also for those with higher incomes —by much
more than could be achieved through economic growth alone. This is con-
sistent with recent research on the economics of happiness and life satisfac-
tion, which shows that above a certain amount of income, our happiness/
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well-being is determined by a range of other factors such as our health, edu-
cation, the quality of our communities and family relationships. Beyond
basic necessities, well-being is determined less by absolute income and
more by relative income.®

Income inequality has adverse environmental impacts as well. For ex-
ample, Marc Lee and Amanda Card estimate that GHG emissions for the top
income quintile of households were nearly double that of the bottom quin-
tile.’* A distributional analysis by Lee of BC’s carbon tax found that the top
1% of households had emissions three times the average, and almost six
times the emissions of households in the bottom decile.” Thus, reduced
consumption at the high end would have positive environmental impact by
targeting precisely the households that have the largest carbon footprints.
Indeed, inequality may hinder action on climate change if members of so-
ciety do not feel that they are all “in the same boat.”

The Canadian Context: Eroding Tax Fairness
at a Time of Rising Income Inequality

The Canadian tax system is overdue for reform. The last comprehensive tax-
and-transfer policy review, the Carter Commission, was half a century ago,
in 1966. A number of major reforms have been undertaken since (including
pension and El reform, business tax reform and the introduction of a value-
added consumption tax, the GsST) but these have been piecemeal and fo-
cused on individual aspects of the tax system. As one of Canada’s prominent
public finance experts, Robin Boadway, argues, it is crucial to evaluate all
taxes and transfer policies as interconnected elements of a single, integrat-
ed system, something that has not been done in recent Canadian history.
A fair and well-designed tax-and-transfer system must take into account
existing social and economic realities, and in particular, the pre-tax (or mar-
ket) distribution of income that serves as its base. Fairness and equity in the
distribution of total taxes are particularly pressing issues today given the re-
cent rapid growth of market income inequality in Canada (and internation-
ally), and the associated increasing concentration of income and wealth.
Research by the Organization for Economic Cooperation and Develop-
ment (OECD) documents rapid increases in both inequality and poverty rates
in Canada since the mid-1990s, and finds that Canada saw the fastest growth
in income inequality between the mid-1990s and the mid-2000s among all
OECD countries except for Finland.? The Gini coefficient, the most common
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FIGURE 1 Growth In Income For the Top 1%
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Source Yalnizyan, Armine. 2010. The Rise of Canada’s Richest 1%. Ottawa: Canadian Centre for Policy Alternatives.

single measure of income inequality, has risen from 0.38 to 0.45 between
1976 and 2010 for market income (adjusted for family size).'# The average
income of the top 10% of Canadians in 2007 was 10 times higher than that
of the bottom 10%, a substantial increase since the early 1990s, when top
10% incomes were only 8 times higher.”

Much of the increase in Canadian income inequality is driven by chan-
ges at the top of the income distribution, where a very small group of “super-
rich” Canadians are taking home a staggering share of the gains from eco-
nomic growth.* Using tax data, economist Armine Yalnizyan found that the
richest 1% of Canadians received almost one third of all income growth in
the two decades between 1987 and 2007.7

It hasn’t always been this way: earlier in the 20" century, the top 1%
took home less than 8% of all income gains in every decade between 1928
and 1977. While incomes at the top have more than doubled over the last 30
years, the average Canadian income has grown by less than 20% over that
time (as shown in Figure 1). As a result of the rapid growth in incomes at the
very top, the share of total income taken home by Canada’s richest 1% rose

Fairness By Design
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from a low of 7.7% in the late 1970s to 13.8% in 2007.® The top 1% income
share hasn’t been as high since the Second World War (as shown in Figure 2).

What is particularly relevant for tax design is that the recent sharp
growth in inequality is driven largely by changes in the labour market and
specifically, the widening gap between wages of part-time, temporary con-
tract workers at the bottom and soaring compensation packages for busi-
ness executives at the top.

While market outcomes have become more and more unequal, changes
to the Canadian tax system since the mid-1990s have tended to reinforce
those inequalities rather than lean against them. The most recent compre-
hensive study of tax incidence in Canada by Marc Lee finds that tax chan-
ges between 1990 and 2005 have greatly eroded the progressivity of our tax
system.? By 2005, the tax system was progressive only up to the middle of
the income distribution, then flattened out and actually became regressive
at the very top. As a result, Canada’s top 1% faced overall tax rates slight-
ly lower than those of households in the bottom 10%, with the highest tax
rates found in the middle to upper-middle part of the income distribution.
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FIGURE 3 Total Tax Rates, 1990 to 2005
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As Figure 3 shows, top tax rates have dropped the most income groups
over this time frame, while rates at the bottom have actually increased, due
to a number of small changes in regressive taxes, including consumption,
payroll and property taxes and other provincial taxes and fees. The peak
tax rates are faced by households in the middle of the income distribution,
who pay about six percentage points more of their income in tax than both
the top and the bottom. This pattern violates the taxation principle of ver-
tical equity.

