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ORDER OF REFERENCE

Extract from the Votes and Proceedings of the House of Commons on Thursday, September
28, 1989

By unanimous consent, it was ordered,—That the House hereby directs the
following arrangements with respect to the consideration, by the Standing Committee on
Finance, of the proposed Goods and Services Tax:

That the Committee be authorized to travel as follows:

a)A sub-committee of the said committee, composed of one Member
from each recognized Party in the House, to travel to Whitehorse for
hearings on September 30, 1989;

b)The full committee to travel for hearings in Vancouver (October 2
and 3), in Edmonton (October 4), in Regina (October 5), in Winnipeg
(October 6), in St. John’s (October 18), in Halifax (also on October 18),
in Charlottetown (October 19), and Fredericton (also on October 19).

2. That the Committee make its report to the House no later than Tuesday,
November 28, 1989.

3. That televised broadcasting of any or all public meetings of the Committee in
Ottawa, subsequent to the adoption of this Order and until the Committee enters into
preparing its report, be on the basis of the principles and practices now governing broadcast
of the proceedings of the House of Commons.

4. That the Order for consideration by the House of second reading and
committee referral of any Bill or Bills relating to the proposed Goods and Services Tax be for
“Second Reading and referral to the Standing Committee on Finance.”

5. That the Committee be authorized to travel to Mont Ste Marie, Quebec, from
November 6 to November 9, 1989, inclusive for the purpose of drafting the report.

ATTEST

ROBERT MARLEAU

The Clerk of the House of Commons
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ORDER OF REFERENCE

Extract from the Votes and Proceedings of the House of Commons on Tuesday, October 24,
1989

By unanimous cosnent, it was ordered,—That, a sub-committee of the Standing
Committee on Finance composed of one member from each recognized party in the House,
be authorized to travel to Yellowknife (Northwest Territories) on Thursday, October 26, 1989,
for the purpose of hearing witnesses on the Committee’s consideration of the Goods and
Services Tax; and that, the necessary staff do accompany the Committee.

ATTEST

ROBERT MARLEAU

The Clerk of the House of Commons

-iv -



The Standing Committee on Finance

has the honour to present its

SECOND REPORT

In accordance with its mandate under Standing Order 108(2), your Committee has
examined the Technical Paper on the Goods and Services Tax issued by the Minister of
Finance on Tuesday, August 8, 1989 and agreed to report the following:
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The Finance Committee first became involved in value-added taxes when it became
apparent that the government was considering such a tax proposal in the latter part of 1986
and in early 1987. On June 17, 1987 the government produced its White Paper on Tax
Reform which was separated into two parts. The first part dealt with tax reform of the income
tax system and the second part dealt with tax reform of the commodity tax system proposing
a value-added tax.

It was the intention of the government to create a national sales tax on a value-added
tax base and the White Paper report dealt with the possibilities and the base for such a tax.

The Finance Committee completed a study on Part I of the tax reform and made its
report in the fall of 1987.

After completing this report the Finance Committee did preliminary work in
connection with Part II of the suggested tax reform and, in the process, travelled to New
Zealand and examined the Goods and Services Tax as it exists in that country.

The Finance Committee report on the goods and services tax was tabled with the
House of Commons on March 16, 1988. In that reports the Finance Committee
recommended the following:

“l. That in their discussions on sales tax reform, federal and provincial governments
give consideration to the New Zealand experience. This experience indicates that
the most efficient form of a value-added national sales tax is one which has a
comprehensive base with as few exemptions as possible. The Committee makes no
recommendations with respect to taxing such necessities as food. The Committee
recommends, however, that if necessities are taxed, it should be only on condition
that low and lower-middle income groups are fully and immediately compensated
for the incremental burden they bear, and that such compensation is fully
indexed.

2. That in its discussions with the provinces about sales tax reform and about the
taxation of government operations the government give the highest priority to
minimizing compliance cost for Canadian businesses collecting sales taxes.

3. That the government, given that financial transactions should not be treated
exactly like other transactions, take special care in developing simple, practical
rules for the application of the tax to financial transactions and institutions.

4. That, if the government proceeds with the tax, it establish a private sector

advisory committee to develop practical rules for the new tax and to publicise the
details of the new tax and the relevant social policy transfers.”
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In the budget of February 1988, the Minister of Finance attempted to make corrections
to the existing federal sales tax by, in short, dealing with the marketing problem that is
tearing away at the tax base.

In accordance with the respect of the Minister, the Committee held hearings with the
entire business community concerning the Minister’s February 1988 budget suggestion and
reported to the Minister with respect to that suggestion and advised the Minister that he
would be better off to raise any additional monies he needed by increasing existing sales taxes
while he proceeded as expeditiously as possible to produce for the country a national
value-added tax as it was the view of the Committee that the federal sales tax could not be
amended, repaired or altered in any fashion that would be workable. In early 1989 the
Minister announced that the federal government would go it alone on a value-added tax. In
the budget of April 27, 1989, the Minister suggested the tax would be a Goods and Services
Tax at a rate of 9%. Detail of this tax was presented by the Minsiter in a Technical Paper on
August 8, 1989 and on August 15, 1989 the Committee commenced its hearings in connection
with this Technical Paper.

In its hearings, the Committee has heard 274 sets of witnesses and has analyzed at over

1,100 briefs and other representations. A list, though perhaps not complete, of briefs and
representations made to the Committee is appended to this report.

In its discussions, the Committee held hearings in all provinces and territories of
Canada with the exception of the provinces of Ontario and Quebec. Groups in Ontario and
Quebec were requested to appear before the Committee in its many hearings in Ottawa.

The Committee completed its public hearings on October 26, 1989.

The Committee has been ably assisted by Blake Murray, Barrister and Solicitor and
partner in the firm Osler, Hoskin and Harcourt in Toronto, who has acted as General

Counsel in this matter. Mr. Murray had also accompanied the Committee to New Zealand in
1988 as a representative of the Canadian Bar Association.

Also acting as a Counsel to the Committee was Mr. Michel Coderre, Barrister and
Solicitor with the firm Stikeman Elliott in Montreal. Mr. Coderre is a member of both the
Bars of Québec and Ontario and is also a chartered accountant.

The Committee also had the assistance of Michael Cassidy, former Member of
Parliament for Ottawa Centre from 1986 to 1988, a former member of the Finance

Committee and now President of an Ottawa public affairs consulting firm, The Ginger Group
Consultants.

The Committee also had the specialized services of Cheryl Knebel. Ms. Knebel is a

chartered accountant and a senior manager of Price Waterhouse in Edmonton, Alberta. She
practices in commodity taxation and international trade.
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The regular research staff of the Committee was fully employed. The Director of the
Research staff, Basil Zafiriou, an economist, is from the Library of Parliament and is on
assignment to the Committee. Also from the Library of Parliament is Richard Domingue, an
economist, who has worked for the Committee in this Parliament as well as in the last
Parliament.
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Aylward holds a Master of Laws degree in tax and trade law from the London School of
Economics and is a Member of the Bar of Ontario. Mr. Aylward also worked as a Counsel to
the Committee during its study in 1987 on Part I of tax reform.

All of the members of this Committee, even those members from political parties who
would not perhaps on their own approve of a Goods and Services Tax, worked diligently to
solve the problems presented in the Technical Paper. This report reflects the mature and
considered judgment of all Committee members.

From the New Democratic Party, the Committee had the assistance of Lorne Nystrom,
Member of Parliament for Yorkton-Melville, Saskatchewan. Mr. Nystrom is a House of
Commons veteran and is the Finance critic for the New Democratic Party. Assisting him was
Jack Whittaker, Member of Parliament for Okanagan- Similkameen-Merritt, British Columbia.
Mr. Whittaker was, prior to being elected, a barrister and solicitor.

From the Liberal Party, the Committee had the services of Douglas Young, Member of
Parliament for Gloucester, New Brunswick. Mr. Young is the associate Finance critic for the
Liberal Party. He is the former Minister of Fisheries in the New Brunswick Legislature.
Assisting Mr. Young was Jerry Pickard, Member of Parliament for Essex-Kent, Ontario. Mr.
Pickard is a former school teacher. Also assisting was Diane Marleau, Member of Parliament
for Sudbury, Ontario who made important representations regarding child care that were
accepted by the Committee. Mrs. Marleau is a former Regional Chairman for the District of
Sudbury. Alfonso Gagliano, Member of Parliament for Saint-Léonard, Québec, the Liberal
critic for Small Business, also assisted. Mr. Gagliano was first elected to the House of
Commons in the general election in 1984.

From time to time, the Liberal Party had the services of John Manley, Member of
Parliament for Ottawa South, Ontario. Mr. Manley is a lawyer and he added considerably to
the Committee’s deliberations.

From the Progressive Conservative Party, the Committee had the service of Murray
Dorin, Member of Parliament for Edmonton Northwest, Alberta. Mr. Dorin has been a
member of the Committee since 1984 and is the Committee’s Vice-Chairman. Mr. Dorin is a
chartered accountant with extensive business experience.

In addition, the P.C. Party had the assistance of William Attewell, Member of
Parliament for Markham, Ontario. Mr. Attewell has been a member of the Committee since
1984. He is a former executive with Guaranty Trust in Toronto.



Also representing the Conservative Party was René Soetens, Member of Parliament for
the riding of Ontario. Mr. Soetens is a former business executive with Co-Steel in Whitby;

Pat Sobeski, Member of Parliament for Cambridge, Ontario is a former officer with
Canada Trust;

Clément Couture, Member of Parliament for Saint Jean, Quebec is a former business
development officer with the City of Saint Jean;

Yvon Cé6té, Member of Parliament for Richmond-Wolfe, Quebec is a former teacher;
and Lee Richardson, Member of Parliament for Calgary Southeast, Alberta, who has been
active for a long time in political affairs is a former businessman.

Assisting the Progressive Conservatives from time to time as a substitute was Fernand
Jourdenais, Member of Parliament for La Prairie, Québec. Mr. Jourdenais is a former
businessman.

The Clerk of the Finance Committee, Marie Carriere, organized a very considerable
work force to assist the Committee both in the preparation of the documentation and the
briefs and organized all of the meetings and attendances. Ms. Carriére is certainly one of the

most competent Committee Clerks in the House of Commons Committee Service, and the
Finance Committee is fortunate to have her as its Clerk.

Appended to this report are minority views of both the Liberal and New Democratic
Parties.

[t is the Committee’s view that the Committee would like to see provincial
participation in the tax. During the Committee’s deliberations, as Chairman [ was at times
able to discuss the matter with provincial treasurers. Clearly, it would be best if we could
have one national sales tax; one central administration with the same tax right across the

country. Unfortunately, that does not seem to be possible. In the absence of agreement, a
federal only Goods and Services Tax is a viable alternative.

[n this report we have dealt with as many of the issues as possible. It is the
Committee’s view that a Goods and Services Tax form of multi-stage sales tax is the best form
of taxation to replace the existing federal sales tax and that the tax ought to be legislated in

accordance with the viewsof the Committee as determined by the evidence before the
Committee and set out in this report.

_A numl?er of people coming before the Committee and making representations to
Parliamentarians have complained about the high cost of government and have demanded

that government tailor its expenses to its revenue. In this regard, the enormity of the federal
deficit was brought to our attention time and again.
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It is the view of the Committee that effort must be made to bring revenues into line
with expenditures and therefore there must be expenditure cuts and it is the Committee’s
view that any monies realized from the Goods and Services Tax over and above the monies
required to replace the existing federal sales tax ought to be applied in reduction of the deficit
and/or the public debt.

All of this is respectfully submitted.

Don Blenkarn, M.P.
Chairman
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LIST OF RESOLUTIONS AND RECOMMENDATIONS

RESOLUTIONS

PART A: APPROACHES TO SALES TAX REFORM

Chapter 2:  Alternatives to the Existing Federal Sales Tax

The Committee resolves to conduct an inquiry to hold hearings early in 1990
into the question of government spending and measures to control its growth.

PART B: ECONOMIC AND DISTRIBUTION ASPECTS
Chapter 3: GST Credits

The Committee therefore resolves to conduct an inquiry into Canada’s tax and
social benefits systems, the interrelationship between the two, appropriate methods
of indexing them to price changes, their respective purposes, efficacy, and
implications for economic performance; and to report its findings to the House of
Commons before the end of 1990.

RECOMMENDATIONS

PART A: APPROACHES TO SALES TAX REFORM
Chapter 1:  The Need for Sales Tax Reform
1. That the existing Federal Sales Tax be abolished.
Chapter 2:  Alternatives to the Existing Federal Sales Tax

2. That, as a means of replacing the revenue forgone by the elimination of the
Federal Sales Tax, a broadly based consumption tax is a superior option to higher
imcome taxes.

3. That a value added tax, such as the goods and services tax, is preferable to a retail
sales tax as a substitute for the existing federal sales tax.



Chapter 3:  Administrative issues

4.

10.

11.

12,

That, the federal government reiterate its support for a national sales tax and
offer to establish the National Sales Tax on a partial basis as soon as three or four
provinces, with a substantial population, are prepared to take part.

That, the design of the Goods and Services Tax should continue to be structured
to make it relatively easy for the provinces to take part.

That, the federal government should maintain its target of January 1, 1991 for the
introduction of the Goods and Services Tax.

That the federal government and the provinces should explore all possible means
to reduce sales tax collection costs and paper burden through joint collection of
tax and auditing, through delegation of collection from one level of taxing
authority to another, and through other forms of co-operation.

That, the federal government should begin developing plans, with the assistance
of any interested provinces, for the creation and operation of a joint national sales
tax collection agency to be responsible for collection of a National Sales Tax at
such time that a substantial number of provinces had joined in a national sales
tax.

That, no attempt should be made by the federal government to have the
provinces change their present practice, whereby provincial sales tax is computed

on top of the price of goods and services, including the federal sales tax or Goods
and Services Tax.

That, the provinces should, however, be encouraged to develop a uniform
standard for how Provincial Sales Tax should be applied to the price of goods and
services which are also subject to Goods and Services Tax.

That, retailers should be required to inform consumers by signs and other means
as to whether prices of goods or services in a retail establishment are quoted
including or excluding Goods and Services Tax, but there should be no

requirement that prices be quoted pre-tax with Goods and Services Tax added
separately.

That, the federal government should continue efforts to get the provinces to join
in a national sales tax, as this is the ultimate means of resolving the issues of
double-taxation and of lack of visibility of the Goods and Services Tax.



PART B: ECONOMIC AND DISTRIBUTION ASPECTS
Chapter 1:  Economic Aspects

13. That the government not proceed with the proposed middle income tax rate
reduction and that the savings be used instead to bring about a lower GST rate.

Chapter 2:  Alternative GST Option

14. That any revenues from sales tax reform in excess of revenues required to finance
replacement of the existing FST and associated sales tax credit increases and
indexation payments should be used to reduce the government deficit.

15. That the general GST rate be lowered from the proposed 9% to 7%.

16. That excise taxes on alcohol and tobacco products be raised sufficiently to recoup
the revenue losses that would otherwise result from the substitution of GST at
7% for the existing FST.

Chapter 3:  GST Credits

17. That the single person’s credit be eliminated and that it be replaced by a higher
basic GST credit for the first adult in any household.

18. That the amounts for the GST credit be set as follows: $250 for the first adult in
the household, $175 for the second adult, and $100 per child.

PART C:  The Design of the GST
Chapter 2:  Basic Operation

19. That full GST input tax credit be allowed for meal and entertainment expenses,
and for passenger vehicles purchased or leased, including those purchased or
leased by self-employed individuals, partners and persons meeting the criteria of
paragraph 8(1)(f) of the Income Tax Act. If the Minister deems it advisable to
make appropriate adjustments because of the personal consumption component,
the changes should be made by amending the Income Tax Act. The Income Tax
complications should not be added to the legislation implementing the GST.

20. That a simplified method to eliminate the provincial sales tax component prior to
determining input tax credits be allowed. The optional simplified method could
involve use of a reciprocal tax factor to determine the GST input tax credit on the
gross selling price including provincial sales tax and GST. An adjusted reciprocal
factor to reflect an assumed tax status and value combination could be used where

a business is supplying goods with a different tax status for provincial sales tax
and GST purposes.



21.

o

23

24,

That the government cooperate with the provinces to ensure GST input tax
credits are treated as a price adjustment for PST purposes.

That businesses be allowed to claim a standard percentage on GST tax included
(invoiced and non-invoiced) purchases as a GST credit when information as to
actual amounts may be inadequate and the risk of revenue loss from error is not
significant. The input credit could simply be calculated by applying an
appropriate reciprocal factor. Satisfactory documentary evidence should be
maintained by the registrant.

That on transactions where both parties are registrants and goods, other than
inventory and commercial properties exceeding S1 million, are supplied, GST be
collected by the vendor and the input tax claimed by the purchaser on a notional
basis only. That is, GST should be deemed collected and the corresponding input
tax credit deemed claimed where the vendor and purchaser complete and file a
prescribed form, containing details of the transaction, and Revenue Canada,
Customs and Excise approves the notational collection and claim. Submission of
satisfactory evidence that the proposed use will entitle the purchaser to a full
input tax credit should be required, and the procedure should be allowed only in
respect of purchases of goods (other than inventory) greater than $100,000, where
a registered vendor has annual taxable sales greater than $500,000, and of

purchases greater than $30,000, where a business has annual taxable sales less than
or equal to $500,000.

That certain related groups be allowed to elect to be treated as a single entity for
GST filing purposes only. The related group given the option of group registration
would be a related group as defined in Section 251 of the Income Tax Act, except
that control would be deemed to mean 100% ownership. A member company
could be designated as being responsible for accounting for the GST for the entire
group. Although individual member companies would thereby be relieved of
responsibilities to file returns, they would still be required to issue tax invoices
and keep records. Also, although only one registration number could be given the
group of companies, for control purposes individual member companies could be
required to register as part of the group.

Chapter 3:  Defining the Tax Base

23

26.

27

That tax by the nature of the establishment be adopted by the Government for
incorporating restaurant meals and take out prepared food into the tax base.

That, the Government review the list of zero-rated medical devices in
consultation with representatives of the disabled on a regular basis.

That, health care service provided by psychologists who are registered under the
Canadian Register of Health Service Providers in Psychology be exempt under the



28.

29.

GST. The Committee further recommends that non-diagnostic psychological
services provided on an elective basis continue to be taxable. For greater certainty,
the Committee recommends that the Regulations to the Excise Tax Act provide
that only those psychological services billed under codes Al-A2-A3 or T1-T2-T3 as
diagnostic health care under the fee schedule of the Council of Provincial
Associations of Psychologists be treated as exempt.

That, all provincially licensed commercial day care services be entitled to a rebate
of 509 of all GST paid.

That, the provision of legal aid services be made fully taxable and that a full
rebate of tax be paid to all provincial legal aid societies.

Chapter 4: the GST and Small Business

30.

31.

That a small business collection fee be paid, equal to the lesser of $600 or 5% of
the net remittance of the registrant. In accordance with the Technical Paper
proposals, the fee should be available only to registrants who are carrying on a
business and have revenue from taxable and zero-rated supplies of $2 million or
less in a full fiscal period.

That the government consider use of general simplification methods for various
types of small businesses, and not just registrants selling a combination of taxable
and zero-rated food products at the retail level. Since a second threshold limit
could ease the transition to the GST for businesses exceeding the $30,000
threshold, the government should consider especially simplifying procedures for
small businesses in particular industries that have supplies of goods and services
between the $30,000 exemption limit and a $500,000 limit. In all cases where
additional methods are developed, the use of the method should be optional only.
Small business fees should not be paid to those using simplified accounting
methods, and businesses using the methods should not be allowed to adjust the
net remittance calculated under the method if a lower net remittance is later
calculated under the regular method. However, businesses should have the option
to change the method of calculation the following year.

That the government should allow the following simplifying methods when the GST
system is implemented:

(a) a reduced rate option similar to Japan. Use of the option would have to be
approved by the Minister;

(b) a de minimis rule similar to Japan. This revenue test would be in addition
to the use test outlined in Section 108 of the Draft Legislation; and

(c) a direct seller option which provides that where all or substantially all of
the goods supplied by a particular person (the “Supplier’’) are ultimately



sold to consumers by itinerant vendors (i.e. persons selling from no fixed
place of business) at prices not exceeding the suggested retail selling prices
established by the Supplier, and the Supplier and all persons purchasing
such goods for resale (the “Vendors™) enter into a collection agreement, in
prescribed form, with the Minister of National Revenue, for the purpose of
the collection and remittance requirements, the Vendors shall be deemed to
be employees of the Supplier. Under the terms of the Collection Agreement
the Supplier will be deemed to have collected GST in respect of all goods
sold by it on an amount equal to the value of the consideration for which
the goods are offered for sale at retail. The value of the consideration for
which the goods are offered for sale at retail shall be deemed to be not less
than the suggested retail selling prices established by the Supplier.

Chapter 6:  Transportation and Travel

3%

34.

35:

That the claiming process for the foreign tourist rebate be simple and visible. At
any point of entrance into Canada, information explaining the rebate system
should be available to foreign visitors. The tourist sales tax rebate must be
refundable, in Canadian dollars, through mail or refundable immediately at
designated points of departure from Canada. The government should remit the
GST, through the Duty Free Shops so that tourists can get their rebate instantly
and in cash as they leave the country.

That, if prepaid by the foreign shipper and as long as a declaration specifies that
the transportation services is part of an international continuous movement of
goods, the domestic segment of inbound international freight movements be
zero-rated, whether there is a second bill of lading or not.

That once its financial position is more balanced, the government should
consider the advisability of integrating the excise tax on fuel into the GST through
the input tax credit system, in order to eliminate the distortions associated with
the excise tax.

Chapter 7:  Real Property

36.

37.

38.

That rebates not be paid to charities, non-profit organizations and selected public

sector organizations for taxes paid on real property acquisitions or by application
of the self-supply rule.

That per diem rentals of residential units at a cost of $20 or less be exempt
supplies.

That, where the value of a commercial property exceeds $1 million, the
purchaser, rather than the vendor be required to remit the tax. The vendor

should, in these cases, be required to notify Revenue Canada of the sale by
sending a form to this effect.



39.

40.

41.

42.

That a tax rate of 5% be apply to all taxable supplies of real property.

That all supplies of real property (except supplies of land used in a farming
business by an individual to a related individual, or supplies of land used in a
farming business as part of the transfer of a going concern) be taxable at 5%.

That the taxable amount of a supply of non-commercial property (new and
existing housing, new and existing personal-use properties and new and existing
residential rental properties) be computed in accordance with the trade-up
approach, generally meaning that a purchaser of a non-commercial real property
will only be liable for tax to the extent of the difference in price between the
property sold and the price of the property purchased.

That the trade-up approach not apply to the purchase of commercial real

property, meaning real property used or sold in the course of a commercial
activity.

Chapter 8:  Charities and Non-profit Organizations

43.

4.

45.

46.

That, as proposed in the Technical Paper, charities and qualifying non-profit
organizations should get special treatment under the Goods and Services Tax in
recognition of their important services to the community. In the form of a 50%
rebate on Goods and Services Tax paid on their purchases.

That, the Department of Finance review the proposed 50% rate of rebate with
affected charities and non-profit organizations to ensure that it is equitable and
that the overall federal sales tax burden of this sector does not increase with the
introduction of the Goods and Services Tax.

That, in general, relief from Goods and Services Tax which is given to charities,
to qualifying non-profit organizations and to public-sector organizations in Canada
should be provided through a rebate system as proposed in the Technical Paper
rather than through zero-rating or by providing tax-free status on purchases. The
affected organizations should therefore pay the Goods and Services Tax on their

purchases and get relief through rebates rather then buying goods and services free
of tax.

That non-profit organizations should be eligible to receive a 50% rebate of the
GST paid on their purchases if they are 25% or more funded by government in a
given year, not 50% as proposed in the Technical Paper. For non-profit
organizations falling short of the 25% test, the 50% rebate should be reduced by

one-fifth for each percentage point that the organization’s funding from
government falls below 25% of its revenues.



47.

48.

49.

50.

S1.

52.

33,

54,

85;

That for the purposes of GST, provincial sports federations should be treated on
the same basis as registered amateur sports organizations in order that they
automatically qualify for 50% rebate of GST paid on their purchases.

That a non-profit organization which qualifies for the 50% rebate of GST paid on
purchases because it is substantially funded by government should be able to
continue claiming the rebate on a monthly or quarterly basis rather than wait to
the end of each fiscal year, as proposed in the Technical Paper, provided that it
has met the qualifying test for the 12 preceding months.

That the government should pay interest on rebates of GST to charities, to
qualifying non-profit organizations and to the MUSH sector starting 21 days after
filing, rather than starting after 60 days as proposed in the Technical Paper.

That commercial supply by charities and non-profit organizations should
generally be liable to GST, subject to exemptions such as those which are
provided in the Technical Paper.

That the Departments of Finance and National Revenue work with charities and
non-profit organizations to develop a streamlined approach that would simplify
their accounting for taxable supplies under the GST and reduce the related
complexity and administrative costs.

That the government should issue an interpretation bulletin to clarify that
non-profit organizations will not lose their exemption from tax under the Income
Tax Act by virtue of engaging in “commercial activity” as defined for the
purposes of the GST.

That the volunteer exemption proposed in the Technical Paper be amended and
clarified to specify that charities will be exempt from charging GST on supplies
where all or substantially all (i.e., 90% or more) of the time worked in day-to-day
administration and operation of the activity providing the supply is carried out
by unpaid volunteers. Alternatively, Revenue Canada should issue an
interpretation bulletin to clarify that this is what the volunteer exemption
provided under the GST means.

That the “volunteer exemption” applied to charities should also be extended to
those non-profit organizations which qualify, because of their level of government
funding, for a 50% rebate of GST paid on their inputs.

That membership fees in non-profit organizations should be exempt from GST

where they have a direct cash value that does not exceed $25 and is less than 50%
of the cost of the membership.

&% -



56.

37

58.

59.

60.

61.

62.

63.

64.

That the exemption from GST for supplies at nominal consideration provided by
charities and non-profit organizations should remain as proposed in the Technical
Paper.

That the federal government should develop information packages with private
sector suppliers and with associations in the charitable and non-profit sectors to
help ensure that make-or-buy decisions in public-sector organizations are not
distorted by lack of knowledge about the GST and rebate systems.

That recreation programs provided by public sector bodies should be exempt
from GST for teenagers as well as for children, and for this purpose the qualifying
age should be 18 and under, rather than under 14 as proposed in the Technical
Paper.

That the federal government should cooperate closely with sports federations and
other sports organizations to resolve administrative and compliance problems
created by the introduction of the GST.

That federal support for national sports organizations should be increased in the

early 1990s if it appears this is needed to maintain the standard of Canada’s
national sport program under the GST.

That revenue Canada should clarify through an interpretation bulletin the status
of sponsorships by business of sports and cultural activity. The charging of GST

on sponsorships should be optional unless they provide the sponsor with a
substantial and direct commercial benefit.

That where services are provided to a group of charities or non-profit
organizations by a related organization, or an umbrella organization that is set up
for that purpose and certified by the Minister of National Revenue, these supplies
should be exempt from GST.

That the federal government make special grants to the Canada Council and
other agencies supporting the arts beginning in 1991, to the extent that this may

be needed to offset any serious problems created for arts organizations through the
introduction of the GST.

That to simplify the administration of GST in relation to contracts with artists
and performers, the government permit producers and arts organizations to deduct
GST that is payable on these contracts at source in a manner similar to the
deduction at source of income tax.



Chapter 9:  The Public Sector

65.

66.

67.

68.

That the Department of Finance proceed immediately to determine rebate rates
for the MUSH sectors in close consultation with the affected institutions and their
respective associations.

That, as proposed in the Technical Paper, there should be only one rate of rebate
of GST paid on inputs for each of the four major areas in the MUSH sector.

That the Departments of Finance and of National Revenue work with MUSH
institutions to develop a streamlined accounting system that will simplify their
accounting for the net amounts of GST payable on their taxable supplies.

That, as proposed in the Technical Paper, rebates of GST paid on purchases be
paid directly to MUSH institutions rather than being paid through provincial
governments.

Chapter 11:  Financial Services

69.

70.

71.

72

W

74.

That the Department of Finance give consideration to the appropriate means by
which input tax credits on business inputs supplied to registered vendors pursuant
to a property and casualty insurance policy could be allowed.

That the definition of investment quality precious metal be amended to include
gold and silver coins with a purity level of at least 90%.

That the 10% rule should be rescinded and a revenue test should apply to
persons whose annual revenue in the immediately preceding taxation year, in the
form of interest and dividends received from unrelated persons and required to be
included in income from a business for Canadian income tax purposes, exceeded
$10 million, or a pro-rata amount for a short taxation year.

That, unless substantially all (i.e., 90%) of a taxable supply purchased by a
financial institution is used by it in the course of making a taxable supply, the
input tax credit entitlement of such financial institution be limited to the portion
of the purchased taxable supply that can reasonably be considered to have been
used by it in making zero-rated supplies described in Part IX of Schedule II.

That the Minister of National Revenue be permitted to grant group relief to
particular named corporations with respect to specified types of transactions with
financial institutions (including data processing, management, accounting and
administrative services).

That, if group relief is provided for transactions between financial institutions
and related corporations, comparable relief should be extended to transactions
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75.

76.

f.; 8

between caisses populaires and credit unions with like institutions that form part
of a federation.

That no self-supply rule be enacted for financial institutions.
That all supplies made by a property and casualty appraiser or adjuster who
performs all of his or her services for one or more property and casualty

insurance companies be treated as an exempt supply.

That supplies of financial services made under contracts entered into before
January 1, 1991 not be zero-rated.

Chapter 12:  Transition

78.

(a)

(b)

79.

80.

That the Government allow as an option an actual physical stock taking within a
reasonable period, perhaps 3 to 6 months, before or after the implementation
date, with reliance on normal books and records (or previous year’s averages) to
estimate physical inventory as of December 31, 1990. In claiming rebates of
federal sales tax in inventory, a business be allowed:

to reduce its net GST remittances for periods ending on or before April 30, 1991
by an aggregate amount not exceeding its federal sales tax rebate entitlement: and

after April 30, 1991, to claim a cash refund for the balance, if any, of the federal
sales tax rebate, with interest on such amount to be paid on any amount not paid
within 21 days from the date the rebate claim is received.

That registrants who on January 1, 1991 hold inventories of non-commercial
properties (including unregistered condominiums, and properties subject to an
agreement of purchase and sale) receive a rebate of federal sales tax, based on
their work in progress records and the estimated federal sales tax content per
square foot, allowable only against net GST remittances under the new system.

That the lease of goods that were subject to federal sales tax pursuant to a lease
entered into before January 1, 1991, be treated as an exempt supply until
December 31, 1993.

Chapter 13:  Other Operational Aspects

81.

82.

34563-2

That individual partners be permitted to claim input tax credits with respect to
partnership expenses on either a monthly or quarterly basis.

That individuals, who in the course of their employment earn commission
income and who meet all the conditions of application of paragraph 8(1)(f) of the
Income Tax Act, be treated as independent agents for the purpose of their
entitlement to input tax credits for taxes paid on the purchase of any property

¥, -



83.

84.
85.
86.

acquired to enable them to earn their commission income. The input tax credits
should only be available to the extent that all expenditures or outlays in a given
year do not exceed the commission income for the year.

That full GST input tax credit be allowed for meal and entertainment expenses,
and for passenger vehicles purchased or leased, including those purchased or
leased by self-employed individuals, partners and persons meeting the criteria of
paragraph 8(1)(f) of the Income Tax Act. If the Minister deems it advisable to
make appropriate adjustments because of the personal consumption component,
the changes should be made by amending the Income Tax Act. The Income Tax
complications should not be added to the legislation implementing the Goods and
Services Tax.

That the GST not apply to pari-mutuel betting.
That GST not apply to provincial lotteries.

That a notional input tax credit be allowed to registrants for the purchase from
non-registrants of used appreciating goods as defined in paragraph 54(e) of the
Income Tax Act, such as coins, stamps, art and other collectibles, or as may be
prescribed. The Committee further recommends that notional input tax credits be
payable only upon the registrant establishing through sales documentation or
other evidence satisfactory to Revenue Canada that the tax remitted by the
registrant on the sale of the used appreciating good is equal to or greater than the
notional input tax credit in respect of the same used appreciating good.

4.
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A THE NEED FOR SALES TAX REFORM

On August 8, 1989, the Minister of Finance issued the “Goods and Services Tax
Technical Paper” (the “Technical Paper’) setting forth the government’s proposal for
replacement of the existing federal sales tax (“FST’") with a goods and services tax (“GST").
On October 13, 1989, the Minister issued a document “Goods and Services Tax Draft
Legislation” (“Draft Legislation”’) to be read in conjunction with the Technical Paper.

Attempts at sales tax reform in Canada have a history that is even longer than attempts
at constitutional reform. We’ve had a manufacturer’s sales tax at the federal level since 1924.
Calls to abandon that tax came almost immediately following its introduction - and not from
self-interested parties only. The Rowell-Sirois report in 1940, the Carter Commission on
Taxation in 1966, the Macdonald Royal Commission in 1985, and various task forces and

study groups in-between, unanimously condemned the manufacturers sales tax as a poor tax
that ought to go.

Even groups that oppose the proposed Goods and Services Tax recognize that the
manufacturers sales tax is inimical to Canada’s interests. As stated by the United Steelworkers
of America in their submission to the Committee:

In a country whose manufacturing economy is under constant pressure, it makes
no sense to have a tax system that biases the internal economy in favour of service
providers. And in an economy as heavily dependent on trade as Canada’s, it makes
no sense to impose what amounts to a tax on exports of manufactured goods.

The present federal sales tax applies to all goods sold by manufacturers in Canada and
to finished goods imported into Canada, except those that are specifically exempted. The
range of exemptions is wide: it includes food, clothing, footwear, pharmaceuticals, and
equipment used in commercial transportation, construction, agriculture and manufacturing.
Most services are also exempt. The one exception is the 11% telecommunication services tax
introduced in 1987.

