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THE FISCAL DIVIDEND AND FEDERAL TAXATION

1. Introduction

One of the major policy issues being debated in this country is how to deal with the
so-called fiscal dividend, i.e., the budget surplus that will be automatically
generated by the existing federal fiscal structure. Proposals for the allocation of the
fiscal dividend are not in short supply. The federal government plans to allocate
half of the fiscal dividend to increased public spending and the other half to a
combination of debt reduction and lower taxes. Some economists (see, for
example, Scarth (1996)) favour a more aggressive attack on the federal debt by
running budget surpluses for a number of years and using them to reduce the
federal debt to 25% of Gross Domestic Product (GDP). Other economists ((see,
for example, Ruggeri (1998)) argue against running budget surpluses for the
purpose of speeding the automatic decline in the debt\GDP ratio that would be
assoctated with a policy of maintaining balanced budgets indefinitely. Under this
proposal, the structural imbalance in the federal fiscal structure would be corrected
immediately and fully through adjustments in the levels of government spending

and taxation.

This paper confines its scope to the taxation side only and evaluates some of the
arguments for using part of the fiscal dividend to finance a reduction in the level of
federal taxation. As a first step, it places the Canadian tax system within an
international context and shows that Canada’s ranking among industrialized
countries does not provide a useful guide to determining whether taxes should be
cut and by how much. It argues that the decision on how to allocate the fiscal
dividend between tax reductions and spending increases (net of any amount used

for debt reduction) is ultimately a matter of social choice involving conflicting
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interests by different demographic and income groups. As a second step, the paper
identifies the major components of the federal revenue structure which may be
given priority if part of the fiscal dividend is used for tax cuts. It concludes that the
arguments for reducing corporate income taxes and the GST are not very
convincing and argues for reductions in the tax burden on labour income through
general or selective cuts in EI premiums and reductions in personal income tax

rates which favour low income wage earners.

II. The Overall Tax Burden

In a world where national economies are becoming increasingly interdependent it
may be costly for a country to have a level of taxation which differs markedly from
that of its major trading partners. Comparisons of tax levels among industrialized
countries, measured by the ratio of tax revenue to GDP, are published annually by
the OECD. An international comparison of tax burdens, measured by the ratio of
tax revenue to GDP, is published annually by the OECD. The comparison for
1995, the latest available year, is shown in the last column of Table 1 which
provides an indication of Canada’s ranking for the purpose of determining whether
Canada’s tax level is relatively and warrants a downward adjustment. This table
shows that seven of the 16 countries in the sample have tax\GDP ratios over forty
percent. They are all European countries and are led by Denmark and Sweden with
ratios around the 50 percent mark. Only two countries, Japan and the United
States, have ratios below 30 percent. The remaining seven countries have ratios
between 30 and 40 percent. Canada, with a ratio of 37.2 percent, belongs to this
middle group. It ranks 10th among the sixteen countries and its ratio is lower than
the average ratio for the OECD (37.4%), the European component of the OECD
(40.1%) and the European Community (41.8%).



The information contained in Table 1 is open to conflicting interpretations. One
may argue that a comparison of Canada’s tax burden with that of major
industrialized countries fails to provide compelling support for reducing the burden
of taxation. Since Canada has already a below-average tax to GDP ratio, what
would be gained from widening this gap? It may also be argued, however, that our
major trading partner, the contiguous USA, has a substantially lower tax rate.
According to this view, a tax cut is needed to bring our tax system more in line
with that of the USA in order to stem a potential outflow of skilled labour and

investment opportunities.

Since both arguments have some validity, the international comparison of tax
burdens does not provide a clear direction for deciding what share of the fiscal
dividend should be devoted to across the board tax cuts. If a comparison of tax
levels among industrialized countries is not helpful in evaluating the desirability or
magnitude of tax cuts, perhaps an analysis of the changes in tax burdens among
countries will prove to be more useful. If the tax to GDP ratio in Canada has
increased faster during the past ten or fifteen years, one may argue that our tax
system has become relatively less competitive and that a tax cut is necessary to

restore past relationships.

A comparison of tax\GDP ratios for 1980, 1990 and 1995 is shown in Table 1. We
notice that Canada maintained its membership in the middle group of countries
throughout the past 15 years and kept its ranking virtually unchanged. In 1980 it
ranked 11th among the 16 countries in the sample; it dropped one place in 1950
but kept its tenth place in 1995. However, Canada’s ratio of tax revenue to GDP
increased by 5.6 percentage points compared to 4.3 percentage points for all
OECD countries, 4.2 percentage points for the European component of OECD,
4.4 percentage points for the European Community and only one percentage point

for the USA. As a result, Canada’s tax\GDP ratio converged towards OECD



averages during the past 15 years, but diverged from USA ratios.

The pattern of changes in tax\GDP ratios does not seem to provide more direction
for tax policy than the international comparison of tax levels. One may argue that
the increase in Canada’s tax\GDP ratio simply brought us in line with the average
of industrialized countries and no tax cuts are warranted. One may also argue that
taxes increased more rapidly in Canada than in most other countries, especially in
the USA, and that we should reduce tax levels to restore Canada’s tax position to
its 1980 level. It seems to me that the decision as to whether the tax burden on
Canadians should be lightened will have to rest on arguments other than

international comparisons.