Note that while the personal income tax remains relatively progressive,
with income brackets that apply higher tax rates as individuals earn higher
amounts of income, it is only one of several taxes people pay. Other taxes in
the Canadian tax mix, such as sales taxes, are actually regressive, which is
to say that lower income families pay a higher effective tax rate than those
with higher incomes (as shown in Figure 4).*

Taxes are not always designed to be uniformly progressive or regres-
sive over the course of the income distribution. Payroll taxes, such as cpp
contributions, are initially progressive because a minimum threshold ap-
plies before workers start paying the tax, but a ceiling on total contributions
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means they are regressive higher up the income distribution (at income lev-
els above the legislated ceiling). This is why it is particularly important to
evaluate the tax system as a whole rather than evaluating individual tax
changes in isolation.

Tax cuts were the major factor behind the erosion of Canada’s tax fair-
ness, with personal income tax cuts leading the reduction in rates at the
top. These cuts disproportionately benefited those with the highest incomes.
Provinces have led the way in introducing regressive tax changes. The inci-
dence of overall provincial taxes was relatively flat in 1990, but had become
almost uniformly regressive by 2005. Federal tax cuts exacerbated the prob-
lem. Higher payroll taxes offset the impact of income tax cuts for the middle
of the distribution, but reduced tax fairness at the bottom.

Ad-hoc tax changes over the last two decades have seriously weakened
the redistributive role of Canada’s tax system at a time when market inequal-
ities call for more, not less redistribution.? A key step towards more progres-
sive taxes would be to ensure that wealthier individuals contribute their fair
share to the public purse. The federal income tax is the most progressive of
Canada’s taxes, but its progressivity is undermined because many sources
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of income for high earners —investment income from stock options and
capital gains, for example — are given preferential tax treatment and taxed
more lightly than income from wages and salaries. And while statutory tax
rates increase with income (through tax brackets), higher income Canadians
are also able to avail themselves of generous tax deductions like RRSP con-
tributions that greatly lower their effective tax rates. At the same time, top
earners will have long maxed out total contributions to payroll taxes; that
is, the total taxes they pay for their pensions and unemployment insurance
stop growing even as their total incomes soar.

Low-income households, in contrast, pay little in income tax, but are
also generally unable to avail themselves of many credits and deductions
that, in the end, disproportionately benefit those with high incomes. The ex-
ceptions are refundable tax credits and income-tested transfers such as the
Goods and Services Tax Credit and the Canada Child Tax Benefit (ccTB).»
The challenge at the bottom of the income distribution ladder is that con-
sumption taxes like the GST are regressive in that everybody pays exactly the
same rate. Lower income families consume almost all of their income (and
then some, with many households in debt), so they end up paying a high-
er share of their total income in the GsT than higher income households,
who can afford to save or invest a significant share of their incomes. While
exempting basic necessities and providing a small income-tested transfer
(the GST credit) can improve tax fairness among the lowest income families,
this system could greatly be improved by increasing the GST credit and ex-
tending its reach into middle-income levels.

Fairness By Design
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Part 2

An Agenda for
Progressive Tax Reform

A FAIR CANADIAN tax system must be progressive across all sources of in-
come and all types of taxes: federal, provincial/territorial and local. That
said, large-scale progressive tax reforms are best undertaken at the feder-
al level to ensure that all Canadians, regardless of their place of residence,
are taxed under the same fair system, and to avert harmful tax competition
among provinces. This is why we focus on federal tax reforms that will make
Canada’s tax system more progressive, although many of the findings and
recommendations presented would also be relevant for provincial govern-
ments. Federal taxes (including payroll taxes like EI and cPP premiums)
raise just under half of all taxes in Canada today, but the federal govern-
ment has given away considerable fiscal room to the provinces and territor-
ies over the last two decades.? This may have to be re-evaluated to ensure
that the Canadian tax system is progressive in its entirety.

Our proposal for a fair tax system draws on two major tax bases: income
and value added. These bases are often pitted against each other as alterna-
tive approaches, but we believe that there is a compelling case for having
two broad tax bases for political economy reasons, as there are widely-ac-
knowledged practical limits to how much any given base can be taxed due
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to political resistance and/or disincentive effects. We stick to the broad ele-
ments of progressive tax reform, and note that there is much room for dif-
ferent specific formulations.

Fundamentally, all tax and transfer policies must be considered as the
interconnected elements of a single, well-integrated tax system. Personal in-
come tax and transfer measures are the most progressive elements of any tax
system and are, as the Mirrlees review explains, widely considered to be the
“right tools for achieving distributional objectives.”? Value added taxes like
the GsT, though inherently regressive, can be an effective way of raising rev-
enues to fund public services as long as adequate income transfers are pro-
vided to low- and modest-income households to compensate them for their
loss of purchasing power, and the tax system remains progressive overall.

