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ORDER OF REFERENCE

Extract from the Minutes of the Proceedings of the Senate,
Thursday, May 3, 1990:

"Pursuant to the Order of the Day, the Senate resumed the
debate on the motion of the Honourable Senator Kelly, seconded
by the Honourable Senator Muir, for the second reading of the
Bill C-62, An Act to amend the Excise Tax Act, the Criminal
Code, the Customs Act, the Customs Tariff, the Excise Act, the
Income Tax Act, the Statistics Act and the Tax Court of Canada
Act.

After debate, and--

The question being put on the motion, it was--

Resolved in the affirmative, on division.

The Bill was then read the second time, on division.

The Honourable Senator Kelly moved, seconded by the
Honourable Senator David, that the Bill be referred to the
Standing Senate Committee on Banking, Trade and Commerce.

The question being put on the motion, it was--
Resolved in the affirmative."

Gordon L. Barnhart

Clerk of the Senate
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Wednesday, September 26, 1990

REPORT OF THE COMMITTEE

The Standing Senate Committee on Banking, Trade and Commerce
has the honour to present its

Thirteenth Report

Your Committee, to which was referred Bill C-62, An Act to
amend the Excise Tax Act, the Criminal Code, the Customs Act, the
Customs Tariff, the Excise Act, the Income Tax Act, the Statistics
Act and the Tax Court of Canada Act, has, in obedience to the Order
of Reference of May 3, 1990, examined the said Bill and considers
that the Bill should not be proceeded with further in the Senate.
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FOREWORD

In November 1984, the Minister of Finance, the Honourable Michael
H. Wilson, issued an economic and fiscal statement in the House of
Commons. At that time he also tabled a document entitled "A New
Direction For Canada -- An Agenda for Economic Renewal" which spoke
of a consultative process with the private sector in order to
resolve a number of economic problems. Tax reform was not
explicitly mentioned in that document. It did, however discuss the
need to encourage business investment, enhance exports and promote
economic growth. All of these have subsequently been used as
important arguments in favour of tax reform. The document did

mention explicitly the need for tax simplification.

This was followed in October 1986 by the Minister’s "Guidelines for
Tax Reform in Canada". This document listed several features that
were to characterize a reformed tax system, including: fairness,

simplicity, balance of revenue sources, stability of revenues, etc.

In June 1987 the Minister of Finance tabled in the House of Commons
a White Paper on Tax Reform, which included three possibilities for

sales tax reform. The first, a National Sales Tax would integrate

federal and provincial sales tax systems. If this option were not

possible, two alternatives for a federal-only multi-stage sales tax

were put forth.

The federal Goods and Services Tax option was viewed as a broadly-
based tax with a uniform tax rate. Tax calculations would simply
require that the rate be multiplied by the difference between
taxable sales and taxable purchases. Separate tax calculations

would not be required on each invoice.

The final alternative considered was a federal Value-Added Tax,

similar to the systems in place in Europe. Under such a regime,

vid



the Government would have flexibility in exempting products and
business operators. The calculation of tax liabilities would be

based on invoices.

Stage I of tax reform was put in place in the summer of 1988.
Stage II of reform is not yet in place. In August 1989, the
Department of Finance issued a technical paper which outlined many
of the details of the new Goods and Services Tax. The House of
Commons Standing Committee on Finance studied this technical paper,
issuing a Report in November 1989. The federal government

responded on December 19, 1989 with revised proposals.

Bill C-62 was given first reading in the House of Commons on
January 24, 1990. It was examined by the House of Commons Standing
Committee on Finance which amended the Bill and reported to the
House of Commons on March 30, 1990. The Bill was further amended

in the House and passed on April 10, 1990.

The Bill was given first reading in the Senate of Canada on April
11, 1990 On May 3, 1990, it received second reading and was
referred to this Committee. Three hundred and eighty presentations
were made to the Committee in Ottawa and in all ten provinces and
two territories during approximately 200 hours of public hearings.
This Report represents the conclusions of the Standing Committee on

Banking, Trade and Commerce on Bill C-62.

viii



(1)

(2)

PRICE EFFECTS OF THE GST
Minimum Estimate

The Government estimates that introduction of the GST
would result in a one-time increase in the Consumer Price
Index (CPI) of about 1.25%. While several economic
"think-tanks" concur with this estimate, it has been
criticized on at least two grounds. First, the
Government’s 1.25% estimate assumes that the savings from
removing the current Federal Sales Tax would be fully
passed along to consumers. Many groups believe that this
assumption is unrealistic and fails to take into account
a number of special circumstances including inadequate

inventory rebates and regulated or uncompetitive markets.