[t may be worth stressing that international comparisons of tax burdens provide
useful information about the tax structures of different countries and their changes
through timer, but cannot be used indiscriminately as a guide to tax policy
decisions. Taxes are levied for the purpose of raising revenue to finance
government spending. In democratic societies, voters make decisions with respect
to the level of government expenditures and the sources to finance them. In some
countries, such as the USA, voters have decided against government-funded
universal health care coverage and large subsidization of post-secondary
education. As a result, they do not require to impose the same tax burden as
countries, such as Canada, where voters opted for strong government involvement
in the financing of both health care and education. Decisions about levels of
taxation are inextricably tied to choices about government spending. The two
decisions, in turn, are influenced by voters’ preferences for public versus private

consumption as expressed through the political process.



111. REDUCING DISTORTIONS

The use of a portion of the fiscal dividend to finance tax cuts may be advocated on
grounds that it would reduce distortions in the decisions of consumers and
producers and, therefore, would increase economic efficiency. Even this argument,

however, involves complexities and differences of interpretation.

The channels through taxes may distort private decisions and the magnitude of
those distortions depends on the theoretical apparatus employed in analysing
government activity. As pointed out by Wagner (1996), two opposing views of

government are found in the literature.

The first approach assumes that the government is represented by a single agent
who makes choices for the purpose of maximising some utility function, in manner
similar to the decision of a private household. Within this framework, tax payments
are disconnected from the benefits they provide and, as compulsory levies, taxes
distort private choices at the margin. These distortions create a burden of taxation
in excess of the revenue collected commonly known as deadweight loss. The
magnitude of the deadweight loss is measured by comparing a given tax, which
generates both income and substitution effects, with a hypothetical lump-sum tax
which generates only income effects. Since all taxes, except lump-sum ones,
generate excess burdens, reducing tax rates will increase economic efficiency and

social welfare.

This approach has the advantage of analytical simplicity, as it reduces the process
of public choice to the equivalent of private choice, but it may misrepresent public
decision-making in democratic societies. As pointed out by Wagner “For an

absolutist regime, there may well be an individual whose choice calculus is the



choice calculus of the state. For democratic regimes, however, there is no such
person in whom sovereignty resides, for sovereignty resides inalienably in the
people. The fiscal phenomena of democratic regimes are not generated by the
choices of a single, well-ordered mind, but are generated through exchanges across

different minds, where people differ in their knowledge and interests.” (p. 160).

The second approach, which follows the Wicksellian tradition, tries to capture the
complexities of public decision-making in democratic societies by placing public
finance within the theory of exchange rather than the theory of choice. Within this
framework, taxes are non longer arbitrary impositions, but are part of a
transaction which involves at the other end the benefits acquired by those who paid
the taxes. Taxes can still generate substitution effects and create distortions and
the deadweight loss from taxation may still play a role in comparing different taxes.
However, the yardstick for evaluating taxes is no longer the deadweight loss
associated with them, but how well they perform as prices ((see Musgrave (1992).
The price properties of taxes are determined not by their level, but by their
relationship to the benefits they provide which, in turn, is influenced by the
efficiency of the political process. Political institutions which generate policy
decisions based on broad agreements among voters may have a stronger effect on
the efficiency of taxation than the reduction of the burden of taxes imposed
arbitrarily. With respect to the topic of our paper, the voluntary exchange
approach to public decision-making implies that we cannot arbitrarily allocate a
certain proportion of the fiscal to tax reductions. Rather we must determine jointly
the shares of the fiscal dividend that will be used for tax cuts and spending
increases. This choice ideally will be made through a political process that

incorporates the interests of all Canadians.



IV. The Tax Mix

If the government decides to reduce the level of taxation based on its interpretation
of international comparisons of tax burdens, other economic reasons or simply in
response to voters’ demands for lower taxes, it faces the issue of which tax or
taxes to cut. In making such a choice, it may be useful as a first step to check
which taxes contributed most to the increase in the tax\GDP ratio observed during
the past 15 years. One may argue that those taxes which increased most should be
given priority in a program of tax reductions. As shown in Table 2, two of the
major tax categories - consumption taxes and corporate taxes - had a lower ratio in
1995 then in 1980. The other two tax categories - personal income taxes and
payroll taxes - had significantly higher ratios in 1995. The increase in the
revenue\GDP ratio was equal for payroll and personal income taxes at 2.9
percentage points, but in percentage terms the increase for payroll taxes was more
than three times that for personal income taxes. If the decision on selective tax
reductions was based entirely on the growth of the tax\GDP ratio over the past 15
years, then the taxes that would be considered for rate reductions would be payroll

and personal incomc taxcs.

Basing major tax policy decisions simply on trends in the ratios of tax revenue to
GDP for each tax is not a recommended approach and may lead to undesirable
policies. For example, if payroll tax increases reflected enriched benefits within a
fully funded program or corrected an imbalance in another program, thus
producing a closer match between contributions and benefits, reducing payroll
taxes while leaving the associated benefits untouched may result in inefficient
programs. Selecting the taxes that should benefit from the allocation of the fiscal

dividend requires some additional analysis.