We recommend that a fair tax reform package for Canada focus on the
following seven priority areas:

1. Broaden the Income Tax Base

A fair tax system should be based on a broad or comprehensive income
concept that reflects the individual’s actual command over resources. This
is also known as horizontal equity: the principle that two people with the
same amount of income in a given year pay the same rate of tax regardless
of the source of that income. Bay Street accountant Kenneth Carter who
headed a Royal Commission on taxation in the late 1960s captured this no-
tion with his comment “a buck is a buck.” This principle has been eroded
in Canada substantially in recent decades in the name of promoting eco-
nomic efficiency and growth by lowering and in some cases eliminating in-
come tax rates on capital income.

There is an active and spirited debate in the modern tax literature on the
best way to tax income from capital.?® Many economists argue that income
from capital should be taxed at a lower rate than income from labour, or not
at all, to encourage savings (and thus investment and economic growth). It is
not clear why this need be the case —in a fiat money system, the expansion
of credit money through the banking system finances new investment, so
investment is not limited by the deposits saved by households. Nor is there
any evidence that the Canadian economy suffers from a shortage of capital.
In fact, the accumulated cash holdings of private non-financial corporations
are at record high levels as a result of recent corporate income tax cuts, and
were valued at $567 billion in the second quarter of 2012.%7
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Arguments for preferential treatment of capital income have been predi-
cated on theoretical micro-efficiency gains for which there is simply no com-
pelling evidence.?® Reduced rates on capital income unfairly privilege high-
income households, who tend to earn a larger share of their income from
capital, and thereby increase income and wealth inequality. Broadening the
tax base would allow government to raise the same amount of revenue with
lower tax rates, or, if desired, to raise more revenue at the prevailing rates.

Currently, different forms of income face different tax treatment under
the Canadian income tax system. Wages and salaries are taxed in accord-
ance with the four federal tax brackets and rates. In contrast, only half the
value of realized capital gains from financial assets and secondary real es-
tate sales is counted as income for tax purposes. Sales of primary residences
are not subject to any capital gains tax (even though considerable gains can
and have been made in hot urban real estate markets). And there is a life-
time capital gains exemption of $750,000 for farmers and small businesses.

Realized capital gains represent real dollars in sellers’ pockets and should
be fully included in the income tax base. Forgone revenues are substantial:
partial inclusion of capital gains represented an income loss of $3.6 billion,
the lifetime capital gains exemption for small business costs $560 million,
and the non-taxation of capital gains on principal residences $4.2 billion in
2011.% Differences in tax treatment due to untaxed or lightly taxed sources
of income —made in the name of efficiency —in fact create incentives for
tax avoidance and evasion (for example, tax-motivated conversions of high-
taxed labour income into low-taxed capital gains or dividends through cor-
porations). Moving to a comprehensive personal income tax base would
ensure that all sources of income are taxed at the same rates and reduce
distortions related to the increasingly lucrative business of “tax planning.”

Capital income from investments in Tax Free Savings Accounts (TFSAS)
is exempt from income tax entirely. The TFSA is a relatively new program,
launched in 2009, but the emerging evidence shows that even with the cur-
rent maximum of $5,500 per person per year, these savings vehicles will
significantly reduce the income tax base in Canada over a generation and
represent pure windfall gains for the wealthiest Canadians, undermining
both efficiency and fairness in the tax system (and even more so if annual
deposit limits are increased further).>° This program should be eliminated,
or, at a minimum, restricted to investments that meet a public interest test
such as investments in the green economy. Registered Education Savings
Plans, which work on the same principle of non-taxation of capital income,
privilege families with large enough incomes to invest in them, and should
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likewise be scrapped in favour of grants aimed at facilitating greater access
for students from low-income families.

Outside of capital gains on principal residences, the most significant
sources of income that are currently tax-free are: gifts and bequests, inherit-
ances, lottery winnings, and certain employer-provided benefits such as ex-
tended health benefits and pension plan contributions.

Capital income is distributed even more unequally than employment in-
come. Canada Revenue Agency tax statistics show that in 2010, Canadians
with income over $250,000 were more than three times as likely to have
earned income from interest and other investment than those with income
under $50,000, seven times as likely to have taxable dividend income, and
almost ten times as likely to have income from capital gains.

Typically, the forms of income taxed at lower (or zero) rates tend to make
up a larger share of the income for richer Canadians. This reinforces wid-
ening income inequalities and reduces the revenue-collection capacity of
the tax system.

In light of these practical and equity concerns, we recommend broad-
ening the income tax base to ensure that income from all sources is taxed
according to the same progressive rate schedule, including self-employ-
ment income, property, savings and dividend income and capital gains. In
some cases, such as lottery winnings, sales of principal residences, other
long-held assets or family farm/business bequests, provisions for income
averaging over several years should be implemented to accommodate large
fluctuations in annual income. This could include a deduction for general
inflation so that only gains above that would be subject to full income tax.
The key principle is that capital gains be taxed in the same manner as in-

come from wages and salaries.>

2. Rationalize Tax Expenditures

Canada’s income tax system contains a large number of deductions and tax
credits (both refundable and non-refundable), known collectively as tax ex-
penditures. Rather than actual expenditures funded by taxes, these repre-
sent forgone tax revenue and lower effective tax rates. While the top mar-
ginal federal tax rate is currently 29%, the average effective income tax rate
paid by the richest 1% of Canadians was 19.7% in 2008.3

Some tax expenditures seek to achieve a public policy objective, such
as increased saving for retirement, investment in research and develop-
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ment, investment in economic activities (such as exploration and mining),
and support for charitable activities. Others are in place to assist individ-
uals who have reduced ability to pay taxes due to personal circumstances
(such as deductions for medical expenditures and tax credits for children),
or because they incur costs before income can be earned (education). Other
tax expenditures represent adjustments to avoid double taxation at corpor-
ate and personal levels.