The tax is generally levied on the manufacturer’s selling price of domestically produced
goods and on the duty paid value of imports. For some products, including cosmetics,
vehicles, gasoline, microwave ovens, televisions and video recorders and players, the tax is
levied at the wholesale level. The general rate at which most goods are taxed is 13.5%.

/1\9lcohol and tobacco are taxed at 19% and building materials at 8% (9% effective January 1,
90). i

As already noted, the FST has been studied extensively and its many shortcomings are
well-known. A brief review of the problems associated with this tax may nevertheless be
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useful in explaining the wide consensus among tax specialists that the FST ought to be
abolished.

A) Narrow Base

To begin with, the FST is very narrowly based. It applies to barely 1/3 of total
consumer spending on goods and services. About 409 of revenues from the tax are accounted
for by five commodity groups only: tobacco, alcohol, gasoline, automobiles and automobile
parts. The tax, therefore, distorts consumer choices, by favouring some commodities over
others, and discriminates against households with greater preference for the taxed
commodities relative to households with stronger preferences for commodities that are not
taxed.

The narrow tax base also implies that the tax rate must be high to achieve the
government’s revenue objectives. High rates do not only compound the inequities between
taxed and tax-free commodities, they increase incentives for efforts to avoid or evade the tax.
Administration of the tax system by the tax authorities thereby becomes more difficult and
compliance by taxpayers more costly.

To a large extent, the narrow base of the FST reflects deliberate policy decisions to
leave certain items out of the base as a means of improving the distributional impact of the
tax. The exclusion of food, clothing and footwear can probably be explained on this basis.
Exclusion of most services from the base, however, cannot be so explained. Services are
disproportionately consumed by higher income households, and their exclusion from the tax
base makes the tax more regressive. Since services, however, are sold directly to consumers, a
tax imposed prior to the retail level obviously cannot cover most services. The exclusion of
services, therefore, is an inherent feature of the FST.

B) Wide Variation in Effective Tax Rates

The application of the tax at an early stage in the production and distribution process
creates a host of other problems as well. As already explained, for most goods the FST is
generally levied at the manufacturer’s or importer’s level. Consequently, it does not generally
apply to the wholesale and retail margins that go into the determination of the final selling
price. The effective tax rate at the retail level, therefore, will vary depending on the size of
these margins, or the mark-up from the manufacturing to the retail level. A product where
the post-manufacturing level mark-up is low will be taxed more heavily than one where the
mark-up is high. As a result, the tax on finished products can be highly variable, even among
competing products. A 1984 survey conducted for the Department of Finance found that the
range between the lowest and highest effective tax rates exceeded 500%, i.e. items taxed at the
highest rate bore a tax rate more than four times the rate borne by the most lightly taxed
items. Effective tax rates varied widely even among similar products. Among autoparts, for
example, effective tax rates varied by more than three times; similarly for cosmetics and for
office supplies. Thus the FST favours — in arbitrary and unpredictable ways — some
manufacturers over others, and brings about a pattern of final selling prices which differs
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markedly from the pattern of relative costs of the different items that ought to guide
consumer choices.

An additional complication with the present FST system arises from the fact that the
economy is not neatly divided into manufacturing, wholesale and retail sectors, with goods
flowing smoothly through each sector before reaching final users. A large portion of
manufactured goods today is sold directly by manufacturers to retailers or end users. In this
light, a strict application of the requirement that the tax be imposed on the “selling price” of
the manufacturer would create serious inequities: sales made directly to retailers or final
consumers would be taxed on a much higher base than sales of the same product to
wholesalers. To prevent this from happening, Revenue Canada allows manufacturers to
establish discount “notional values’’ on which the FST is levied. While these arrangements
have helped to make the system fairer, they are far from a fully satisfactory solution to the
inequities inherent in a manufacturers’ form of tax. The notional values are largely arbitrary
and difficult to monitor. In addition, they lack legal sanction and, hence, are not subject to
judicial review. They are the result of private, confidential arrangements, so that a

manufacturer may be taxed at a different rate from his competitors and not even be aware of
it.

Also, as the 1975 Green Paper on sales and excise taxation pointed out, since “notional
values” always involve discounts from actual selling prices, “they are ineffective when

removal of competitive distortions would require an increase in the taxable value of certain
goods.”(Y)

This is often the case with imports, because marketing, warranty, and distribution costs,
which are normally included in the taxable value of domestically produced goods, are
usually not included in the duty-paid value on which the FST on imports is levied. As a
result, the effective tax on imports is lower than on domestic products. The difference is
considerable. According to the 1984 survey already cited, on average the effective tax rate on
domestic products is one-third higher than on competing imports.

C) Taxation of Business Inputs

Approximately one-half of total revenues from the FST is derived from business inputs.
Since these business inputs are used in the production of both taxable and tax exempt
commodities, the latter also bear the tax. According to estimates by the Department of
Finance, food, though statutorily tax-exempt, is in fact taxed at an effective rate of 1.6%
owing to the FST embedded in commodities used in food production. More generally, goods
produced by taxed inputs may be taxed again, resulting in tax cascading, or compounding of
tax on tax. The resulting tax burden on finished consumer products is consequently both
arbitrary and unknown.

As well, the tax on business inputs amounts to a serious handicap for Canadian
€xporters. Although GATT regulations do permit remission of indirect taxes paid on goods
that are exported, full offset of the FST is difficult because of the difficulty of accurately
calculating the FST content in the price of exports. On average, the FST content in exports is



slightly more than 1% of the value of the goods exported. Given the low margins in
international sales, this amounts to a significant cost disadvantage for Canadian exporters.

D) Unrealiable Source of Revenue

The narrow base of the FST and the fact that the tax is levied at an early stage in the
production and distribution process provide opportunities to shift manufactured products
outside the base to avoid the tax. An increasingly popular method of avoidance in recent
years has been the establishment of marketing and distribution subsidiaries to which
manufacturing firms are able to register sale of their goods, thereby reducing the value on
which the FST applies. A 1986 ruling by the Federal Court of Canada confirmed the right of
manufacturers to establish such related marketing and distribution companies, endorsing in
the process a major tax loophole. Attempts by the government to deal with this problem, by
shifting the tax to the wholesale level, have proved unworkable.

Beyond efforts by producers to push forward as many functions as possible so as to
minimize the base on which taxes are applied, another way of avoiding the tax is to claim
that one’s product falls within one of the numerous exempt categories provided for under the
Excise Tax Act. Higher tax rates encourage greater tax avoidance efforts. As these efforts
collide against attempts by Revenue Canada to prevent erosion of the sales tax base, the
predictable result is a higher dose of administrative rulings, legal challenges and ad hoc
patching up of an increasingly unsalvageable system. There are only 75,000 taxpayers under
the FST, but 22,000 special provisions and administrative interpretations of the Excise Tax
Act have proved necessary to keep the system operating. As of last August, there were 227
outstanding court cases relating to product classification under the tax (i.e. whether a product
is taxable or non-taxable), compared to 186 two years earlier. Yet, the leaks in the system
grow wider. According to estimates provided to the Committee by the Department of
Finance, continuation with the present system would lead to revenue losses, through tax
avoidance efforts, of some $2 billion a year, or more than 10% of total annual revenues from
the FST (estimated at about $17 billion in the current fiscal year).

[n short, the FST is a tax broken beyond repair. The question is not whether to keep
it, but how best to replace it.

Therefore the Committee recommends:

1. That the existing Federal Sales Tax be abolished.

o



2. ALTERNATIVES TO THE EXISTING FEDERAL SALES TAX

Current projections show that by 1991 the FST will be generating approximately $18.5
billion for the federal treasury. If this tax source is abolished, something will have to be done
about the consequent revenue shortfall. What is that something to be?

We have heard arguments that the resulting loss of revenue need not be made up
through other taxes: one alternative is to continue reducing government spending. We
strongly support the view that public spending must be most carefully controlled and that
government activities must be curtailed whenever their value no longer justifies the resources
that they absorb. In order to help identify areas where savings might be made, the Committee
intends to hold hearings early in 1990 to provide the many witnesses who proposed spending
cuts with an opportunity to elaborate on their proposals.

The Committee therefore resolves to conduct an inquiry and hold hearings early

in 1990 into the question of government spending and measures to control its
growth.

Program evaluation and tax reform, however, are separate exercises — and at this time
we are engaged in the latter. At any rate, particularly in the present fiscal context, spending
restraint cannot substitute for the FST. The current federal government deficit is roughly $30
billion a year, and will grow larger if the economy turns sluggish or goes into recession. At a
time when government finances are in such straits, to remove a major source of revenue
without replacing it would be not only unrealistic but irresponsible. The markets would not
find such an option credible, and to attempt it would lead to a loss of confidence in the
Canadian economy that would exacerbate our financial difficulties.

Realistically, then, elimination of the FST implies that we must find alternative
revenues for the revenues forgone. There are three main alternatives: increases in the income
tax, a federal retail sales tax (RST) or a value added tax (VAT).

A) Income vs. Consumption Taxes

A large number of the submissions that we received and many of the witnesses that
appeared before us, particularly witnesses representing organized labour and anti-poverty
Organizations, expressed support for a shift in government revenue sources towards greater
reliance on income taxes. They drew attention to the fact that the trend since the early 1980s
has been in the opposite direction. Between fiscal year 1984 and fiscal year 1989, federal
revenues from sales and excise taxes rose from $12 billion to over $23 billion. In 1984, sales
and excise taxes accounted for less than 19% of all federal revenues; today that share is 23%
and climbing(?). By contrast, the share of income taxes has remained constant over this
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period, at 2/3 of total revenues. In dollar terms, income tax revenues amounted to $70.6
billion in fiscal year 1989 compared to $42.2 billion in fiscal year 1984.

The main source of opposition to consumption taxes is the perception that they are
inherently regressive. Since consumption as a percent of income generally falls as income
rises — i.e. the savings rate rises with income — consumption taxes tend to tax a greater
proportion of the incomes of the poor than of the affluent. An increased reliance on
consumption taxes, therefore, tends to erode the progressivity of the tax system, shifting a
greater portion of the overall tax burden towards lower income groups. Income, it is argued,
is a better measure of one’s ability to pay; and the ability to pay ought to be the central
principle on which an equitable tax system is based.

This is a powerful argument, but not without challenge. Against the position that
income ought to be the basis of taxation is the view that what people take out of the economy
through consumption is a fairer basis of taxation than what they contribute to it in the form
of income. As Professor Robert Clark pointed out in a comprehensive submission to the
Committee, this view, whose pedigree can be traced back for centuries, was more recently
endorsed by the U.K. Committee on tax reform, chaired by Nobel-laureate economist James
E. Meade. In the words of that Committee:

A strong case can be made for this [consumption] base in that it levies a tax on
the claims which a taxpayer makes at any one time on the community’s resources
which he uses up for his own consumption purposes. If he saves his income
instead of consuming it, he is putting resources back into the productive pool; if he
dissaves, he is taking resources out of the productive pool in addition to his other
income. His relatively low consumption in the case of savings and his relatively
high consumption in the case of dissavings are measures of what he is
appropriating at any one time for his own personal use.(?)

A basic principle of equity in taxation is that individuals of similar economic capacity
should be taxed similarly. Income taxes fail to satisfy this principle. They tax more heavily
persons who save than persons with the same income but a higher propensity to spend. This
is because income taxes tax savings twice, once when income is first received and then again
when savings from that after-tax income yield a return. Thus, for instance, two individuals
with the same initial endowments would pay the same income tax the first period, but the
individual with a stronger preference for savings would bear a higher tax burden in later
periods. The stronger the preference for savings, the heavier the additional burden.

The burden of consumption taxes, on the other hand, is independent of the time path
of consumption. Of two individuals with the same income, the one who saves more is taxed

less at first, but more in later periods when he spends his savings. On a present value basis,
the tax burden is equal for both individuals.

In addition to being fairer than income taxes in this respect, consumption taxes are
also more efficient. The double taxation of savings under an income tax system reduces the
rate of return to savings below the yield of the investment financed by those savings. This



tends to encourage consumption over saving, resulting in lower savings, investment and
economic growth. Consumption taxes, by contrast, tax present and future consumption
equally. Their effect on choices of whether to consume or save is therefore neutral.

It is also important to make the point that the measured regressivity of consumption
taxes is largely a function of the accounting period over which the incidence of tax burdens is
assessed. The longer the period, the less regressive is the measured impact. The reason is
simple. For most people, savings represent postponed consumption. Measured over a lifetime,
one’s savings tend to be small, and savings rates differ little across income groups. The
lifetime incidence of consumption taxes, therefore, is nearly proportional rather than
regressive. Their impact on lower income households can be made progressive by exempting
basic necessities from the tax or, more directly, by providing low income households with tax
credits to compensate them for taxes paid.

On balance, therefore, we do not believe that equity-based considerations preclude an
important role for consumption taxes in our fiscal system. On the contrary, as the Green
Paper on Federal Sales and Excise Taxation stressed fourteen years ago, “The presence of
commodity taxes enhances the equity of the overall tax structure by supplementing income as
a measure of ability to pay. Individual circumstances differ in ways which cannot be fully
recognized by any single index of taxable capacity or by any single tax. The greater the
reliance upon any single tax, the greater the likelihood of unacceptably large strains and
distortions. These are best avoided by the adoption of a “balanced” tax system; i.e., one where
the burden of raising revenues is divided among several revenue sources so that no single
source is utilized to the point of generating severe and unacceptable distortions.” (*)

Canada’s income tax system underwent a major overhaul barely two years ago, under
Phase I of tax reform. The thrust of that reform was to widen the tax base and reduce tax
rates for both the corporate and personal income tax systems. A prime motivation behind
those changes was the need to make the tax system more efficient and to improve the
competitive position of Canadian industry in a world that is increasingly interlinked. Higher
surtaxes on individual incomes introduced earlier this year have partially offset the benefits of
tax reform under Phase I. Additional increases in income taxes would further undermine
those benefits, and risk alienating domestic capital and high-skilled labour to more genial
jurisdictions abroad. In short, they could be self-defeating. A broadly based consumption tax
would avoid that risk and retain a finer balance between direct and indirect taxation in
Canada. In the Committee’s view, it is a better option.

Therefore the Committee recommends:

2. That, as a means of replacing the revenues forgone by the elimination of the Federal
Sales Tax, a broadly based consumption tax is a superior option to higher income
taxes.



B) RST vs. VAT

A consumption tax is a tax levied on consumption, or spending, rather than income.
Thus the current FST is itself a consumption tax. So are the various retail sales taxes levied
by provincial governments.

The characteristic feature of consumption taxes is that they are levied on consumption,
or spending, rather than income. Of the many varieties possible, there are two principal
contenders: a retail sales tax or a value-added tax (“VAT”). The retail sales tax is imposed on
abroad range of goods and services when they are sold at the retail level or to the final
consumer. The VAT is levied at every stage in the production and distribution process, or
more precisely, every time that a sale is made in that process until the commodity reaches the
final consumer. Every business that pays the tax, however, receives a corresponding credit, so
that in the end only the final consumer pays the tax. The GST is a form of VAT.

The retail sales tax and the VAT are equivalent in their economic impact, differing
only in their method of collection. As already noted, both are taxes on final consumption.
Applied on the same base and at the same rate, they would yield the same revenue and have
the same distributional impact. The choice between them, therefore, hinges on practical
considerations concerning the operational aspects of these two forms of tax.

A retail sales tax is probably easier to administer and to comply with. It requires
registration by fewer companies, since only sellers at the end of the production and
distribution chain collect the tax. Record-keeping requirements under a retail sales tax would
also be less onerous: registered traders need keep track of tax collections on their sales only.
Under a VAT, by contrast, each trader is required to keep full records in respect of both
purchases and sales to substantiate taxes collected and tax credits for taxes paid. In many
cases, taxes paid will exceed liabilities, and tax authorities will have to process tax refunds.
Operating costs for a VAT are probably higher than for a retail sales tax.

The VAT has two significant advantages over a retail sales tax: it is more difficult to
evade and more effective in exempting producer goods from taxation. Both advantages stem
from the relatively heavier record-keeping requirements entailed in a VAT. The tax credit
system of the VAT helps reduce the incidence of tax evasion, since every tax-payer along the
production and distribution chain has an incentive to ensure that his predecessor has
correctly invoiced the amounts of taxes paid so that he can in turn reduce the net tax
liabilities on his sales. A VAT system therefore is largely self-enforcing. Generally, the higher
the tax rate, the greater the incentive to evade the tax, and the greater the advantage of the
VAT over a retail sales tax.

The tax credit system under a VAT also makes it easier to relieve business inputs from
tax. Every purchaser under such a system pays the tax, but registered traders qualify for an
offsetting credit. Relief of tax on business inputs is thus automatic and total. Under a retail
sales tax system, two means are used to avoid taxing business inputs. One is to exempt
producer goods from the tax; the other is to exempt certain purchasers from the tax. The first



approach is inadequate in dealing with mixed-use goods (goods that are used by both
producers and final consumers). The second places an onus on the seller to determine
whether the purchaser is eligible for a tax exemption, a task that sellers will often be in poor
position to accomplish. In practice, therefore, retail sales tax systems tend to tax producer
goods to a much greater extent than VAT systems do. (°)

On the whole, the net advantages of a VAT seem to exceed those of a retail sales tax.
Certainly, worldwide the VAT is the consumption tax of preference by far. Within the
OECD, 19 of the 24 member countries have a VAT. This experience in itself is a strong
argument in favour of this form of tax over a retail sales tax. Therefore, the Committee
supports implementation of a VAT, such as the GST, in place of the existing FST.

Therefore the Committee recommends:

3. That a value added tax, such as the goods and services tax, is preferable to a retail sales
tax as a substitute for the existing federal sales tax.
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3. ADMINISTRATIVE ISSUES

A) A National Sales Tax

Many witnesses were concerned at the complexity and the cascading of taxes that would
result from bringing in a Goods and Services Tax while retaining existing provincial sales
taxes, and therefore urged that there be one national sales tax in Canada. Some suggested that
the introduction of the GST be deferred from January 1, 1991, in order to allow sufficient
time to put a national sales tax in place.

The Committee met with a number of provincial Ministers of Finance to explore
provincial concerns about the GST. It also inquired into the series of meetings which were
held between federal and provincial officials to try to develop a national tax before
negotiations came to an end soon after the meeting of Finance Ministers in April, 1989.

Although the provinces have now expressed strong opposition to the GST, they
participated actively in the technical discussions aimed at designing a national tax. According

to Department of Finance officials, most of the features of the GST as proposed in the
Technical Paper are based on that design for a national tax.

This view was supported in an :ddress delivered to the Canadian Institute of Chartered
Accountants (C.I.C.A.) in October 1989 by Mr. L.R. Leonard, who served as Ontario’s
Assistant Deputy Minister for the tax reform process from October 1987 to June 1989. As he
describes it, the National Sales Tax Working Group of officials, which was set up in late 1986
to explore the idea of a joint tax, met regularly over an 18-month period.

“These meetings were characterized by a level of goodwill, energy and constructive
advice that certainly was superior to anything else I saw in twenty years on the
federal-provincial scene.

For all issues, either solutions were hammered out, or at the very least, a narrow
range of options was agreed to. The end result was a straight technical report for
consideration by Treasurers and Ministers of Finance...

... I do not agree that the process was a failure. The National Sales Tax Working
Group got very close [to getting an agreement].”

Mr. Leonard blamed “time or the shortage of it” for the failure to agree.
“First, the federal election put ... a 90-day hole in the schedule. Second, to create

full NST, it would have been necessary to somehow cause nine provincial
legislatures and the House of Commons to move at the same pace towards the same



legislation at the same time. Given varying pressures and priorities, this would
have been very difficult, although not impossible.

Third, there was the matter of the federal schedule, calling for implementation in
1991 .. by April of 1989, there was no more time to wait in the face of the
uncertainties of federal-provincial negotiations.”

The Committee does not believe that this failure means an end to the prospects of a
national sales tax. The design of the GST does make it possible to include the provinces at a
later date, and it does not require that all provinces join in the GST at once. One can
therefore foresee a scenario where three or four provinces, representing a substantial number
of Canadians, joined in the GST after the tax had become established and the remaining
provinces joined a short time later.

The province of Quebec or of Ontario would have to be part of the first group for this
scenario of a partial national sales tax to work. The transition would obviously create some
further complexity, but there would also be benefits to the provinces that joined because their
industries would not be subject to cascading of PST on business inputs.

In a joint GST or national sales tax, the provinces would be free to maintain their own
rate of tax just as they do now under the shared collection of income tax. As with the federal
income tax, however, the tax base of the GST would be maintained on a uniform basis and
could not be varied from one province to another.

The Committee does not support the idea that the tax base of a national sales tax might
vary in different provinces, even though this would give more flexibility to the provinces in
fiscal policy. Under this approach, Quebec could join in a national sales tax but could
continue to exempt furniture purchases from the provincial portion of the NST. Another
province might choose to exempt the first $5 worth of restaurant meals and another might
reduce its share of the national tax on hotel rooms in order to encourage tourism.

As these examples indicate, a national sales tax would quickly become more
complicated if provinces were free to vary the tax base, and the NST would lose the simplicity
which is one of its major assets. The Committee believes that the federal government should
continue to insist on a uniform tax base as a precondition for a national sales tax.

A national tax would be simpler for consumers to use than the dual system that is now
emerging because almost all of their purchases would be in one province, and at the same
rate of sales tax. However, the dual system of GST and PST will be not unlike the present
system at the retail level: goods will likely bear GST in the retail price, just as they now bear
FST, with provincial sales tax applied at the time of sale. Services to final consumers, which
are not currently taxed either for FST or PST, will have to bear GST even if they are not
taxed provincially.

For businesses, a national sales tax would be easier to administer than the dual system

of sales tax that will be created under the GST, but will not be free of complexity. This is
because the provincial portion of the NST will vary by province. Companies selling to
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businesses or to final consumers in several provinces will have to charge NST at different
rates on their sales depending on the location. On the same principle, inputs purchased in
different provinces would bear different rates of tax depending on where they were purchased.

Under the dual system, companies selling to other businesses in several provinces will
have to charge GST at one rate on their sales and calculate GST input credits at one rate on
their purchases. They will also have to take account of differing rates of provincial sales tax,
however, if they are dealing directly with final consumers or are selling business inputs which
happen to be subject to PST. Hence, as at present, there will continue to be complications

caused by dealing with differences in rate and base between different provincial sales tax
systems.

The Committee considered recommending a national sales tax at a standard rate of
15%, with the proceeds shared among the participating governments. Some special measures
such as additional equalization payments might be required to maintain revenues for the
eastern provinces whose provincial sales tax rates are, for revenue reasons, generally higher
than in central and western Canada. The advantages of such a truly national sales tax would
be to simplify the system, wipe out the cascading of PST on Canadian exports, and
substantially reduce the cost of administration and collection.

The Committee noted that the objective of a national sales tax at a common rate, while
ideal, could pose another obstacle to provinces considering whether or not to join in a NST.
[t also noted that the technical discussions between the federal government and the provinces

were generally based on the design of a national tax with differing rates rather than a
common rate.

The European Economic Community is currently seeking to harmonize VAT rates
among its member countries, 20 years after the VAT first began to be used in the Common
Market. Even now, its goal is to reduce the number of VAT rates rather than move all EEC
members onto a common rate. This experience in Europe also suggests that getting a NST at
a single national rate should be considered as a desirable long-term objective, but that it is
unlikely to be achieved at one jump.

An NST with different rates for each province would be more complex for registrants
to administer than an NST with a common rate, but would nonetheless have some advantages.
For example:

°  Vendors now doing business in different provinces must accommodate both
to different rates of PST and to differences in the tax base for PST between
different provinces. Even if the rates differ by province, an NST would be
based on a uniform tax base common to every participating province.

The whole amount of NST would generate input tax credits, thus ending the
cascading of PST that is now levied on business inputs and on export sales.
Businesses in participating provinces would therefore have an economic
advantage both in the Canadian market and in exports over companies
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located in provinces that retained their own sales tax. Once some provinces
join an NST, in other words, there will strong incentives, and pressures, for
the remaining provinces to join as well.

If the long-term economic benefits predicted for the GST materialize, then
provinces that participated in the NST would be likely, over time, to receive
more economic benefits than if they continued with a separate PST.

Provinces could substantially expand their sales tax base by moving into the
NST.

Broadening the base of PST by folding it into an NST would simplity
compliance for governments and for registrants.

The sales tax is one of the few areas where provinces still retain some flexibility in
fiscal policy. By joining in a national sales tax, provinces will lose that flexibility. It was
notable in the Committee’s private  meetings with Finance Ministers that several provinces
brought up this issue, suggesting that the federal government should be prepared to give them
the flexibility in structuring their income and corporation taxes to compensate for the
flexibility they would lose if they joined in a national sales tax.

The Committee recognizes that it is now very late to try and bring some or all
provinces into a joint GST or national tax with the federal government in time for the
proposed implementation date of January 1, 1991. This also seems unlikely for political
reasons.

While some witnesses urged that the launch of the GST be postponed to allow more
time for the provinces and federal government to arrive at a national sales tax, there is no
guarantee that this goal would be achieved through further delay. There is never a “right”
time to introduce a new tax, and the objective of a national sales tax is more likely to be
achieved by evolution than all at once. It should be made clear, however, that the federal
government wants to move to a national sale tax as soon as possible and that, to that end, it is
prepared to move to a partial NST as soon as enough provinces want to join in to make such
a tax feasible.

Finally, given the different electoral calendars in play, the Committee believes that the
best way available to ultimately create a national sales tax which combines both federal and
provincial sales taxes on a common base, is for the federal government to begin the process
now through adopting the GST.

Therefore, the Committee recommends:
4,  That, the federal government reiterate its support for a national sales tax and offer to

establish the National Sales Tax on a partial basis as soon as three or four provinces,
with a substantial population, are prepared to take part.

5. That, the design of the Goods and Services Tax should continue to be structured to
make it relatively easy for the provinces to take part.
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6. That, the federal government should maintain its target of January 1, 1991 for the
introduction of the Goods and Services Tax.

B) A Joint Agency to Collect Sales Tax

During the Committee’s informal meetings with Finance Ministers, several provinces
appeared favourable to the idea of a joint or national agency to collect sales tax for the federal
and provincial governments. Such an agency would help to reduce the costs of administering
the GST and provincial sales tax systems. Several witnesses urged that there be cooperation

between the two levels of government in order to avoid duplication and extra expense in sales
tax collection and auditing.

The prospects for such an agency in the immediate future are slight, given the
provinces’ opposition to GST and the lack of agreement on a national sales tax. Such an
agency could also run into problems of political accountability. It could be difficult, for
example, to determine which minister at which level of government was responsible for tax
rulings made by officials. Regulations or legislation needed to plug tax loopholes could be
delayed if they had to be passed by all participating governments before they could take effect.
Procedures might be needed to resolve disputes in the event that all participating
governments did not agree on the need for a particular regulation.

An alternative would be for the provinces and federal governments to share
responsibility for collection, with some provincial collection delegated to federal officials (i.e.,
at customs points) and with Provincial Sales Tax administrations strenghtened to handle the
bulk of GST collection in each province. This is similar to the present practice in a number

of government activities where provincial or federal responsibilities are delegated to the other
level of government.

One province expressed concern that the federal government may take the best sales
tax collectors from the provinces when it starts recruiting its force of GST collectors, since it
may offer better salaries and chances of promotion. Mr. Leonard, in his address to the
Canadian Institute of Chartered Accountants (C.I.C.A.), estimated that excluding lawyers and
specialists, there are about 1,000 officials collecting provincial sales taxes from a tax-roll of
around 400,000 registrants. On the same basis, Revenue Canada had about 1,800 staff
handling FST and related taxes and dealing with about 75,000 manufacturers. The net active
tax-roll for the GST, based on work done for the NST, would be about 1.4 million businesses
and agencies.

Tax administrations are already having difficulty recruiting in the face of a strong
economy and salary constraints, according to Mr. Leonard. This coincides with the
Committee’s information: for example, sales tax audits are running several years in arrears in
some provinces because of limited resources and staff. Thus, in Mr. Leonard’s words, “it is
difficult to see an easy solution to the staffing questions. Yet is must be solved at least at
implementation since all computers in the country cannot answer a taxpaver’s telephone or
letter inquiry.”



While recognizing that some duplication is inevitable, the Committee is concerned with
the cost and complications of having sales tax collected by two levels of government.
According to the Technical Paper, the added costs for federal sales tax administration will
amount to $200 million. The Minister of National Revenue has informed Parliament that his
department will require up to 3,900 additional employees to administer the GST.

The Committee believes that a joint collection agency for sales tax is not feasible until
such time as the provinces join the federal government in a national sales tax. The provinces
have most of the expertise in collecting sales tax in Canada, however, and there is every
reason for the two levels of government to co-operate in sales tax collection, even under a
dual sales tax system.

The Committee also believes that the provinces will be more likely to consider joining
in a national sales tax if the tax is collected by a joint agency or through some other form of
co-operation, rather than being collected exclusively by the federal government.

Therefore, the Committee recommends:

7. That the federal government and the provinces should explore all possible means to
reduce sales tax collection costs and paper burden through joint collection of tax and
auditing, through delegation of collection from one level of taxing authority to another,
and through other forms of co-operation.

8. That, the federal government should begin developing plans, with the assistance of any
interested provinces, for the creation and operation of a joint national sales tax
collection agency to be responsible for collection of a National Sales Tax at such time
that a substantial number of provinces had joined in a national sales tax.

C) The “Tax on Tax” Issue

A number of witnesses expressed concern about the question of double taxation under
a dual system of GST and provincial sales tax and urged that it be avoided. This would mean
changing the “tax on tax” situation which already exists under the present federal sales tax.
When goods are sold at retail, the selling price includes the FST, which is normally not
declared separately. Provincial sales tax is then levied on the FST-included selling price, and
hence PST revenues are increased by means of a “tax on tax’.

The provinces have not indicated to Ottawa whether they will charge PST on the price
of goods and services before or after GST is applied. But there are legislative, economic and
administrative reasons why they are likely to maintain the status quo and continue to impose
PST on the retail selling price including federal sales taxes. These include:

Legislative: Although several provincial ministers told the Committee in private
that they would not levy their PST on top of the GST, this is in fact the practice in
every province which now has a provincial sales tax. The provincial statutes are
uniform in requiring that PST be levied after all other relevant taxes have been
calculated, i.e. on the tax-included value of taxable goods and services, and a
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number refer specifically to federal excise and customs taxes in this category. One
reason why the draft legislation is named the Excise Tax Act rather than the Goods
and Services Tax Act, may have been to avoid requiring the provinces to amend
their sales tax laws with the introduction of the GST.

The Ontario Retail Sales Tax Act imposes retail sales tax on the “fair value” of any
purchase and defines fair value to include

“(b) the cost of, or charges for, customs, excise, mailing, handling, delivery or
transportation, whether or not such are shown separately in the books of the
vendor or on any invoices or in the computation of the sale price.”

Quebec’s sales tax is levied on the “purchase price’ of any movable property and states
that this price

“includes the charges for the installation of the thing sold, for service, for customs,

for excise and for transportation, even when such are not shown separately on the
invoice or in the vendor’s books.”

Newfoundland’s sales tax is based on a “fair value’’ which includes

(v) customs and excise duties and sales tax payable to Her Majesty in right of
Canada.”

These statutes would have to be amended in order to avoid imposing PST in the
respective province on top of the GST.

Economic: A province which decided to calculate PST on the price of goods and
services before the GST had been added in would suffer a significant loss of tax
revenues. The reason is that if, as is expected, producers and other businesses in
the distribution chain pass on the elimination of the manufacturer’s sales tax, their
selling prices will be reduced substantially. This will reduce the taxable base for
PST by an average of around 7 to 10 percent, depending on the type of good.

Hence if a province applies its sales tax before the GST has been added in, its PST
revenues will fall by 7 to 10 percent on goods currently subject to the manufacturer’s sales
tax. Provincial governments would have to raise their rate of sales tax, raise other taxes, or cut
spending in order to maintain their fiscal position. A likely response would be for a
province to add one percentage point to its rate of sales tax, thus raising about the same
amount of revenue as it would lose by leaving the GST out of its sales tax base.

The alternative is for a province to maintain its present system and apply provincial
sales tax on top of the GST. In such a case, the province’s revenue will tend to increase by a
modest amount from the current situation. The province will have applied a “tax on tax”
more visibly than under the present system, but the political cost of double-taxing is likely to
be much less than that of raising the province’s sales tax rate with no net benefit in return.



Administrative: The most compelling reasons why it is difficult to avoid
double-taxing are the cost, complexity and annoyance entailed in charging GST and
PST separately. A simple illustration shows the problems that could ensue:

Jennifer Smith goes to the hardware store to buy a stepladder in April of
1991. The ladder she wants costs $49.95 before GST, a price which included
federal sales tax of $3.92. If it was sold the old way, PST of $4.99 would be
computed and added in to make a final price of $54.94.

With a 9% GST, the price is still quoted as $49.95, GST included. But times
have changed. At the sales counter the clerk writes the price on the invoice
and then calculates the GST component, which is 9/109 times the selling
price, or $4.12. Then he deducts that amount from the selling price in order
to compute the the pre-GST selling price for the ladder of $45.83.

Then, while people in the line-up get restless, he calculates PST of $4.58;
adds it to the selling price pre-GST; adds the GST back in; and gives Ms.
Smith a bill for $54.53. Much to the dismay of the people behind her, Ms.
Smith is not sure that the calculation was correct and insists that it be done
again before she finally takes her ladder away.

The possibilities for confusion and for acrimony in dealing with customers are obvious,
particularly in smaller stores which are less likely to have sophisticated point of sale
equipment. Restaurants already have problems in explaining their bills in provinces where
liquor is taxed at a different rate of PST than food, and this problem could become universal.