The revenue mix can be viewed from various angles. One can compare the share of



specific taxes, such as payroll taxes and excise taxes, with that of general taxes,
such as income and sales taxes; one can distinguish between direct and indirect
taxes or between taxes on income and taxes on consumption. One can also
compare the tax burden on labour income with that on capital income. The latter
comparison is used in this paper primarily because it focuses on two of the main

factors affecting the performance of the economy: human and physical capital.

For the purposes of economic analysis, Canada can be viewed as a small open
economy because of its relatively small size with respect to the world economy and
because of its heavy reliance on foreign trade and the associated mobility of goods
and capital. As it enters the next millennium, Canada is also expected to rely
increasingly on a knowledge-based economy to remain competitive and to provide
increasing living standards for its citizens. In my view, the revenue mix should be
oriented to the future and should be evaluated with a view to ensuring that it meets

the requirements of a knowledge-based small open economy.

A change from an economy dependent on natural resources and the manufacturing
of goods to an economy relying to increasing degrees on the provision of services
and the diffusion of information involves a shift of emphasis from physical to
human capital. Such a change requires a re-evaluation of the relative taxation of
the two types of capital to ensure that the tax structure remains consistent through
time with the relative importance of physical and human capital in the process of
economic growth. This means that, as we move towards a knowledge-based
economy, the emphasis of tax policy must shift from stimulating physical capital to

supporting the acquisition of human capital and optimizing its utilization.

The small open economy characterization also has important implications for tax
policy in general, and the relative taxation of labour and capital income in

particular, which differ considerably from those of a closed economy (Mintz,
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1994). In a closed economy there are no international capital flows, therefore,
domestic saving and domestic investment must be equal as a condition of
equilibrium. In this case, investment is affected directly by changes in corporate
income taxes, as they alter the net rate of return to the firm, and indirectly through
changes in personal income taxes which are levied on labour income as well as
income from capital, although usually at a preferential rate on the latter. What
matters for the investment decision in a closed economy is the total tax wedge, i.e.,
the difference between the gross return earned by a firm and the net income

received by the saver.

A small open economy is characterized by the free flow of goods and capital.
Perfect mobility of capital implies that the rate of return on capital is set in the
international market and is independent of changes in domestic savings. This
feature of a small open economy severs the connection between domestic saving
and investment decisions and produces a separation between incentives to save and
to invest. In a small open economy, domestic firms can raise any amount of
financing at the world rate of interest without being constrained by domestic
savings. In this case, domestic investment is affected only by changes in taxes on
capital income collected from corporations. These taxes affect investment
decisions by altering the pre-tax rate of return that is required to yield the
internationally determined after-tax rate of return. Changes in personal income
taxes will have an effect on the rate of return received by domestic savers and may
alter the rate of personal, and perhaps national, savings but will have no effect on

domestic investment.

It should be pointed out that the separation of domestic saving and domestic
investment in small open economies has not been proven empirically and there is

an ongoing debate on this issue. A review of empirical studies has led Feldstein
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(1995) to the conclusion that “despite the increasing integration of world capital
markets, the rates of investment in major industrial countries are closely related to
their rates of saving.” (P. 475). Economists have advanced a variety of
explanations for the low international mobility of capital observed in some
empirical studies. If there are productivity shocks which affect saving and
investment in the same manner, the two will be found to be highly correlated even
though capital may in fact be very mobile ((Tesar, 1988). In some studies, the
countries included in the sample are large relative to world capital markets,
therefore, they do not portray the small open economy situation (Murphy, 1984).
Some of the countries included in empirical studies, such as Italy and France,
artificially restricted capital movements by imposing foreign exchange controls
until less than a decade ago. Other countries, such as Canada, influence capital
flows by offering preferential tax treatment to domestic equity by restricting
eligibility for the dividend tax credit to dividends from taxable Canadian

corporations.

For purposes of the foregoing analysis, two additional points are worth noting.
First, even in the absence of perfect capital mobility, domestic savings may affect
domestic investment only if a country is a net capital importer. In a capital-
exporting country, as shown by Gordon and Bovenberg (1996), “investors are
indifferent at the margin between investing at home and abroad.” Second, the trend
is towards more international capital mobility, a fact acknowledged by Feldstein
(1995, footnote 2). One may argue that the tax changes associated with the use of
the fiscal dividend should not simply reduce tax burdens, but should restructure the
tax system with a view to future trends. Canada’s future is likely to contain greater
mobility of goods, people and capital, a situation consistent with the small open

economy assumption incorporated in this paper.

Unlike the case of a closed economy, in a small open economy the personal income
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tax system cannot be used to influence economic activity through the vehicle of
domestic investment in physical capital. Reductions in the personal income tax
burden on capital income, as they are provided in Canada through policies such as
a reduced tax rate on capital gains and the remittance of all or part of the corporate
income tax paid by means of the dividend gross-up and tax credit, raise the rate of
return to the domestic investor, but have no effect on domestic investment. They
reduce the distortions in consumer decisions with respect to current versus future
consumption, but do not influence investment decisions. To the extent that they
raise national savings, these measures increase the domestic ownership of the stock

of capital, raise the ratio of Gross National Product (GNP) to Gross Domestic

Product (GDP) and improve the current account balance, but do not lead to a

higher capital stock.