In recent years, we have seen a proliferation of relatively small tax de-
ductions and credits that cater to very narrow groups, such as the public
transit tax credit and the children’s fitness and arts tax credits. These cred-
its are wasteful, make the tax system less transparent and add to the com-
plexity of the income tax system, yet once they are put in place there is lit-
tle public accountability of the amount of money spent on them or their
effectiveness. A number of recent studies have challenged the effectiveness
of some tax expenditure programs to achieve their stated goals, including
many of the “boutique” tax credits and RRSPs.3

Whether or not these measures are desirable and effective in achiev-
ing their objectives, they have distributional impacts in that they affect the
taxes paid by different income and demographic groups, and indirectly by
reducing available revenues that could be used for income transfers or pub-
lic services. Indeed, a large number of current deductions and credits dispro-
portionately benefit high earners, as can be seen in the tax data from Can-
ada Revenue Agency shown in Table 1. The table breaks out income and key
deductions and credits by three total income groups: greater than $250,000
income, $50,000 to $250,000 income, and less than $50,000 income.3* The
table shows that while tax filers with income greater than $250,000 made up
only 0.8% of all tax filers in 2010, they claimed 89% of the value of the se-
curity options deduction, 66% of all exploration and development expense
tax credits, 50% of all taxable capital gains and 40% of the federal dividend
tax credit. In contrast, tax filers with income under $50,000 made up 73%
of all tax filers and earned 38% of the total income in Canada, but claimed
less than 0.5% of the value of the security options deduction, 2% of the ex-
ploration and development expense tax credits, 10% of the taxable capital
gains and 9% of the federal dividend tax credit.

Finance Canada provides estimates of the value of tax expenditures in
the federal income tax system in their annual Tax Expenditures and Evalu-
ations reports. In total, personal income tax expenditures are projected to
cost the federal treasury $143.7 billion for 2011 — equivalent to 72% of fed-

eral total taxation revenues and 120% of federal income tax revenues in
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TABLE 1 Selected Individual Tax Statistics, 2010 Tax Year

Tax filers with less  Tax filers with income between Tax filers with income

than $50,000 income $50,000 and $250,000 greater than $250,000
Number of tax filers 9,767,100 6,460,690 186,100
Share of all tax filers 73.1% 26.1% 0.8%

Value of income, deductions and credits claimed by each group as a share of the total amount claimed

Employment income 31.9% 60.4% 7.6%
Taxable amount of dividends 11.4% 50.7% 37.8%
Taxable capital gains 9.9% 40.3% 49.8%
Registered Retirement Savings Plan income 43.5% 50.1% 6.4%
Total income assessed 37.7% 52.2% 10.1%
Registered pension plan contributions 17.9% 80.3% 1.8%
Registered Retirement Savings Plan deduction 17.9% 73.2% 8.9%
Exploration and development expenses 2.1% 31.8% 66.0%
Security options deductions 0.3% 10.3% 89.4%
Taxable income assessed 37.9% 52.0% 10.1%
Children’s fitness amount 30.9% 65.1% 4.0%
Allowable charitable donations and government gifts 23.5% 51.8% 24.7%
Federal dividend tax credit 9.2% 50.5% 40.3%
Total federal and provincial tax payable 17.3% 62.9% 19.8%

Average effective income tax rate

Federal and provincial 6.8% 17.9% 29.0%

Source Authors’ calculations from Canada Revenue Agency, T1 Preliminary Statistics 2010 tax year, Table 2: All Returns by Total Income Class, http://www.cra-arc.gc.ca/gncy/
stts/gh10/pst/ntrm/table2-eng.html. Accessed Nov. 15, 2012.

2011/12.3 Corporate income tax expenditures are estimated at an addition-
al $27.1 billion. While it would not be desirable to eliminate many of these
measures due to the structural issues or public policy considerations men-
tioned above, the sheer magnitude of forgone tax revenues calls for a re-
evaluation of tax expenditures, their effectiveness and their distributional
impacts. Of particular interest from a distributional perspective are:

RRSP and registered pension plan deductions (net tax expenditure of
$9.9 billion and $15.6 billion respectively in 2011): These deductions re-
duce income for tax purposes in order to encourage savings for retirement, at
which time withdrawals are taxed at, typically, a lower rate than at the time
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initial income is earned. The evidence shows that these deductions dispro-
portionately benefit individuals with higher incomes (see Table 1 above). In
the case of RRSPs, which are “optional,” only a small handful earn enough to
take full advantage of their contribution room.* Clearly, families who are liv-
ing paycheck to paycheck are unlikely to make much use of these measures.