The Committee believes, on the basis of these arguments, that it would be unwise and
impracticable to try to avoid double-taxing by having GST and PST calculated independently
on the basic price of goods and services. For retail sales, it will be more practical in most
cases for prices to be quoted including GST, and for the provincial sales tax to be added in at
the time of sale. This also leaves retailers with more flexibility in their pricing, so that the
ladder, for example, can still be priced at $49.95 when a full 9% tax would take it to $50.17.

The Committee believes it would be useful to have uniformity in how the PST is to be
applied, but that is not an issue which can be resolved by the federal government. It would be
helpful if the provinces could be encouraged to meet and to decide on a common standard,
i.e., at what point to calculate the PST, rather than have a decision imposed on them. In
practice, however, there will be uniformity if the provinces simply leave their legislation
unchanged.

A related issue is whether suppliers should be required to quote prices of goods
pre-GST or with tax included. The Committee does not believe that this matter needs to be

regulated, beyond the requirement of a visible sign at the cash register indicating whether
prices are quoted including or excluding GST.
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In the extent that prices were quoted pre-GST, this would avoid double taxation and
ensure greater visibility for the GST because it would be computed on every sale. The
problem that this entails is that quoting prices pre-tax may be confusing to shoppers. In the
example of the hardware store mentioned above, for example, the stepladder price at $45.83
pre-tax will cost $54.53 after the provincial and federal sales taxes are added in - a difference of
almost $10.00.

In European countries with VAT, merchants have generally had the freedom to quote
prices either including or excluding the tax. The overwhelming choice now is to quote prices
with VAT included. This seems to be simpler to administer and easier for customers to
understand, but at the expense of possibly making the sales tax less visible.

The Committee shares the concern of witnesses on the issues of visibility and of
double-taxing, but believes that some of the suggested solutions are too complex to be
workable. It is satisfied that the GST will be a visible tax if customers are informed by signs

in retail stores, and on invoices, as to how the GST is being applied by the particular vendor.
This issues is also discussed in Part C, Chapters 2 and 5.

The Committee also notes that the ultimate solution to the problems of visibility and
double-taxing lies in a national sales tax. Such a tax would be more visible than the FST or
even than the new GST, and no double-taxing would be involved because is would be
imposed in each province at a combined federal-provincial rate.

Therefore, the Committee recommends:

9. That, no attempt should be made by the federal government to have the provinces
change their present practice, whereby provincial sales tax is computed on top of the
price of goods and services, including the federal sales tax or Goods and Services Tax.

10. That, the provinces should; however, be encouraged to develop a uniform standard for
how Provincial Sales Tax should be applied to the price of goods and services which
are also subject to Goods and Services Tax.

11. That, retailers should be required to inform consumers by signs and other means as to
whether prices of goods or services in a retail establishment are quoted including or
excluding Goods and Services Tax, but there should be no requirement that prices be
quoted pre-tax with Goods and Services Tax added separately.

12. That, the federal government should continue efforts to get the provinces to join in a

national sales tax, as this is the ultimate means of resolving the issues of
double-taxation and of lack of visibility of the Goods and Services Tax.
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1. ECONOMIC ASPECTS

The GST as proposed in the Technical Paper will apply at a rate of 9% on a wide
range of goods and services consumed in Canada. Unlike the existing FST, which is levied at
one point only, the GST will apply to sales throughout the production and distribution chain.
Sellers, however, will receive full credit for taxes paid on their purchases, so that in the end
only the final consumer will pay the tax.

The coverage of the GST will be much broader than that of the existing FST, but still
well short of being fully comprehensive. Basic groceries, prescription drugs and medical
devices will be “zero-rated”, or tax free. In addition, most health and dental care services,
most supplies by charities, long-term residential rents, and most financial services will be tax
exempt. (As explained later on in the report, tax exempt sales are not tax free: exemption
means that the seller collects no tax on the supply of a commodity, but also cannot claim a
credit for taxes paid on the inputs into that commodity.) On the whole, the FST will apply to
about two-thirds of total consumer spending on goods and services. The existing FST applies
to roughly one-third of total consumer spending, so that even with the proposed exclusions,
implementation of the GST would result in considerable broadening of the federal sales tax
base.

A) Fiscal Impact

At the proposed 9% rate, the Department of Finance estimates that the GST will yield
$24 billion in 1991, its first year of operation. This amount is net of rebates to the public and
non-profit sector (provided so as to ensure that the tax burden on this sector will not rise
with implementation of the GST), to small business (to defray administration expenses), and
to housing (to dampen the impact of the GST on house prices at the mid to lower-cost end of
the housing market). Of this amount, $18.5 billion will replace revenues that would have
been generated by the existing FST. The remaining $5.5 billion will be used to fund an
enriched sales tax credit ($2.4 billion), a reduction in the middle income tax rate from 26%
to 25% ($0.7 billion), indexation of transfer payments and income taxes resulting from the
anticipated price impact of the GST ($2 billion), and increased tax administration costs ($0.2
billion). The net effect of substituting the GST for the existing FST is thus estimated to be
fiscally neutral.

At the same time, and somewhat paradoxically, the government cites a reduction in the
federal budget deficit as one of the main goals of the proposed GST. To understand this
paradox it is necessary to be clear on the meaning of fiscal neutrality in this context. First, it
refers only to the direct impact of the GST. It excludes therefore the fiscal dividend that will
accrue to the government from the additional economic growth that is anticipated to result
from the substitution of the GST for the existing FST.

=37 =



Second, the fiscally neutral result is based on a “mature’ system, with full adjustment
for indexation of income taxes and transfer payments triggered by the price impact of the
GST. Full adjustment for indexation, however, occurs with a three vear lag. Thus in the first
two years of the GST regime, indexation costs will be considerably lower than the $2 billion
factored into the calculations that show no net yield from this new tax. Moreover, the
indexation requirements are calculated on the basis of the initial price impact of the GST,
rather than on its long-run price effect. Because the GST is expected to increase economic
efficiency over time, its long-run effect on the price level will be lower than its short-run
impact. Consequently, the permanent increase in indexation costs resulting from the
implementation of the GST will be lower than the increase estimated on the basis of the
GST's initial price impact.

Finally, fiscal neutrality assumes that the existing FST would in fact generate the
increased revenues implied by the recent increases in federal sales tax rates. However, as the
Technical Paper acknowledges, this is a dubious assumption. The FST system is so leaky that
any projections of revenues from it that are based on the assumption that the sales tax base
will remain intact are purely academic.

In short, viewing the proposed GST package more realistically and looking beyond its
immediate impact reveals that it will have a significantly positive effect on the federal fiscal
balance. Given the size of the federal deficit, this is not an undesirable result.

B) Price Effects

The Department of Finance estimates that introduction of the GST will result in a
one-time increase in the CPI of 2.25%. The impact on the GDP deflator, the broadest
measure of price changes in the economy, is estimated to be about half as large as for the
CPI. The reason for the much larger increase in consumer prices is that the GST will be
imposed entirely on consumption commodities, whereas under the current FST a large
portion of all revenues is collected from levies on business inputs.

These official estimates of the price impact have been challenged as excessively
optimistic because they assume that firms will pass on to consumers the full savings from the
elimination of the FST. A less than full passthrough of the FST savings would of course
imply a higher initial price impact, but estimates of a 9% impact or even higher that we
heard from some witnesses are clearly alarmist. Since the GST will apply to roughly
two-thirds of total consumer spending, even with the extreme assumptions of full forward
shifting of the GST and no price reductions from the elimination of the FST, consumer
prices would rise by about 6%.

But the assumption of no price reduction from the elimination of the FST is not a
tenable one. For every configuration of demand and costs facing a firm, there is a price at
which the firm can maximize its revenues or profits. That optimal price will change when
either the cost or demand structure facing the firm changes. A firm that failed to lower prices
in response to a reduction in its costs would fail to maximize profits. Out of self-interest,



therefore, sellers will want to lower their prices to reflect the removal of the FST: the more
intense the competition in particular markets, the larger the price reduction will be.

The same argument applies for cost increases. Sellers will of course want to pass on
fully the new GST levy but, depending on prevailing market conditions, they may not always
be able to do so. Hence, while the assumption of full passthrough of the FST savings may be
overly optimistic, the assumption that the GST will be fully shifted forward on to higher
prices may be viewed as excessively pessimistic. On balance, there are no a priori grounds to
question the reasonableness of the GST price impact estimates derived by Finance.

A more important and difficult question is whether the effect of the GST on prices will
be limited to a one-time increase in the price level or whether it will lead to subsequent
rounds of price increases, or higher rates of inflation. The answer will depend on many
factors, including the state of the business cycle at the time that the GST is introduced, the
response of labour to the initial price impact, and the monetary policy adopted by the Bank
of Canada. In principle, there is no compelling reason for inflation to rise as a result of the
introduction of the GST, and the evidence from international experience suggests that, in
most countries, the introduction of VAT has had little or no effect on retail prices. (1)

There have been exceptions to this general experience however, and, depending on
how the transition is handled, Canada may become one of them. All representatives of
organized labour who appeared before us emphasized that unions will push to make up for
the increase in prices through higher wages. The government may wish of course that labour
sees through the initial price impact of the GST and accept the temporary loss in purchasing
power that that entails, but it would be wishful thinking to expect that that will happen. The
way to limit an inflationary response from labour is to limit the provocation: the
GST-induced price impact. The GST package, as proposed, needlessly compounds that impact.

The package can be altered to reduce its attendant inflationary risk without affecting its
fiscal integrity. As indicated in the Technical Paper, and as Finance officials stressed in
testimony before the Committee, the direct impact of the GST on the CPI overstates the effect
on the real purchasing power of consumers, for it fails to reflect the gains to consumers
through an enriched sales tax credit and lower personal income taxes. On average, real
disposable incomes will fall only about one percent. This one percent is the extent of the net
transfer of resources from households to government resulting from the introduction of the
GST. The remaining 1.25 point increase in the CPI represents the redistributive effect of the
GST package. By reducing the magnitude of the redistribution, one can lower the price
impact.

Some redistribution is necessary to protect lower income households from a higher tax
burden as a result of the implementation of the GST. But the middle income tax rate
reduction serves little purpose. It accrues entirely to middle and upper income households,
and one may consequently be tempted into thinking that these households are thereby made
better off. But as figures in the Technical Paper show, these are precisely the households that
will have to pay for the additional revenues from the GST. Any savings they get from the
income tax reduction will be fully offset by the increases in the GST required to pay for those
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savings. These households, therefore, will derive no net benefit from the income tax
reduction, but will have to bear an additional inflationary risk owing to the shift from
income to sales taxation that that reduction entails. In the Committee’s view, this does not
amount to a good trade off, and the overwhelming evidence that we received suggests that it
has few supporters.

Because of the interaction of the GST rate with the GST offsets (the sales tax credit and
indexation of income taxes and transfer payments), the one point reduction in the middle
income tax rate can have a much larger effect on the GST rate than one would expect on the
basis of the revenues associated with that single income tax point. The $700 million involved
are equivalent to a little more than one-quarter point of GST. A drop in the GST rate,
however, together with a corresponding fall in the GST price impact, will generate savings in
GST credit requirements and indexation payments. Taking these into account, withdrawal of
the middle income tax reduction would allow the GST rate to be lowered by about two-thirds
of a percentage point and still remain revenue neutral.

In addition to its favourable price impact, not proceeding with the middle income tax
rate reduction would also have the advantage of leaving provincial revenues intact. Pursuant
to agreements with nine of Canada’s provinces, the federal government collects income taxes
on behalf of all provinces except Quebec. These agreements require that the participating
provinces have the same income tax as the federal government, so that provincial tax
liabilities are determined as a percentage of the federal taxes payable. A reduction in federal
income tax revenues therefore would imply a corresponding decrease in provincial revenues
that the provinces would have to make up from other sources. Not proceeding with the
proposed income tax reduction would eliminate this difficulty.

Therefore the Committee recommends :

13. That the government not proceed with the proposed middle income tax rate reduction
and that the savings be used instead to bring about a lower GST rate.

To avoid misunderstanding, we hasten to add that our recommendation on this point
should not be interpreted as reflecting a general opposition to income tax reductions for
middle income households. It stems instead from concerns we have about any measures that
may compound the price impact of substituting a GST for the existing FST and that may
thereby complicate the transition into the new sales tax regime. In short, our opposition is
related to the timing of the proposed income tax rate reduction, rather than to the reduction
per se. The announced intent to reduce income taxes for middle income households should
proceed at a later date, as circumstances permit.

C) Effect on Employment and Growth

The Committee heard evidence from four groups, in addition to the Department of
Finance, that had analyzed the economic and fiscal implications of the GST through
simulations of its effects by means of macroeconometric models of the economy:
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— The Conference Board
— The Economic Council of Canada
— Informetrica

— University of Toronto Institute for Policy Analysis

There was agreement among all of these groups that implementation of the GST would
be highly beneficial to the Canadian economy in the long-run, resulting in a more efficient
allocation of resources, larger output and higher consumer welfare.

Benefits derive from three sources:

1. A reduction in the variation of effective tax rates across commodities, thereby
resulting in prices that reflect more accurately the economic costs of production.

2. Elimination of the tax burden on business inputs, leading to increased capital
accumulation, and thereby to higher labour productivity and larger output.

3. Improvements in the international competitiveness of Canadian producers
through the removal of the tax on exports and the FST bias in favour of imports.

Estimates of the overall effects of the GST differ. Results derived by the Department of
Finance using a general equilibrium model of the economy show that implementation of the
GST will increase real output of the economy, over time, by 1.4%. Of this increase, 0.9% is
due to enhanced efficiency and 0.5% to a larger capital stock. General equilibrium models
involve many assumptions that one can disagree with and not everyone would accept these
Finance estimates as the final word on the matter. Generally, however, the disagreement is
over the magnitude of the long-term gains, not over whether there will be gains in the
long-run.

The transition to this happy long-run, however, may be difficult. The Technical Paper
indicates that the benefits from the implementation of the GST can begin almost immediately.
It predicts 0.2% higher real output in 1991, rising to 0.7% by 1994. This higher output leads
to 35,000 additional jobs in 1991 and to 60,000 additional jobs in the period 1992 to 1994.
These results, however, hinge crucially on a major assumption: that there will be no wage
response to the price impact of the GST, other than marginal increases resulting from
indexation of wages through COLA clauses. If labour’s response is not so benign, there may
be serious adverse economic consequences during the early states of the GST. As the
Technical Paper states:

An inflationary price-wage response to the GST ... would delay realization of the
benefits and result in less favourable employment and output effects during the
transition. Unit labour costs of Canadian firms would rise relative to those of
foreign producers, offsetting the direct competitive advantages brought about by
replacing the FST with the GST. Instead of a net export gain, net export losses
could occur in the transition period. Rising inflation would also induce upward
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pressure on short-term interest rates, which would moderate aggregate demand.
(p. 41)

In addition to the wage response, monetary policy is the other major factor in the
determination of the effects of GST during the transition years. A strong wage response to the
GST price impact would create a difficult policy dilemma for the Bank of Canada. Full
accommodation by the Bank not only of the direct price impact of the GST but also of the
indirect price effects stemming from wage increases would usher the economy into a
prolonged wage-price spiral. Such an accommodative monetary policy stance is unlikely,
given the emphasis that current Bank policy places on the goal of price stability.

A monetary policy that resisted wage increases would cause interest rates to rise,
dampening aggregate demand and leading to lower output and to employment losses. The
government deficit would also rise under the untoward combination of higher interest costs
and reduced tax revenues.

An illustration of the unpleasant possibilities that may arise is shown in the following
table which presents the results of an analysis by Toronto investment dealer Wood Gundy.
Wood Gundy assumed that wages would rise by one-half the expected GST price impact and
that, in order to dampen attendant inflationary pressures, the Bank of Canada would raise
short-term interest rates by 200 basis points. Under this scenario, the CPI jumps by 3% in
1991, rather than by 2.25% projected by Finance. Real GDP declines by 0.6%, employment
falls by 75,000 jobs, and the federal deficit rises by $2.9 billion.

Comparison of the Short-Run Economic Impact of GST:
Department of Finance and Wood Gundy Economics
(Percent change except where noted)

Department of Finance Wood Gundy

Real GDP 0.2 -0.6
Nominal GDP 15 11

CPI Inflation Rate (Percentage 2.3 30
Points)

GDP Deflator 13 17
Employment (000s) 35 =75
Budgetary Balance ($billions) -29

It is important to note that the adverse effect on economic growth, employment and
the deficit projected by Wood Gundy derive from the assumed tightening in monetary policy,
not from the introduction of the GST per se. There is nothing inherent in the GST itself that
should cause the economy to become less stable. As argued by Professors Peter Dungan and
Thomas Wilson in a submission to the Committee on the macroeconomic effects of the GST:
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The allocative efficiency gains of sales tax reform are achieved if the relative tax
burden is equalized across a broad range of consumer products. The dynamic gains
from increased capital formation are achieved by eliminating direct and indirect
sales tax burden on business fixed investment. Neither of these results, by itself,
would trigger a price-wage spiral. A price-wage spiral is likely to develop because
the present phase 2 reforms will increase the aggregate sales tax burden on
consumption. If the reform package were modified to reduce or eliminate this
increase, the macroeconomic adjustment problems would be attenuated or would
largely disappear.

Of course, since we cannot know for certain the response of private agents or of the
Bank of Canada to the introduction of the GST, there is no way to say for certain what the
short-term effects of the GST are going to be. It stands to reason, however, that the greater the
initial price impact of the GST, the greater is the risk that it will lead to an inflationary
price-wage response and, hence, to other unfavourable economic consequences. Setting the
GST at a rate that minimizes the initial price impact would reduce the likelihood of a
wage-price spiral and avoid the transitional problems associated with the introduction of the
GST.

At the same time, in light of the government’s fiscal position, it is important that the
reduction in the tax rate not be made at the expense of deficit reduction. A higher deficit, in
addition to constraining the government’s fiscal capacity to act, would have an inflationary
effect that would tend to counteract the anti-inflation impact that a lower GST rate is
intended to achieve. The revised GST package that we propose below balances both
considerations: it eases the transition to the new sales tax regime without undermining the
government’s deficit-reduction efforts.
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FOOTNOTES

() OECD, op. cit., p. 138.
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2 ALTERNATIVE GST OPTION

The alternative GST package that we propose would amend the GST package proposed
in the Technical Paper as follows:

— Lower general GST rate from 9% to 7%, except for real estate sales where the
applicable rate will be 5%.

— Expand the GST base to include taxation of real estate trade-ups, as discussed in a
later section of the report. At the proposed 5% rate, the estimated revenues from
this base broadening is $1.6 billion.

—  Withdraw the middle income tax rate reduction.

— Increase excise taxes on alcohol and tobacco products to recapture revenue losses
that would otherwise result from the substitution of a 7% GST for the existing
FST. These are estimated at about $500 million(?).

— Lower GST credit proportionate to the reduction in the GST tax burden on
lower income households.

A) Price Impact

Our proposal to tax all real estate trade-ups is developed fully in Part C, Chapter 7 of
the report, which deals with real property. Essentially, it entails application of GST to any net
increases in the value of real estate acquired by a purchaser. To illustrate, a person who sells
a property for $100,000 and acquires another property for $150,000 will be taxed at a GST
rate of 5% on the $50,000 trade-up involved in the two transactions. As Chapter C-7 points
out, this proposal removes some of the most serious problems associated with the Technical
Paper proposal to confine the tax to new construction only, including significant distortions
in the housing market as a result of taxing houses differently depending on whether they are
new or used, rented or owner-occupied, moderately priced or expensive. From the perspective
of the macroeconomic impact of the GST, however, the attraction of broadening the base in
the way that we propose is that it can generate additional revenues without affecting price
levels. The proposal makes it therefore possible to reduce the GST rate, and thereby lower the
price impact of the GST, without sacrificing the fiscal goals of tax reform.

This point is sufficiently important to deserve some elaboration. Under the Technical
Paper proposals, GST will apply to newly constructed houses at a rate of 9%, but a rebate of
4.5% will be provided to houses costing $310,000 or less. The rebate will be phased out
beginning at houses costing $350,000 or more, and will be reduced to zero for houses priced
above $400,000. To qualify for the rebate, the new house must be the purchaser’s principal
residence. Thus not only high-priced homes but also all new rental accommodation dwellings
will bear a GST rate of 9%. On average, new dwellings will be taxed at about 6.9%.
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According to estimates by the Department of Finance, the current effective FST rate on new
dwellings is 4.2% of the selling price. Thus, under the Technical Paper proposals, taxation of
new housing, both rented and owner-occupied, would rise by about 2.7 percentage points.

What effect will this tax increase have on housing prices? The answer depends on the
sensitivity of the demand for and supply of new houses to price changes. On the assumption
that neither demand nor supply is completely insensitive or infinitely sensitive to price
changes (in the economists’ jargon, neither has an elasticity of either zero or infinity), the tax
increase will be split between buyers and sellers, i.e. some will be absorbed by the
land-owners or builders in the form of lower returns and some will be passed on to buyers in
the form of higher prices. New house prices therefore will increase under the Technical
Paper proposals, the increase being greater the more price sensitive the supply of new
housing is relative to demand.

In most analyses of this issue, the assumption made is that, within the relevant range,
the cost of bringing new houses on stream is constant, which is equivalent to saying that the
supply of new houses is infinitely elastic. Under this assumption, a tax on new houses is fully
passed on to the purchasers. The tax has the effect of reducing the quantity of housing
demanded, but since this reduction does not reduce the cost of new houses, it will not reduce
the price of houses net of the tax. House prices, therefore, inclusive of the tax will rise by
the amount of the tax increase. On this basis, the Technical Paper proposal will lead on
average to a 2.7% increase in the price of new houses.

But the price effect of the proposed GST will not be confined to new houses only: it
will spread to the existing housing stock as well. This follows from the fact that
newly-constructed and existing houses are fairly close substitutes. Hence, an increase in the
price of new houses will shift demand towards existing houses, pushing their prices higher.
The upward pressure on existing houses will continue until the relative prices between old
and new houses that existed prior to the tax increase is re-established. Prices of existing
houses therefore will rise by the same proportion as those of newly constructed houses, even
though GST will not apply to the former. Existing house-owners will reap a windfall gain.

Extending application of the GST to existing houses would not alter this price impact.
The tax would shift some demand from the resale to the new house market. If the additional
construction does not raise land or construction costs, as assumed, prices in the new housing
market would remain unaffected. The demand shift would continue until prices in the resale
and new house markets are again equalized. Compared to the situation where only new
houses are taxed, there would be more residential construction and fewer house resales, but
house prices would remain the same.

This result is illustrated in Figure 1 below. The supply of new houses is shown as a
horizontal line, reflecting the assumption that the per unit cost of housing does not rise with
the quantity of housing produced. The supply of existing houses is positively sloped on the
premise that as housing prices rise the number of house owners willing to put their houses
up for sale rises. The equilibrium situation in the absence of a tax is at point A, where the
demand schedule for houses intersects supply. A quantity Q! of houses is bought and sold at
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a price of PL Of the quantity Q!, QR! consists of housing resales and QR!Q! of
newly-constructed houses.

The imposition of a tax at the rate ¢ on new houses will raise the supply schedule for
new houses to NH2. Housing prices rise to P? and housing demand falls to Q2. Housing
resales rise to QR? and new house sales fall to Q®QZ2 Note that construction falls by more
than the reduction in demand, the difference being made up by an increase in housing resales
induced by the increase in the price of resale houses.

Suppose now that a tax of ¢ is also imposed on resale houses. The supply of resale
houses shifts by the amount of the tax to S Housing sales remain unchanged at Q2, but the
distribution of sales between new and existing houses changes. The sale of existing houses falls
back to QR!, while sales of new houses rise by QR'QR* to QRQ2 Thus, taxing existing
houses on the same basis as newly-constructed houses would have the effect of increasing
construction activity but would result in the same price impact as if new houses alone were
taxed.

Consider now the Committee’s proposal in light of the foregoing. We propose to tax all
real estate, and therefore newly-constructed houses as well, at 5%. On average, this is nearly
two percentage points lower than the corresponding rate under the Technical Paper
proposals. The price impact of our proposal will be correspondingly lower. As already shown,
extending the application of GST to existing structures in addition to new construction does
not affect this result. Our proposal, therefore, would have the effect of lowering the GST
impact on real estate prices.

The reduction of the general GST rate to 7% from 9% also lowers the GST price
impact on other consumer goods and services. In total, the price impact of all the measures
we propose should be about half the impact anticipated under the Technical Paper GST
package. That is, we estimate an increase in the CPI of just over a one percentage point and
virtually no change in the GDP deflator, the broadest measure of price changes in the
economy. Thus in terms of the most comprehensive measure of inflation, our proposed GST
package will have no inflationary impact.
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B) Fiscal Implications

The direct fiscal implications of the revised package are summarized in Table B.2
below. The measures we propose are expected to generate $20.9 billion in 1991, net of the
small business administration fee and rebates to the MUSH and non-profit sectors. As
proposed in Chapter C-4 of the Report, the small business administration fee will be payable
to registrants with annual sales from taxable and zero-rated supplies of under $2 million. It
will be equal to 5% of the registrant’s GST liability to a maximum of $600 annually, and is
estimated to cost the government, in terms of revenues foregone, $300 million a year.

Fiscal Impact of 7% GST Option

($ billion)
REVENUES EXPENDITURES
GST ata 7% general rate and 5% for FST 18.5
real estate transactions, TP base 18.8* GST Credit 1.2
Real estate base expansion 1.6 . Indexation 1.0
Alcohol and Tobacco S Administration g | 1v.
TOTAL: 20.9 TOTAL: 20.9

* Net of small business administration fee of $300 million and of rebates to MUSH and the
non-profit sectors

The revenue losses of approximately $5 billion from the reduction of the general GST rate to
7% from 9% are made up through the expansion of the tax base ($1.6 billion), increased
excise taxes on alcohol and tobacco ($0.5 billion), withdrawal of the middle income tax rate
reduction ($0.7 billion), and reduced GST credit and indexation costs ($2.2 billion).

We measure fiscal neutrality on the same basis as the Technical Paper. In other words,
we take into account only the direct impact of the GST on government revenues, assume full
adjustment of indexation payments, and calculate indexation costs on the basis of the initial
price impact, rather than the long-term effect on prices, which is lower. Accordingly, as
discussed above in respect of the GST package proposed in the Technical Paper, when one
takes into account the fiscal feedback from the impact of the package on the economy and
adjusts indexation costs to incorporate savings in the early years from partial indexation and
in later years from lower inflation, the actual effect of the package on the federal budget is
significantly positive. In light of the size of the federal deficit, it is the Committee’s view that
the additional revenues should be directed to reducing the deficit, and not be diverted to new
program spending.

Therefore the Committee recommends:
14. That any revenues from sales tax reform in excess of revenues required to finance

replacement of the existing FST and associated sales tax credit increases and indexation
payments should be used to reduce the government deficit.
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C) Lower Adjustment Costs

In other respects, as well, the GST package we propose retains all of the advantages of
the Technical Paper proposal and adds to them. The long-term efficiency gains expected to
result from the elimination of the FST and its replacement by a more neutral tax will be fully
captured. Indeed, the gains from the revised GST that we propose should be marginally
greater. This is so for two reasons. First we broaden the GST base, thereby improving the
neutrality of the tax. Second, and more important, by lowering the rate, we reduce the
magnitude of the economic distortions inherent in every tax system (other than poll taxes).

The main advantage of our revised GST package, however, is that it can ease the
transition to tax reform. At the 2.25 per cent price impact of a 9% GST rate, the risk of an
adverse wage response leading to a painful price-wage spiral is very real. The economic costs
of such an outcome, as already discussed, would be enormous. As indicated above, we
estimate the price impact of our revised package to be less than half that of the GST at 9%,
or a little over one percentage point increase in the CPI and virtually no change in the GDP
deflator. This is a much smaller impact for the economy to absorb and the risk of provoking
an inflationary spiral is thereby considerably lessened. As a result, the long-run benefits of tax
reform can be more speedily attained and the short-term adjustment costs are substantially
avoided.

Therefore the Committee recommends:

15. That the general GST rate be lowered from the proposed 9% to 7%.

16. That excise taxes on alcohol and tobacco products be raised sufficiently to recoup the
revenue losses that would otherwise result from the substitution of GST at 7% for the
existing FST.



FOOTNOTES

(') The replacement of the existing 19% FST on alcohol and tobacco products by the
proposed 9% GST would result in a loss of tax revenues from these products of about
$200 million. (The revenue reduction, from about $1.4 billion to $1.2 billion, is
proportionately much less than the rate reduction, owing to an offsetting increase in the
tax base on which GST will apply.) An additional $300 million revenue loss would
result from the GST rate reduction to 7% from 9%. There is no compelling reason of
course to tie the replacement of the FST with lower taxation of alcohol and tobacco. A
number of submissions to the Committee, including the one by the Canadian Medical
Association, urged that offsetting measures be taken to ensure that implementation of
the GST does not result in lower taxation of these products.
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3, GST CREDITS

Canada has had a system of refundable sales tax credits since 1986. Currently, the
maximum benefits are $100 per adult and $50 per child payable to families with net incomes
of less than $16,000. In 1990 benefits will increase to $140 per adult and $70 per child, and
the income threshold will rise to $18,000.

Under the Technical Paper proposals, a new GST credit will replace the existing
federal sales tax credit. The benefits will be $275 per adult and $100 per child payable in full
to families with net incomes of $24,800 or less, the same level as that of the refundable child
tax credit. As with existing sales tax credits, benefits will be reduced at the rate of 5% of net
income in excess of the $24,800 threshold. The GST credit will be paid quarterly; the existing
credit is paid once a year. As many of our witnesses observed, these amounts represent a
substantial enrichment of the present system of providing assistance to lower income
households.

A) The Single Person’s Credit

Two new features in the GST credit system are directed to single parents and single
individuals. First, single parents will be entitled to claim a full adult credit for one dependant
child. Second, single individuals, including single parents, will be able to claim an additional
credit of up to $140. The reason for the single credit is to recognize the fact that there are
economies of scale to maintaining a household and that therefore single-member households
incur proportionately higher costs than larger households.

An unusual feature of the proposed single person’s credit is that it rises with income.
More specifically, this credit is payable at 2% of net income in excess of $6,175. Thus a single
adult with a net income of $6,000 will qualify only for the standard credit of $275, while a
single adult with a net income of $24,000 will be able to claim a credit for $415. The
rationale provided in the Technical Paper for so designing this credit is to ensure that it is
targeted to low-income “singles who maintain their own households and are not dependant
on parents or other supporting persons.” (Technical Paper, p. 15)

This particular feature of the credit was strongly criticized by a number of witnesses.
The most obvious criticism is that, in the interest of excluding some non self-supporting
individuals from the supplement, it denies benefits to the most needy households. For
example, as the brief by the National Anti-Poverty Organization (NAPO) pointed out, “most
minimum wage workers will not receive any benefit from this credit, and no minimum wage
worker will receive the full benefit.”

Another aspect of the single person’s credit that is difficult to defend is that, over a
fairly wide income range, the credit rises with income. Here, the question raised by the
National Council of Welfare in their submission to the Committee is very pertinent: Why
should a single person with an income up to $24,800 — $9,900 above the projected 1991
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poverty line — receive the full $140 supplement, while someone with an income well under
half the poverty line get no supplement?

One suggestion, made by the National Anti-Poverty Organization (NAPQ), for
correcting this anomaly in the GST credit is that the single person’s supplement be abolished
and that the savings be applied to an increase in the basic GST credit for the first adult in
any household. This option has several advantages:

a) it simplifies the GST credit system;
b) it does not discriminate against the very poor; and

c) it recognizes that there are extra costs to maintaining a separate household.

Therefore, the Committee recommends:

17. That the single person’s credit be eliminated and that it be replaced by a higher basic
GST credit for the first adult in any household.

B) Income Thresholds

We also received suggestions from a number of witnesses that the the income
threshold, or turning point at which credits begin to be phased out, should vary with the size
of the household. According to data provided to the Committee by the National Council of
Welfare, the $24,800 threshold proposed in the Technical Paper is about $10,000 above the
projected poverty line in 1991 for single-member households, but nearly $5,000 below the
poverty line for a family of four. Thus single-member households will be receiving the full
credit at income levels far above the poverty line, while benefits to larger families will begin
to decline at income levels substantially below the poverty line: the larger the family, the
wider the gap between the turning point and the poverty line.

On the other hand, while under the TP proposals the turning point is the same for all
households, the amount of benefits payable rises with household size. Because the 5% phase
out formula applies to the aggregate of the benefits received, as household size increase, the
income range over which some benefits are received also rises with family size. To illustrate,
under the TP proposals, a family of four will be eligible for benefits up to an income level of
$39,800, which is more than $10,000 above the projected poverty line in 1991,

In addition, the existing sales tax credit system is characterized by a single income
threshold, and this too has a bearing on the choice between a single or variable threshold for
the GST credit. While attractive in the abstract, a variable threshold based on poverty lines
implies that many low-income single persons would be made worse off by the sales tax
reform. This is because the projected low-income line for a single-member household in 1991
is $14,900, while the turning point for the current sales tax credit system will rise to $18,000
in 1990.

As a matter of principle, we do not think that the position of low-income households
should be allowed to deteriorate as a result of the implementation of the GST. A turning
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point at the $24,800 level proposed in the Technical Paper together with adequate credit
amounts would accomplish this aim. We are not prepared at this point therefore to
recommend any changes to this aspect of the GST credit.

At the same time, we think that the suggestion that income thresholds for GST benefits
be related to family size has considerable merit. Indeed, the issue has relevance not only for
the GST credit, but for other social benefits provided by the government as well. [t can
therefore best be examined within a comprehensive review of the relationship of taxation and
social benefits policy.