Second, the Government assumes that organized labour is
either naive or is powerless to address a reduction in
the purchasing power of its wages. According to the
information received by this Committee, members of
organized labour are well aware that the GST would reduce
their real income and are extremely skeptical about the
Government'’s price estimate. This is already being
reflected in new labour contracts that contain GST
protection in the form of cost of 1living allowance
clauses and fixed wage increases. To the extent that
labour is successful in obtaining further wage hikes
because of the GST, this will feed intol" firms! wcost
structures and result in higher prices. In the real
world, expectations are crucial but there is no
indication that the Government has built a wage response

into its price impact estimates.



(3)

(4)

(5)

2

A realistic appraisal came from the Chief Economist of
the Conference Board of Canada, Mr. J. G. Frank who told
the Committee regarding the Board’s own price impact
estimate of 1.4% and the Government’s 1.25% forecast, "I
would say to you, again candidly, that is a lower bound
estimate. That is the minumum you can expect, and it goes
up from there based on how those two assumptions are at
odds with reality."(45:43) These assumptions, full pass-
through of FST savings, no wage-price inflationary
spiral, are key to the Government’s estimates of the

price impact of the GST.

Removing the FST

In estimating the impact of the GST on the overall price
level, it is important to assess how the price of
individual goods and services are likely to react. The
application of the GST will affect relative prices by
raising significantly the price of services and other
items that currently bear no direct federal sales tax.
The brief received from Informetrica Limited indicated
that the GST would raise the price of recreational
services by 8.0%, restaurant, hotel and tavern services
by 7.4%, natural gas by 7.3%, electricity by 6.8%,
women'’s and children’s clothing by 5.9%, footwear by 4.8%

and so on.

In order to achieve a small overall price increase from
introducing the GST, the prices of other goods currently
subject to Federal Sales Tax must fall when that tax is
removed. It has been suggested that the price of
automobiles, furniture, and household durables that now
contain the Federal Sales Tax will decline once this tax
is removed. However, for this to happen, manufacturers,

wholesalers and retailers will have to lower their prices



(6)

(7)

3

to reflect the elimination of this tax. Much of the
debate about the price impact of the GST centers on
whether firms will actually pass on to consumers the
savings from the sales tax reduction or whether they will

simply increase their price markups.

The Government’s assumption that 100% of the saving from
eliminating the current Federal Sales Tax will be passed
through to the consumer does not depend on the good
graces of business, rather, it is believed that
competition will force firms to pass on the cost savings.
In competitive markets, firms that attempt to use such an
opportunity to increase their profit margins are likely
to be undercut in price by their competitors. Michael
McCracken suggested to the Committee that there is a
significant degree of competition in Canada which has
been enhanced recently by the Free Trade Agreement and
the appreciation of the Canadian dollar.

However, Mr. McCracken and others also expressed concern
that the regulated sectors of the economy including the
telephone company, the electric power utilities, the
transportation sector and the food sector regulated by
marketing boards might not make the appropriate price
adjustments immediately. As Mr. McCracken cautioned,
" ..the CRTC, the National Transportation Agency and the
various marketing boards - need to be sensitized to this
situation. They need to ensure that, on January 1,
someone has done the necessary calculations and provided
the information necessary to make the appropriate price
adjustments. If they do not do it or if they do it six
months after the fact, that could create a

problem." (43:9)



(8)

(9)

(10)

-

Professors Jack Mintz and Thomas Wilson expressed doubts
about the extent and speed of the price reductions from
removing the current sales tax. 1In their brief to the
Committee they state, "Finance Canada has estimated that
the GST will raise prices by about 1.25 percentage
points, assuming that competition will force Canadian
business to pass on the savings arising from the
elimination of the FST. However, no allowance has been
made for possible differential short run impacts of sales
tax reform on prices in industries which are not highly
competitive or which are subject to regulation." (Peter
Dungan, Jack A. Mintz and Thomas A. Wilson, "Alternatives
to the Goods and Services Tax", August 1990, p. 10)