Broad-based non-refundable tax credits —basic personal amount,
spouse or common-law partner amount, amount for eligible depend-
ents and children ($29.5 billion, $1.4 billion, $0.8 billion and $1.5 bil-
lion, respectively): These non-refundable tax credits effectively exempt
the first $10,527 of individual net income (after deductions) from taxation,
serving as a de facto personal income tax bottom bracket of 0% (the amount
exempt from taxes is higher for those with a stay-at-home or low-earning
spouse and children). While this reduces the tax rate of low-income house-
holds, many low-income households do not earn enough to benefit from the
full amount of this non-refundable credit (18% of tax-filers reported total
income under $10,000 in 2010). More importantly, the credit also clearly
benefits the most affluent individuals who pay no tax on the first $10,527 of
their net income. This is a very expensive way to reduce tax rates for low-
and modest-income Canadians. Eliminating or substantially reducing these
credits and flowing the resulting revenue back to low- and modest-income
households in the form of a transfer would greatly strengthen the progres-
sivity of the tax system (more on this below).

Employee stock option deduction ($725 million): This deduction permits
recipients of stock options to pay tax at half the statutory rate of ordinary in-
come when they are realized. The principal beneficiaries of this measure are
avery small number of already highly-paid cEos and executives, who receive
very large tax savings as a result.?” For example, Toby Sanger estimates that
this measure saved $24 million in taxes for Robert Gratton, former CEO of
Power Corp in just one tax year.?® CRA data shows that only 0.2% of all tax-
filers claimed a security options deduction and 89% of the value of the de-
duction went to individuals with income over $250,000 (see Table 1 above).

Charitable donations and gifts ($2.3 billion personal and $390 million
corporate): This tax credit enables well-off individuals and families to deter-
mine privately what types of charitable activities will be pursued by society.®
In the words of Neil Brooks, it “allows them to buy public monuments and
recognition for themselves and to give legitimacy to social indifference.”4°
In fact, the Canadian government has increased its reliance on charity to
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tackle pressing social problems, such as feeding and housing the margin-
alized, problems that are more appropriately tackled by elected and public-
ly accountable policy-makers. Moreover, the credit’s two tiers (a 15% credit
for the first $200 and 29% above that) are structured in a way that provides
greater benefit to higher-income households.

3. Increase Top Income Tax Rates

In Canada, the addition of one or more high-income tax brackets would
greatly improve tax fairness while also tackling income inequality at the
top end. Canada has seen significant declines in both the top marginal in-
come tax rate and the income level at which it kicks in since the early 1970s.
These rate reductions at the top have made our tax system less effective in
mitigating market-driven increases in inequality and particularly the con-
centration of income at the top. Economists Emmanuel Saez and Michael
Veall looked at the top marginal income tax rate in Canada between 1920
and 2000, using the province of Ontario as an example, and found that,
by the year 2000, the top rate had fallen to lowest level since the Great De-
pression (as shown in Figure 5).4* There were no changes to the top tax rates
federally or in Ontario between 2000 and 2011, leaving the top marginal in-
come tax rate at 46.41%.

However, this trend of lower taxes at the top may be at an end, at least
provincially. Ontario introduced a new tax bracket for income over $500,000,
as of July 1, 2012.42 Quebec increased the tax rate for those making more than
$100,000 per year as of January 1, 2013. And BC NDP Leader, Adrian Dix, has
signaled that his party’s 2013 election platform will include a tax increase
for British Columbians with high incomes.

The top income tax bracket in Canada kicked in at income of $132,406 in
2012. While less than 5% of Canadian tax filers had total income over that
threshold in 2010, the reality of increasing income concentration at the very
top suggests that additional tax brackets should be set at the top 1% and
0.1% of income. Research on Canadian income distribution suggests that
appropriate thresholds may be around $240,000 and $650,000.4

While there may be a theoretical limit to how progressive upper-bracket
tax rates can be, we are not close to rates that would have adverse econom-
ic consequences. A U.S. study by Diamond and Saez estimates the optimal
top marginal tax rate (applying to income above the threshold for the top
1% of earners) to be 73%, taking into account real economic responses to
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FIGURE 5 Top Marginal Income Tax Rage for Ontario, 1920-2000
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tax changes among high-income earners, and as much as 80% if a broader
income tax base is used and there are no deductions and loopholes to al-
low tax avoidance.* These amounts are substantially higher than the pre-
vailing U.S. top marginal tax rate of 42.5%.

In a recent review of tax and transfer policy in Canada, Robin Boadway
notes that capital income tends to be more responsive to changes in the tax
rate than labour income and argues that this is a compelling reason for sep-
aration of capital income from labour income for tax purposes.* Boadway
is a proponent of what is known as a “dual-income” tax system in which
labour income is taxed at steep progressive rates while capital income is
taxed according to a different rate schedule (he suggests a flat rate). This
type of tax model is used by the Nordic countries, which have been success-
ful at combining greater equality with dynamic economies (though it is not
clear whether this is because of a streamlined tax system or other factors
that produce a much more equal market income distribution to begin with).