Although in a small open economy personal income taxes do not influence
decisions with respect to investment in physical capital, these taxes, and to a lesser
extend payroll taxes, play a significant role in the accumulation of human capital.
Unlike physical capital, which is an asset physically separated from its owner or
user, human capital is embodied in a person ((see, for example, Laroche, Merette
and Ruggeri (1997)). It is a capacity to produce and create which cannot exist
separately from the person who acquired it. Its return is labour income and is
treated as such by the income tax system. Taxation may affect both the cost of its
acquisition, through tax breaks on education and training expenses, and its return
through the taxation of labour income. While in a small open economy, preferential
tax treatment of capital income under the personal income tax does not stimulate
investment in physical capital, a tax reduction on labour income not only may
stimulate labour supply, but may also have a positive effect on the acquisition of

human capital because it increases its net return.
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The different patterns of ownership of human and non-human capital affects the
distribution of the benefits from different tax cuts. Since human capital is
embodied in a person, bears fruit through employment and is compensated with
labour income, it is almost entirely owned domestically. Therefore, any reduction
in taxes on labour income will benefit overwhelmingly Canadian workers and the
induced stimulus to human capital will augment the country’s economic potential.
By contrast, there is a high degree of foreign ownership of non-human capital
(Statistics Canada, Catalogue 13-201). A reduction in the taxation of non-human
capital will generate a windfall gain to all owners of existing capital, both domestic

and foreign.

In the foregoing discussion it has been argued that, if part of the fiscal dividend is
used to finance a tax reduction, tax changes should be made to ensure that the
resulting relative rates of taxation on capital and labour income are suitable for a
knowledge-based small open economy. It follows that, as a first step, it is
necessary to measure the dimensions of the current relationship. Given the variety
of tax sources and the complexity of the tax system, however, estimating the
effective rates of taxation on capital and labour income is not an easy task. A
method for calculating aggregate effective tax rates on capital and labour income
which bypasses the detailed elements of the tax systems has been recently
proposed by Mendoza, Razin and Tesar (1994). This method has been refined by
Ruggeri, Laroche and Vincent (1997) in order to incorporate the effect of the tax
expenditures included in the personal income tax structure. They show that in
Canada in 1993 the effective tax rate on labour income was 36.4% compared to
28.7% for capital income. It should be pointed out that these estimates include
payroll taxes and personal and corporate income and capital taxes, but exclude
consumption taxes. The latter, however, are equivalent in many economic respects
to wage taxes. If their effective rates are added to the tax burden on labour, the net

result is a level of taxation on labour income which is substantially higher than that
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on capital income. For example, Thirsk and Moore (1991) estimated that in 1986
consumption taxes added 10 percentage points to the taxation of labour income
and derived a range of effective tax rates on labour income between 27.2 and 58.8
percent, depending on the worker’s level of income. Federal and provincial sales
taxes were also included in the calculation of marginal tax rates on labour income
used by Dahlby (1994) in his analysis of the distortionary effects of rising taxes.
Controversial as these estimates may be, they should be kept in mind when tax

changes affecting labour and capital income are being evaluated.

V. Suggestions for Tax Reform

The discussion in sections I and I will be used as a guide to determine which
taxes warrant a rate reduction should the government decide to use part of the
fiscal dividend to finance a tax cut. For that purpose the tax mix will be divided
into four groups of taxes: corporate income taxes, consumption taxes, payroll

taxes and personal income taxes.

1. Corporate Income Taxes

The earlier discussion suggests that, even in a small open economy, reducing
corporate income tax rates can provide economic benefits by stimulating domestic
investment. On these grounds one may advocate using part of the fiscal dividend to

finance a cut in corporate income tax rates.

As discussed below, however, a number of other factors make a reduction in

corporate income tax rates an unsuitable candidate for the use of part of the fiscal
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dividend.

First, Canadian corporate income tax rates are in line with those of other
industrialized countries and equal, on the average, with those in the USA. Ina
recent study which compared corporate income tax burdens in Canada, the USA
and Mexico, Igbal (1994) found that “the overall tax burden in Canada and the
United States is not very different. If a company , on average, pays $100 in taxes
in Canada, the same company would pay $96.20 in the United States”(p. 58).
Similar conclusions are reached when tax comparisons are made in terms of
marginal effective tax rates ((see, for example, Grady (1989) and McKenzie and
Mintz (1992)). There is no empirical support for advocating tax competitiveness

with our major trading partners as a reason for lowering CIT rates.

Second, a reduction in the tax burden on capital income unmatched by a reduction
in the tax burden on labour income would widen the gap in the relative tax burden
on the two sources of income in a direction that may be inappropriate for an
economy that will rely increasingly on knowledge-based industries. The study by
Ruggeri et al. (1997) suggests that the current tax system imposes a lighter tax
burden on capital than labour income. Care should be taken in the design of tax

policy to avoid increasing the relative taxation of the returns to human capital.

Third, it is common practice among industrialized countries to provide tax credits
on the taxes paid to the host countries on the repatriated earnings of multinational
corporations. Under these arrangements, a dollar’s reduction in Canadian
corporate income taxes may potentially be offset by a dollar’s reduction in the host
country’s foreign tax credit, thus leaving the net tax bill unchanged. The system of
foreign tax credits is very complex and generally does not lead to a one for one
correspondence between tax changes and credit changes. We can be certain,

however, that on the aggregate at least part of a reduction in Canadian CIT rates
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will be offset by reduced foreign tax credits. Thus, part of a CIT reduction would
simply involve a transfer of funds from the Canadian government to foreign

governments, with no benefits to Canadians.