It is the Committee’s intention to undertake such a review before 1991. Among the
areas that the Committee will examine at that time will be the appropriate pattern of income
thresholds for the sales tax and child tax credits, the determination of the value of the credits
and other personal transfer payments, indexation of these benefits to price changes, and the
integration of social benefit payments with the income tax systems and its effects on
individuals’ incentives to work and save. It is not widely recognized, for instance, that
although the maximum personal income tax rate is 29%, when the effect of the phase out of
the sales tax and child tax credits is taken into account, the effective marginal tax rate for
many middle income taxpayers is 36% for federal taxes only, and above 50% when provincial
taxes are also included. In addition to the anomaly of having tax rates in middle income
ranges much above rates applicable to the highest incomes, the disincentive effects of
marginal tax rates at such high levels must also be significant.

C) Indexation

Another feature of the GST credit that was condemned by virtually every submission
that addressed this matter is the provision limiting indexation of the credit amounts and the
income thresholds to increases in the Consumer Price Index (CPI) in excess of 3%. An
implication of this provision is that, as long as annual increases in the CPI exceed 3%, the
real value of the credits and the income thresholds will decline by 3% a vyear, thereby
reducing over time both the amount of the credit and the number of persons qualifying to
receive it.

The explanation for the partial indexation provided to the Committee by officials of
the Department of Finance is that it is part of a general formula, applicable to all aspects of
the income tax system, that was introduced in the 1986 taxation year as a deficit reduction
measure.

The connection between the income tax system and the sales tax credits, however, is
only incidental. Credits are provided in order to reduce the sales tax burden of low income
households. Income tax returns are simply used as a convenient means of establishing
household income and therefore eligibility for credits.

We note, as well, statements made by the Minister of Finance expressing the

government’s intent to adjust the credits over time as required so that their value will not be
eroded. If that is the intent, there will be no savings from the partial indexation of credits,
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and it would be best to incorporate the intent into law and thereby remove the anxiety of
those who count on these credits as part of their income.

In any event, if it is considered equitable or desirable to compensate lower income
households at the levels proposed for the implementation of the GST, we see no reason for
the compensation offered to be so designed that, in the absence of legislative intervention, its
value erodes with time. As noted above, the Committee intends to revisit this question when
we conduct an inquiry into the income tax and social benefits systems.

The Committee therefore resolves to conduct an inquiry into Canada’s tax and
social benefits systems, the interrelationship between the two, appropriate methods
of indexing them to price changes, their respective purposes, efficacy, and
implications for economic performance; and to report its findings to the House of
Commons before the end of 1990.

D) Credit Benefits

At the lower GST rate of 7% proposed by the Committee, the sales tax burden on
consumers will obviously be lower, and the requirements for GST credits are accordingly
reduced. The credit levels proposed in the Technical Paper were designed with the aim of
ensuring that sales tax reform does not increase the tax burden of middle to lower income
households. In the absence of a thorough review of the social security system that might yield
alternative criteria for establishing appropriate GST credit levels, the Committee feels that
the principle adopted in the Technical Paper is a good one. The Committee accepted it
therefore as the working principle for determining the levels of credits that it proposes below.

As noted earlier, having the same income threshold for the credits regardless of family
size favours single person families over larger families. One way of compensating larger
families for this disadvantage is to provide for relatively generous child credits. Accordingly,
while the Committee proposes reductions in the amounts for adult credits proposed in the
Technical Paper, the Committee would leave the child credit amounts intact. More
specifically, the Committee recommends:

18. That the amounts for the GST credit be set as follows: $250 for the first adult in the
household, $175 for the second adult, and $100 per child.

The distributional impact of the Committee’s GST proposals is shown in Tables B.3 to
B.8 below. Table B.3 sets out the credit entitlements for various household types at different
income levels. The discrepancy in credit benefits between a four-member family with one
earner and a four-member family with two earners at income levels above $25,000 results
from an assumption that the two-earner family would have incurred $3,000 in child care
expenses, which would be deductible from gross income to arrive at the net income level on
which credits are payable.

Tables B.4 to B.8 show the overall impact of the Committee’s proposals relative to the

existing sales tax regime. While these tables are largely self-explanatory, a clarification is in
order. Column (2) in each of these tables shows the change in sales tax burden resulting from
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the substitution of the GST for the existing FST. The estimated changes in tax burdens
shown in that column are based on a GST of 7% applied to a base that is the same as that
proposed in the Technical Paper. In other words, these estimates do not reflect the
Committee’s proposal to reduce the GST rate on real property to 5% and expand the base to
include real estate trade-ups. Time and resource constraints did not allow us to refine these
estimates sufficiently to take the distributional effects of this proposal into account.

Had these effects been incorporated in the results shown in Tables B.4 to B.8, the
improvement in the position of low-income households reflected in those results would
probably be greater. The reduction in the GST rate from the 7% rate assumed in those tables
to 5% for all real estate transactions implies that rental real estate, and therefore rental costs,
would be reduced accordingly. Since a greater proportion of low income households than
high income households are renters, any measure that reduces the cost of rental
accommodation would tend to benefit low income households proportionately more.

The other aspect of the proposal, expansion of the GST base to include all real estate
transactions, would have little impact on low income households. As illustrated in the
previous chapter, expanding the GST base to include the existing housing market would have
the effect of capturing some of the windfall gains that would accrue to existing home owners
under the TP proposals. The higher the value of an existing home, the larger would be the
windfall. Since investment in home ownership and household wealth are strongly correlated,
the additional revenues that would be raised by expansion of the GST base along the lines
that the Committee recommends would derive mainly from wealthier households.
Low-income households would remain largely unaffected.

On the whole, therefore, the estimates of the overall distributional impact of the
Committee’s proposals shown in column (5) of Tables B.4 to B.8 probably underestimate the
favourable impact that the proposals will have on lower-income families. Those estimates
show that the Committee’s proposals will improve the economic position of single-member
households with incomes below $25,000 and of families with children and income levels
below $35,000. Families with children, who benefited relatively less than other groups under
Stage I of tax reform, will be the major beneficiaries under the Committee’s proposals.

Figure 2 illustrates the incidence of the GST proposed by the Committee, net of the
GST credits. As that figure shows, net GST payable as a proportion of family income rises
steeply for incomes up to about $40,000 and falls marginally thereafter. For comparison
Purposes, Figure 2 also illustrates the tax incidence resulting under the Technical Paper
Proposals and under the current FST system. What emerges from that comparison is that,
while the tax incidence under all three systems is virtually proportional at higher income
levels, the incidence at lower incomes is much more progressive under the Committee’s
Proposals than under either the current FST or the GST package proposed in the Technical
Paper. In other words, Canada’s poor would fare better under the Committee’s proposals than
they would under the Technical Paper proposals or than they do under the existing FST
System.



As with the Tables B.4 to B.8, the illustration of the Committee’s GST proposals in
Figure 2 assumes a 7% GST rate on new residential construction only: it does not incorporate
the effects of taxing real estate at 5% and expanding the tax to trade-ups of existing housing
stock. Incorporation of these changes would result in a more progressive incidence of the
effects of the Committee’s proposals than that indicated in Figure 2.
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TABLE B.3
VALUE OF GST CREDIT PER HOUSEHOLD

INCOME SINGLE SINGLE ONE EARNER TWO EARNER ONE PARENT
UNDER 65 OVER 65 TWO CHILDREN TWO CHILDREN TWO CHILDREN
12,500 250 250 525
15,000 250 250 625 625 525
20,000 250 250 625 625 525
25,000 240 ~ 240 615 625 525
30,000 0 0 365 515 415
35,000 0 0 115 265 165
40,000 0 0 0 65 0
45,000 0 0 0 0 0
50,000 0 0 0 0 0
60,000 0 0 0 0 0
75,000 0 0 0 0 0
100,000 0 0 0 0 0
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IMPACT OF SALES TAX REFORM ON TYPICAL INDIVIDUALS AND FAMILIES

TABLE B.4
SINGLE WAGE-EARNER UNDER 65

()] @ (©)) “@ ®

_09-

HOUSEHOLD CHANGE IN SALES GST CREDIT AGGREGATE
INCOME TAX PAYABLE INDEXING LESS CHANGE IN TAX:
GST - FST FST CREDIT GST - FST
(in dollars)

12,500 95 -20 -110 -35
15,000 120 -23 -110 -13
20,000 164 -23 -210 -69
25,000 202 -23 -240 -61
30,000 236 -76 0 161
35,000 263 -58 0 205
40,000 281 -58 0 224
45,000 328 -58 0 270
50,000 357 -58 0 300
60,000 464 -97 0 367
75,000 676 -99 0 578

100,000 o017 -99 0 818




IMPACT OF SALES TAX REFORM ON TYPICAL INDIVIDUALS AND FAMILIES

TABLE B.5
SINGLE OVER 65
@ () (€) @ ®)
HOUSEHOLD CHANGE IN SALES GST CREDIT AGGREGATE
INCOME TAX PAYABLE INDEXING LESS CHANGE IN TAX:
GST - FST FST CREDIT GST - FST
(in dollars)

12,500 102 -114 -110 -122

15,000 108 -66 -110 -68

20,000 135 -66 -210 -141

25,000 179 -66 -240 -127

30,000 191 -110 0 81

35,000 181 -95 0 87

40,000 276 -95 0 182

45,000 312 -95 0 218

50,000 351 -95 0 257

60,000 412 -172 0 240

75,000 412 -172 0 241
100,000 637 -109 0 529
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IMPACT OF SALES TAX REFORM ON TYPICAL INDIVIDUALS AND FAMILIES

TABLE B.6
ONE EARNER COUPLE WITH TWO CHILDREN

@ @ (&) @ ®

_Zg_

HOUSEHOLD CHANGE IN SALES GST CREDIT AGGREGATE
INCOME TAX PAYABLE INDEXING LESS CHANGE IN TAX:
GST - FST FST CREDIT GST - FST
(in dollars)

15,000 86 -63 -205 -181
20,000 89 -63 -305 =279
25,000 99 -63 -545 -509
30,000 129 -127 -365 -363
35,000 143 -127 -115 -98
40,000 184 -127 0 58
45,000 200 -106 0 95
50,000 206 -106 0 101
60,000 283 -115 0 168
75,000 419 -115 0 305

100,000 477 -117 0 360




IMPACT OF SALES TAX REFORM ON TYPICAL INDIVIDUALS AND FAMILIES

TABLE B.7
TWO-EARNER COUPLE WITH TWO CHILDREN

(4)) (0] (&) @ ®

HOUSEHOLD CHANGE IN SALES GST CREDIT AGGREGATE
INCOME TAX PAYABLE INDEXING LESS CHANGE IN TAX:
GST - FST FST CREDIT GST - FST
(in dollars)

15,000 ;] -64 -205 -196
20,000 74 -48 -230 -203
25,000 114 -66 -455 -407
30,000 182 -92 -515 -425
35,000 171 -92 -265 -186
40,000 167 -92 -65 11
45,000 207 =71 0 136
50,000 257 -109 0 148
60,000 341 -83 0 258
75,000 461 -83 0 378

100,000 595 -157 0 439
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IMPACT OF SALES TAX REFORM ON TYPICAL INDIVIDUALS AND FAMILIES

TABLE B.8

SINGLE PARENT WITH TWO CHILDREN

(¢Y)

@

(&)

@

®

HOUSEHOLD CHANGE IN SALES GST CREDIT AGGREGATE
INCOME TAX PAYABLE INDEXING LESS CHANGE IN TAX:
GST - FST FST CREDIT GST - FST
(in dollars)

12,500 94 -63 -245 -214
15,000 115 -63 -245 -193
20,000 149 -63 =270 -183
25,000 204 -63 -495 -353
30,000 216 -89 -415 -287
35,000 198 -127 -165 -93
40,000 239 -127 0 113
45,000 312 -125 0 187
50,000 358 -105 0 253
60,000 490 -128 0 362
75,000 503 -114 0 389

100,000 435 -116 0 320




Figure 2 Federal Sales Taxes Net of Credits

as a Percentage of Total Income
for all Canadian Families

Percent of Total Income

3.5%
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Research Branch, Library of Parliament.
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1. OVERVIEW OF THE GST

The Goods and Services Tax or GST is a tax on final domestic consumption by
Canadians. It will be levied at every stage in the production and distribution process, or more
precisely every time that a sale is made in that process until the commodity reaches the final
consumer. Double taxation will be avoided, however, by allowing sellers to claim a
refundable sales tax credit for taxes paid on purchases used in the course of doing business. In
effect, therefore, only the value added at each stage where a sale occurs is taxed. Thus the
GST is a form of value added tax, similar to value added taxes operated in some SO other
countries around the globe.

The basic operation of the GST is illustrated in Figure 3 below, which follows the
production of a washing machine, from the mining of the iron ore to the machine’s sale to
the final consumer. The illustration assumes a GST rate of 9%, as proposed in the Technical
Paper. For simplicity, it also assumes that the mine has no taxable purchases. As the
illustration shows, every business beyond the mining stage pays the GST on the full value of
its purchase and collects GST on the full value of its sales. It claims a credit for the taxes it
pays, and remits the difference to the government. Thus, at the end of the chain, on a
washing machine that retails for $600, the washing machine dealer charges the purchaser $54,
deducts $36 for GST that the dealer paid the appliance manufacturer and remits $18 to the
government. Since every business prior to the dealer will also have received a credit for the
GST that it paid, the only tax raised on the washing machine is the $54 collected from the
final consumer.

The same amount of tax of course could be obtained by a 9% retail sales tax on the
$600 washing machine. This example illustrates the point made in Part A of the Report that,
from the perspective of the final consumer the GST is equivalent to a retail sales tax levied
on the same aggregate base. In this sense, since we already do have retail sales taxes in
Canada, the GST does not represent a new tax but a new way of collecting taxes. As we note
in an earlier section of the report, however, the difference in the method of collection is not
Wwithout significance. In particular, the GST is more effective than a retail sales tax in
ensuring that business inputs are relieved from tax and in minimizing losses to the treasury
from tax evasion.

While conceptually the GST is fairly simple, its application in particular areas does
raise complicating factors. These are discussed in subsequent sections of the Report.
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Figure 3
Goods and Services Tax
Basic Operation

Purchases Tax Input
on tax Net
Sales (excluding tax) sales credit tax
7
Mine | s $9 - $9

Steel maker

$27 $9 $18
Appliance
T
manufacturer %M% $36 $27 $9
Washing
machine dealer $54 $36 -
Total $54

Source : Department of Finance, Goods and Services Tax : Technical Paper, Ottawa, August 1989
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2. BASIC OPERATION

The basic rules governing the operation of the proposed GST, including the definitions
of various terms, are set out in Part C2 of the Technical Paper. This Chapter first sets out a
general description of these basic rules and terms and then goes on to examine, in detail, the
input tax credit mechanism, documentation requirements and operational aspects. After
referral from the House of Commons of the Bill to enact the proposed GST, a detailed
technical review of these rules will be carried out.

A) General

Legal liability for payment of the GST is imposed on the purchaser under the
Technical Paper proposals. Generally a purchaser of a “taxable supply” of “property”” or
“services” will be liable to pay GST at the rate of 9% on the “value of the consideration”
paid or payable for the “supply”.

Under the recommendations proposed by the Committee in this Report, the general
rate of tax would fall to 7%.

A “registered vendor” will be obliged, as agent for the federal Crown, to collect and
remit the tax on behalf of the purchaser. The importer of record of taxable goods will be
liable to pay the tax on such goods at the time of importation.

As a general rule, most property and services supplied by a busingss for copsideration
(i.e. money or money’s worth) will be taxable under the GS.T. Excepgons to this rule are
most health and dental services, day-care services, most educational services, most supplies by
charities, most domestic financial services and certain supplies by non-profit organizations,
governments, and other selected public sector organizations which will be “exempt™ supplies;
basic groceries, prescription drugs and medical devices which will be “zero rated’” goods.

B) Timing

Liability for payment of GST on the value of_the consideration for a supply will arise
on the earlier of (i) the date payment is made or (1}) payment for the s’x,lpply becomes “d'ue”
determined under specific rules. In addition, there is an “(?verrlde rule”. For most suppliers,
payment is considered to become due on the date an invoice for the supply is issued, or the
date of the invoice, whichever is earlier. Specific rules are contemplated for, among other
things, continuous supplies, progress payments and deposits.

No tax is exigible on deposits in respect of a subsequent supply except to the extent the
deposit is credited towards payment or forfeited.
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The “override rule” provides that liability for GST in respect of a supply (of goods or
services) can never go beyond the end of the month following the month in which the supply
is completed (e.g., if a service was completed January 1, liability cannot be postponed beyond
February 28). For most services, the Technical Paper states a service is completed when it is
substantially completed.

C) Filing Requirement

Registered vendors will be subject to a monthly, quarterly, or annual reporting period
depending upon sales volume as follows:

°  Registrants with annual revenue from taxable and zero-rated supplies of $6
million or more must file monthly.

Registrants with annual revenue from taxable and zero-rated supplies of $6
million or less must file quarterly but may elect to file monthly.

Registrants with annual revenue from taxable and zero-rated supplies of $500,000
or less have the further option of annual filing with quarterly installments.

The fiscal year chosen for computing the reporting period may be the registrant’s
calendar year or its taxation year for income tax purposes, at its option. A return, together
with remittance of any net GST due, will have to be filed one month after the end of the
registrant’s reporting period. Refund claims, where applicable, are also to be made in the
return; interest on refund claims will be paid from 21 days after the registrant’s return is
received by Revenue Canada.

D) GST Terminology

The following terms used in the Technical Paper and Draft Legislation are also used
throughout this Report.

(i) Persons

The term person will include an individual, partnership, corporation, trust,
estate, society, union, club, association, organization and any other body of any kind
whatever. Notably a partnership is a person and therefore the partnership (and not the
partners) will be required to become registered as a vendor and file returns for GST
purposes.

(ii) Commercial Activity

The term “commercial activity”” will be defined to include generally any business
carried on by a person and the supply of real property but will exclude employment
and any activity of a person that relates to the making of an exempt supply by that
person and any activity without a reasonable expectation of profit.
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This is a key concept for the purposes of the GST as characterization of an
activity as a commercial activity will determine both a person’s obligation to register as
a vendor and collect taxes and the person’s entitlement to input tax credits in respect of
the activity.

(iii) Goods

The term “goods’ is to have the meaning assigned in the Customs Act. Generally
this will include all tangible personal property (personal property you can touch, etc.)
and animals.

(iv) Property

The term “property” will mean property of any kind whatever but does not
include money.

(v) Real Property

The term “real property’’ will, in addition to, its usual meaning include in
Quebec immovable property and a lease in respect of such property in Quebec and
elsewhere in Canada include any estate or interest in respect of real property. Finally,
the term will also include a right to explore or exploit mineral deposits and other
natural resources and generally any production royalty with respect to a mineral
resource.

(vi) Personal Property

The term “personal property”” will mean any property that is not real property.

(vii) Services

The term “service” will mean anything other than property, money and anything
supplied to an employer by an employee in the course of his employment.

(viii) Supply

The term “supply” will generally mean the provision of property or service in
any manner and includes sale, transfer, lease or disposition of property and any
provision of service and any agreement to provide any property or service.

(ix) Supply Made in Canada

Special rules are set out in the Draft Legislation to determine whether a
particular type of supply is made in Canada. For most services (i.e. other than a service
in respect of real property, or a telecommunications service), the supply will be
considered to be made in Canada if the service is performed in whole or in part in
Canada.
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(x) Taxable Supply

A “taxable supply” will mean any supply other than an exempt supply made in
the course of a commercial activity.

(xi) Exempt Supply

An “exempt supply” will be defined by Schedule, as discussed further below in
Chapter 4, to include specifically defined categories of supplies including most health
and dental services, day-care services, most educational services, most supplies by
charities, most domestic financial services and certain supplies by non-profit
organizations, governments, and other selected public sector organizations.

No tax is levied on the purchase of exempt supplies but a person making exempt
supplies is not entitled to an input tax credit for the taxes it pays on the property and
services it purchases to make such supplies. In effect a person making exempt supplies
is treated as the consumer of the property and service it purchases. The effect of exempt
treatment is to tax the inputs but exclude the value added in or exempt supply.

(xii) Zero Rated Supply

The term zero-rated supply refers to supplies of properties or services on which a
zero-rate of tax is applied but which entitle the registered vendor supply if such
services in the course of a commercial activity to full input tax credits. In effect, these
supplies are taxable at a zero rate; therefore no tax is chargeable to the purchaser but
the supplier is entitled to a full input tax credit. The supply of services related to the
export of goods and of services will be zero-rated. Specifically defined categories of
goods including basic groceries, prescription drugs and medical devices will be zero
rated.

(xiii) Input Tax Credit

Subject to certain restrictions and requirements, the term “input tax’ credit
refers to a mechanism to allow a “registered vendor” to recover the GST paid or
payable by it on its

(i) purchase of taxable property and services, and

(i) importation of goods into Canada,

to the extent such property and services were acquired for use in a commercial activity.

(xiv) Registered Vendor

Subject to the $30,000 threshold for small traders, every person engaged in a
commercial activity who makes taxable (or zero rated) supplies of property or services is
required to become registered and to collect and remit GST on taxable sales. Status as a
registered vendor is also required as a condition to claiming input tax credits.
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(xv) Value of the Consideration for a Supply

The term “value of the consideration™ for a supply will be defined, generally, to
mean the amount paid or payable for a supply. In the case of supplies between related
persons it will mean the fair market value of the supply.

(xvi) Exports

Exported property and services will, generally, be “zero rated”. The Draft
Legislation lists by schedule the property and services, including exported supplies, that
are zero rated.

(xvii) Imports

Imported goods which are neither zero-rated nor exempt will be taxable to the
importer of record at the time of importation.

Imported services will be taxed, as such, on a self-assessment basis, where
imported for use other than in a commercial activity (i.e. for personal use or in the
provision of an exempt supply of property or services). A registered vendor who
imports a service for use in making a taxable supply will not be entitled to an input tax
credit with respect to the imported service. Therefore, GST will be imposed indirectly
on that element of his selling price when the registered vendor makes a taxable supply
of property or services.

(xviii) Exempt Suppliers

A supplier of exempt property Or services is denied any input tax credit for the
GST on property and services purchased for use in such exempt supply. Such a supplier
is, in effect, treated as the consumer in respect of the inputs it uses to supply an
exempt property Or services. Purchasers of an exempt supply of property and services
pay no tax on the value of the consideration paid or payable for that supply and are
entitled to no input tax credit in respect of that supply.

As noted above, a supplier of exempt property or services, and consumers, must
self-assess for the tax on taxable imported services. For example, a financial institution
which retains an architect outside Canada, who is not a registered vendor, to design a
building in Canada will have to report and pay GST on the value of the consideration

for the architectural services.

(xix) Wages and Salaries

Employment is not a commercial activiFy and therefore employee§ are generally
outside the scope of the GST. Payments 10 respect of wages, salaries, and other
remuneration (including pension plan contributions, etc.) are'not taxable and therefore
do not attract tax or entitle the employer to an input tax credl_t. However, the Technical
Paper does indicate that in certain circumstances employees (i.e. commission salesmen)
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will be able to obtain a GST rebate (but not an input tax credit) for the GST paid on
certain expenses they incur pursuant to their contract of employment for which they
are not reimbursed to the extent they are entitled to deduct those outlays and expenses
for income tax purposes.

Fees charged by a person engaged in a commercial activity for the services of its
employees (such as cleaning services) will be subject to GST as a taxable supply unless
the services fall within the exempt or zero rated category.

E) Input Tax Credits

The input tax credit mechanism is new to the Canadian sales tax system. Some
witnesses appearing before the Committee were understandably confused about its operation
and the likely impact on their business or industry. However, legitimate concerns regarding
the impact of the credit mechanism on compliance and cashflow were raised by business
organizations whose members would normally be in an refund position under the new
system.

This section of Chapter 2 addresses generally the input tax credit mechanism, including
entitlement and apportionment. In addition, it reviews the Committee’s deliberations and
recommendations regarding the restrictions represented by witnesses as being particularly
burdensome and creating needless complexity. The Committee’s concerns and
recommendations regarding the input tax credit complications resulting from provincial sales
tax are also discussed.

Another section of this Chapter reviews general operational aspects and witnesses’
representations that taxing outputs and crediting inputs will add to operating and financing
costs. Chapter 4 discusses specific concerns of small business. The Committee’s deliberations
regarding the compliance cost of apportionment for specific dual status organizations, are
contained in Chapters 3, 7, 8, 9 and 11.

(i) Technical Paper Proposals

The Technical Paper indicates that vendors who have registered to collect the tax will
generally be entitled to recover the tax paid on their purchases to the extent such goods and
services are acquired for use in a commercial activity. Section 108 of the Draft Legislation
reduces somewhat the requirement to allocate for incidental use. It provides that property or
service shall be deemed to be used exclusively in the course of commercial activities, if
substantially all of the consumption, use or supply of that property or service is in the course
of commercial activities. Conversely, the property or service will be considered used
exclusively in the course of non-commercial activities if substantially all of the consumption,
use or supply of that property or service is in the course of non-commercial activities.

A registrant generally will not be able to claim an input tax credit for the tax on a
purchase until a satisfactory invoice, or other documentation of the tax paid or payable, has
been obtained from the supplier. (Another section of this Chapter discusses documentation
requirements.) There will be no matching requirement with respect to purchases and sales as
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a condition to claiming an input tax credit on a particular purchase. Rather, if an
organization makes only taxable or zero-rated supplies, generally it will be entitled to recover
all of the GST paid on its purchases in the period of acquisition. However, an organization
will not be able to recover any input tax credit in respect of its purchases if it makes only
exempt supplies. A charity, a qualifying non-profit organization (NPO) or a registrant in the
“MUSH” sector may, however, obtain a partial rebate under the separate rebate mechanisms
established for groups in this sector.

The Technical Paper outlines various exceptions to the basic rule that registrants will
be entitled to recover, through the input tax credit mechanism, the tax paid on their
purchases, to the extent such goods and services are acquired for use in a commercial activity.
The exceptions include:

° real property and improvements to real property purchased by charities, NPO'’s
and those in the public sector. Input tax credits will be allowed for these
organizations only if the real property is acquired for use primarily in a
commercial activity; and

capital property, and improvements to capital property, purchased by registrants,
other than financial institutions. Full input tax credits will be allowed for such
registrants only if the capital property is acquired for use primarily in a
commercial activity.

Because of the foregoing entitlement rules, allocations of input tax credits will be
necessary in various circumstances. For example, since an organization making both exempt
and zero-rated (tax-free) or taxable supplies, will be entitled to claim input tax credits in
respect of some of its input taxes but not others, it will be necessary for such organization to
allocate its input taxes in some appropriate manner. Some such dual status organizations will
be free to make such allocations, in any reasonable manner, between those for use in
non-commercial activities and those for use in commercial activities. However, other dual
status organizations, such as financial institutions, may be required to follow
as-yet-to-be-defined allocation rules. As previously noted, other organizations, such as those in
the “MUSH” sector, will use as-yet-to-be-known percentages to calculate a rebate under a

Separate rebate mechanism.

Allocations of input tax credits will also be necessary where registrants make personal
use of business inputs, where registrants (other than charities, NPO’s and those in the public
sector) purchase real property and improvements to real property, and where financial
institutions acquire capital property. No allocations will be necessary with respect to capital
Property acquired by non-financial institutions or real property acquired by charities, NPQO’s
and those in the public sector. Rather, as stated above, input tax credits will be allowed for
these registrants, purchasing these properties, only if the property is acquired for use
Primarily in a commercial activity, in which case a full input tax credit may be claimed.

Recognizing that the relative proportion of commercial use to total use may change
over the life of the asset, change-of-use rules are proposed in the Technical Paper for both
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capital property and real property. To avoid the rules applying regardless of the degree of
change, a de minimis rule is contained in the Draft Legislation. Section 238 provides that the
use of the property shall be deemed not to have changed if the change-in-use is less than 10%
of the total use of the property, deeming this change-in-use “insignificant’”’. The same section
deems a change will, however, not be considered “insignificant” if the primary use of the
property has changed.

Generally, the Technical Paper proposes that provisions, similar to provisions in the
Income Tax Act, will deny input tax credit entitlement in respect of:

°  membership fees or dues in any club whose main purpose is to provide dining,
recreational or sporting facilities;

personal or living expenses not incurred during business-related travel,

the portion of the cost of automobiles in excess of the cost deductible for income
tax purposes;

20% of meals and entertainment expenses, that is, the portion of these expenses
in excess of the amount deductible for income tax purposes;

acquisitions by employers of goods or services all, or substantially all, of the
acquisition of which is for the personal use or benefit of the employee;

capital property, other than real property, purchased primarily for a
non-commercial activity; and

real property acquired primarily for the owner’s personal use and enjoyment.

Under the Technical Paper proposals, employers are generally required to collect the
GST from employees with respect to employee benefits, and remit in the normal manner.
The value of the benefits would be determined and become taxable once a year, at the time
the T4 Information Returns for the employees are prepared. Also, the general rule is that,
where a property is acquired partly for commercial use and partly for the employee’s
personal use, a full input tax credit would be available to the employer, and the benefit to the
employee would be subject to GST in the manner just described. Where no input tax credit
is available to the employer, such as in the circumstance outlined in (e) above, no GST will
be payable on the amount of the employee benefit.

There is an exception to the full input tax credit entitlement rule where a passenger
vehicle is acquired or leased by registered self-employed individuals partly for commercial use
and partly for personal use. Rather than allowing a credit, the Technical Paper proposes to
allow the individual to claim a credit at the end of the fiscal year equal to 9/109 of the capital
cost allowance in respect of the vehicle, as claimed for income tax purposes. Thus, some
credit is available to self-employed individuals even when personal, non-commercial use is the
main purpose, that is, greater than 50 percent. Similar exceptions exist to the full input tax
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credit entitlement rule where a passenger vehicle is acquired or leased by certain partners and
employees. (The treatment of partner and employee expenses is discussed in Chapter 13.)

(ii) Witnesses’ Representations

Witnesses, such as the Canadian Medical Association and the Association of
Universities and Colleges of Canada, represented that compliance costs will increase because
of the need to allocate input taxes between those related to tax-exempt supplies and those
related to taxable or zero-rated supplies. Other witnesses, including the Private Sector Supply
to Government Group, the Canadian Association of Data and Professional Service
Organizations, and the Canadian Advanced Technology Association, represented that the lack
of rebates for organizations making tax-exempt supplies, such as financial services, and the
partial rebates for selected other groups, such as charities, NPOs and the MUSH sector,
indicate both a potential towards self-supply and a tax cascading effect where the supply is
made to a registered business. Witnesses also represented that, each time special treatment is
granted, additional complexities, inequities and economic inefficiencies are created.
Recommendations were therefore made to the Committee that zero-rated (tax-free) rather
than tax-exempt treatment should be used if special treatment must be given.

The Society of Management Accountants of Canada, the Tax Executive Institutes Inc.,
the Canadian Manufacturers Association, and the Retail Council of Canada were some of the
witnesses who recommended eliminating all or most of the special restrictions on input tax
credits for club memberships, passengers vehicles, meals and entertainment. It was
represented to the Committee that the proposed rules to restrict credits increase the
compliance burden and seem to have limited rationale, in a consumption tax system, other
than paralleling the Income Tax Act. However, other witnesses made opposite representations
and recommendations. For example, the Canadian Labour Congress recommended the credit
for business meal and entertainment expenses be eliminated, unless incurred during
business-related travel. The Committee did not receive specific representations with respect to
the input tax credit restrictions involving capital goods and real property.

Numerous witnesses, including the Canadian Chamber of Commerce, the Canadian
Federation of Independent Business, the Canadian Organization of Small Business and the
Retail Council of Canada, represented to the Committee that the lack of a joint
federal/provincial system will increase complexity and business compliance costs.

(iii) Committee’s Conclusions and Recommendations

1. Entitlement and Apportionment

The witnesses’ concerns about complexity were of prime importance to the
Committee. The Committee feels the system must be as simple as possible so that
business compliance costs and government administrative costs are minimized. The
Committee sympathizes with the witnesses’ concerns al?out self-supply and tax-cascading.
The Committee also recognizes certain activities are difficult to tax, and some degree of
complexity in the system stems from the perceived need to exclude certain items, such
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as basic groceries, from the tax base to avoid regressivity. (Chapter 3 discusses this
matter further.)

Although zero-rating rather than exemption avoids the complexity of
apportionment and reduces the potential for self-supply, pressure is increased on
“borderlines”” where the former rather than the later treatment is used. Exempt
treatment may be appropriate for those organizations which the government does not
wish to register. Exemption may also be appropriate where the government wishes to
provide partial relief, by removing the tax on the value added by an organization but
not on the inputs it uses in making exempt supplies.

As stated in Chapter 3, after careful deliberation the Committee believes the
balance struck in the Technical Paper between taxable and zero-rated and exempt
supplies is generally a reasonable one. Therefore the Committee proposes no major tax
status changes, except in the area of financial institutions, discussed separately in
Chapter 11.

The Committee also does not make a recommendation regarding the general
entitlement and apportionment rules, feeling they are reasonable. The Committee
compliments the government’s attempt to reduce the need for registrants to pro-rate
supplies between commercial and non-commercial activities, for purposes of obtaining
the input tax credits and for purposes of applying change-of-use rules for capital and
real property. However, although the provisions are intended to help simplify
compliance with the GST, it may, in certain circumstances, be difficult to determine
whether the “substantially all”’ test (set out in the Section 108 de minimis rule) has
been met or whether the 10% “insignificant” test (set out in the Section 238 de
minimis rule) has been met. The Committee nonetheless agrees with these provisions.
(However, it recommends an additional de minimis rule in Chapter 4.)