We are not persuaded that such reforms are necessary in Canada, and
favour a comprehensive income tax base as the fairest way to implement a
progressive tax system. That said, practical implementation issues and con-
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cerns of capital flight merit the consideration of a dual-income tax system, a
second-best solution with regard to fairness. Such a shift would worsen in-
equality because higher income individuals, who tend to get a higher share
of their income from capital, would be paying lower effective tax rates. To
compensate for this and ensure that the tax system overall remains pro-
gressive, dual-income taxation should be accompanied by inheritance and
gift/bequest taxes and more steeply progressive personal income taxes.“°

4. Stop the Corporate Tax “Race to the Bottom”

Corporations are legal vehicles by which individuals pool their capital in
order to accumulate income. Corporation income taxes have emerged as
means of ensuring that all income gets taxed and reducing the incentive for
individuals to shelter income from tax by keeping it within a corporation. At
some point, however, income and capital gains must revert back to an indi-
vidual (during one’s lifetime or upon death), at which point they would be
subject to the personal income tax system.

A detailed review of corporate tax reform is beyond the scope of this
paper. However, we note that it would be possible for Canadian corporate
income tax rates to rise given that at 28.8% overall (provincial and feder-
al combined) they are currently the lowest among G8 countries, and con-
siderably lower than U.S. rates (44.8%)%". The U.S. taxes corporations based
on their worldwide income, so Canadian corporate tax rates lower than the
U.S. rates represent a transfer of tax revenue from the Canadian to the U.S.
government.4

Rhys Kesselman argues for a shift of business taxation to a cash-flow tax
base.® This approach applies tax on total revenues less total expenditures,
including full capital costs at the time they are incurred. This would replace
arbitrary rules on depreciation and capital cost allowances that differ by
sector (providing preferential treatment of natural resource sectors in Can-
ada, for example) and that are not appropriate for capital investments with
different lifecycles (mechanical boilers vs. laptop computers, for example).

Such an approach would not tax funds that are transferred to individ-
uals (these would be taxed as personal income) and would enable taxation
of all currently non-taxable employer-provided non-cash benefits (e.g.,
health insurance, personal use of company cars, box seats for the Toronto
Maple Leafs) under a broad-based income tax. Other formulations, such as
Mirrlees’, also allow for non-taxation of capital income up to a normal rate
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of return, but we see no compelling evidence why this should be a policy
priority for business taxation.

A cash-flow approach rightly supports the full taxation of pure econom-
ic rents, the returns from the ownership of assets. Robin Boadway builds
on this idea as it relates to natural resource industries, which account for a
significant and increasing share of Canada’s economic activity. Higher tax
rates on natural resources are a potential “efficient source of government
revenues and a particularly important source of revenues for the federal gov-

ernment given its obligation to equalize provincial revenue capacities.”s°

5. Implement Inheritance and/or Wealth Taxes

Inheritance taxes are based on, in the words of Sam Fleischacker, “the prin-
ciple that social privileges should be earned, should be a reward for contri-
bution to society, rather than handed out by government leaders or passed
down by aristocratic dynasties.”> Taxes on transfers of wealth (gifts and be-
quests) are based on the same principle, just not linked to time of death. By
limiting the extent to which capital (and the opportunities it buys) is passed
across generations, wealth transfer taxes equalize opportunities and increase
social mobility, while reducing the concentration of income at the very top.

Taxes on transfers of wealth, whether bequests or inheritances, close the
loop on comprehensive income taxation. In effect, as noted by Mirrlees, “the
main difference between lifetime income and lifetime expenditure is gifts
and bequests. There is a good case for taxing such transfers of wealth, par-
ticularly to the next generation.” Canada is one of the few developed coun-
tries that does not currently tax bequests and inheritances.

To ensure that all Canadians contribute their fair share in taxes, large
inheritances and gifts should be included in the recipient’s taxable income.
Neil Brooks proposes a cut-off of $3 million for inclusion of inheritances and
gifts in taxable income, although this threshold could arguably be lowered
to $1 million. While there is room for debate on where to draw the thresh-
old, the key point is that taxing bequests is essential for fairness and equal-
ity of opportunity.

In addition to transfers of wealth, holdings of wealth should also be
taxed at an annual rate. This would improve tax fairness since wealth is
even more unequally distributed than income. Provincial property taxes are
in essence a wealth tax on real estate, which is the principal form of asset
ownership for a large share of the population (BC has both a property tax
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and a property transfer tax). A federal tax on wealth would simply broaden
the base to include financial market assets, ownership of which is highly
concentrated at the top of the income distribution. Indeed, a private version
of a wealth tax already exists in the form of annual fees for many whose fi-
nancial wealth is held in mutual funds.

Brooks proposes that wealth holdings over $3 million would pay a 1 per
cent tax on their fair market value annually.>> Such a tax could also have im-
portant incentive effects, by increasing the likelihood that wealthy invest-
ors will put their money to work in productive activities.