Fourth, as mentioned earlier, foreigners own a considerable share of domestic
assets and receive a corresponding share of the earnings. For example, in 1995
nearly forty percent of dividends distributed by Canadian corporations were paid
to non-residents ( Statistics Canada, Cat. No. 13-201). A reduction in corporate
income taxes would provide a windfall gain to all owners of existing capital. This
windfall gain is a transfer payment which does not affect domestic investment. The
combination of foreign tax credits and foreign ownership of Canadian assets
ensures that a portion of a corporate income tax cut is wasted as a transfer

payment to foreigners and to foreign governments.

Fifth, a reduction in CIT rates may provide a stimulus to domestic investment, but
will not affect domestic savings, aside from the portion of windfall gains to
domestic investors which may be saved. In a small open economy, the increase in
domestic investment will have to be financed partly from foreign funds, which may
include the windfall gains received by non-residents. One may envision a situation
where the Canadian government, through cuts in CIT rates, effectively transfers to
non-residents funds which they, in turn, can use to purchase additional Canadian
assets. These assets will then produce additional payments from Canadian

corporations as a rate of return on the invested funds.

Sixth, if the demand for Canadian exports is not perfectly elastic, a reduction in
CIT rates will generate terms of trade effects which tend to offset some of the
potential economic benefits of such a cut. The increase in capital inflow required to
finance the expansion of domestic investment must be balanced by increasing

exports from the higher output associated with the larger capital stock. With a less
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than perfectly elastic demand for Canada’s exports, the increased supply can only
be sold by reducing prices. As the terms of trade worsen, the potential gains from

the expansion of domestic investment shrink.

Some of the above factors, particularly the foreign financing of the additional
domestic investment and the terms of trade effects, were captured in a simulation
estimating the efficiency effects of lower CIT rates through the use of a multi-
sector computable general equilibrium (CGE) model by Beausejour and Williams
(1996). Their simulations show that reducing corporate income tax rates by S
percentage points would raise the level of the capital stock, but would lead to a
small reduction in economic efficiency, as measured by the change in consumer

utility.

The above discussion should not be interpreted to imply that the CIT structure
should be left unchanged. In its present form, the CIT contains many features
which distort investment decisions, such as different rates between small and large
corporations, and between large manufacturing and large non-manufacturing
corporations; special treatment of resource industries; and different rates of
depreciation by industry and by asset. There is plenty of room for restructuring the
CIT in order to minimize its distortionary effects. The corporate income tax
contains a number of special provisions, commonly known as tax expenditures,
which tend to reduce the tax burden on corporations. In 1993, these special
provisions involved a revenue loss of over $5 billion, in addition to over $2.5
billion in revenue reduction from lower tax rates for small businesses and
manufacturing and processing. If these tax expenditures were eliminated, corporate
income tax rates could be reduced without the need to use up a portion of the
fiscal dividend. It seems that it would be more fruitful to address the shortcomings

of the existing CIT structure, regardless of the fiscal dividend, than to assign a
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share of that dividend to a reduction in CIT rates. If stimulation of domestic
investment is a desirable economic goal, it could be achieved more directly and
more effectively through increased public investment and through properly

targeted investment credits.

2. Consumption Taxes

The major consumption tax that might be considered for rate adjustments is the
GST. Of the other major consumption taxes, some are tied to international
agreements (custom levies) while others are partly aimed at reducing the
consumption of goods that generate undesirable externalities (taxes on alcohol,
tobacco and fuel). The case for using part of the fiscal dividend to finance a
reduction in GST rate is also unconvincing. As mentioned earlier, general sales
taxes are equivalent in many economic respects to wage taxes. Both wage and
consumption taxes distort the intratemporal choice between work and leisure and
both are neutral with respect to the intertemporal decision about present versus
future consumption. If it is desirable to reduce the tax burden on labour income,
this objective can be achieved more directly and more effectively through

reductions in payroll taxes.

A cut in the GST rate would have to be justified largely on equity grounds if it is
found that the distributional effects of payroll taxes and general sales are quite
different. Payroll taxes impose a direct burden only on those who receive
employment income while general sales taxes apply to all consumers, including all
low income individuals receiving only transfer payments in the form of social
assistance payments, employment insurance benefits or old age pensions.
However, low income Canadians are partly sheltered from the burden of

consumption taxes through the indexation of transfer payments to inflation and the
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provision of special credits. Because of these special provisions, consumption
taxes are not as regressive as commonly thought ((see, for example, Ruggeri,
Howard and Van Wart, 1995)), therefore, a reduction in the GST rate may not be
preferable to lower payroll taxes even on equity grounds. In fact some low income
Canadians could be made worse off by a reduction in the GST rate if such a move

was accompanied by a cut in the GST credit.