2. Restrictions on Credits

The Committee recognizes both the policy argument for taxing the personal
consumption component of automobiles, meals and entertainment, and the importance
of making compliance under the GST system as simple as possible. Therefore, while not
wishing to abandon either of these objectives, the Committee reviewed several
simplifying policy options, including whether to:

a. leave all restrictions on credits as proposed but implement a simplified
annual adjustment to the input tax credit claimed in the immediately
preceding taxable year. For example, the Committee considered the
possibility of allowing full input tax credits during the course of the year but
requiring an appropriate adjustment at the time of filing an income tax

return, recapturing the input tax credit allowed on 20% of the GST on
meals and entertainment expenses; or

b. eliminate the passenger vehicle restriction and/or the meal and
entertainment restrictions on GST input tax credit entitlement and, instead,
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increase the non-deductible income tax portion. That is, since the
mechanism for taxing the personal consumption components already exists
in the income tax system, the Committee considered the possibility of
substituting, for the denial of full input tax credits, an increase in the
non-deductible portion of the outlay or expense under the income tax
system. (For example, 20% non-deductible portion of meals could be
increased to 22%.)

As the Committee feels it is of utmost importance to make the GST system as
simple as possible, the Committee recommends:

19. That full GST input tax credit be allowed for meal and entertainment expenses, and
for passenger vehicles purchased or leased, including those purchased or leased by
self-employed individuals, partners and persons meeting the criteria of paragraph
8(1)(f) of the Income Tax Act. If the Minister deems it advisable to make appropriate
adjustments because of the personal consumption component, the changes should be
made by amending the Income Tax Act. The Income Tax complications should not be
added to the legislation implementing the GST

3. Provincial Sales Tax Complications

The Committee recognizes the process of identifying the input tax credits for
persons doing business in two or more provinces is complicated by the existence of
provincial retail sales tax (PST) on inputs purchased for consumption. Since GST will
be applied to the selling price of a supply exclusive of any PST, the input tax credits
claimed in respect of a supply must be calculated on the purchase price exclusive of the
PST. The Committee also recognizes that complications increase where the value on
which PST is payable varies by province. For example, some provinces may charge their
PST on the GST; others may impose PST on the selling price exclusive of GST. Where
the PST rate applied to the level of inputs varies as a result of purchasing in provinces
with different PST rates, complications increase which may require sophisticated
accounting procedures to trace the GST separately.

Because of the potential complications, the Committee recommends:

20. That a simplified method to eliminate the provincial. sales .tax component prior to
determining input tax credits be allowed. The optional simplified method could
involve use of a reciprocal tax factor to determine the GST input tax credit on the
gross selling price including provincial sales tax and GST. An adjusted reciprocal factor
to reflect an assumed tax status and value combination could be used where a business
is supplying goods with a different tax status for provincial sales tax and GST
purposes.

For example, assume the PST rate for a province is 10%, the selling price
exclusive of GST and PST is $100.00 and the price including PST and GST is $119.90.
Under the 9% GST, a simplified reciprocal factor of 7.51% could be used to determine
that the GST input tax credit was $9.00. In the same situation, but with a GST rate of
7% and a tax included price of $117.70, a simplified reciprocal factor of 5.95% could
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be used to determine that the GST input tax credit was $7.00. The Committee believes
this will reduce compliance and administrative costs.

If provinces include the GST in the tax base, a related concern is the businesses’
ability to recover the PST paid on the business inputs that are subsequently refundable
under the GST input tax credit mechanism. For example, in construction supply and
install contracts, PST recoveries will be complex since the GST will be charged, and
input tax credits taken, on many goods and services on which the PST has been
charged. The Committee believes that businesses should not have to make PST refund
claims or adjustments on each and every transaction in a province where the necessary
legislative changes have been made to ensure the business is a consumer for PST
purposes. Rather some sort of pro-rata aggregate adjustment should be made where PST
is calculated on a value that includes GST, and the GST is subsequently recovered.

Therefore, the Committee recommends:

21. That the government cooperate with the provinces to ensure GST input tax credits are
treated as a price adjustment for PST purposes.

F) Documentation Requirements

Documentation requirements affect both business compliance costs and financing
costs. As pointed out in the previous section of this Chapter, a registrant generally will
not be able to claim an input tax credit in respect of the tax paid on a purchase until a
satisfactory invoice, or other documentation of tax paid or payable, has been obtained
from the supplier. If it is hard to determine the input tax credit amount, compliance
costs will increase. Also, if it is hard to obtain satisfactory support for the tax paid or
payable, since credits may be delayed, financing costs will increase. Therefore, the
general position of the Committee is that the documentation requirements should be as
flexible as possible, within the constraint of protecting against over claiming of tax (or
tax avoidance).

(i) Technical Paper Proposals

In the Technical Paper, the Government says its approach to documentation
requirements will rely on existing business records and invoicing practices and that, as a
consequence, the GST will involve little, if any, change to existing billing practices.
Vendors will be subject to certain documentation requirements, both to provide
evidence to purchasers that their tax liability has been discharged and to verify their
input tax credit claims.

In order to minimize documentation costs for vendors, the Technical Paper states
there will be no restrictions on the form or physical characteristics of documents used
to support input tax credit claims, provided they meet certain basic information
requirements. The information that registrants will be required to obtain from their
suppliers will vary depending on whether the value of the supplies is less than $30.00,
at least $30.00 and less than $150.00, or $150.00 or more.
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No supporting documentation to support input tax credit claims is required in
certain circumstances, such as where reasonable per diem reimbursements are made to
employees. Registered vendors will be under a general obligation to issue an appropriate
document, containing the requisite information, if requested to do so by a registrant to
whom a taxable supply is made. However, registered vendors are given the option of
either selling tax-included (with an indication to the effect that prices include GST) or
tax-excluded (with separate indication of the tax amount).

(ii) Witnesses’ Representations

Witnesses represented that business compliance cost may increase, and credits
may be inaccurately claimed, where the actual GST amounts are hard to determine. For
example, the Canadian Institute of Chartered Accountants represented that information
as to actual GST amounts may be hard to determine, or inadequate, in the travel and
hospitality industry. They also represented that identification of GST would be difficult
where gratuities and provincial retail sales tax (PST) are on documents. Other witnesses,
such as the Canadian Gift and Tableware Association and the Commercial Travellers’
Association of Canada, represented the invoice dollar amounts for information
requirements are too low, suggesting alternative amounts.

Witnesses, such as the Consumers Association of Canada, the Canadian Labour
Congress and the Canadian Federation of Labour expressed concerns regarding the
Technical Paper’s proposal of optional pricing. The Tax Executive Institute Inc., the
Canadian Institute of Chartered Accountants, the Society of Management Accountants
of Canada and the Council of Forest Industries of B.C. where some of the witnesses
recommending optional pricing be removed and separate identification of the GST
amount required, except in clearly defined situations. Various business organizations,
including the Edmonton Chamber of Commerce, the Vancouver Board of Trade and
the Saskatchewan Chamber of Commerce represented that tax visibility is important to

control revenue increases.

(iii) Committee’s Conclusions and Recommendations

1. Identification of Credit Amount

Situations may arise where, because of insufficient documentation, payment
for goods and services purchased is made prior to being able to claim the credits.
In other circumstances, input tax credit amounts may be hard to determine.
Since it is important to be able to identify taxes paid on purchases at the earliest
opportunity in order to protect against negative cashflow effects, the Committee
recognizes the importance of making this identification process as easy as possible.

The Committee is therefore sympathetic to businesses’ concerns about
compliance and cashflow, and believes that documentation requirements should
be as flexible as possible. Although the Committee does not feel the arbitrary
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dollar amounts for additional invoice information should be increased, the
Committee recommends:

22. That businesses be allowed to claim a standard percentage on GST tax included
(invoiced and non-invoiced) purchases as a GST credit when information as to actual
amounts may be inadequate and the risk of revenue loss from error is not significant.
The input credit could simply be calculated by applying an appropriate reciprocal
factor. Satisfactory documentary evidence should be maintained by the registrant.

For example, the reciprocal factor of 8.25% (i.e., 9/109) under the 9% rate
proposed in the Technical Paper could be authorized for use where inputs purchased do
not include PST. A reciprocal factor of 6.54% (i.e., 7/107) under the 7% rate proposed
by the Committee could be used where inputs purchased do not include PST. To the
extent that PST is imposed on the purchase of inputs to a commercial activity, it will be
necessary to eliminate the PST component prior to applying the faction 9/109 (or
7/107) to arrive at total GST paid on taxed inputs. To simplify, as discussed in the
previous section of this Chapter, a reciprocal factor reflecting combined
federal/provincial rates, or a deemed combined rate, could be used to determine the
GST input tax credits. Wherever possible, aggregate calculations should be allowed, and
estimates and rounding permitted.

2. Optional Pricing

The Committee understands the concerns expressed regarding the optional
pricing proposals. However, it recognizes the current federal sales tax is entirely hidden
from the consumer and the GST will achieve a great deal of visibility. The Committee is
also sympathetic to retailers’ and small businesses’ representations to have the tax as
easy as possible to collect, placing as few demands as possible on cash registers to select
between taxable and exempt sales under both a federal and provincial regime.

The Committee considered the Department of Finance’s representation that the
federal government lacks constitutional authority to mandate tax “extra pricing”. It also
considered that, based on other countries’ experience, vendors will likely sell on a tax
inclusive basis at the consumer level and on a tax extra basis to registered persons. The
Committee recognizes there are good reasons for not requiring GST identification by
retailers to the final consumer, including the impractical nature in certain types of
businesses and the potential to use such documentation falsely.

The Committee acknowledges the Technical Paper proposals to provide retailers,
pricing tax-included, with signs indicating the GST is included in the price. Consumer
confusion, represented by some witnesses to be of concern, should be lessened because
of the use of signs. The promotion by the government of consistent pricing and
advertising practices, through consultation with business associations and advertising
councils, should decrease the potential for competitive inequities.

For the foregoing reasons, the Committee concludes that the Technical Paper
proposals for optional pricing are reasonable.

-84 -



G) Direct Mail Imports

Under the current law the Postal Imports Remission Order and Courier Imports
Remission Order provide duty and tax relief on importation of goods through couriers
and the post office if the value for duty does not exceed $40, or the aggregate of duties
and taxes does not exceed $5.

The Technical Paper proposes to amend these orders upon introduction of the
GST to exclude books and periodicals in order to allow for the application of GST to
imported book and periodical subscriptions. This is intended to ensure that sales of
books and magazines, both foreign and domestic, are placed on an equal footing for
GST purposes.

The Committee was told by the Canadian Magazine Publishers Association that
the proposal to tax foreign publishers on their subscription sales in Canada was
unenforceable. They argued that these publishers would refuse to collect GST on their
Canadian subscriptions and would instead mail - magazines more cheaply to Canadian
subscribers directly from outside Canada. The CMPA told the Committee that it would
be impossible for Revenue Canada to police the imposition of GST on these magazines
and periodicals because they could not be ascertained amongst the millions of pieces of
mail entering Canada daily. As a result foreign magazine subscriptions could be sold to
Canadians without GST while similar Canadian magazines would be subject to GST.

However, the Committee was told by officials of the Department of Finance that
imposition of GST on foreign publishers was possible and has been accomplished
without difficulty in value added tax jurisdictions such as France. The Committee was
told that policing the imposition of GST on non-complying foreign publishers could be
achieved by arresting the bulk shipments of large foreign publications destined for sale
on Canadian newstands. Since magazines for sale on newstands must be shipped in bulk
Revenue Canada will have easily identifiable goods for border inspection in the event
these publishers are not remitting GST on their Canadian subscription sales.

The Committee believes that the means to enforce the imposition of GST on
subscription sales by foreign publishers in Canada are adequate. Therefore the
Committee supports the proposals of the Technical Paper.

H) Operational Aspects

This section addresses general operational aspects of the GST contained in
Section 2.8 of the Technical Paper. It also reviews the representations received by the
Committee with respect to the impact taxing supplies, while allowing an input tax
credit, will have on operating and financing costs.
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(i) Technical Paper Proposals

The Technical Paper proposes every registrant will have a single fiscal year for
reporting purposes which will be divided into reporting periods in the case of monthly
or quarterly filers. Registrants will have the option of selecting either the calendar year
or their fiscal year or, if it is more convenient, their fiscal period for income tax
purposes. Registrants will calculate their net GST remittance or refund on a periodic
basis (monthly, quarterly or annually) depending on sales volume.

Registrants with taxable and zero-rated sales in excess of $6 million per year will
be required to file GST returns and remit tax on a monthly basis. Registrants with
annual taxable and zero-rated sales of $6 million or less will be required to file and
remit on a quarterly basis, with the option of filing monthly. Registrants with annual
taxable and zero-rated sales of $500,000 or less will also have the option of filing
annually and remitting instalments quarterly. Where the net tax remittable is less than
$1,000, instalments will not be necessary under this option.

The Technical Paper proposes that both quarterly and monthly filers will be
required to file their return, and remit net GST owing, within one month following the
respective reporting period. Penalty and interest will be calculated at prescribed rates
on any late payments and will be charged from the due date of the return. Where a
refund of tax is due, refund interest will be credited from the twenty-first day following
the date on which the registrant’s return is received by Revenue Canada.

The Technical Paper contains an option to file on a divisional basis, where the
divisions are identifiable according to certain criteria. No special rules have been
proposed for transactions between related parties.

(ii) Witnesses’ Representations

Some organizations represented to the Committee that the threshold limits for
filing and remitting should be adjusted to enable more businesses to file less frequently.
The Canadian Council of Grocery Distributors recommended allowing all retailers to
file quarterly. The Canadian Gift and Tableware Association and the Commercial
Travellers’ Association of Canada suggested the $500,000 threshold should be increased
to $1 million to allow more businesses to file annually.

Many witnesses including the Canadian Institute of Chartered Accountants, the
Independent Petroleum Association of Canada and the Entertainment Tax Action
Committee, represented that the proposal for paying interest for refunds on the
twenty-first day was inadequate and could result in additional financing costs for
business. Several witnesses, including the Western Barley Growers Association and the
Alberta Cattle Commission, recommended “directly” excluding major farm inputs from
the tax to alleviate the cashflow cost to farmers. Other witnesses, including the
Canadian Federation of Farm Equipment Dealers Association and the Canadian Retail
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Hardware Association, represented more general concerns regarding the effect of taxing
outputs and crediting inputs on operating and financing costs.

Mr. Wolfe Goodman recommended allowing all sales by one registrant to another
to be made tax free, on production of an exemption certificate. Another witness
suggested that firms should be allowed to assign input tax credits to other firms which
are in position to immediately utilize the input tax credits.

The additional financing costs for exporters was also represented by some to be of
concern. Witnesses speaking on cash flow impacts of export-orientated businesses
included, the Canadian Exporters Association and the Independent Petroleum
Association of Canada.

There were also representations from witnesses that GST could be a factor in
setting up legal entities since no provisions are proposed in the Technical Paper to
permit consolidated returns for associated corporations. To avoid inter-entity
transactions having GST consequences in each reporting period, businesses may
consider restructuring. Witnesses represented that the complexities would be reduced if
a group filing option were permitted. For example, the Canadian Institute of Chartered
Accountants stated in their brief that if related companies had:

«.the option of filing their returns on a consolidated basis. This would
simplify the GST process for both the government and the registrants. It
would reduce the number of returns, reduce the number of net refund
claims and government cheques, and eliminate the registrant workload of
assessing the GST on transactions between the related companies, e.g. data

processing services.”

Witnesses represented additional concerns for suppliers of financial services. For
example, the Tax Executive Institute Inc. recommended that transactions between
entities within a controlled financial group be made tax free or, alternatively, the
government’s Acts be amended to permit financial institutions to perform otherwise
prohibited activities in-house. Further tax cascading on financial services would occur if
these recommendations were not implemented. (The problems and discussions with

respect to financial services are discussed in detail in Chapter 11.)

(iii) Committee’s Conclusions and Recommendations

1. Filing Requirements

The Committee reviewed the threshold limits for required filing frequency.
Representations from the Department of Finance indicated that the vast majority
of businesses will be filing quarterly. Only approximately 30,000 will be required
to file monthly and approximately one million firms will qualify for annual filing,
with quarterly returns if they so desired. Relying on thes.e representations, the
Committee concludes the proposed sales levels for filing requirements are
reasonable. The Committee also concurs with the dollar limits proposed for
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requiring installments to be paid, recognizing the concerns by many, including the
Department of Finance, that the higher the outstanding tax liability at the end of
the year, the greater the potential for cashflow problems for smaller suppliers.

2. Cashflow

The Committee recognizes that the degree to which the GST will affect
cashflow will depend on many factors, including the tax status of the supplies
made, the terms of trade between customers and suppliers and the frequency of
GST filings. For those registrants that will normally be in a liability position at
the end of each reporting period, the change over to the GST system may in fact
have a positive effect on cashflow, particularly if the business currently sells goods
subject to federal sales tax and is able to start on implementation date with a
tax-free inventory.

However, the Committee also recognizes that persons in a net credit or
refund position, such as farmers and businesses that are heavily export-oriented,
could experience a significant negative cashflow impact, especially if they are
smaller businesses not electing to file on a more frequent basis in order to
accelerate refunds. The Committee therefore reviewed several ways to try to lessen
this impact.

The Committee rejects the suggestion to eliminate any lag time between the
date on which interest on refund is calculated and the date the refund
entitlement occurred. The additional administrative cost of performing interest
calculations on virtually all claims is the main consideration. In addition, the
Committee realizes that the extra interest cost would have to be borne by the tax
system. It feels that the 21 day rule will ensure no direct loss to businesses from
undo delay of processing the refund claim. The government should not be
expected to compensate for the float being held by the vendor.

A prime objective of the new sales tax system is to ensure that ultimately
the tax applies only on the value of final consumer sales and that all business
input are relieved from the tax. Therefore, the Committee also rejects the
suggestion to allow all sales by one registrant to another to be made tax-free, on
production of an exemption certificate. To free capital goods and other businesses
purchases from taxation, the Committee feels the input tax credit mechanism is
superior to the exemption certificate mechanism used in retail sales tax systems.
The suggestion to allow assignment of credits is rejected on similar grounds.

The Committee does not feel the option to make a limited number of
purchases directly exempt to certain groups is appropriate since special treatment
such as this would increase both the compliance cost of suppliers and the
potential for abuse. It would also be difficult to decide which inputs and which
groups to restrict the special treatment too.
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23.

allowed to report sales to outsiders a

That is, would the special treatment be restricted to major farm inputs to
farmers and major fishing inputs to fishermen, or would similar treatment for
inputs to other groups be allowed. Also, would only inputs specifically designed
for the industry be allowed direct exemption, or would other goods commonly
used by the group be allowed special treatment. The Committee considered that
the cashflow impact to farmers and fishermen would probably not be negative,
and maybe would be positive, if supplies by them were taxable. Consideration was
also given to the fact that the benefits of full recovery of input taxes may offset
somewhat the negative cashflow impact for zero-rated suppliers.

However, the Committee concurs that cashflow is a legitimate concern for
businesses where transactions are for the most part outside of the normal course
of the business. It therefore recommends:

That on transactions where both parties are registrants and goods, other than
inventory and commercial properties exceeding $1 million, are supplied, GST be
collected by the vendor and the input tax claimed by the purchaser on a notional basis
only. That is, GST should be deemed collected and the corresponding input tax credit
deemed claimed where the vendor and purchaser complete and file a prescribed form,
containing details of the transaction, and Revenue Canada, Customs and Excise
approves the notational collection and claim. Submission of satisfactory evidence that
the proposed use will entitle the purchaser to a full input tax credit should be
required, and the procedure should be allowed only in respect of purchases of goods
(other than inventory) greater than $100,000, where a registered vendor has annual
taxable sales greater than $500,000, and of purchases greater than $30,000, where a
business has annual taxable sales less than or equal to $500,000.

Although, some compliance cost is involved in specific clearance of a
transaction in the manner outlined, the procedure would be optional, and
therefore likely used only on high price items by registered vendors in a net
refund position. Businesses Will benefit where the cost of financing the tax
amount, between the time the purchase is made and the credit is received,
outweighs the cost of filing the appropriate forms. The procedure ensures no
negative cashflow effect when qualifying businesses make purchases outside the
normal course of business, including purchases of such things as tractors, office
buildings, large construction equipment and commercial property having a value
of less than or equal to $1 million. (The recommendation regarding clearance
certificates for commercial properties exceeding $1 million is contained in

Chapter 7 of this report.)

Group Filing

The Committee carefully considered whether an economic entity should be
nd ignore sales within the group. It agrees that tax

proposals should not cause businesses to alter their corporate structure, and recognizes

the incentive under our curren

t federal sales tax system to restructure in order to lower

the tax base.
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The Committee reviewed the rules for group registration in various countries.
For example, Germany, the Netherlands, New Zealand and the United Kingdom allow
parent companies, and their controlled subsidiaries, to be considered one enterprise for
the purposes of the tax if they are very closely integrated in financial, organizational
and economic respect. Since, transfers within the group, including transfers of assets,
common administrative costs and staffing, as well as sales of the goods and services from
other groups, generally do not attract tax, the advantages of registering as a group are
significant, particularly vis-a-vis holding companies.

Alternately, if group registration is not provided for, companies may review
whether they should continue their separate corporate existence, based on evaluations of
the cost of financing the GST burden as it is paid and subsequently credited. Also,
since fees charged by related corporations will be subject to the GST, the increased GST
costs of corporations providing services to related persons selling exempt supplies may
outweigh the benefits of separate corporations for income tax and other purposes. For
example, health professionals may wind up their management service corporations
when GST is implemented.

Although the Committee understands the GST consequences of inter-entity
transactions, it also understands the Department of Finance’s reasons for not proposing
the option. They represented that their thinking:

“..was really guided in the first case by the experience of a variety of
European value added tax systems, which have allowed consolidated returns
in group filing, and their experience was that they found it extremely hard to
track and then enforce the tax properly.”

For example, there is a potential to increase the input credits available, by
grouping a company making exempt or partially exempt sales with a company making
taxable sales. Thus, although the Committee does not wish to have GST as a factor in
decisions regarding corporate structure, it believes any rules should be restrictive.

Therefore, the Committee recommends:

24. That certain related groups be allowed to elect to be treated as a single entity for GST
filing purposes only. The related group given the option of group registration would be
a related group as defined in Section 251 of the Income Tax Act, except that control
would be deemed to mean 100% ownership. A member company could be designated
as being responsible for accounting for the GST for the entire group. Although
individual member companies would thereby be relieved of responsibilities to file
returns, they would still be required to issue tax invoices and keep records. Also,
although only one registration number could be given the group of companies, for
control purposes individual member companies could be required to register as part of
the group.

Businesses, who have had to set up separate companies for financing or other
purposes, should have reduced compliance costs because of the foregoing
recommendation.
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3. DEFINING THE TAX BASE

The enactment of any new system Of generalized sales taxation necessarily entails a
detailed study of those goods and services which should bear the tax and those whose special
status in our society merits their exclusion from taxation.

The Committee heard extensive testimony from Canadians who felt the base of the
GST was either too broad or too narrow. Those seeking a broader base included groups such
as The Consumers Association of Canada, The Canadian Chamber of Commerce, the
Canadian Federation of Small Business, the Fraser Institute and a number of expert witnesses
including Professor Robert Clark and Mr. Wolfe Goodman all of whom supported a broader
base to include such items as food along with a lower rate of GST. Those seeking a more
narrow base argued that particular goods and services were of sufficient importance to
Canadians as to merit exclusion from the GST. These witnesses included representatives of the
Canadian Labour Congress, the Funeral Service Association of Canada, Weall & Cullen
Nurseries, the Canadian Magazine Publishers Association, the Canadian Veterinary Medical
Association, the Don't Tax Reading Coalition, the Bowling Proprietors Association, the Prince
Edward Island Draft Horse Association, and the Christmas Tree Council.

In examining the tax base as defined in the Technical Paper, the Committee has
concluded that the balance struck between taxable and tax-free or tax exempt supplies is a
reasonable one. As a result of its hearings across Canada however, the Committee believes a
number of amendments to this chapter can be made to improve the efficiency and fairness of

the GST.

A) Zero-Rated Supplies

(i) Basic Groceries

to zero-rate the sale of all basic groceries, that is,

The Technical Paper proposes ' ;
d consumption at home. However, two categories of

all sales of foods for preparation an
food will be fully taxed.

Consistent with their treatment under existing federal sales tax, soft drinks,
candies and confections and, snack foods will be taxable undeF the GST. For the
purposes of the GST, definitions of soft drinks, candies and confections, and snack foods

will be virtually the same as those in the existing Excise Tax Act.

urant meals and take-out prepared foods are not considered

In addition, resta :
basic groceries and therefore will be fully taxable.

The question of whether or not to tax basic groceries was one of the most
prominent issues in the course of the Committee’s hearings. The Canadian Chamber of
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Commerce was representative of numerous witnesses who argued in favour of a tax on
food by pointing out that the GST would be vastly simplified for both consumers and
businesses if artificial lines between prepared food and basic groceries were eliminated.
With food in the tax base many businesses would be able to calculate their GST returns
by merely subtracting their total purchases from their total sales and multiplying by
the tax rate. Representatives of the Canadian Restaurant and Foodservices Association
pointed out the confusing results that followed from the Technical Paper’s proposal not
to tax food: frozen pizza in a grocery store would be tax free but a take-out pizza from a
pizzeria would be taxable; a whole pie would be tax free but a single serving would be
taxable; a carton of milk from a grocery store would be tax free but the same carton of
milk at McDonald’s would be taxable.

Perhaps the most able description of this thorny issue came in a verse from
Professor Robert Clark in the course of his comprehensive brief to the Committee. It
read, in part:

What Is A Basic Food?

What is, [ asked, a basic food
That should be free from tax?

[ thought as I shopped at Safeway
With a little time to relax.

I looked at a tin of Helex

Snails, sixty-two grams, from France
The price for a dozen was $5.79

I looked at the tin askance.

“Are you”, I mused, “a basic food?”
Expecting no answer, I guess.

But I thought I heard a faint reply,
And the answer was clearly “yes”....

Those witnesses who sought to tax all food acknowledged the regressive impact of
a tax on food for poorer Canadians but they argued that the additional revenue
received from taxing food could be used to increase the refundable sales tax credits and
to lower the overall rate of GST on all other purchases. Moreover, they argued that all
Canadians would benefit from the economic gains Canada would realize through a
simplifie. system. Mr. Ken Battle, Director of the National Council on Welfare,
summed up this position:

“I accept the argument that there is an awful lot of leakage of tax revenue to
high income people by exempting food, because we do know from family
expenditure data that higher income people spend proportionately more
money on food than do lower income people. Therefore a lot of the tax is
being wasted on that top end.
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The argument of course would be if you did tax food because that is such an
essential, particularly for poor people, we would have a much larger
refundable credit in order to offset the impact of tax on food, to make sure
that the poor were protected.”

(Minutes of Proceedings and Evidence of the Standing Committee on Finance
[ssue No. 34, pp. 40) i

Those witnesses who opposed extending the GST to basic groceries such as the
National Anti-Poverty Organization, End Legislated Poverty, and the Canadian Labour
Congress argued that even the most generous sales tax credits would be inadequate to
compensate many poorer Canadians for a tax on basic groceries. They asked the
Committee to consider that many poor families would, out of necessity, have to spend
GST credits on the immediate needs of themselves and their children and would be
unable to stretch their credits out over three months to cover any tax on basic groceries
even if those credits were paid in advance every quarter. Moreover, they argued that
many Canadians are incapable of claiming a tax credit through the tax system because
of illiteracy, transience, mental disability or other-reasons.

After careful consideration of these representations, the Committee endorses
the conclusions of the Technical Paper that basic groceries be zero-rated
despite the higher tax rate and complexities this brings to the GST.

In choosing to treat basic groceries as tax free the Committee recognized the need
to carefully consider the definitions of those taxable food items that would remain
outside the scope of basic groceries, namely soft drinks, candies and confection, snack
foods, and restaurant meals and take out prepared foods.

The taxable status of soft drinks, candies and confection, and snack foods reflects
their current treatment under the existing Excise Tax Act and most provincial retail
sales tax systems. The Committee believes it would be unwise to further complicate the
treatment of these items at the retail level by introducing a tax treatment inconsistent
with that of most provincial retail taxes. The Committee is sympathetic, however, to the
arguments of the Canadian Soft Drink Assogigtion_ and the Confectionery
Manufacturers Association with respect to competitive inequities which may exist
between the treatment of these items and other items recognized as basic groceries. The
Committee would therefore urge that a regular review should be conducted by the
Department of Finance to ensuré competitive distortions are limited. However, as a
consequence of the reduction in the current 13.5% rate of Manufacturers Sales Tax
applied to these items to the 7% GST rate recommen@gd b)f the -Committee, albeit on a
higher retail base, the Committee believes these competitive distortions are reduced.

Unlike the situation for those food items already taxed under the Excise Tax Act,

the application of GST to restaurant meals and take-out prepared foods will require the

implementation of new rules to define these supplies. The Technical Paper presented

- 93 -



two alternatives for incorporating restaurant meals and take-out prepared foods into the
GST.

Option 1: under this method the tax status of the food is based on the nature of
the vendor, the establishment itself.

Option 2: under this method the tax status of the food is based solely on the
nature of the product itself. Under this method a specific list of
prepared food products would be taxed regardless of the type of
establishment from which they are sold.

Despite many representations concerning whether or not to tax food, the
Committee received few representations with respect to the choice between Option 1
and Option 2. Only the Bakery Council of Canada expressed a strong preference in its
choice of Option 2.

Nevertheless, the Committee has considered both options carefully. The advantage
of Option 1 is that sales of food products are taxed consistently within each type of
designated establishment. In restaurants, for example, all food products are treated as
taxable. Therefore, the operation of GST becomes quite straightforward for these
establishments. However in order to maintain competitive equity between restaurants
and other eating establishments, certain differences are created under Option 1 in the
treatment of sweetened baked goods such as pies and muffins depending on whether
they are sold in combination retail outlet/eating establishments or in grocery stores. For
example, a bakery treated as a combination retail outlet/eating establishment which
dispensed beverages on the premises and sold more than 50% prepared foods would be
taxable on the sale of its sweetened baked goods in order to maintain competitive equity
with similar sales made in restaurants. Yet a bakery which did not dispense beverages
and which sold less than 50% prepared foods would be treated as a grocery store and
could sell sweetened baked goods tax free.

Under Option 2, any anomalies in the treatment of sweetened baked goods would
be eliminated because all products defined as prepared foods would be taxable
notwithstanding the nature of the establishment in which they were sold. However, this
approach would create considerable complexities for restaurants in that they would have
to distinguish between taxable and non-taxable sales within a menu to each customer
depending on whether the foods were on the list of prepared foods. For example, an
order of toast would be taxable while muffins would be tax free.

On balance, the Committee has concluded that Option 1 will provide the most
straightfoward mechanism for both retailers and consumers under the GST. Moreover,
this treatment is most consistent with that chosen in the retail sales tax systems operated
by the provinces. Although the Committee recognizes that some competitive distortions
are present between certain products purchased in different types of establishments, the
Committee believes the impact of these distortions are mitigated at the proposed tax
rate of 7%.
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Therefore, the Committee recommends:

25. That tax by the nature of the establishment be adopted by the Government for
incorporating restaurant meals and take out prepared food into the tax base.

(ii) Exempt Meal Plans Provided by Universities and Colleges

The Committee received representations from the Canadian Association of
Colleges and Universities (CACU) with respect to the exemption for meal plans
provided to university and college students. The Committee was told that by restricting
the exemption to only those meal plans providing all meals for four consecutive weeks,
many meal plans would not qualify under the Technical Paper. The CACU
recommended that the exemption be available where ten meals per week for four
consecutive weeks were provided. The Committee notes that the Draft Legislation now
contains provisions allowing an exemption where 10 meals per week for four
consecutive weeks are provided. The Committee supports a definition which requires
only 10 meals per week to be provided under such meal plans and endorses this
provision of the Draft Legislation.

(iii) Agricultural and Fish Products

Consistent with the zero-rated treatment of basic groceries, the Technical Paper
proposes to  zero-rate agricultural ~and  fish  products throughout the
production-distribution chain. With the exception of certain non-food items such as
flowers and furs, all sales of produce by farmers and fishermen will be zero-rated.

The Committee heard extensive representations from farm organizations across
Canada with respect to the treatment of agricultural and fish products. The Canadian
Federation of Agriculture, the National Farmers Union, UNIFARM, the Prince Edward
[sland Potato Marketing Commission, the New Brunswick Federation of Agriculture,
and the Nova Scotia Federation of Agriculture, all supported the principle of zero-rating
agricultural and fish products.

Several farm groups were prepared to support a tax on food and hence on
agricultural produce. The Alberta Cattle Commission, and the Western Barley Growers
Association both supported the principle of a broader base and a lower rate of GST.

However, for the reasons discussed in section (i) basic groceries, the Committee
does not believe a tax on basic groceries is appropriate. Therefore, consistent with the
zero-rating of basic groceries, the Committee endorses the proposals of the Technical

Paper to zero-rate agricultural and fish products.

A number of issues with respect to the treatment of input tax costs, cash flow,
and compliance for farmers under the zero-rated system are addressed in Chapters 2 and

4 of this report.
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(iv) Prescription Drugs

The Technical Paper proposes to zero-rate all drugs which must be sold under
prescription under federal law and a number of drugs which do not require
prescriptions but which are used to treat life threatening conditions. In addition, where
drugs for human use are sold under the prescription of a medical practitioner the drugs
will be zero-rated.

The Committee was told by the Canadian Medical Association that in order to
fully relieve the burden of GST, all over-the-counter drugs should also be zero-rated.
The Committee believes that the zero-rating of any drug sold under prescription will
substantially address this discrepancy and, moreover, by restricting zero-rated sales to
the drug store dispensory, the operation of GST between taxable and tax free sales will
be simplified for drug stores at the point of sale. The Committee also believes that
because drugs purchased under prescription include a dispensary fee charged by
pharmacists any incentive to abuse the use of medical prescriptions in order to avoid
GST on over the counter drugs will be limited. Therefore, the Committee endorses
these proposals of the Technical Paper.