6. Use Consumption Taxes Cautiously

There are significant political economy advantages to a direct consumption
or value-added sales tax (VAT) like the GST: governments tend to face less
pressure to introduce loopholes, deductions and credits to a flat VAT than
to progressive income taxes. Because of the minimal tax evasion opportun-
ities of value-added consumption taxes, they are widely recognized as large
revenue generators for government and widely employed in OECD countries
(with the exception of the U.S.). In fact, the primary opposition against VAT
from conservatives in the U.S. is that they would raise too much revenue
and lead to a large expansion of government.

Where consumption tax arguably fails, however, is on equity grounds.
Consumption taxes are regressive because lower income individuals end
up paying a larger share of their income on tax. Even if an adequate com-
pensation mechanism is implemented for households of low and modest
incomes, consumption taxes alone cannot achieve tax fairness at the top
of the distribution. The reality is that the richest spend such a small share
of their income on consumption that it is practically impossible to have a
progressive tax system without taxing savings as well (through a broad-
based income tax).

Neil Brooks raises another important equity concern with consumption
taxes from a life-cycle perspective: consumption taxes tend to be “levied on
individuals at a time in their life when they can least afford to pay, namely,
when they are consuming most of their incomes as opposed to saving it”
such as when they are starting out in the workforce, have young children,
face unexpected large bills, lose their jobs or are retired and live on their sav-
ings.53 It is fairer to tax individuals through income tax when they are in their
peak earning years, when they can afford to save and paying taxes requires
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the least amount of sacrifice. In addition, consumption taxes discriminate
against women, who continue to earn less than men in the 21 century, and
therefore consume a higher share of their income than men. Women thus
also end up paying a higher share of their total income in consumption tax.

Canada has moved in the direction of increasing its reliance on consump-
tion taxes at both the provincial and federal level.> Theoretical rationales
for shifting to consumption taxes generally do not hold up empirically, and
there are important normative issues as to why, for example, not interfering
with people’s time preferences of consumption ought to be an aspiration of
public policy. Canada remains more reliant on income tax than many OECD
countries and this should continue.

Value-added consumption taxes may be used to supplement revenues
collected from a progressive, broad-based income tax, but should not form
the main basis of the Canadian tax system. On the other hand, carbon taxes
and financial transactions taxes are examples of specific consumption taxes
aimed at internalizing external costs, which improves the functioning of
market-based economies and should be embraced.

Consumption taxes have also formed part of the policy mix for social
“bads.” Taxes on alcohol and cigarettes are well-known examples. In re-
cent years, calls for action on climate change have included forms of car-
bon pricing such as carbon taxes (similar to fuel taxes but applying to all
sources of carbon dioxide emissions). A review of BC’s carbon tax by Marc
Lee finds that the tax itself is regressive but how revenues are spent matters
a great deal in assessing its overall distributional impact.> To avert worsen-
ing inequality, Lee recommends using half of carbon tax revenues to cre-
ate a carbon credit that would flow back to low- and middle-income house-
holds while using the other half of revenues to support climate actions such
as public transit investment.

Another case is a Financial Transactions Tax (also known as a Tobin tax
or a Robin Hood Tax), which is a levy on financial market transactions with
the goal of discouraging excessive speculative trading without discouraging
productive investment. The idea is not new, but it has enjoyed increased
popularity in the aftermath of the global financial crisis. There are three
main reasons to pursue an FTT: 1) it has the potential to curb volatility and
speculation in financial markets, 2) it is a fair form of taxation because it is
aimed at the financial sector, a tremendously profitable but very lightly taxed
industry, and 3) it is potentially capable of collecting large amounts of tax
revenues. In addition, current developments in technology have made the
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tax feasible today (when Tobin proposed the concept of the tax in the early
1970s, he argued that such a tax was desirable, but not feasible in practice).

France was the first country to introduce a financial transaction tax after
the global financial crisis, which came into effect on August 1, 2012 (the tax
is expected to generate 500 million euros annually to be used domestically
to reduce the budget deficit). The European Commission outlined plans in
September 2011 for an EU-wide financial securities tax to come into effect in
2014.5° Even if the revenues collected through this tax were not spent with-
in Canada, an FTT would still improve the fairness of our tax system by in-
creasing the share of taxes collected from wealthier Canadians and produ-
cing a more equal distribution of after-tax income.

7. Implement a Basic or Guaranteed Income

One of the ways that redistribution is achieved in the tax system is by provid-
ing direct income transfers to lower-income families (usually based on the
previous year’s assessed income). The five largest ones at the federal level
are the Canada Child Tax Benefit (with its associated low-income National
Child Benefit supplement and the Child Disability Benefit), the GST credit,
the Working Income Tax Benefit, the Universal Child Care Benefit and Old
Age Security (with its Guaranteed Income Supplement).5” Together, these
programs are valued at $53.2 billion.>®

These transfers have different income cut-offs and phase out at different
rates even though a family could qualify for more than one of these in a par-
ticular year (child benefits, wITB and GSsT credit, for example). Add provin-
cial low-income credits and transfers to the mix, and it becomes clear that
Canada does not have a coherent system of supports for low-income fam-
ilies but rather a patchwork of uncoordinated programs.