3. Payroll Taxes

The federal government imposes two major payroll taxes, one to finance the
Canada Pension Plan (CPP) and the other to pay unemployment benefits under the
Employment Insurance (EI) program. Changes in CPP contributions are related to
maintaining the viability of that pension program and involve pension policy,
therefore, they are not relevant to the discussion of the fiscal dividend and tax
policy. For that reason the analysis of payroll taxes will be confined to EI

contributions.

The EI program has undergone a considerable evolution since its inception,
including its recent change of name from Unemployment Insurance to Employment
Insurance. Started as a small program, both in terms of coverage and benefits, it
was expanded substantially in the 1970s, but has recently been cut back to pre-
1971 dimensions. The recent adjustments to the EI program have been largely
confined to the benefit side and involved the following major changes: the income
replacement rate was reduced by one percentage point for every twenty weeks of
benefits collected during the last five years, falling from 55% to a minimum of
50%; the maximum benefit period was reduced to 45 weeks; the base for eligibility
for benefits was changed from weeks to hours of work; and the maximum

insurable earnings, on which benefits are based, was cut from $815 to $750 per
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week and frozen at that level until the year 2,000. The combination of these
changes and the improving economy resulted in a substantial drop in the number of
claimants. While the number of persons covered by the EI program increased
slightly from 1994 to 1996 (from 13.0 to 13.1 million), the number of claimants
dropped from 895 thousand to 665 thousand. In 1996, claimants represented only
45% of unemployed workers compared to 58% in 1994 (Statistics Canada, Cat.
No. 11-010). The contribution side was left relatively stable with premium
reductions coming in stages and in small doses. The net result of the reform is an
imbalance between contributions and benefits which is creating surpluses of
increasing amounts. The accumulated surplus in the EI account is expected to
exceed $10 billion in 1998 and will continue to increase rapidly through time,

especially if steady economic growth lowers the unemployment rate.

One may argue that lowering EI contributions should be the first priority in the use
of the fiscal dividend for both equity and efficiency reasons. Since the fiscal
dividend is partly generated by the surplus in the EI account, it seems self-evident
that part of it should be used to rebalance that account. One fails to see the
fairness of singling out labour for bearing a higher tax burden in order to either pay
down the debt, reduce other taxes or increase spending. Maintenance of a surplus
in the EI account also represents an inconsistent treatment of social insurance
programs. While increases in contributions for one social insurance program (CPP)
were justified by the need to restore balance between contributions and benefits
and move towards full funding, restoration of the imbalance in another social
insurance program (EI) by eliminating its surplus is resisted for budgetary reasons.
With respect to fairness, it is worth noting that EI contributions are regressively
distributed among contributors because they are subject to a ceiling. Even if on a
net basis benefits and contributions were distributed in a proportional manner, the

surplus would not be, because it does not generate any benefits to the contributors.
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The portion of contributions which generates a surplus in the EI account is a tax
which imposes a regressive distribution of its burden. Therefore, the maintenance
of a surplus in the EI account, especially when it is a major contributor to the fiscal

dividend, is unfair to workers as a whole and to low income workers in particular.

Maintaining high EI contributions to generate a surplus is also detrimental to
economic efficiency, as it discourages job creation. Although there is no consensus
on the magnitude of the employment effects of payroll taxes, there is general
agreement that payroll taxes are harmful to job creation ((see, for example, Beach,
Lin and Picot (1995) and Di Matteo and Shannon (1995)). Payroll taxes may
affect employment through various channels (( see, for example, Marchildon,
Sargent and Ruggeri (1996)). According to the traditional view, they alter the
supply and demand for labour; according to the efficiency wage view, they

influence other aspects of labour market behaviour, such as work effort.

When wages are flexible and workers adjust hours of work in response to changes
in after-tax wages, the traditional view leads to the following three main
conclusions. First, payroll taxes have the same effect on employment whether they
are levied on employers or employees. Second, the magnitude of their effect
depends on the elasticities of labour supply and demand. The job losses from
payroll taxes are lower the smaller are the labour demand and supply elasticities.
In the extreme case where the labour supply is perfectly inelastic, all the
adjustments take place on the wage side. After-tax wages are reduced by exactly
the amount of the tax and employment remains unchanged. Third, for a given set
of elasticities, the employment effects of payroll taxes are stronger in the short-run
than in the long-run. When wages are flexible, employer payroll taxes increase
unemployment in the short-run while payroll taxes on the employee leave it
unchanged. In the long-run, neither type of tax affects unemployment because the

new equilibrium is accommodated by the flexibility of wages.
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In efficiency wage models, firms find it profitable to pay workers wages in excess
of the competitive rates, for a variety of reasons ((see, for example, Shapiro and
Stiglitz (1984), Pissarides (1990) and Phelps (1994)). Higher wages may attract
better applicants, may reduce an employee’s incentives to quit, and may strengthen
the employee’s loyalty to the firm. As a result, overall wage rates are higher than
those needed to generate full employment and, therefore, produce structural
unemployment. Within this framework, payroll taxes, levied either on the employer
or the employee, will increase efficiency wages, reduce the level of employment

and raise the level of structural unemployment even in the long-run.

To the extent that payroll taxes lower employment levels, they may have negative
effects on potential economic growth, a consequence often not emphasized in
traditional analyses of payroll taxes. Lower job opportunities and lower after-tax
real wages reduce the incentive to acquire human capital. They also produce
underutilisation of human capital already acquired which may also affect potential
output if human capital is negatively affected by idleness. In countries such as
Canada where education is heavily subsidized, the underutilisation of human
capital, resulting from either cyclical or structural unemployment, represents a

waste of taxpayer’s money.