(v) Medical Devices

The Technical Paper proposes to zero-rate those medical devices which are
currently exempted under the FST. In addition, purchases of replacement parts used in
zero-rated devices and charges for installation and repair will be zero-rated.

The Committee heard representations from several organizations representing the
disabled including the Canadian Paraplegic Association and the Coalition of Provincial
Organizations of the Handicapped (CPOH) with respect to this issue. These
organizations stated to the Committee that relief through the Income Tax Act for their
special expenses incurred to carry on employment would be their first preference under
tax reform. However, given the implementation of the GST these organizations were
supportive of the proposal to zero-rate medical devices but expressed concern that the
list of items to be zero-rated would not be sufficient to meet the needs of the disabled.

The CPOH suggested, for example, that the full cost of vehicles and computers be
zero-rated where these devices had been adapted for use by the disabled rather than
merely zero-rating the adaptation equipment and installation charges as proposed.

The Committee understands the need to ensure that the list of medical devices to
be zero-rated is as broad as possible but the Committee also recognizes that a balance
must be struck between those devices used primarily by the disabled and those used by
the entire community. The Committee believes the proposals of the Technical Paper
with respect to medical devices are reasonable and therefore endorses those proposals.

- 96 -



B)

However the Committee recommends:

26. That, the Government review the list of zero-rated medical devices in consultation
with representatives of the disabled on a regular basis.

Tax Exempt Supplies

Health Care Services

The exemption of health care services falls under two broad categories.

(i) Institutional Health Care

The Technical Paper proposes that health care services provided by a public or
private hospital, nursing home, or facility offering similar services for children or the
mentally disordered will all be tax exempt. In addition, private nursing services
provided to these institutions or to individuals in their homes will be exempt. The
Committee endorses these proposals.

(ii) Health Care Practitioners

The Technical Paper proposes to exempt health care practitioners based on
whether the practitioner’s service was paid for under a provincial health insurance plan.
Where a health care practitioner’s service was only partially paid for under a
provincial health insurance plan, the service will nevertheless be fully exempt. In
addition, where a health care service is funded under a provincial medicare plan in two
or more provinces, then the health care service will be exempt irrespective of whether
it is funded by the local provincial medical plan.

While the Committee accepts this definition of exempt health care practitioners,
the Committee is concerned that limiting the definition of exempt health -care
practitioners to those who are funded by provincial medicare. _is too narrow with the
result that it discriminates against those health care practitioners not provincially
funded. The Committee was told by the Canadian Psychological Association (CPA) that
many community based private practice health care.servic.es provided by. their members
would become taxable under the Technical Paper imposing a further financial burden
on patients already spending a large share of inco.me' on health care services. Moreover,
the CPA argued that such psychological servicgs s;gmﬁcantly offset aggr.egate he_alth care
costs by reducing the need for subsequent utillza}tlon of expensive medical services. The
Committee was also told by the Canadian Medical Association that they endorsed the
view that health care services rendered by psychologists were deserving of exempt

treatment under the GST.

The Committee shares the view that it is inappropriate that health care services
such as psychology should be taxable. Moreover, because all health care services
provided by a hospital will be tax exempt, including those services not funded by
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medicare, the Committee is concerned that taxable health care practitioners will be
forced to crowd into already overburdened hospitals.

The Committee believes that where a health care profession such as psychology is
both a provincially regulated health care profession and included on the list of medical
practitioners whose services are eligible for the medical expense tax credit under the
Income Tax Act there should be an exemption provided under the GST for health care
services provided by members of that profession. As with other exempt health care
practitioners elective health care treatment should continue to be taxable.

Therefore, the Committee recommends:

27. That, health care service provided by psychologists who are registered under the
Canadian Register of Health Service Providers in Psychology be exempt under the
GST. The Committee further recommends that non-diagnostic psychological services
provided on an elective basis continue to be taxable. For greater certainty, the
Committee recommends that the Regulations to the Excise Tax Act provide that only
those psychological services billed under codes A1-A2-A3 or T1-T2-T3 as diagnostic
health care under the fee schedule of the Council of Provincial Associations of
Psychologists be treated as exempt.

(iii) Educational Services

The Technical Paper proposes to exempt educational services where they fall
under the following categories:

— elementary and secondary schools including private tutoring in academic
subjects following a provincially approved curriculum;

— publicly funded colleges and universities;
— courses for entry into regulated professions or occupations; and

— training in private vocational language schools.

The Committee supports the exemption of these educational services. However,
the Committee has received several representations which it believes should be
addressed.

The Committee heard from representatives of private music tutors including the
Nova Scotia Music Teachers Federation and the Association des Professeurs de Musique
du Québec. These witnesses expressed concern that under the Technical Paper proposals
only tutoring in academic subjects which follow a provincially approved curriculum
would be exempt. Therefore, music tutors offering instructions in courses not part of a
provincially approved curriculum would be required to distinguish between tax exempt
and taxable services and to allocate their input tax credits between exempt and taxable
supplies.

The Committee believes that such a compliance burden would be an
unreasonable imposition on independent private tutors. However, under the terms of
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the small trader’s exemption anyone whose revenues from the supply of taxable services
fall below $30,000 will not be required to charge GST. The Committee believes that in
the case of independent music tutors their supplies of taxable services, that is
non-provincially approved courses, would not exceed $30,000 and therefore such
individuals would be relieved of charging tax on such services and the subsequent
compliance burdens. Of course, all supplies of provincially approved courses would
continue to be tax exempt.

The Committee also heard representations from the Canadian Association of
University Teachers (CAUT) with respect to the proposed definition of an exempt
university or college course. The CAUT was concerned that the Technical Paper
proposed to exempt only courses which ..“"can be taken for credit leading to diplomas
and degrees”... It was put to the Committee that depending on whether the course “is”’
taken for credit or “can” be taken for credit could lead to different tax results. In the
latter case a student might audit courses but not be receiving credit at the university.
The CAUT expressed concern that the tuition Paid by such students might have to be
subject to GST by the university or college providing the course.

The Committee strongly believes that the exempt status for university and college
credit courses should be determined by an objective standard dependent upon whether
the course is recognized by the university or college fqr credit towards a degree or
diploma and not by a subjective standard based on Fhe intent of the student in taking
the course. In testimony before the Committee, officials of the Department of Finance
indicated that their intention in both the Technical Paper and the Draft Legislation was
that the exemption apply based on the objective standgrd of whether or not the course
university or college for credit towards a degree or diploma.
However, even though the stated intent. of the government would.app.ear to be to
provide an objective standard to determine the exempt status of university or college
instruction the questions raised by the CAUT suggest that there may be some ambiguity

under the Draft Legislation.

was recognized by the

Therefore, the Committee urges the Government fo cl?rify the intent of the
Draft Legislation to provide an exemption for university and college courses
based on an objective standard dependent upon whether the course is
recognized by the university or college for credit tov.vards a degre? or diploma
and to ensure that the Legislation is administered to give effect to this intent.

The Committee also heard a representation fron'l the Assopiation of Univer§ities
and Colleges of Canada that the taxation of non-credit courses intended as VOC&FIO-nal
training offered by universities and colleges versus the exemption of the same or similar
courses offered by private vocational schools and professional regulatory bodies

discriminates unfairly against universities and colleges.

The Committee believes that where universities and colleges offer courses in
respect of maintaining Of upgrading a professional or trade accreditation, or offer
courses leading to certificates of diplomas that are prescribed by provincial regulation
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and attest to competence in a trade or vocation, these courses should be exempt. Thus,
universities and colleges will be on an equal footing with professional regulatory bodies
and private vocational schools.

The Committee notes that under the Draft Legislation, the wording of the
relevant sections appears to address these concerns by exempting supplies made by
universities and colleges in respect of courses for upgrading or maintaining professional
or trade accreditation, and in respect of courses leading to certificates or diplomas that
are prescribed by provincial regulation and attest to the competence of individuals to
practice a trade or vocation (Draft Legislation, Schedule I, Part III, s.4 & s.6). The
Committee endorses these provisions of the Draft Legislation and urges the Government
to ensure that the Legislation is administered to give effect to this intent.

(iv) Day Care

The Technical Paper proposes to exempt day care services provided on a non
profit, commercial, or public basis. The Committee supports the proposed exemption of
day care services.

Notwithstanding its support of the proposed exemption for day care, the
Committee believes the application of the exemption may adversely effect some day care
suppliers.

In testimony before the Committee in Vancouver, the National Action
Committee on the Status of Women indicated to the Committee that, despite the
exemption for day care services under the Technical Paper, some input tax costs will be
passed on to consumers of day care supplies. Moreover, the amount of input taxes
passed on will vary with the allowable input tax credit/rebate available to an exempt
supplier of day care services depending on the nature of the supplier. Officials of the
Department of Finance told the Committee that 100% input tax credits will be allowed
to most employer provided work site day care excepting those businesses which supply
exempt services such as banks; 50% rebates will be allowed for charitable and not for
profit day care and; no input tax credits will be allowed to commercially operated day
care. The Committee endorses the full input tax credits for employer provided work site
day care and the 50% rebate for charitable and not for profit day care. This will ensure
that day care provided by these suppliers is subject to either less tax under the GST or
at least no more tax under the GST than under the existing FST.

However, the Committee believes that it is unacceptable that commercial day
care suppliers will be denied all input tax credits. The Committee believes that these
services are deserving of equal treatment.

Therefore, the Committee recommends:

28. That, all provincially licensed commercial day care services be entitled to a rebate of
50% of all GST paid.
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(v) Legal Aid

The Technical Paper proposes to exempt all legal services provided under a
provincially approved legal aid program.

The Committee recognizes the importance of legal aid services and supports the
intent of the Technical Paper in seeking to ensure that GST results in no increase in
the tax borne by consumers of these services. However, the Committee has concluded
that exempt status for these services as proposed in the Technical Paper is not the
appropriate method for relieving the impact of GST.

The Committee was told by the Canadian Bar Association that because lawyers
provide all their services on a taxable basis with full input tax credits, the effect of
introducing an exempt supply into their practices would be to create significant
compliance costs because of the requirement to allocate input tax credits between
exempt and taxable supplies. Such additional compliance costs would create a further
disincentive to participation in the legal aid system. The Committee believes that the
proposal presented to it by the CBA to treat all legal aid services as taxable and to allow
a rebate of GST to the provincial legal aid societies would greatly simplify the
operation of the GST for lawyers providing legal aid.

Therefore, the Committee recommends:

29. That, the provision of legal aid services .be‘ made fully taxable and that a full rebate of
tax be paid to all provincial legal aid societies.
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4. THE GST AND SMALL BUSINESS

Much of the criticisms of the GST proposal focussed on the compliance and
administrative complexity, particularly as it will affect small business, especially those
supplying goods and services directly to consumers. Witnesses made it clear that a national
sales tax, with a common federal and provincial base, would greatly simplify matters for small
businesses. Complications are likely to result from inconsistent treatment between the two
systems rather than from special treatments within each system.

The Committee was very sympathetic to the fact that small businesses would have to
cope with certain goods being taxable for federal purposes and exempt for provincial purposes
and vice versa. Part A of this report discusses the Committee’s views on the possibility of a
joint federal/ provincial system and Chapter 2 of Part C reviews recommendations to simplify
complications with respect to input tax credits under separate federal and provincial sales tax
systems.

This Chapter discusses three of the four special measures proposed in the Technical
Paper to accommodate small business and attempt to alleviate some of their disproportionate
compliance cost. This Chapter also reviews transitional measures to ease compliance, the
representations of witnesses with respect to small business measures and the Committee’s
analysis of and recommendations regarding these measures. The fourth measure, optional
annual reporting with quarterly installments for registrants with annual taxable and zero-rated
sales below $500,000, is discussed in Chapter e 8

A) Technical Paper Proposals

The Technical Paper proposes payment of a small business administration fee equal to
0.4% of the annual revenue from taxable and zero-rated supplies of the registrant, to a
maximum of $600. Each registrant carrying on business who has revenue from taxable and
zero-rated sales of $2 million or less will be eligible for this fee. Therefore, the $600
maximum would be available for registrants having sales (other than tax exempt sales) of
$150.000 to $2 million inclusive. The amount of the fee will be deducted by the registrant in
calculating net tax for the last reporting period each year, and is refundable to the extent it

exceeds the net tax otherwise required to be remitted.

In order to avoid the need for small businesses to meet the compliance requirements of
the GST, small suppliers with taxable and zero-rated .sales of lgss than $30,000 in the
preceding 12-month period (quarterly test) are not required to register for purposes of the
GST. Unregistered small suppliers will be treated as.exempt.entltles and, Fherefore, w1l.l not
be obliged to collect tax on sales and will not be entitled to input tax credits for tax palfi‘on
inputs. The small suppliers’ exemption will also a_pply to supplies made by chgrmes,
non-profit organizations, selected public sector organizations and governments. It will not
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apply to sales of real property. Receipts from the sale of capital property (including real or
personal property) will not be used in determining whether the vendor qualifies as a small
supplier. A small supplier engaged in commercial activity who elects to become a GST
registrant will be bound by that election for the balance of the fiscal year in which the
election is made and for the subsequent fiscal year.

The Technical Paper proposes that registrants selling a mixture of taxable and
zero-rated food products at the retail level, and having annual sales of less than $2 million,
may choose to calculate the GST owing in respect of their sales on the basis of their taxable
purchases. One of two “streamlined accounting’’ methods may be used to remove the need to
operate the GST at the cash register. A transitional measure proposed is to allow those
registrants with sales between $2 million and $6 million to take advantage of the streamlined
accounting measures until 1993.

Another transitional measure proposed in the Technical Paper is to allow all registrants
(small and large), that upgrade their electronic point-of-sale and inventory control systems
prior to 1993, to deduct 100% capital cost allowance in respect of such costs in their income
tax returns for the year of acquisition.

B) Witnesses’ Representations

Many business organizations, including The Canadian Chamber of Commerce, the
Canadian Federation of Independent Business and the Canadian Organization of Small
Business Inc., represented that the small business administration fee was too low. The Retail
Council of Canada suggested the fee should be 0.6% of sales, to a maximum of $1200. The
Automotive Industries Association of Canada suggested 1% of revenues, to a maximum of
$1500. Some witnesses recommended that compensation to all registered traders should be
made.

Other witnesses represented that the threshold for exempt status should be increased.
For example, The Metropolitan Montreal Chamber of Commerce recommended a threshold
level of $75,000 to $100,000, the Alliance of Canadian Cinema, Television and Radio Artists
and the Conseil Québécois du Thédtre recommended $50,000, the Direct Sellers Association
recommended at least $150,000 and Professor Robert Clark recommended $40,000.

Several witnesses represented that the streamlined accounting procedures were
inappropriate or too complex. Mr. Friedman, for example, described the methods as
“probably the four most complicated pages’ in the Technical Paper. He added, “to ask small
business persons... to figure out what their standard mark-ups is on something is ludicrous”.
He suggested that the tax simplification measures provided for Japanese taxpayers meritted
consideration.

The Canadian Institute of Chartered Accountants also said the proposed streamlined
rules were of limited application and suggested the rules for retailers with non-sophisticated
data gathering systems should be similar to those for small business under the Japanese sales
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tax system. It represented use of prescribed mark-up may be preferable since businesses sell
few products at pre-determined regular sales prices or at standard mark-ups.

Other witnesses represented that streamlined procedures should be available to more
registrants. For example, the Canadian Council of Grocery Distributors represented that the
threshold for streamlined accounting should be raised from $2 million to $4 million. Some
witnesses noted that the simplifying procedures were only available to those selling taxable
goods and zero-rated food products.

Certain witnesses represented that the transitional measures to ease compliance were
not broad enough and increased rates of capital cost allowance should apply to all software
and hardware that either eases compliance under, or transition to, the GST system. For
example, the Retail Council of Canada recommended immediate write-off (with carry forward
provisions) for all capitalized software cOsts, point of sale terminals and related dedicated
processing equipment, with federal sales tax removed on these items for one year prior to
implementation. It also recommended that retailers should be given a one-time GST credit to
compensate for the cost of re-ticketing merchandise. The Canadian Council of Grocery
Distributors also wanted full compensation (either by direct subsidy or income tax credit) to
food distributors for the full amount spent on hardware and software needed to comply with

the two tax systems.

Other witnesses represented that small businesses in certain industries would find
compliance difficult under the Technical Paper prpposals, and tax evasion through
underground activities may be encouraged where supplies are to non-registrants and input

costs are low.

Several industry specific recommendations were .al§o heard by 'the Committee. For
example, the Coalition of Canadian Transport Association and Carriers represented that
tax-free treatment should be allowed for sub-contracting activities between motor carriers and
independents. The Direct Sellers Association and Avon Canada Inc. \yaqted direct selling
companies to be able to collect and remit the tax on behalf of their independent sales

contractors. The Direct Sellers Association stated:

in the records, remittances, reports, etc., being the
ers Companies as opposed to the hundreds of
ontractors...with all the accompanying benefits to
remittance, limited collection points and
d systems. It also provides for collection on

“This approach results
responsibility of the Direct Sell
thousands of Independent Sales C
the governments involved of fast
professional accounting knowledge an : :
all sales, since the $30,000 threshold is not an issue.

The Saskatchewan Arts Alliance represented that a sxsterp shogld be set-up so artists’
supplies could be traded by registered artists and arts’ organizations w1thogt p_a_yment or claim
of GST. The Vancouver Taxi-Cab Owners Association suggested that tax liability be based on

aggregate data from financial statements rather then on individual fares.
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)

Committee’s Conclusions and Recommendations

(i) Small Business Fee

The Committee considered carefully whether either the small business fee
percentage or dollar maximum should be adjusted. It reviewed the higher fee levels
proposed by witnesses and discussed, at great lengths, various policy options. It
considered whether the fee should be permanent or temporary, and whether the fee's
purpose was to compensate for transition costs, collection costs or compliance and
administration costs. In the Committee’s deliberations, the following observations were
made:

(a) the business community made strong representations that the government reduce
expenditures further;

(b) there was an apparent contradiction between these representations for
expenditure reduction and the representations for higher fees;

(c) the federal government does not currently pay businesses for collecting and
remitting, on behalf of their employees, income tax, Unemployment Insurance or
Canada Pension. Also, the federal government does not pay a compliance or
administration fee for corporate income tax, federal sales tax or excise taxes; and

(d) businesses ought not to be paid for complying with the laws, including the tax
laws, of this country.

Despite these observations, the Committee recognizes the concerns of small
business, that they may face disproportionately higher costs. Therefore, it felt that
perhaps either a collection fee or a compliance and administration fee would be
appropriate. The Committee concludes a fee for collection rather than compliance
would be more in keeping with the principle of not paying for adherence to tax laws. It
concludes, that if any fee is implemented, it should be for collection and any fee
amount exceeding the net tax remittance of the registrant should not be refundable.

Therefore, the Committee recommends:

30. That a small business collection fee be paid, equal to the lesser of $600 or 5% of the
net remittance of the registrant. In accordance with the Technical Paper proposals, the
fee should be available only to registrants who are carrying on a business and have
revenue from taxable and zero-rated supplies of $2 million or less in a full fiscal
period.

(ii) Small Traders Threshold

The Committee recognizes the importance of excluding businesses from the GST
system that have costs of compliance and costs to administer exceeding the revenues
they produce. Also it is sympathetic to witnesses’ representations that compliance costs,
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as a proportion of tax paid, is much higher for small businesses than for large
businesses. However, although some witnesses represented that, to simplify tax
compliance and administration, the threshold amount should be increased, the
Committee also recognizes that a higher limit would raise the value of the exemption
and therefore increase the perception of discrimination against larger firms.

Therefore, the Committee decided to review other countries’ approaches to
determining what small suppliers should be exempted. It was hoped that another
approach might lesson the disadvantage noted above but still ensure the objectives, of
minimizing compliance costs and administration costs, are met.

The different criteria used by other countries to identify which enterprises should
be exempted (or given the choice to opt out of the system), included criteria relating to
sales (turnover), profit, value added, capital assets, number of establishments, numbers
employed and number of owners. Although the number of employees may be the
easiest measure, as an alternative to using sales as the criterion, there are problems in
defining “full-time employees”. Also, the criterion could discourage the employment of
extra persons, and the Committee Wwas concerned with the potential tax-planning
schemes to obtain exemption where supplies are made directly to consumers. Therefore,
the Committee confirmed that the preferred option is probably the exemption method
based on sales. However, it considered a revised version of the Technical Paper

proposal.

To lessen distortion and ease complications, Sweden allows exempt traders to
issue tax invoices. This creates less distortion than the exempt treatment proposed since
registered firms trading with the exempted small business are ab}e to reclaim input taxes
in the normal way. Also, the exempt trader receives compensation for the GST he pays
on his inputs in the form of the output tax charged. However, the advantage of having
sales less than the threshold for exemption would increase, and small traders may
therefore have a disincentive to grow. Also, revenues to the government would be lost.

Based on the foregoing deliberations, the Committee bel.ieves that both the
method of exempting small suppliers and the level qf exemption proposed in the
Technical Paper are appropriate. However, as the Committee feels more should be done
to reduce business compliance cOStS and government.admlplstrathn costs, it supports
implementing simplified methods for small and medium size businesses who do not
qualify for the small suppliers exemption or choose to opt into the system. Following is
a discussion of the Committee’s review of the streamlined accounting proposals and

alternative simplified methods.

(iii) Streamlined Accounting Procedures

simplified methods proposed for registrants selling

The Committee’s review of the . : :
t the retail level determined that neither option

taxable and zero-rated food products a
is without a number of costs and problems.
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For example, Method 1. may cause small businesses to hold low inventory levels
since the retailer under this option in theory pays GST upfront on purchases as
opposed to sales. Also, a retailer may end up paying too much GST where inventory
shrinkage is high. Since tax is paid upfront on purchases based on a regular selling
price, it will be administratively inconvenient for the taxpayer to obtain credits where a
retailer discounts the sale price.

Under Method 2., the retailer pays GST on taxable sales as opposed to purchases.
However the tax base is not the actual selling price of the goods. Rather prescribed
mark-ups will have to be identified. Thus, although Method 2. avoids the disadvantages
associated with pre-paying GST on inventory, it creates new problems for the retailer.
Since distortions occur whenever averages are used, some retailers will benefit more
than others. The number of mark-ups, whether they will be codified, and the frequency
with which they will change, are still unknown.

Because of the problems and the restrictions on use of the streamlined
accounting procedures, the Committee supports the Department of Finance’s
representation that it is developing methods of estimating the GST collected or
collectable by consulting with affected businesses, that is, those selling taxable and
zero-rated food. However, the Committee feels that optional alternative simplified
methods should also be developed for small and medium size traders not qualifying for
the simplified procedures proposed. Therefore, for the purpose of making its
recommendations to the House of Commons, the Committee reviewed other methods to
meet the particuliar problems of small business registrants. In its review, the
Committee considered the treatment of small firms under the value added tax system in
selected countries.

For example, the Committee considered simplification methods used in Japan as
witnesses represented that they may be appropriate. Mr. Friedman had mentioned this
simplification method allowed small business the option of paying tax on their selling
price and not claiming input tax credits. In Japan, the upper threshold for claiming a
notional credit is than the Japanese threshold for complete exemption. Therefore, it
eases businesses into the tax system. Specifically, for qualifying businesses, tax paid on
purchases of goods or services is deemed to be 80% (90% in the case of wholesalers) of
the tax due on taxable sales. In effect, this means that businesses can ignore the actual
tax paid on inputs, and pay a lower tax on their sales revenues. Although the results
obtained may be vary from the correct theoretical result, taxpayer compliance is
simplified.

When Mr. Friedman appeared before the Committee, he also gave examples of
how the process of farmers and fishermen obtaining credits has been simplified. He
represented that:
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“In one country, farmers and fishermen are allowed to charge 2% or 3%
more for their goods and call it a tax. Their purchases get a credit but they
do not have to remit it, so that is their reimbursement for any credits.”

A flat rate compensation system, such as the 2% or 3% higher rate method
referred to by Mr. Friedman, means that the small supplier does not normally need to
register, keep books, issue invoices and file returns. However, the small supplier is
technically within the tax scheme and is compensated for the tax paid on inputs
through the increased price it is allowed to charge. Also, the flat rate increase in the
price to customers is claimable as a credit by registered customers. Only minor
problems in relation to the scheme have been identified by the Commission of the
European Community responsible for monitoring the appropriateness of flat rate
compensation.

The Committee recognizes certain problems existing in both of the foregoing
options for simplification. The use of the Japanese reduced rate method, is a somewhat
arbitrary way to compensate for the higher compliance cost of small businesse and
probably would somewhat reduce revenue, create inequities and increase complexities.
The flat rate method would not work for farmers under the GST system. As explained
in Chapter C-3 of this report, most agricultural and fish products are zero-rated under
the Technical Paper proposals. The flat rate compensation scheme can only operate
where the small business receiving the special treatment has taxable sales. In addition,
since the flat rate scheme is a method whereby the tax compliance burden is passed on
to customers, it can only work when all sales are to the registered sector. Non-registered
customers could not be expected to pass the tax on to the government. The
applicability of flat rate schemes may also be limited to narrow industries of

homogeneous products with very similar margins.

Despite these problems, the Committee feels a reduced rate on sales, to
notationally account for unclaimed input tax credits, may be appropriate in limited
situations. Also, although the flat rate method would not be possible under the GST
proposals for farmers, and although, again, the theoretical result is not always as it
should be, the Committee is of the opinion the flat rate method may be appropriate in
certain circumstances. The choice between whether to determine the appropriate flat
rate from inputs or from sales should depend on whether it is easier for the business in
the industry to keep a record of sales or a record of Qurghgses. Because flat rate
schemes which apply to individual firms as opposed to 1_nd1v1duz§l 'mdustries are so
costly to administer, the Committee feels they should be used in very limited cases.

The Committee reviewed other simplifying measures. For example, Uruguay has
a further simplification method whereby certain farmers. are allowed to offse't their tax
liability on purchase invoices against their income tax liability. Some countries subject
sales to limited small exempt firms to a higher rate of tax. That is, suppliers collect an
approximation of the tax that would have been levied on the sales of the small exempt
firms and the small exempt firm is allowed to apply for input tax credits. Other
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countries use “forfait’” systems whereby the sales or tax base (based on previous years
records or some external criteria, with adjustments) is determined for individual small
businesses. Japan appears to have a provision which will allow full input credits to be
claimed without proration, providing exempt revenue are not more than 5% of total
revenues.

The Committee supports a de minimis rule, like Japan’s 5% rule, to ease
taxpayer compliance, and notes that, although a somewhat similar type of de minimis
rule has been included by the Department of Finance in Section 108 of the Draft
Legislation, Japan’s rule is a simpler test as it depends on revenue rather than use. The
Committee also supports the simplication represented by the other measures described
above but recognizes there are problems with these schemes, as there were with the
methods discussed previously. For example, a system similar to the “forfait” system
would absorb an unsatisfactory amount of the government’s time in administration and
confer a lot of power on Revenue Canada. Also, a limit to the nominal tax liability
calculated would have to be set and the system would not function well under rapidly
changing conditions, such as inflation. Schemes whereby the tax compliance burden is
passed on to suppliers create complications for the suppliers and should only be used
where the mark-up tends to be uniform and well known, and where all sales by the
small business are to the non-registered sector (otherwise unrefundable tax charges will
be passed up the production chain).

Based on the review of other countries’ simplified methods and the
representations received by witnesses, the Committee feels a sensible balance must be
achieved between the interests of simplicity and accuracy. As it encourages simplifying
accounting for small businesses at the expense of accuracy of assessment, the Committee
recommends:

31. That the government consider use of general simplification methods for various types
of small businesses, and not just registrants selling a combination of taxable and
zero-rated food products at the retail level. Since a second threshold limit could ease
the transition to the GST for businesses exceeding the $30,000 threshold, the
government should consider especially simplifying procedures for small businesses in
particular industries that have supplies of goods and services between the $30,000
exemption limit and a $500,000 limit. In all cases where additional methods are
developed, the use of the method should be optional only. Small business fees should
not be paid to those using simplified accounting methods, and businesses using the
methods should not be allowed to adjust the net remittance calculated under the
method if a lower net remittance is later calculated under the regular method.
However, businesses should have the option to change the method of calculation the
following year.

As alternative simple but reasonable methods must be implemented immediately
to reduce record keeping on the part of small business and administration on the part
of government, the Committee further recommends:

32. That the government should allow the following simplifying methods when the GST
system is implemented:
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(a)

(b)

(c)

a reduced rate option similar to Japan. Use of the option would have to be
approved by the Minister;

a de minimis rule similar to Japan. This revenue test would be in addition to
the use test outlined in Section 108 of the Draft Legislation; and

a direct seller option which provides that where all or substantially all of the
goods supplied by a particular person (the “Supplier”) are ultimately sold to
consumers by itinerant vendors (i.e. persons selling from no fixed place of
business) at prices not exceeding the suggested retail selling prices established by
the Supplier, and the Supplier and all persons purchasing such goods for resale
(the “Vendors”) enter into a collection agreement, in prescribed form, with the
Minister of National Revenue, for the purpose of the collection and remittance
requirements, the Vendors shall be deemed to be employees of the Supplier.
Under the terms of the Collection Agreement the Supplier will be deemed to
have collected GST in respect of all goods sold by it on an amount equal to the
value of the consideration for which the goods are offered for sale at retail. The
value of the consideration for which the goods are offered for sale at retail shall
be deemed to be not less than the suggested retail selling prices established by the
Supplier.
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5. GST AND THE CONSUMER

One of the great flaws of the existing Federal Sales Tax is that consumers are, for the
most part, not aware of the taxes they pay. Many witnesses endorsed the concept of a visible
tax. The Fédération des ACEF du Québec argued that “in order to provide real protection for
consumers and to avoid abuse, the amount of the tax should be clearly indicated on any
invoice.” In the Committee’s view, visibility is an essential feature of any good tax.
Furthermore, it is believed that taxpayers cannot hold governments accountable for taxes
raised when they do not know they are paying the taxes.

The Technical Paper identifies the following two elements as key components to a
model presentation of the GST by retailers:

— Identifying separately the amount of tax on cash register receipts.

— Prominently displayed signs within the store informing consumers of the
total of the cost of the good and the federal tax. Where vendors choose to
incorporate the GST in their shelf prices, this fact should be clearly
indicated.

Recognizing that most cash registers currently used does not have the capacity to
identify separately the GST and the provincial retail sales tax, the Technical Paper does not
insist that vendors adopt the above model approach for the presentation of the GST. To
encourage retailers to upgrade their cash registers and to facilitate their showing of the GST
separately on customers’ receipts, the government proposes that a 100% capital cost allowance
be provided for firms purchasing eligible electronic point-of-sale equipment and related
inventory control systems prior to 1993. The Technical Paper also states that for retail
establishments following inclusive pricing policy, the government will provide retailers with
the appropriate signs required to indicate this fact to consumers.

When the idea of a National Sales Tax was discussed in Chapter 3 of Part A, the
complexity of imposing simultaneously a GST and provincial retail. sa}es taxes was raised. The
Committee agrees that operating with two sales taxes makes it impossible to impose a
common method of displaying the GST by all vendors. For example, the Canadian Federation
of Independent Grocers told the Committee “... as long as th_e Provincial and Federal sales
taxes are administered separately, it would seem almost impossible to operate without showing
a price inclusive of GST.” Eventhough forcing all vendors to adopt strict pricing and display
policies would minimize confusion among consumers, the Committee believes it would be
unfair for many small traders who lack sophisticated cash registc'ers to comply. As stated in
Chapter C.2. relating to documentation requirements, the Commltte‘e.supports‘the measures
as proposed in the Technical Paper to encourage vendors to adopt pricing and display policies
that make the GST payable as transparent as possible.
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In terms of the benefits to consumers, the Committee agrees with the government that
competitive forces in the marketplace will be sufficient to ensure that the savings from the
removal of the actual Federal Sales Tax be passed on to consumers. Moreover, as was
discussed in Section B.1.b when the price effect of the GST was examined, the 7 percent rate
proposed by the Committee will greatly reduce inflationary pressures which should in turn be
beneficial for consumers’ spending power.

In order to assess the effects on prices of the removal of the FST and the introduction
of the GST, the Government will put in place an independent body that will report to the
Parliament through the Minister of Consumer and Corporate Affairs. The Committee
supports the proposal as a way of ensuring that Canadians will get the full benefits associated
with the GST and that consumers are protected against unfair pricing practices.
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6. TRANSPORTATION AND TRAVEL

For many areas remote from major urban centres, tourism makes up a large
proportion of the regional economy. As well, such areas are especially sensitive to any
fluctuation in transport costs. The Finance Committee heard extensive testimony, during the
public hearings outside Ottawa, from various groups about the potential impact of the GST
on tourist activities and freight transportation services.

This chapter deals with four items: touiism, passenger transportation services, freight
transportation services and excise tax on fuel.

A) Tourism

Under the existing federal sales tax system, certain economic activities are taxed less
than others, and thus benefit from an unwarranted tax advantage, which skews consumer
choices. Evening out relative prices by expanding the tax base, with a view to reducing
economic distortions, will inevitably create transitional problems for the sectors that were
previously not part of the base, and this is what the new tax treatment will mean for the
tourism industry.

As Tourism Ontario pointed out to the Committee, it is difficult to define a “tourist
activity”” with any precision. Tourism is the whole range of goods and services designed to
simplify access to entertainment, leisure and business activities outside the purchaser’s normal
consumption area. The goods and services usually consumed during travel for pleasure or
business include private and public transportation, food and drink, accommodation, and
cultural, recreational and entertainment activities. The tourism industry thus includes such
divergent elements as sports fishing, art galleries and conventions.