As a result of all benefits phasing out rapidly around incomes in the
range of $25,000 to $40,000 for families with children, families in this in-
come range face a very high marginal effective tax rate. For example, a family
income increase of $5,000 from $35,000 to $40,000 for a two-parent family
with one child would result in a loss of cCTB and GST credits alone equiva-
lent to a marginal tax of 17% on the extra income earned, which is on top
of the federal tax rate of 15% and the EI and CPP premium rates on that ex-
tra income.> That alone is a marginal tax rate of 32%. But this earnings in-
crease, which would take the family slightly above the poverty rate for a
three-person family in a large Canadian city ($35,657 in 2011, according to
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L1co before tax) would likely lead to the clawing back or loss of other prov-
incial tax credits, income-tested transfers and subsidies the family previ-
ously qualified for. Depending on the province, the family might lose part or
all of a rental assistance subsidy, childcare subsidy, assistance with the re-
payment of the parents’ student loans. When all of these are combined, the
total “tax” on the extra $5,000 earned might add up to more than 100%.%

The high marginal tax rates in relatively low family-income ranges are
alongstanding policy problem of Canada’s income tax system. While much
of the action happens in the provincial tax system, where tax benefits com-
bine with stand-alone income-tested subsidy programs (for example, child
care and rental assistance subsidies, which tend to phase out faster than
the transfers delivered through the tax system over the same range of rela-
tively low incomes), the federal income tax system contributes significant-
ly to this problem.

This could be resolved by amalgamating the separate tax credits and
benefits into a single income transfer (tax benefit) that would phase out
gradually over a large income range similar in structure to the oAs and the
CCTB. An alternative formulation is that the transfer would not be phased
out, but would instead be taxable. The transfer would be broad-based, and
designed to take into account individual circumstances such as family size,
number of young children, family members with disabilities, etc.®

We recommend that the benefit level be set at a significantly higher max-
imum level than the current GST transfer, so that this transfer would great-
ly increase the total income of the poorest Canadians and serve as a key pil-
lar of a federal anti-poverty strategy. Ideally, it would be coordinated with
provincial/territorial tax systems and replace the need for provincial social
assistance payments and bureaucracies, making all income support feder-
al and part of a coherent cradle-to-grave system that all Canadians have ac-
cess to, regardless of where they live. Importantly, it would not be a substi-
tute for provision of decent public services but in addition to them.

The current payroll tax approach to Employment Insurance could also
berolled into this system. Employers and employees would no longer pay EI
premiums, but recently unemployed workers would be eligible for a top-up
on their basic income consistent with current income support levels under EI
benefits. Beyond the middle of the income distribution, current EI premiums
are regressive as contributions max out at $45,900, a modest level of earn-
ings (they are flat at incomes under this cutoff). For employers they act as a
disincentive, an additional cost of hiring a new worker. Benefits have limit-
ed redistribution built into them at low-income levels as benefits are based
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on wages earned during employment, and tough eligibility requirements,
which discriminate against new entrants to the labour force and workers in
casual and precarious jobs that do not provide a lot of hours.

This transfer would be expensive but could readily be funded from the
additional revenues gained from base broadening of the income tax. Such
a transfer would be flexible and could easily accommodate new tax meas-
ures introduced in the future. For example, it could be merged with a new
federal carbon-pricing scheme (which would be regressive on its own) in a
manner that offsets the regressive impact of the tax on low- to middle-in-
come households without creating high marginal income tax rates for Can-
adian families with modest incomes.®
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Conclusion

AT A TIME of rising income inequality and unprecedented concentration
of wealth in the hands of a small group of super-rich Canadians, restoring
fairness should be the primary objective of the Canadian tax system. This
involves broadening the income tax base to ensure that all forms of income
are subject to the same progressive tax rates, raising marginal income tax
rates on top incomes, eliminating tax credits and deductions that dispro-
portionately benefit the richest Canadians and introducing a single stream-
lined income-tested transfer for low- and modest-income families.

In addition, we must reduce our reliance on revenues collected from re-
gressive taxes that weigh heavily on Canadians at the bottom of the income
distribution. While we do not believe that every single tax should be progres-
sive on its own, if the federal personal income tax is going to be the work-
horse of fairness in the tax system, then it should represent a large enough
share of all tax revenues that it can do its job.

Democratically elected governments have the prerogative to use the tax
system to achieve their particular policy priorities. However, in order to en-
sure that fairness is maintained despite frequent changes in the tax system,
it is important that Finance Canada undertakes regular reviews of the pro-
gressivity and distributional effects of the entire federal tax system (e.g.,
every 5 years). Currently, such reviews are undertaken on an ad-hoc basis
and often only cover the personal income tax system.®

The exact combination of reforms should be developed on the basis of
a comprehensive review of the tax system. A Fair Tax Commission should
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be convened to examine how federal taxes and transfers work together as
a system and make recommendations for changes. Ideally, the Commission
would include an expert and well-respected team made up of both academ-
ics and practitioners, and would engage Canadians from all walks of life in
a meaningful and broad-based public dialogue and deliberation process to

produce a framework for tax reform.
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