The foregoing discussion does not imply that payroll taxes have no place in the
revenue mix. In fact, some authors ((see, for example, Kesselman (1992)),
consider payroll taxes the most appropriate source for financing social security
programs. What is found inappropriate is the singling out of a particular payroll tax
for the purpose of generating budget surpluses. What is suggested is a substantial
reduction in EI premiums for the purpose of rebalancing the EI program,
improving the equity of the tax system, stimulating employment in the short-term
and encouraging human capital in the long-term. Reductions in payroll taxes need

not be confined to across the board reduction in EI contributions. A plan for
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selective cuts in EI contributions has been recently proposed by Scarth (1997). It is
briefly summarized in this section mainly for illustrative purposes and to emphasize
that there may be a payoff in terms of both equity and efficiency from the design of

selective adjustments to payroll tax structures.

In developing his proposal, Scarth distinguishes between high-income and low-
income workers. In accordance with empirical evidence, he assigns low labour
supply and demand elasticities to the former and higher elasticities to the latter. He
also takes into account the floor to wages imposed by minimum wage laws and
assumes that increases in overall wage rates lead to higher minimum wages.

Scarth does not expect much employment stimulus from a cut in employee payroli
taxes. Lowering such a tax on high-income workers has little effect on their labour
supply because of their low labour supply elasticity. It will also have little effect on
employment for low-income workers because they cannot reduce their wage
claims below the minimum wage. Scarth favours cuts in the employer payroll tax
for low-income workers. He argues that a reduction in the employer payroll tax on
high-income workers would raise their wages, but would have little or no effect on
employment. This wage increase, in turn, would give an upward push to minimum
wages by ratsing the overall level of wages. Higher minimum wages would depress
employment among low-income workers and the net effect of the payroll tax cut
for high-income workers may be less rather than more overall employment. A cut
in the employer payroll tax on low-income workers, on the other hand, may not
raise wage levels if there are unemployed workers who would be willing to work
at the minimum wage but could not because of the lack of job opportunities partly
caused by the payroll tax. Therefore, a reduction in the employer payroll tax on
low-income workers could have a strong effect on employment. Since an across
the board reduction in employer payroll taxes would benefit high-income as well as
low-income workers, it would not be as effective in stimulating employment per

dollar of revenue lost as the selective tax cut, because the funds spent on lowering



24

the payroll tax on high-income workers may buy fewer rather than more jobs.

4. PIT

The personal income tax is residence-based, therefore, reductions in the PIT
burden will provide benefits only to Canadians. If a portion of the fiscal dividend is
allocated to PIT reduction, it can be directed at across the board rate reductions or

specific elements of the PIT structure.

A. Rate Changes

Across the board rate cuts would benefit all sources of income included in the PIT
base. However, only the lower PIT burden on labour income, capital income, and
income of unincorporated businesses is expected to generate efficiency gains. The
lower rate on labour income would have similar beneficial effects on labour supply
and human capital as a reduction in payroll taxes, although it may have different
distributional effects because of the progressive structure of the PIT. The lower
rate on capital income would strengthen incentives to save by making future
consumption relatively more attractive than current consumption. The reduced rate
on income of unincorporated business may stimulate risk-taking, investment and
job creation. The full impact of these effects is likely to be felt in the long-run as

the stimulus to human capital and risk-taking requires time to bear fruit.

A lower tax rate on taxable transfer payments and pensions would generate a
windfall gain to their recipients. The biggest beneficiaries would be those taxpayers
who accumulated a large stock of wealth in tax-sheltered saving instruments such

as Registered Saving Plans (RRSP). They received tax refunds on their
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contributions at existing tax rates and saw their savings accumulate free of similar
tax rates, but will pay a lower than expected tax rate on their withdrawals. If the
government plans to use part of the fiscal dividend for a general reduction in PIT
rates, it may consider a special surtax on withdrawals from tax-sheltered assets to

reduce the size of the potential windfall gain.

As in the case of payroll taxes, rate reductions need not be proportional for all
taxpayers. For example, rate reductions may be structured in a manner that favour
low income Canadians, for equity reasons and to take advantage of the higher

labour supply elasticity of low wage workers.

B. Selective Non-Rate Changes

Instead of cutting tax rates, the government may adjust some specific elements of
the PIT structure. One such element worth considering is the return to full
indexation for inflation. This element of the PIT structure served the purpose,
since 1985, of reducing the deficit. With a surplus at hand, its justification no

longer holds.