A number of aspects of the Technical Paper’s proposed tax reform will directly affect
the tourism industry’s level of activity in Canada. All activities included in the definition
given above will be affected, to a greater or lesser degree, by the GST. On the rules that
affects the tourism industry the Committee heard from such groups as the Hotel Association
of Canada, the Tourism Industry Association of PEI, of Nova Scotia, the Canadian Ski Areas
Operators Association and the Alliance of Canadian Travel Associations.

In terms of the economic theory behind taxes on consumption, there is no rationale
for excluding tourism related activities from the proposed tax. In accordance with the normal
rules, the GST will apply to tourism related services. Registrants who buy those services will
be able to claim an input tax credit. Foreign visitors will also be entitled to an input tax
credit under defined circumstances since sales of goods not consumed in Canada and taken
out of the country will be treated as exports. Registrants who will provide tourism related
services will be eligible to claim an input tax credit on any purchase required by their
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provision of that service. The tax treatment of tourism-related activitie§ has been the object of
many concessions (eg. tax treatment of passenger air transportation and of temporary
accomodation), and thus does not reflect some of the theory’s' main principles. These
compromises proved necessary to satisfy the many intere§t groups mv_olved and to diminish
the shock of transition. Moreover, because tourism contributed $24 billion to the Canadian
economy in 1988, employed directly 624,000 indi.viduals, brought in $6.9 billion in foreign
exchange, those concessions are defensible on practical grounds.

The Tourism Industry Association of Canada claims that the GST “will encourage
Canadians to seek lower cost destinations, particularly in the U.S.A. and will discourage
foreign visitors.”” Witnesses represented to tl}e Corpmitteg on the basis that b'oth Canadian and
foreign tourists are keenly sensitive to relative price variations, that they will choose cheaper
destinations once the GST is in effect. The Committee believes that although short-term
adjustments in tourism may result, in the long term the tourism industry will gain as a result
of the economic benefits of the GST. Canadians’ increased disposable real income will
inevitably result in increased consumption of tourist activities. Consequently, the Committee
does not view these difficulties as being permanent. Furthermore, the transitional negative
impact will be greatly reduced by the lower tax rate of 7% proposed by the Committee.

In the immediate future, the potential negative effect of the GST on Canada’s tourism
industry will be neutralized by an increase in the number of business trips, which will cost
less because of the input tax credits for business inputs. In addition the Technical Paper
proposes the introduction of a tax rebate for foreign tourists, to encourage foreign visitors to
Canada. The Technical Paper provides that claims must be for a minimum rebate of $25 and
may be made only in respect of goods that are purchased in Canada and then exported within
60 days (except on alcohol, tobacco or fuel, but including expenditures on hotels, motels and
other short-term accommodation). Although the rebate may arguably be considered too
generous, given that it includes short-term acgommodation consumed in Canada by tourists,
the Committee supports the compromise. It is a concession that should encourage tourists
from other countries. The Committee believes that the proposed application of the GST to
tourism related activities, as set out in the Technical Paper, is a well balanced compromise
between treating tourism services and goods sold to foreign visitors as exports and as
consumption activity taking place in Canada. For foreign
items such as accommodation and — as will be discussed in
services bought outside Canada will be tax free. The Co
tourism packages and transportation services purchased by
the rebatable purchases, as proposed by the Tourism Ind
big a diversion from the principle that supply and consu
within Canada should be subject to tax.

visitors for example, major ticket
the next section — transportation
mmittee estimates that to include
foreign visitors whilst in Canada in
ustry Association of Canada, is too
mption of goods and services made

The Committee, like the Vancouver Hotel Associatio
Association of Yukon, believes that claiming a GST rebate mus
possible. The Committee therefore recommends:

n and the Tourism Industry
t be made as straightforward as

33. That the claiming process for the foreign tourist rebate be si
point of entrance into Canada, information explaining the
available to foreign visitors. The tourist sales tax rebate

mple and visible. At any
rebate system should be
must be refundable, in
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Canadian dollars, through mail or refundable immediately at designated points of
departure from Canada. The government should remit the GST through the Duty Free
Shops so that tourists can get their rebate instantly and in cash as they leave the
country.

Tourism Industry Associations stated that in their view the GST would cause a
downturn in the convention business because of increased prices and of a high price
sensitivity. Their recommendation was that the organizer of an international convention held
in Canada be zero-rated to increase the competitiveness of the industry and to ensure that
foreign delegates are not charged GST. This proposal is troublesome since there is no
rationale to explain why some convention related activities (eg. meals, transportation services)
would be zero-rated while the same goods and services consumed outside a convention
environment would become taxable. Furthermore the difficulty of defining criterias to assess
the international degree of a convention is likely insurmontable. The Committee believes that
the competitiveness of this important business will not be damaged by the GST since
Canadians attending a convention on behalf of their business will be allowed to claim a GST
credit and foreign delegates will be able to claim back the GST on accommodation expenses
under the tourism rebate program.

B) Passenger Transportation Services

The G.S.T. will apply to commercial domestic transportation services including buses,
trains, taxis, ships and aircrafts. Local or municipal transit service will be tax exempt. Air
passenger travel services to the continental U.S. or the islands of St. Pierre and Miquelon will
be taxable since they will be considered as part of domestic transportation services. All other
international passenger transportation services will be zero-rated. Continuous journey to an
international destination which includes a domestic air transportation service will be treated
as being an international transportation service and will therefore be tax free.

The air-travel industry complained to the Committee about the treatment of
transborder air travel between Canada and the United States.

The Air Transport Association of Canada argued that:

The proposed tax treatment for U.S. travel renders Canadian air carriers
less competitive vis-a-vis their U.S. counterparts and will encourage
Canadians ... to travel to U.S. border points for trips into the continental
United States.

The proposed tax treatment does indeed differ from that proposed for other means of
transportation, such as buses and trains. More fundamental still, taxation of this kind is not
consistent with the principle of a tax on domestic consumption. Nonetheless, the Committee
considers that treating flights to the United States and the islands of St. Pierre and Miquelon
as tax free exports would have created an even greater incentive for Canadians to buy air
travel services via the United States, and therefore would have been more damaging to the
Canadian airline industry than the Technical Paper proposals. If border flights were tax free
the domestic market of the Canadian tourism industry would have been hurt by the lower
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relative prices of air travel to American destinations compared to Canadian destinations.
Furthermore the fact that return transborder flights bought in the U.S. will be tax free should
not cause any desincentive for Americans to visit Canada.

The Technical Paper proposes changes to the Air Transportation Tax. The Air
Transportation Tax (ATT) imposed on tickets purchased in Canada for air travel within the
North-American continent will change from the present ad valorem rate of 10% plus $4 (to a
maximum of $50 per ticket) to 5% plus $10 (to a maximum of $40 per ticket). The GST will
be calculated on the ATT included air fare. For overseas destination from Canada the flat tax
of §19 will increase to $40. Tickets purchased outside Canada for travel to Canada will be
imposed the current $19 flat tax.

A number of witnesses challenged the proposed method of calculating the ATT. The
Coalition of Canadian Transport Associations and Carriers and the Air Transport Association
of Canada objected to the fact that the ATT was to be included when the amount of the GST
was being calculated, on the grounds that this would would lead to a tax pyramid effect. Air
B.C. said that including the ATT would significantly increase the effective rate of tax on the
least expensive airline tickets (short-haul flights, one-way flights, ete. )

The Committee considers that the ATT should be retained as a cost r
for operating airports. Based on information received by the Committee from
of Finance it appears that the ATT under the actual rules and projected air tr
in 1989-90 will result in $520 million in revenues. For the same year, the proposed method
for calculating the ATT would yield approximately $475 million. This is the result of a
substantial reduction in revenues from domestic ticket sales which is partially offset by
increased revenues from international flights. The Estimates shows that for 1989-90, the total
operating costs and capital expenditures for major federal airports,
and development airports in the outlying regions should total
recoveries and the ATT should total $807.1 million. Assuming the
would go down to $37.6 million from $82.6 million. If the ATT
forgone revenue of 475 million would have to be made u
Committee’s view, it is appropriate that the cost of o
these services through the imposition of the ATT.

ecovery measure
the Department
avel ticket sales

federal dependent airports
$724.6 million. Revenues,
proposed ATT, the surplus
was to be eliminated the
p by raising taxes. In the
perating airports be borne by those using

Increasing the flat rate of $19 to $40 on tickets for travel from Canada to overseas
destinations will restore the balance in relative prices between airline tickets to Canadian and
overseas destinations. Some witnesses opposed this measure on the grounds that it was an

incentive to travel via the United States. However, the Committee believes that this measure
of levelling off prices will benefit Canada’s tourism industry.

With the goal of reducing the cost to travel a
tax, the Alliance of Canadian Travel Associations )
Bank Settlement Plan (BSP) to remit the GST on tickets sold and on travel agents’
commission. The BSP is currently used by travel agents as a means of remitting, among
others, ATT moneys direct to the federal government. The Committee believes that the
Alliance of Canadian Travel Associations may have underestimated the cash-flow advantage

gents of administering and gathering the
roposed to the Committee the use of the
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associated with the remittance rules. Furthermore it may have overestimated the reduced
compliance cost of using the BSP since travel agents would have to file returns to claim the
input tax credit entitlement and to remit the GST in respect of sales of goods and services
outside the BSP system. The Committee, therefore, would leave this administrative issue with
the various private organizations active in the area (ACTA, BSP, International Air Transport
Association) to pursue with Revenue Canada the feasibility of remitting the GST in the
proposed manner.

C) Freight Transportation Services

The tax rules that apply to freight transportation will be altered by the government’s
proposal. Under the existing federal sales tax system, all services used to transport goods
manufactured in Canada from the manufacturer’s premises to the purchaser are excluded
from direct federal sales tax. In the case of imports, the federal sales tax is computed on the
duty paid value of the imported goods and therefore do not include transportation costs to
Canada in the tax base. In the case of integrated manufacturing firms that market and
distribute their own finished products, a deduction from the federal sales tax base is allowed
for these transportation costs. However, the cost of transporting raw material and other
production inputs is included in the cost of manufacturing goods in Canada and therefore is
subject to federal sales tax as an element in the manufacturer’s selling price of the finished
product. In other words the current tax base includes all in-bound transportation costs for
production inputs.

Under the new system, the GST will apply to all domestic freight transportation
services in the production and distribution chain provided by any mode including common
carriers, independent carriers, private carriers and postal and courier services. Supplies of
international transportation services will be zero-rated. In accordance with normal rules
registrants who provide freight transportation services will be eligible to claim an input tax
credit on any purchase required by their provision of that service. As stated by the
Department of Finance in response to a question from the Committee:

It is important to recognize that the transportation sector faces a substantial tax
burden under the existing Federal Sales Tax (FST). The FST applies directly to
motive fuels, loading equipment, computers and construction materials. In addition
the cost of items which are nominally exempt, such as the transportation
equipment itself, includes a significant indirect tax component. In total these
factors result in an average tax burden of roughly 2 percent on freight
transportation. However, the burden is somewhat higher on long-haul freight
movement where fuel represents a substantially higher proportion of total costs.
This burden will be removed under the GST because transportation companies will
be able to claim full input credits for the tax on their purchases.

Equally, registrants who buy transportation services for use in making taxable or
Zero-rated supplies will be able to claim an input tax credit under the GST.
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A recuring concern raised during the Finance Committee’s hearings outside Ottawa,
has been the GST’s impact on the cost of transporting goods to be copsumed in Canada’s
outlying regions. The Edmonton Chamber of Commerce, the PorF of Hal}fax, the Coalitxon. of
Canadian Transport Associations and Carriers and the Atlantic Provinces Transportation
Commission were among the many groups that expressed their views over the proposed tax
treatment of freight transportation. There was general agreement thaF carriers’ costs would go
down, as a result of input tax credits, but it was argued that the price of goods and services
purchased by final consumers living far from the p.rgducgr would go up, since transportation
of finished products would now be taxable. In addmop, it was submitted the competitiveness
of producers of finished products located fgr from their rr}arkets would bg eroded, since even
though they will become eligible for an input tax credl't for taxes paid on transportation
charges in respect of the inputs they consume, the QST wxll. be calculated on a broader base,
which will include the value added by the transportation service.

It is important to distinguish between inputs used in providing transportation services,
the charges made for transportation services and the transportation element included in the
selling price of goods. As stated above, the tax paid on transportation charges will be fully
recoverable through the input tax credit system by purchasers who are registered vendors and
use the goods in making taxable or zero-rated supplies. In the case of an unregistered
purchaser (such as a consumer) no input tax credit will be given for tax on the direct
transportation charges or on the transportation element included in the selling price.

The Committee recognizes that the GST could potentially increase the cost of
transporting finished products that are consumed far from the point of production since the
tax rate on any direct transportation charges, or on the transportation element included in the
final selling price, will increase to 7% from an effective tax rate of approximately 2%.
However, this inflationary effect in regions remote from production and distribution centers
will be offset by a reduction in the price of zero-rated products (primarily food) that are
consumed far from their point of production since the inputs used in the supply of
transportation services and transportation charges as such will be effectively relieved from all
tax through the input tax credit system. Evidence before the Committee indicated this tax
saving could be as high as 2%. Furthermore the cost of transporting business inputs to those
same regions should go down by a similar amount. As noted earlier, the transportation of
inputs is currently subject to federal sales tax. Under the new system, the cost of transporting

inputs will be initially taxable, but the GST paid will be fully recoverable through the input
tax credit system.

The Technical Paper states, “international freight transportation services — including
both inbound and outbound services — generally will be zero-rated.” Segments of domestic
movements of freight (from the manufacturer to a port, for example) will also be “zero-rated

where the contracting shipper provides a declaration that the domestic movement is part of a
continuous outbound international move.”

In the case of an inbound international freight service which

. ; : X includes segments of
domestic movements, the service will be zero-rated if the origin specifie

d on the covering bill
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of lading is a point outside Canada. However, where a separate bill of lading is issued for a
transportation service commencing and ending in Canada (i.e. from Customs to the final
destination in Canada) the service will be subject to GST. This treatment could increase the
freight rate for foreign shippers since they will not be able to claim any input tax credit for
the GST paid on the domestic movement.

The Port of Halifax represented to the Committee that the proposed tax treatment
would have repercussions on every maritime point of entry to Canada, since foreign shippers
would have an incentive to divert vessels to American ports and to use untaxed ground
transportation originating in the United States. Specifically, if two bills of lading are to be
issued there would be a tax advantage for foreign shipper to use American ports or airports
and to use ground transportation from the point of arrival in the U.S. to the final destination
in Canada. Assume for example two movements of goods: Liverpool (U.K.)-Halifax-Montreal
and Liverpool (U.K.)-Boston (U.S.A.)-Montreal. Under the government proposal the ground
transportation from Halifax to Montreal would be taxable but the Boston to Montreal trip
would be tax-free. As the Coalition of Canadian Transport Associations and Carriers told the
Committee:

Canada-based truckers [could suffer] potentially serious prejudice, especially with
export or import movements to the United States, [since] U.S.-based truckers can
obtain operating authority within Canada to compete with domestic truckers for
the domestic portion of any inbound freight movement, utilizing a single through
bill of lading.

The Committee therefore recommends:

34. That, if prepaid by the foreign shipper and as long as a declaration specifies that the
transportation services is part of an international continuous movement of goods, the
domestic segment of inbound international freight movements be zero-rated, whether
there is a second bill of lading or not.

D) Excise Tax on Fuel

Across the country, the hearings revealed that a number of interested parties (such as
the St. John’s Board of Trade, the PEI Potato Growers the Coal Association of Canada and
the Atlantic Building Supply Dealers Association) requested elimination of the excise tax on
fuel. It was argued that this hidden excise tax created distortions and made our exports less
competitive. In the same way the tourism and passenger travel industries (such as the
Tourism Industry Association of Yukon, Tourism Ontario and Air B.C.) said that the excise
tax on fuel made their services less competitive. The Committee realizes that economic
benefits would flow from the elimination of the excise tax on fuel for commercial use.
However, the cost of such a move is estimated at just over $1 billion. Since immediate
elimination would do too much damage to Canada’s fiscal equilibrium, the Committee
recommends:

35. That once its financial position is more balanced, the government should consider the

advisability of integrating the excise tax on fuel into the GST through the input tax
credit system, in order to eliminate the distortions associated with the excise tax.
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This decision should be balanced to reflect environmental concerns such as a reduction
in the demand for energy and the application of the “user pay” and “polluter pay”
principles with a view to protecting the environment.

- 122 -



7. REAL PROPERTY

The Committee’s review of the application of the Goods and Services tax to the real
property sector is structured in three parts. Part A sets outs the conceptual framework for the
Committee’s analysis. Part B analyzes the Technical Paper proposals under the following
headings: Summary of Technical Paper proposals, Representations received by the Committee,
and Views of the Committee. Part C sets out the reasons for the choice by the Committee of
its recommended tax rate and the elements and detailed calculation of the tax base.

A) Conceptual Framework

The determination of the proper treatment to give to real property under a
consumption tax is a difficult exercise. The issue is sensitive given that housing is an
important part of household consumption.

One of the most fundamental issues that underlies the determination of the basic
structure of a consumption tax that applies to real property is the appropriate measure of
consumption. The more common suggested approaches to measuring consumption focus on
either “flows’ or “stock™. At times, however, the very existence of a consumption activity is
at issue. In this regard, a threshold issue was raised by some witnesses before the Committee.
As stated by one witness, “land is the ultimate non-consumable”.

The Committee believes that good pragmatic and conceptual arguments nevertheless
exist for the taxation of land.

First, the principle of fairness suggests that land should be taxed when sold for personal
use. For example, it would not be reasonable to exempt the purchase of a waterfront lot on
the basis that land is a non-consumable. Although not physically consumed, land is clearly
used. Moreover, even should it be a valid proposition that the purchase for personal use of
real property that includes land or that is vacant land is not in itself an act of consumption, it
is nevertheless an equivalent to consumption acts such the purchase of a new motor vehicle.
Both represent personal expenditures in a general way and therefore should at least on
pragmatic grounds be brought within a value-added tax system.

Second, the building component of real property is clearly a consumable — it is used up
over time. As discussed in detail below, separating the land component of real property
which includes a building raises serious technical problems.

Third, value added taxes also apply to transfers of stock, for example buildings. Land is
a stock and value can be added to land. It is therefore logical to tax land, at the very least to
permit input tax credits for taxes paid on land improvements.
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The treatment of land and buildings in different jurisdictions is not consistent. The
jurisdictions in which real property is taxable address the taxation of land through a mix of
measures including value-added taxes, registration fees, transfer taxes and stamp duties.

Fundamentally, a consumption tax that applies to flows of real property uses rents as
the measure of consumption. Under such an approach, tenants pay tax on actual rental
payments whereas owners pay on imputed rentals. A consumption tax applying to real
property stock applies instead to transfers of property.

These two approaches are not necessarily mutually exclusive. Rather, it is possible to
devise a tax that applies in certain instances to stock, and in others to flows.

The Technical Paper proposes an approach that blends the taxation of both stock and
flows depending on the circumstances. Whereas the substance of the proposals is to tax

transfers of stock, not all such transfers are taxable. Moreover, flows do not always escape
taxation.

In the non-commercial sector, the substance of the Technical Paper proposals is to tax
transfers of newly residential stock. Transfers of existing stock are generally exempt. Flows are
also generally exempt: long-term residential rents (one month or more) are exempt but rents
of a duration of less than one month are taxable. Moreover, property owners are not
required to calculate tax on the basis of imputed rentals.

In the commercial sector, the Technical Paper proposes to tax both flows and transfers
of stock but generally proposes to remove the burden of such taxes from registrants through
the input tax credit system. In this regard, the tax can be viewed as taxing neither flows nor
stock since the input tax credit effectively removes the tax burden from the commercial
sector, leaving the ultimate burden of the tax borne by the consumer on purchases of taxable
property or services from the commercial sector. There are however important exceptions.
Financial institutions do not receive immediate relief for taxes paid on acquisition of stock to
the extent that the stock is used by the institution to provide exempt supplies; a credit for
such taxes is however available when the property is resold. Additionally, the tax on rents
paid by financial institutions is not rebated to the extent that the leased premises are being
used to make exempt supplies. Similarly, charities, non-profit organizations and selected
public sector organizations are only entitled to input tax credits for the taxes payable on the
acquisition of commercial real property to the extent that the property was acquired primarily
for use in a commercial activity. These entities however receive partial rebates for any taxes
that have not been credited through the input tax credit system. Similarly, taxes on rents paid
by these entities are only creditable to the extent of the commercial use of the property.

The Committee believes that the goods and services tax as a consumption tax should
not ultimately be borne by the commercial sector. As discussed in Chapters 8, 9 and 11, the
Committee concurs with the rationale of the Government for limiting the availability of input

tax credits for financial institutions, charities, non-profit organizations and selected public
sector organizations in respect of exempt supplies.
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The Committee believes that the most appropriate approach to the application of a
consumption tax to non-commercial real property is to tax transfers of stock. In theoretical
terms, taxing flows may have merit since arguably this would result in the application of tax
to a more appropriate measure of current consumption. Such an approach, however, raises
extremely difficult technical and compliance issues such as the determination of imputed
rents for homeowners. The Committee believes that adopting a flows approach to the
non-commercial sector is impracticable. The Committee thus rejects this approach as
cumbersome administratively, and supports the application of the tax to transfers of
residential stock.

The Committee believes that a consumption tax on the transfers of real property stock
should be based on the following principles:

(i) The Tax Should Not Distort The Housing Markets

The Committee believes that if one accepts as it does that taxing stock is the
appropriate method of measuring consumption, the tax should apply equally to all
housing or residential stock. The Committee believes that it would be inappropriate to
apply the tax to a select portion of the real property stock, and not to apply it to
another part that has otherwise the same characteristics. For example, applying the tax
to new buildings but not to existing buildings creates a serious risk of distortion in favor
of existing buildings and, presuming that markets operate freely, has the potential of
giving existing owners a windfall gain. Furthermore, applying the tax to some land sales
and not to others also leads to distortions.

The Committee addresses these issues more fully in the next section which details
its analysis and recommendations.

(ii) The Tax Should Treat Home Owners and Residential Tenants Equally

The Committee believes that the application of a consumption tax should not
discriminate between home owners and residential tenants. A consumption tax should
apply equally to all types of consumption of shelter and not induce individuals to
choose one form of shelter over another.

Under the Technical Paper proposals, a tax rate of 9% applies to the acquisition
of new rentals buildings while a net rate of 4.5% (rate of 9% less a housing rebate of
4.5%) applies to new residential construction costing $310,000 or less. This has the
potential of being distortionary.

(iii) The Tax Should Be Consistent Between Acquisitions and Sales of Similar
Properties

The Committee believes that a consumption tax should not discriminate between
different methods of acquiring of real property. In particular, an individual vendor
should not be in a posistion to gain a permanent advantage or a windfall through the
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tax system from constructing his own home rather than contracting out such
construction to a developer, or from renovating or making an addition to an existing
home rather than purchasing a similar home. The Committee does not propose to tax
self-supply of services in these situations. However, the Committee believes that the
value added, whether by a contractor or an individual homeowner, should ultimately be
equally recognized under a consumption tax system.

The Committee believes that the taxes payable by a person on the acquisition of
property should depend on the nature of the property and not on such subjective
elements as the status of the vendor and the use of the property by the vendor.
Otherwise, the tax leads to inconsistent results and can confer windfall gains.

By way of example, under the Technical Paper proposals:

° A sale of property renovated by an individual who is not in the renovation
or construction business is exempt, where a similar sale by an individual
carrying on such a business is taxable;

Personal-use land sold by an individual is exempt, where land sold by a
developer is taxable;

Land sold by an individual in the business of buying and selling land is
taxable, while land sold by an individual who is not in such a business is
exempt;

Land sold by a charity to an individual is taxable, while land sold by the
same charity to a developer is not taxable in most cases.

Sales of existing residential properties are usually exempt if the vendor is
an individual but, if the vendor is a developer who carried out a substantial
renovation to the property, the sale is taxable;

A sale by a vendor who claimed an input tax credit in respect of a property
is taxable, whereas a sale by another vendor may be exempt.

Providing exemptions for some sales while taxing others confers potential
windfall gains to owners of property the sale of which is an exempt supply. The vendor
may increase his price on the sale by reference to the tax imposed on the taxable supply
of similar properties. Moreover, exempting certain sales of property creates confusion
in the marketplace.

These are some examples of inconsistent treatment that can be found in the
Technical Paper. To be fair, the Committee recognizes that, in some cases, the
inconsistencies may be more apparent that real and that purchasers may in certain cases
by operation of market forces not face different prices for property sold in different
circumstances. However, the proposals are nevertheless potentially inequitable,
confusing and conducive to uncertainty.
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B)

The Committee addresses later how its recommendations eliminate the differences
noted below (see Section C of the present Chapter — tax base).

(iv) Competing Resources Should Bear Comparable Tax Burdens

The Committee believes that taxpayers who compete with others for the
allocation. of the same resources should benefit from comparative tax treatments. For
example, under the present proposals, the not-for-profit sector enjoys a comparative
advantage over the private sector with regard to the supply of comparative rental
housing. Similarly, the Technical Paper proposals may favor the acquisition of vacant
personal-use land over that of land sold by developers. These results are not justifiable.

(v) The Application of the Tax Should Be Clear and Simple

The Committee believes that taxpayers should be able to plan their affairs with
certainty, particularly with regard to real property purchases. The Committee believes
that, by basing the tax liability of a purchaser of real property on the status of the
vendor, the Technical Paper proposals create substantial confusion.

Technical Paper Proposals

The Committee’s comments under this part address the proposed taxation of land, new

residential housing, existing residential housing, other personal-use properties, rental
buildings, commercial buildings, and renovations.

1.

Land

(i) Technical Paper Proposals

The Technical Paper proposes that the tax apply to all sales of land, unless the
sale is specifically exempt. The Technical Paper proposes to exempt sales of personal-use
land by individuals or trusts (all the beneficiaries of which are individuals), other than
real property which was used or rented by the vendor in the course of a taxable
commercial activity, or real property sold in the course of a business. Sales of land by
charities, non-profit organizations, and certain selected public sector organizations to
persons other than individuals are also to be exempt unless an input tax credit was
claimed by the vendor in respect of the land. Sales of farmland between related
individuals or as part of a going concern are additionally to be exempt.

(ii) Representations Received by the Committee

The Committee received many representations to the effect that the sale of land
should not be a taxable supply.

The Canadian Home Builders Association (CHBA) represented that the exclusion

of land, coupled with a housing rebate scheme, is the most mitigating of all other
options with regard to the expected negative effects of the tax on new housing. The
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CHBA represented to the Committee that differences in land values account for
regional variations in housing costs and, consequently, the relative affordability of
housing.

The CHBA represented to the Committe that it would be administratively feasible
to separate land from the total sales price of new homes. In this regard, the CHBA
suggested the following two methods to separate the land component from the selling
price of new homes. First, the builder could, by means of a self-assessment procedure,
estimate the land value. Second, guidelines could be established to aid the builder in
determining the land component — such guidelines would set out allowable proportions
of land to total price and would address variations by house type, lot size, density and
market area, and be similar in scope to the Maximum Unit Prices (MUPs) established
by CMHC for social housing. Of the two approaches, the CHBA favors the assessment
by the builder.

The CHBA represented to the Committee that land costs as a percentage of the
selling price of single-family houses and apartment condominiums are as follows:

LAND COSTS AS A PERCENTAGE OF SALES PRICE

Single-Family Apartment
Houses Condominiums
% %
Toronto CMA 45 15
Vancouver CMA 35 15
Montreal CMA 27 15
Rest of Canada 19.2 15
Canada 22, 15

The CHBA submitted to the Committee on the basis of the above data that, on a

regional basis, land costs account for widely-varying proportions of the selling price.
The CHBA thus argues for the removal of the land component.

The CHBA submitted alternatively to the Committee that treating sales of
personal-use land by an individual and sales of certain land by the non-profit sector as
exempt supplies, as the Technical Paper proposes, creates competitive inequities with
land purchased from developers, as the latter transactions are taxable. The CHBA
represented that the proposals do not entitle a developer to a notional input tax credit
when raw land is purchased in a transaction that qualifies as a tax-exempt supply. The
CHBA suggests that this could lead to tax cascading. Moreover, the CHBA submitted
that it is appropriate that no self-supply rule apply in such cases since an individual
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could acquire personal-use land from another individual without tax, and then build his
own house.

The Canadian Home Builders Association suggested finally that the classification
as taxable supplies of land sales by individuals who are engaged in the course of a
business is confusing to purchasers as such a determination is highly subjective.

Other witnesses also argued in favor of the exclusion of land from the tax base.

The Canadian Real Estate Association stated that the zero-rating land may
prevent the tax from exacerbating required differences in housing costs. The Association
feels that such a measure could permit the elimination of the proposed housing rebate
program. The Association recognized however that there are technical problems
associated with such an approach.

As noted below, the thrust of the submission by the Urban Development Institute
(UDI) was that both new and existing housing should be taxed in accordance with a
“trade-up” approach. However, the UDI submitted alternatively that another approach
to reducing the impact of the tax on the housing market would be to eliminate land
from taxation. The UDI argued in this regard that land, not taxable under the federal
sales tax, is neither a manufactured good nor a service and that many of the inequities
in the proposed tax result from the fact that while construction costs do not vary
significantly across the country, the cost of land does. The UDI suggested that while
some may argue that this would be complicated to administer, most provincial
assessments clearly distinguish between land and improvements.

The Canadian Construction Association (CCA) questioned the conceptual
foundation of a consumption tax on land in particular, whether the purchase of land
can be a consumption activity. The CCA recognized however, that, if land were
excluded from the tax base, there would likely be a strong bias to allocate as much as
possible of the total purchase price of a property to the land component and the least
possible to the buiding component. Thus, while the CCA objects to the inclusion of
land in the tax base, it recognizes the technical difficulties in allocating the total
purchase price of a property between the land and building.

Mr. Wolfe Goodman, Q.C. from Goodman and Carr also raised concerns in
relation to the proposed treatment of land sales. Mr. Goodman stated that the Technical
Paper contains a great many anomalies . Mr. Goodman was particularly concerned
that, under the Technical Paper proposals, the taxation of land transactions varies
considerably depending on the status of the parties. Mr. Goodman submitted that land
sales should be exempt.

Mr. Goodman conceded that there are administrative difficulties in separating the
land component from the building component for the purpose of exempting land sales.
Mr. Goodman suggested however that statutory rules and administrative guidelines
could be developed to provide an effective and reasonable exemption in respect of the

- 129 -



land portion of housing sales without abandoning the principle that land itself when
sold should not be the subject of a goods and services tax.

Professor Robert Clark also submitted that land sales should not be taxed,
regardless of the purposes for which land is used. Professor Clark submitted that the
purchase of land is not a consumption expenditure, and that exempting land would
lessen the need for a housing rebate.

(iii) Views of the Committee

The taxation of land under a consumption tax could be addressed under one of
three approaches. First, all land transactions could be excluded from the tax base.
Second, as the Technical Paper proposes, only specified land transactions could be
taxed. Third, all land transactions could be taxed. The Committee favors.the third
option with one exception: The Committee recommends the taxation of all land sales
except, as the Technical Paper proposes, transfers between individuals of land used for
farming purposes, and transfers of land used for farming purposes as part of the transfer
of a going concern. The reasons of the Committee are discussed below.

The Committee rejects the exclusion of land from the tax base because this would
require the development of complex rules designed to separate the land component
from the building component in order to permit that the land component of a property
not be subject to tax on the sale of the property. While it was suggested to the
Committee that the calculation of the land component could be achieved by such
diverse methods as statutory rules, government guidelines, historical costs, municipal
assessments and self-assessment procedures, the Committee is not convinced that any of
these methods could be satisfactorily applied to exclude land in a clear and simple rule
while respecting the principles of certainty, simplicity and consistency of treatment. The
Committee is also very concerned that providing an exemption for land transactions
would lead to valuation disputes and, in this regard, fears that in any dispute, the legal,
accounting, appraisal and other costs of contesting the valuation of the land could
outweigh any potential tax benefits to the purchaser. The Committee recognizes that
land costs account largely for regional differences in housing prices. In view of the
considerations discussed above, however, the Committee believes that the issue is best
addressed by a general reduction of the tax rate applied to real property, rather than by

the introduction of any mechanisms to exclude land from the base (see Part C for
discussion of the tax rate).

The Committee also rejects the selective taxation of land sales based on the
vendor’s status, as proposed by the Technical Paper. As noted above, the Technical
Paper proposes that sales of personal-use land by individuals and certain trusts, and
certain sales of land by charities, non-profit organizations and selected public sector
organizations be exempt. The Committee judges that it is not in the best interests of the
market place that a system be developed under which some land transactions are taxed
and others are not. The Committee believes that such a measure could prove to be
inequitable, distortionary, complex to administer and lead to uncertainty and confusion.
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The Committee therefore recommends that the taxation of all land sales except
the following transfers of farmland:

o

transfers of land used for farming purposes between related individuals;
°  transfers of land used for farming purposes as part of the sale of a going
concern.

In keeping with the principles noted above, the Committee believes that this approach
substantially lowers the risk of distortion and confusion with respect to real property
transactions. Furthermore, this approach is clear, simple, leads to consistent results and
will be clearly understandable to Canadians.

New Residential Housing

(i) Technical Paper Proposals

The Technical Paper proposes that the tax apply to the sale of newly constructed
houses. The tax is to apply without exceptions, even where the sale is made by a charity,
non-profit organization, selected public sector organization or government.

The Technical Paper proposes furthermore that a new home purchaser who is a
resident of Canada and who proposes to use the home as his principal residence be
entitled to a rebate of 4.5 percentage points of tax where the consideration paid for the
house is $310,000 or less. Where the consideration paid by such an individual is more
than $310,000 but not more than $350,000, the individual is to be entitled to a rebate of
$13,950 — the value of the 4.5 percentage point rebate on a $310,000 house. Where the
consideration paid by the individual is more than $350,000, but not more than
$400,000, the individual is to be entitled to a rebate of a fraction of $13,950, based on a
formula which progressively decreases the amount of the rebate as the house price
moves up towards $400,000. Beyond $400,000, no rebate is available.

(ii) Representations Received by the Committee

The representations received by the Committee largely dealt with the structure
and quantum of the housing rebate and the advantages of excluding land from the tax
base, rather than the merits of the imposition of a consumption tax to new housing.
The Canadian Home Builders Association, the Canadian Construction Association and
Professor Robert Clark did suggest however that an alternative option was the taxation
of imputed rents.

°  Housing Rebate

The Committee received many representations with regard to the structure
and operation of the housing rebate. Industry groups, including the Canadian
Home Builders Association and the Urban Development Institute, submitted to
the Committee that the operation of the phase out of the rebate is such that home
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builders will avoid constructing homes in the $310,000 to $450,000 price range,
given that consumers will be reluctant to purchase these homes. Furthermore, it
was suggested to the Committee that the choice of the $310,000 threshold will
induce builders and purchasers to engage in tax planning activities to keep the
initial house price at or near the $310,000 to $350,000 level. For example, it was
suggested that developers could cap their sales price at $350,000 and provide the
extras over and above $350,000 under a separate contract.

The Committee also heard that the rebate formula is inequitable for homes
costing $350,000 or more. Of particular concern to the Urban Development
Institute is the rapid phasing out of the rebate for homes costing between $350,000
and $400,000. The Urban Development Institute represented to the Committee
that the rebate scheme results in an effective marginal tax rate of 36.9% on these
homes. The UDI further represented that the rapid phase out of the housing
rebate fails to recognize that in high land-cost markets such as Toronto and
Vancouver, homes costing in excess of $350,000 are not a luxury. The UDI
suggested therefore that the rebate of 4.5 percentage points proposed in the

Technical Paper apply to the first $310,000 tranche of the price of a house with
the excess being taxable at 9%.

For houses costing $310,000 or less, the Canadian Home Builders
Association (CHBA) represented to the Committee that the rebate is not
sufficiently generous to ensure that the tax does not pose a barrier to the
affordability of housing. The Technical Paper states that the rebate will
substantially offset the impact of the tax on the vast majority (over 90 percent) of
new houses purchased in Canada. The Technical Paper states that as the current
average effective rate of federal sales tax on a home is slightly more than 4.0
percent, a net rate of 4.5 percent on houses costing $310,000 or less should not
increase materially the price of most housing in Canada. The CHBA challenged
the Technical Paper’s assertions on two principal grounds. First, the CHBA
submits that the current average effective rate of federal sales tax is approximately
3.7%. Second, the CHBA suggests that market operations will be such that
approximately one third of the potential savings resulting from the elimination of
the federal sales tax will not be passed along through lower prices. The Urban
Development Institute generally corroborated this latter view.

The Newfoundland and Labrador Home B
adopted and supported the brief of the Canadian
NLHBA submitted that the tax would add substa
Newfoundland because the tax rate is applied to t

as opposed to the present imposition of the
construction materials.

uilders Association (NLHBA)
Home Builders Association. The
ntially to the cost of a home in
he full selling price of the home,
federal sales tax only to taxable

The Canadian Institute of Public Real Estate Companies submitted that the
proposed rebates will work well for most of the regions of Canada but that, as the
demand for accommodation in a number of urban centres, such as Toronto, has
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far outstripped the supply of serviced land and has created a rapid escalation of
house prices, the tax will adversely affect the affordability of new housing in these
areas.

Professor Robert Clark recommended that the rebate formula reflect the
fact that the average selling price of homes varies greatly across Canada. Under
this approach, varying rebates would be paid on the basis of regional differencesin
home prices.

The Northwest Territories Construction Association also felt that the tax
rate proposed by the Technical Paper is too high.

°  Land Exclusion

As noted in the above discussion on land, the CHBA submitted an
extensive analysis to the Committee for the purpose of its review of the tax on
new homes. The CHBA suggested that while a solution to the purported
affordability problem may be to enrich the housing rebate so as to lower the
effective rate of tax, the preference of the Association is the exclusion of land
from the tax base coupled with a rebate of 4.5 percentage points of tax on the
price of the home excluding the land. The CHBA submitted to the Committee
that this would be the best option to mitigate the adverse effect of sales tax reform
on the affordability of new ownership housing total.

The Committee heard a number of other representations to the effect that
regional differences in land costs in Canada will account for significantly different
burdens of tax on the acquisition of new homes. The Canadian Construction
Association corroborated this view. It was suggested to the Committee that the
exclusion of land from the tax base would significantly reduce the cost of
purchasing a house in the high land cost markets and, in so doing, would remove
the need for a housing rebate. The Urban Development Institute suggested as one
of the alternatives raised in its submission that housing could be taxed
progressively by applying a 4.5% rate to a regionally adjusted average price of all
homes, and the general GST rate to any excess amount.

(iii) Views of the Committee

The Committee’s views on the Technical Paper proposals and on the
representations received by it are as follows:

°  Housing Rebate Rate

As noted above, the Technical Paper proposes that new housing costing
$310,000 or less be taxed at a net rate of 4.5%. Housing costing more than
$310,000 but less than $350,000 is to be taxed at an effective rate ranging between
4.5% and 5.0%. Housing costing more than $350,000 and less than $400,000 is
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taxable at an effective rate ranging between 5.0% and 9%. The actual and effective
tax rate on houses costing more than $400,000 is to be 9%.

The assumption that underlies the choice by the Department of Finance of
a 4.5% rebate for eligible houses is that the current average effective rate of
federal sales tax for the nation as a whole on housing prices is approximately
42%. As noted above, the Committee heard representations from the Canadian
Home Builders Association that the actual rate is closer to 3.7%.

The Committee endeavoured to reconcile the figures of 4.2% and 3.7%
respectively. Rather than being in a position to conclude on the correctness of
either number, the Committee is simply able to note the differences in
methodology.

The estimate of the Department of Finance was arrived at by using 1984
input-output data while that of the CHBA used 1980 input-output data. Although
the CHBA contests this analysis, (see below) the Department of Finance submits
that the 1980 input-output data underestimates the federal sales tax component of
house prices for two reasons. First, the Department of Finance submits that the
recession that occurred between 1980 and 1984 tended to make the production of
goods more capital intensive. The Department feels that the 1980 input-output
tables systematically underestimate the amount of capital equipment involved in
the construction of a house. Second, the Department of Finance feels that the
trend toward increasing the amounts of capital used in the production of a house

continued to increase since 1984 so that even its estimate of 4.2% may today be
low.

The CHBA challenges the assertion by the Department of Finance that the
use of 1980 input-output tables underestimates the amount of federal sales tax for
three reasons. First, the CHBA submits that the volume of new residential
construction activity was actually higher in 1980 than in 1984 - the CHBA thus
finds it difficult to conceive that the industry made major investments in
machinery and equipment in 1984 or during the recession period. Second, the
CHBA submits that the homebuilding industry has never been capital intensive,
nor is it today, and has lagged when it comes to the introduction of new
technology. Third, the CHBA submits that most productivity improvements in

house construction in Canada occurred prior to the mid 1970’s and have been
relatively low since that time.

The .Detp.artment of Finance points out that the CHBA estimate does not
capture significant base changes since 1984, such as the rescinding of the on-site,

off-site pr.ovisions. In response, the CHBA states that such broadening only adds
very marginally to the average federal sales tax component.

. In summary, although the Committee is not in a position to arbitrate the
differences discussed above, it notes that the CHBA does not contest that its
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estimate was computed using less recent input-output tables and that its estimate
does not incorporate certain changes in the tax base.

As noted in Part C, the Committee recommends that a single rate of tax of
5% be applied to all supplies of real property. The Committee feels that this will
relieve the system from the difficulties of the dual rate and of the structural
difficulties of the housing rebate. For the reasons given in Part C, the Committee
considers that the affordability of housing would not be materially adversely
affected by the introduction of a 5% rate.

°  Housing Rebate Thresholds

The Committee concurs with the representations made before it to the
effect than the housing rebate and the thresholds for the application of the rebate
could induce builders to avoid the construction of homes the cost of which ranges
between $310,000 and $450,000. The Committee accepts furthermore that
consumers may avoid such homes. The Committee thus concludes that the
thresholds and the phase-out schedule of the housing rebate program could lead
to serious distortions.

The Committee recognizes that the design of a program such as the housing
rebate program can inherently pose problems because of the necessary and
arbitrary choices that need to be made. The Committee recognizes furthermore
that the thresholds were chosen so as to address regional differences in housing
prices and to offer a program of appeal to the vast majority of Canadians.
Unfortunately, because of widely varying house prices across the country, the
thresholds may be too generous for some Canadians and not generous enough for
others. Although it was put to the Committee that the thresholds could be
improved by designing a system of regionally-adjusted thresholds, the Committee
rejects this option as being much too complex and arbitrary.

As explained in Part C, given that the Committee proposes that a single tax
rate of 5% apply to all real property transactions, the housing rebate program
will not be required. This, obviously, does away with the threshold problems
discussed above.

As discussed above (see Land), the Committee does not favor the exclusion
of land from the tax base. The Committee feels that the application of a tax rate of
5% is, all things considered, the preferable approach.

Existing Residential Housing

Technical Paper Proposals

The Technical Paper proposes that resales of existing housing be exempt unless

the vendor claimed an input tax credit in respect of the acquisition or the improvement
of the home. The Technical Paper proposes however that the sale of an existing home
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be taxable where the home underwent a substantial renovation in the course of a
business involving the purchase, renovation and resupply of used homes.

(ii) Representations Received by the Committee

°  Exemption of Existing Stock

Many industry representatives submitted to the Committee that exempting
resales of existing homes would be distortionary. The CHBA represented that
applying the tax only to new housing could cause harmful distortions and
inequities between the new and existing houses, and would hurt housing markets
and their constituents. The CHBA represented furthermore that the application of

the tax only to new housing could drive up the price of existing homes, thereby
creating a windfall gain for owners of such homes.

The UDI corroborated the view of the CHBA by stating that the tax as
currently proposed would induce taxpayers to avoid its application by renovating
current residences, or by acquiring existing homes instead of new homes. The
UDI felt that with fewer resale homes available and more purchasers, resale prices

could rise more than the new GST would warrant, thereby further distorting the
market place.

The Conservatory Group stated that by taxing only new housing, one of two
outcomes could occur. First, homebuyers could shun new construction in favour
of existing supply, thereby severely impacting on the already volatile house

building industry. Second, the price of existing housing could rise artificially as a
result of the “discount” induced demand.

Mr. Qoodman remarked that one of the obvious effects of taxing the sale of
new housing on the basis of both the land component and the building

component would be to depress the sales of new houses and the housing industry,
and to increase the price of old houses.

The Canadian Real Estate Association was less certain on the impact of the
tax on houses priced lower than $310,000, given the importance of the
assumptions concerning the amount of the federal sales tax embedded in current
house prices and the degree to which the federal sales tax conponent would be
eliminated through competitive market forces. The Association was clear however
that the tax will in the absence of countervailing market forces, tend to increase

the price of new. hpuses that cost more than $400,000, and thereby cause the price
of comparable existing housing stock to rise in tandem.

The Canadian Construction Association took a somewhat opposite view by
suggesting that the housing rebates would effectively minimize any windfall gain
to owners of existing housing that could result from the application of the tax.
The CCA thus concurred with the view of the Department of Finance that the
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proposed 4.5% rebate would not affect the price of new housing unit below
$310,000.

The Atlantic Building Supply Dealers Association did not specifically
recommend the taxation of existing housing. However, the ABSDA urged the
Government to eliminate all exemptions and to make the GST universal. The
ABSDA felt that it is a matter of vital importance for the housing industry that
the burden of the GST be spread as much as possible. The ABSDA recommended
that the rate be reduced to 5%.

o

Taxation of Existing Stock

In light of the expected impact of the Technical Paper proposals on the
housing markets for new and existing homes, the Canadian Home Builders
Associaton, the Urban Development Institute and the Conservatory Group
supported the principle of the taxation of existing homes. The Canadian Home
Builders Association made it clear however that its principal submission was that
land should be excluded from the tax base and that a rebate equal to one-half of
the tax paid on the acquisition of the house should be given. The CHBA thus
stated its views in respect of the taxation of existing stock in a follow-up
submission.

The Committee received a distinct proposal from each of the UDI and the
CHBA with regard to the calculation of the tax base for the taxation of existing
housing.

The Urban Development Institute proposed to tax only additional housing
spending and thereby to apply tax to each purchase on the amount by which the
purchaser of the house trades up in price. A purchaser of a house would thus pay
tax on the basis of the cost of the house purchased, but receive a credit for any
taxes collected by him on the sale of his previous home. The tax would apply at
4.5% on the first $310,000 of house price and at 9% thereafter. For example, a
purchaser of a house costing $300,000 concurrently with the sale by him of a
house at a price of $200,000 would attract a net tax of $4,500 in his hands, this
amount representing the difference between the gross tax of $13,500 otherwise
payable on the purchase, and the tax of $9,000 collected on the sale. The proposal
was stated by the UDI to be a tax on additional housing spending since only the
incremental spending or the trade-up (in the present example $100,000) effectively
gives rise to tax for the purchaser. Following this example further, and assuming
that the purchaser of the $200,000 home is a first-time home buyer, the said
purchaser would owe tax of $9,000 on the purchase.

The Canadian Home Builders Association proposed instead to tax the first
sale after 1990 of every existing home on January 1, 1991, and to disregard
subsequent sales of the same property. Under this approach, the vendor of the
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existing home bearing tax would not be credited with such tax on a subsequent
acquisition.

(iii) Views of the Committee

The Committee believes it is inequitable and potentially distortionary to tax only
sales of new housing. The Committee believes that this could cause harmful distortions
in the marketplace and lead to the realization of windfall gains by existing homeowners.
The Committee also believes that there is merit in the proposition that a tax applying
only to new housing could potentially alter consumer choices.

Although, as a matter of theory, one could argue as the Department of Finance
does, that the proposed housing rebate effectively negates any possible distortions, the
Committee is concerned, even should this be true, that the housing market could
nevertheless be affected by consumer perceptions that new housing is more expensive
than tax-paid existing housing. The Committee thus considers that the root of the
problem is not necessarily whether the housing rebate is sufficient but, rather, that

industry participants and consumers, faced with an apparent if not real distortion, could
alter their behaviour.

In light of the fpregoing, the Committee favors the taxation of existing housing
stock. As fully explained in Pact C, the Committee proposes that the tax base be
computed in accordance with an incremental spending or “trade-up’ approach.

Other Personal-Use Properties of Individuals
(i) Technical Paper Proposals

The Technical Paper proposes that sales of personal-use real properties (for
exampl'e.country properties, non-commercial hobby farms and other non-business land)
by ind1v1du§ls or trusts (all the beneficiaries of which are individuals), other than real
property which was used or rented by the vendor in the course of a taxable commercial
activity, or real property which is sold in the course of a business, be exempt.

(ii) Representations to the Committee

The Committee did not received formal representations on personal- use
properties other than to the extent discussed above.

(iii) Views of the Committee

Qwen that the Committee recommends that sales of new housing, existing
ho.us.mg and rental properties be taxable, it would not be consistent to exclude new and
existing personal-use properties from ‘the tax base. The Committee proposes therefore

that sales of such properties be taxable in accorda i
described in Part C. nce with the trade up approach
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Rental Buildings

(i) Technical Paper Proposals

The Technical Paper proposes to apply tax to the sales of new rental buildings,
with no housing rebate. As long-term residential rents (one month or more) are to be
exempt supplies, no input tax credit will be available to owners/landlords for taxes paid.
All sales of existing stock are however to be exempt.

The Technical Paper proposes a self-supply rule where a developer/landlord
constructs a residential complex such as an apartment building for subsequent lease to
tenants. The developer will be able to claim input tax credits in the normal manner on
purchases related to the construction of the residential complex. However, the developer
will be required to pay tax on the fair market value at that time that the residential
complex is put into rental use. The residential complex will there often qualify as a
used residential dwelling and, hence, any resale will be exempt.

This self-supply rule for residential complexes will also apply to charities,
non-profit organizations and selected public sector organizations where they develop and
subsequently lease residential complexes. Although the Technical Paper proposes that
charities, 50% government funded non-profit organization and selected public sector
organizations be eligible for partial rebates on their purchases, such rebates will not be
available for the tax paid on the purchase or on the self-supply of a residential complex
to the extent that the complex is used to provide residential rents at market rates in
order to maintain competitive equity with private sector developers. The rebates will be
available for residential complexes built to provide accommodation for students,
subsidized rental housing or accommodation for the mentally or physically disabled.

(ii) Representations Received by the Committee

o}

Competitive Equity of Tenants with House Owners

The Canadian Home Builders Association represented to the Committee
that the proposals have the effect of almost doubling the effective federal sales tax
on new rental housing (which it estimates at 4.7 percent) to 9 percent. The CHBA
suggested that without some form of reduction in the tax rate, there would be a
sharp decline in new rental investment by the private sector until rents
adjusted — which the CHBA feels could be lengthy because of provincial rent
controls. Moreover, the CHBA submits that investors/landlords, and consequently
tenants, will face a disproportionate amount of tax when compared to new home
purchasers who benefit from the housing rebate. The Association suggests to the
Committee in light of this that developers/landlords will be motivated to complete
appartments buildings and to put them into use before 1991 to avoid the tax.

The Rental Housing Council of British Columbia submitted that at the
proposed rate of 9%, the tax is too severe for tenants. The Council suggested that
the base be broadened and the rate reduced to 5%.
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The Canadian Real Estate Association also expressed its concern about the
effect on a 9% tax on rent affordability.

°  Competitive Equity of Private Sector with Non-Profit Sector

The Canadian Construction Association represented in particular that it
sees an inequity in the rebate system for owner-occupied housing to the extent
that owners of such housing will pay less tax on their consumption of housing
services than will renters. The Association suggested that decisions to own or rent
are complex and that the entire spirit of tax reform to this point has been to leave
such decisions to market forces, rather than attempting to force outcomes
through the tax system. The Association therefore represents that the housing

rebate system as proposed to new housing should also be applied to newly
constructed rental housing units.

The CHBA submitted also that private sector landlords will be at a
disadvantage to charities, non-profit organizations and selected public sector
organizations in relation to providing rentals because of the availability to the
latter group of the rebate of 50 percent of the tax paid on their purchases which
effectively reduces their tax rate to approximately 4.5%. The CHBA represented to
the Committee that the private sector also provides housing to socially
disadvantaged Canadians under the auspices of Government programs or through
joint ventures with government bodies and that the private sector will thus be at a
competitive disadvantage in providing such services because of the difference in
tax rates. The CHBA emphasizes that competitive equity must be maintained.

In light of the above, the CHBA and the Canadian Construction
Association submitted to the Committee that a rebate of 4.5 percentage points of
tax should also apply to all new rental housing, including market housing.

The CHBA and the Canadian Construction Association represented
furthermore that the tax operates effectively as a tax on rents given that residential
rents of one month or more are to be tax exempt. Given that landlords will not
be entitled to input tax credits, these Associations suggested that the tax will
become part of their cost structure.

The Canadian Housing and Renewal Association and the Canadian Home
Builders Association pointed out that the non-profit sector will only receive
rebates on the tax paid on the purchase and self-supply of a residential complex to
the extent that the complex is used for purposes such as subsidized rental housing
and not for providing market rates. These Associations submitted that the notions
of “subsidized rental housing” and “market rates” are unclear and may lead to
competitive inequities due to inconsistent interpretations.

- 140 -



(iii)

°  Definition of Long-Term Residential Rents

The Canadian Housing Renewal Association submitted that defining
long-term residential rents as being rentals of one month or more will have a
severe impact on thousands of low-income singles who generally pay weekly rent
in rooming houses and hotels. The CHBA represented that in major urban centres
such as Vancouver, Toronto, Winnipeg and Montreal, rooming houses and hotels
are the primary source of housing for low-income Canadians. The CHBA
submitted that such rents will not qualify under the Technical Paper proposals as
long-term residential rents and will therefore be taxable. The CHBA asks that
these rents also be exempt supplies.

°  Taxation of Existing Buildings

The Committee heard representations that the sale of existing rental
buildings should also be subject to tax (see Part C).

Views of the Committee

°  Housing Rebate

The Committee concurs that the proposed taxation of new rental
construction at 9% and that of most new residential construction at 4.5%
potentially provides a comparative advantage to homeowners over residential
renters.

As owners/landlords are not to be entitled to input tax credits for the tax
paid on the acquisition of a new rental building, they will likely seek to recover
the additional costs otherwise borne by them from tenants through higher rents.

By recommending that all real property transactions be taxed at a 5% rate,
the Committee feels that it is placing homeowners and renters on an equal footing
and is thereby remedying the above-noted problem.

The Committee notes that denying an input tax credit to landlords for
operating costs does not discriminate against tenants in favour of home owners.
Under the Technical Paper proposals, both homeowners and landlords will be
liable to pay tax on operating costs that qualify as taxable supplies. Although
landlords will likely seek to pass on the cost of the tax to their tenants, the tenants
should bear no greater cost to that borne by homeowners, assuming the level of
expenditures by both is equal, because the taxes paid by homeowners on housing
operating costs are also not creditable.

°  Competitive Equity Between Profit and Non-Profit Sectors

The Committee agrees with the representations that it has received that
where the private sector competes with the non-profit sector, the Technical Paper
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proposals may confer a tax advantage on the non-profit sector by rebating one-hglf
of taxes paid to the latter. The Committee concurs furthermore that allowing
rebates to the non-profit sector on the acquisition or self-supply of a building
where the building is to be used to provide subsidized rental accommodation may
lead to inequities, uncertainty, and introduces difficulties of interpretation.

As noted below in the recommendations, the Committee proposes that,
rather than extending the housing rebate to new rental properties, sales of all such
properties as well as other real property be taxable at a 5% rate in accordance
with the trade-up approach (see Part C). As a 5% rate is also proposed for new

residential housing stock, rental properties will no longer receive unequal
treatment.

Although the Committee recommends that all real property transactions be
taxed at 5%, this will not entirely remove the competitive inequities between the
private sector and the non-profit sector where rebates are paid to the latter.

Therefore, the Committee recommends:

36.

That rebates not be paid to charities, non-profit organizations and selected public

sector organizations for taxes paid on real property acquisitions or by application of the
self-supply rule.

g Short-Term Residential Rents

The Committee acknowledges that the definition of long-term residential
rents may exclude rentals in rooming houses and hotels by the needy. The
Committee recognizes however that the removal of the minimum time-period of
one month would allow the daily rental of hotel or motel rooms to be an exempt
supply. The Committee feels that an appropriate approach to address this issue
would be to recommend that per diem rentals at a cost of twenty dollars or less be
exempt. The Committee hopes that this would cover the cost of rentals in

rooming houses while not capturing the usual cost of a commercial hotel or
motel room.

Therefore, the Committee recommends:

37s

That per diem rentals of residential units at a cost of $20 or less be exempt supplies.

o

Taxation of Existing Rental Stock

For the same reasons as that already discussed for existing residential
housing, the Committee concurs that providing an exemption for sales of existing
rental stock may lead to distortions. Therefore, the Committee recommends that

the sale of existing rental stock should also be taxable in accordance with the
trade-up approach described in Part C.
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Commercial Real Properties

(i) Technical Paper Proposals

The Technical Paper proposes that sales of new and existing commercial real
properties be taxable at 9%. A purchaser of a commercial real property is to be allowed
an input tax credit to the extent that the property is for use in a commercial activity,
subject to two exceptions. First, no input tax credit is to be allowed for the commercial
use by an individual of any real property where the property is primarily for the
individual’s personal use. Second, the same rules as for capital property are to apply to
real property acquired by a charity, non-profit organization on selected public sector
organization: this will mean that an input tax credit with only be allowed if the real
property is acquired primarily for use in a commercial activity; otherwise, no input
credit will be permitted.

The Technical Paper proposes a number of change-of-use rules that are to apply
if the use of commercial property changes significantly.

(ii) Representations Received by the Committee

The Committee did not hear specific representations of broad scope with regard
to the application of the tax to commercial real properties. The Urban Development
Institute represented however that it has significant concerns that purchasers of
commercial real estate will be required to finance the 9% tax from their own funds
until the point in time that it is refunded. The UDI submitted that the tax will not form
part of the value of the property for long term financing purposes and that thus, at
closing, the purchaser will be required to provide additional equity for a short term to
fund the additional 9% of the purchase price.

The Urban Development Institute (UDI) submitted furthermore that the potential
cash flow disadvantages to most purchasers would be aggravated because of the
requirement that the purchaser secure a clearance certificate from the vendor before an
input tax credit can be claimed. The UDI fears that the payment to purchasers of input
tax credits will be delayed as, under the proposals, it is the vendor who will be required
to remit the tax and, because of this, Revenue Canada will wish to audit the vendor’s
remittance before it consents to sending to the purchaser the amount in respect of his
input tax credit.

(iii) Views of the Committee

The Committee generally concurs with the proposed treatment of commercial
property except that the Committee proposes that acquisitions of commercial property
also be taxed at 5%. The Committee notes that to the extent that a purchaser of a
commercial property is entitled to a full input tax credit for taxes paid on the
acquisition of the property, the purchaser should generally be indifferent to the tax rate,
except to the extent that it must finance input tax credit refunds. The Committee notes
that the reduction in tax rate will benefit charities, non-profit organizations, selected
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public sector organizations and financial institutions to the extent that they do not make
taxable supplies.

The Committee notes that as taxes payable on the acquisition of commercial
properties are fully recoverable through the input tax credit rules, the trade-up
approach is inapplicable to such properties.

With regard to the provisions relating to clearance certificates, the Committee
believes that this requirement will delay the ability of purchasers to claim input tax
credits as their right to do so may depend on whether the vendor remitted the tax and
on the amount of his remittance. The Committee concurs with the representation that it
has received to the effect that, where a purchaser purchases a property having a value
in excess of $1 million, the purchaser should be liable to remit the tax.

Therefore, the Committee recommends:

38. That, where the value of a commercial property exceeds $1 million, the purchaser,
rather than the vendor be required to remit the tax. The vendor should, in these cases,
be required to notify Revenue Canada of the sale by sending a form to this effect.

Renovations

(i) Technical Paper Proposals

The Technical Paper proposes to apply specific rules where, in the course of a
business, a home is purchased, renovated and sold.

The rules proposed by the Technical Paper distinguish between substantial
renovations and non-substantial renovations. A substantial renovation is to mean a
renovation that incorporates no more of the original building that the external and
interior supporting walls, roof, floors, staircases and the foundation. The Draft
Legislation adds that the conversion of a building that is not a residential complex to
use as residential complex will be deemed to be a substantial renovation, whether or not
the conversion involves the renovation or alteration of the building.

The difference between a substantial renovation and a non-substantial renovation
lies in the extent of the application of the tax when the property is resupplied. Where
the renovation is a substantial renovation, the resupply or the renovated dwelling is to
be treated similarly to the sale of a new home, meaning that the full value of the land
and building are to be fully taxable. Where the renovation is a non-substantial
renovation, only the value added by the renovator is to be taxable on resale.

(ii) Representations to the Committee

The Committee heard representations from the Canadian Home Builders
Association to the effect that the rules governing substantial renovations are technically
deficient and distortionary. Because the Technical Paper proposes that the sale of used
residential buildings be exempt, the CHBA submits to the Committee that the proposals
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lead to tax cascading to the extent that the land and building are taxed a second time
by application of the above-noted rules governing substantial renovations. To remedy
this problem, the CHBA suggests to the Committee that renovators be entitled to input
tax credits for taxes paid on the purchase of buildings to be renovated.

[t was also represented to the Committee that the definition of a substantial
renovation is so restrictive that a renovator could very easily circumvent the application
of the rule.

(iii) Views of the Committee

The Committee considers that the Technical Paper proposals applying to
renovations often lead to inconsistent and inequitable results.

First, the proposed definition of a substantial renovation is so limited and simple
to circumvent that its application can almost be said to be elective.

Second, the rule governing substantial renovations results in tax cascading since
the renovator is not to be entitled to an input tax credit for taxes paid on the
acquisition of the used dwelling to be renovated because the supply of such property to
the renovator would likely qualify as an exempt supply. The tax cascading occurs
because the full value of the substantially renovated property including the land
component is taxable on resale.

Third, the Technical Paper proposals favor the acquisition of existing housing
stock from renovators who perform a less than substantial (but a material) renovation,
over the acquisition of new housing. The advantage occurs because only the value added
by the renovator becomes taxable at the time of sale.

Fourth, because existing stock is not to be taxable under the Technical Paper
proposals and because the substantial renovation rule does not apply to individuals who
are not in the renovation business, the proposals may induce an individual to purchase
an existing house and to perform a substantial renovation, rather than purchasing a
new house.

The Committee considers that the rules governing substantial renovations require
to be reworked. However, since the Committee recommends that existing housing be
taxed in accordance with the trade-up approach described in Part C, this will remove
the major inequities noted. Under the Committee’s proposal, the four situations
described above will be treated as follows:

°  Application of the Substantial Renovation Rule

Under the Committee’s proposal, the acquisition and resale of any existing
house in the course of a business will be treated as a commercial activity. The
purchaser will thus be entitled to a full input tax credit for the taxes paid on the
acquisition and the improvements to the house. The house will be fully taxable on
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resale regardless of the nature and extent of the renovation. There will thus no
longer be a need for a rule addressing substantial renovations since the supply of
all new and existing homes will be taxed identically.

€ Tax Cascading

As discussed above, any person who, in the course of a renovation business
acquires a used residential dwelling for the purposes of resale will be entitled to
an input tax credit for the taxes paid. Therefore, no cascading will occur on
resale.

< Substantial versus non-substantial renovation

As also addressed above, all renovations, whether substantial or
non-substantial will give rise to identical tax results: all taxes paid on the
acquisition and improvement of buildings in the course of a business will be
creditable and the full selling price of such buildings will be taxable on resale.

°  Substantial renovations by non-business individuals

The Committee believes that by applying the tax to the acquisition of
existing homes at the rate of 5%, and by applying the tax at construction materials
and services at the rate of 7%, there should be no material difference in the tax
cost between acquiring a new home, and acquiring an existing home and
contracting out renovations. The Committee acknowledges that an individual who

acquires an existing home and self-supplies the renovations may face a marginally
lower tax cost.

C) Calculation of Tax
1. Tax Rate

The Committee proposes to apply tax to taxable supplies of real property at 5%. The
Committee has chosen the said rate of the basis of several considerations.

First, the Committee, as discussed later, concluded that it would be more appropriate
to tax only incremental amounts of spending on non-commercial real property, rather than
the full price in all cases. In light of this, the Committee felt that non-commercial real
property transactions could be taxed at a slightly higher rate of tax than that proposed by the
government for housing costing $310,000 or less while achieving base broadening.

Second, the weighted-average rate of tax on all housing, as proposed by the
Government, is 5.6% (because homes costing more than $310,000 are to be taxed at effective
rates varying between 4.5% and 9%). The Committee considers in light of this that a rate of

5% achieves an overall reduction in the applicable tax rate while contributing to simplicity
and equality of treatment.
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Third, the Committee feels that, housing being such an important element of
consumption, a preferential rate of tax applicable to housing is warranted. As the general rate
proposed by the Committee for other goods and services is 7%, housing, at 5%, does benefit
from such a preferential rate. Under the Technical Paper proposals, as discussed in Chapter 1
housing and residential rental properties are taxed at an average rate of 6.9%.

Fourth, the Committee concluded based on the representations received by it that a tax
rate of 5% would remove the need for a housing rebate program. As discussed above, the
Committee felt that the housing rebate program as proposed could prove to be distortionary
because of the arbitrary nature of the thresholds, the pattern of the phase-out of the housing
rebate, and the relatively higher burden of tax assumed by persons purchasing homes costing
more than $310,000. The Committee accepted the proposition that the structure of the
housing rebate was such that builders would avoid or limit the construction of homes in the
price range of $310,000 to approximately $450,000. It was thus important for the Committee
to remove this potential distortion.

Fifth, the Committee took account of the estimates that were put to it concerning the
amount of federal sales tax currently embedded in the price of new homes. While, as
discussed above, it was represented in the Technical Paper that the said amount corresponded
to an average of 4.2% for the nation as a whole on newly constructed houses, the Canadian
Home Builders Association represented to the Committee that the actual figure was closer to
3.7%. Although the Committee was not able on the basis of the evidence before it to resolve
the issue, the Committee felt relatively comfortable in proposing a 5% rate as it gained some
comfort from the assertions from the Department of Finance which the CHBA did not
contest that more recent data had been used by the Department of Finance in estimating the
said figure. Moreover, the Committee was reassured by the representation by the Department

of Finance that, if current tables existed today, the actual percentage may be higher than
4.2%.

Sixth, the Committee felt that it was important to correct the comparative inequities
that owners of rental buildings (and consequently tenants) would bear under the Technical
Paper proposals in relation to homeowners due to the proposed taxation of new rental
buildings at 9% rather than the 4.5% rate applicable to housing costing $310,000 or less. A
single rate of 5% corrects this anomaly.

Seventh, the Committee believes that private landlords should not bear a materially
higher rate of tax on the acquisition of rental properties than that payable by competing
non-profit organizations. As discussed above, private landlords would under the Technical
Paper proposals pay tax at 9% on the acquisition of rental properties while competing
non-profit organizations would generally pay at the proposed net rate of approximately
4.5%(after the rebate to which such organizations are entitled). A rate of 5% removes this
gap.
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Eighth, the Committee felt that a single rate of 5% would resolve the above-noted
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