The interaction between inflation and an income tax with a progressive rate
structure produces negative economic effects. Within this framework, inflation
causes what is generally known as “bracket creep”, because inflation pushes some
taxpayers to a higher tax bracket even though their real income may have remained
unchanged. In this case, the personal income tax not only taxes inflationary gains,
but taxes them at a higher rate than real gains. Since inflationary income gains are
not necessarily correlated with real income gains by individual taxpayers, the
inflation tax generates haphazard distributional effects. Failure to index the

personal income tax structure for inflation leads to a higher growth rate of revenue
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for a given growth of the tax base. In the presence of budget deficits, this increased
income elasticity of the PIT helps the government move towards a balanced
budget. Under balanced budgets or even surpluses, the unindexed PIT will lead
automatically to increasing surpluses and to a rising share of government spending
in the economy, unless tax rates for the PIT or for other taxes are periodically
reduced. It would be simpler and more efficient to restore full indexation of the
PIT structure. Canada’s PIT was fully indexed for a ten-year period starting in

1974. The circumstances are propitious again for a return to full indexation.

C. Federal-Provincial Dimensions

Under current arrangements, changes to the federal PIT structure will
automatically affect revenue in all provinces except Quebec. According to federal-
provincial Tax Collection Agreements (TCA), the federal government unilaterally
determines the definition of taxable income; moreover, the provincial tax base for
personal income taxes is a measure of federal tax payable, known as Basic Federal
Tax (BFT). Therefore, both a reduction in federal statutory rates and a return to
full indexation would lower provincial PIT revenues, with the exception of
Quebec. The recent federal-provincial agreement which allows provinces to levy
their PIT on the same base as the federal government early in the next century will
eliminate the connection between federal rates and provincial revenue, but will
maintain the relationship between federal changes to the tax base and provincial
revenue. In the future, the federal government may find that rate reductions are
preferable to base changes because the former do not affect provincial revenue.
One may interpret the sudden agreement by the federal government to provincial
requests for a move from a “tax on tax” to a “tax on income” after a decade of
inconclusive negotiations as a step towards paving the way for federal PIT rate

reductions.
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The interactions between federal and provincial personal income taxes reminds us
of the interconnections between the federal and provincial fiscal structures.
Ruggeri, Van Wart and Howard (1993) estimated that the federal and provincial
fiscal structures were unbalanced even before the current government came into
power. In the absence of discretionary actions, the federal fiscal structure had a
built-in tendency towards surpluses over the long-run while provincial fiscal
structures had a built-in tendency towards deficits. The implications of that analysis
have been confirmed by the results of the fiscal actions undertaken by both levels
of government during the past five years. Provincial government had to make
drastic cuts in their expenditures in order to eliminate budget deficits and must
continue along a path of fiscal discipline simply to avoid a return to deficit
financing. The federal government is faced with imminent surpluses of increasing

amounts even without maintaining a tight rein on spending.

One may argue that part of the fiscal dividend should be used to redress some of
the vertical fiscal imbalances still present in the Canadian fiscal system. One step
towards such rebalancing could involve the transfer of PIT points from the federal
to provincial governments. This transfer could be associated with an adjustment to
the transfers under the Canada Health and Social Transfer (CHST) and could
either be unconditional or could be part of an agreement involving some conditions

on the use of the funds raised through the tax transfer.

V1. Conclusions

This paper evaluated the case for using part of the fiscal dividend to reduce the

burden of taxation on Canadians. Although it did not find convincing arguments

for an across the board cut in tax rates, it suggested that a case could be made for
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selective tax cuts. It argued that such tax changes should be aimed at restructuring
the tax system for the purpose of making it more suitable to a knowledge-based
small open economy. Within that framework, it was found that reductions in
corporate income or consumption tax rates would not represent a justifiable use of
the fiscal dividend. The taxes to which part of the fiscal dividend should be
dedicated are payroll taxes and personal income taxes. Policy options which, as a
package, offer potential benefits in terms of both equity and efficiency include
selective reductions in EI and PIT favouring low income Canadians and a return to
full indexation of the PIT. It was also suggested that the fiscal dividend offers an
opportunity for redressing the existing vertical fiscal imbalances in the Canadian
federation by transferring some PIT points to the provinces when the size of the

fiscal dividend warrants such a shift.
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Table 1 RATIO OF TAX REVENUES TO GROSS DOMESTIC PRODUCT
IN OECD COUNTRIES: SELECTED YEARS
COUNTRY 1980 1990 1995
Denmark 45.5 48.7 51.3
Sweden 48.8 55.6 49.7
Belgium 44.4 444 46.5
France 41.7 43.7 44.5
Netherlands 45.2 44.6 44.0
Norway 42.7 41.8 41.5
Italy 30.4 39.2 413
Germany 38.2 36.7 39.2
New Zealand 33.0 38.1 38.2
Canada 31.6(11) 36.5(10) 37.2(10)
United Kingdom 353 36.4 353
Spain 24.1 344 34.0
Switzerland 30.8 31.5 33.9
Portugal 25.2 31.0 33.8
Japan 254 313 28.5
USA 26.9 26.7 27.9
Average
OECD-Total 33.1 36.2 374
OECD-Europe 35.9 39.0 40.1
European Community | 37.4 41.0 41.8

Numbers in brackets identify Canada’s ranking




Table2 TAX/GDP RATIOS FOR SELECTED TAXES IN CANADA 1980, 1990,

1995
1980 1990 1995 CHANGE % CHANGE
1995/1980 1995/1980
Personal Income 11.1 14.9 14.0 2.9 26.1
Taxes
Corporate Income 3.8 2.6 3.0 -0.8 -21.0
and Capital Taxes
Consumption Taxes | 10.6 94 9.6 -1.0 -9.4
Payroll Taxes 34 5.2 6.3 29 85.3