Other witnesses were skeptical of business passing on the
savings from removing the current Federal Sales Tax. The
Canadian Union of Public Employees (CUPE) has developed
its own estimates of the price impact of the GST based on
different assumptions about the degree of pass-through of
savings. According to CUPE estimates, if 50% of the FST
saving is passed on, the price impact of the GST would be
about 2.8% while a 30% pass-through rate would raise
prices about 3.4%. CUPE believes that even if organized
labour does not attempt to protect their real wages
through increased wage demands, "the cost of 1living
impact of the GST can be expected to be in the
neighbourhood of three percentage points -- far in excess

of Mr. Wilson'’s estimate of 1.25 percent."

Not only labour groups have expressed skepticism about
the reduction in certain prices as the FST is removed.
Representatives of the Canadian Home Builders'’
Association told the House of Commons Standing Committee
on Consumer and Corporate Affairs and Government

Operations that they expected about two-thirds of the
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savings from the MST to be passed through to the
consumer. While a number of companies provided that
Committee with verbal assurances that they would pass
along these savings, some firms indicated their intention
to maintain the same absolute dollar markup on
merchandise. Maintenance of the same dollar markup on a
lower cost implies an increase in the percentage markup.
In their report on the GST, the Consumer and Corporate
Affairs Committee stated, "We believe that for the
consumer to benefit fully from the elimination of the
FST, business should not increase their percentage mark-
ups after the GST has been implemented, given that
operating costs have been reduced." (House of Commons,
Consumer and Corporate Affairs and Government Operations,
"Living with the GST", June 1990, P.10)

An important consideration in whether firms are able
promptly to pass along any savings from the elimination
of the current Federal Sales Tax is that the sales tax
embedded in inventories be removed. The Government has
designed a rebate scheme to compensate firms for Federal
Sales Tax paid on inventory purchased prior to the

introduction of the GST on 1 January 1991.

The rebate percentages are based on estimates by the
Government of the average amount of tax paid by business
on various categories of goods. The general rebate of
8.1% covers most types of inventories with the following
rebates for particular goods: 11.1% for motor vehicles;
5.6% for building materials; 2.8% for mobile homes and
modular building units; 2.5% for small grocery and
convenience stores; 1.4% for propane; and a per litre

amount for gasoline and diesel fuel to be made public in

December.
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As the Government has designed these percentages to
reflect the average sales tax component in inventories,
the rebate provided to some firms will obviously exceed
the amount which they actually paid while the
compensation to other firms will be less than the tax
paid. In general, the tax content in a merchant'’s
inventory is likely to vary according to the trade level
and the number of stages in the production chain.

For instance, the sales tax in the inventory of a
wholesaler that purchases directly from the manufacturer
could amount to 11.9% (13.5/113.5). The proportion of a
retailer’s inventory accounted for by Federal Sales Tax
would tend to be lower reflecting other price markups at
the wholesale level. This will also tend to vary
according to the price markup on a particular product and
the number of trade levels between the manufacturer and
the retailer. In addition, inventories held at great
distance from the point of importation or manufacture
will have a relatively 1low FST content because
transportation costs to the retail market are not
directly subject to FST.

Complicating matters still further is the fact that some
products are taxed at the wholesale level rather than at
the manufacturer’s level. While the Government has
decided to increase to 11.1% the rebate provided to
automobile dealers, this has not been extended to other
industries, such as cosmetics, which are also taxed at
the wholesale level. The Committee also heard from the
Canadian Importers Association, autoparts dealers,
building supplies dealers, pleasure craft dealers and a
furniture retailer that the 8.1% rebate would fail to
fully compensate for the tax content of their

inventories.
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Only if firms receive a full rebate for the tax paid on
their inventory, will they be in a position on January 1,
1991 to reduce their prices to completely reflect the
removal of the Federal Sales Tax. Where the rebate is
inadequate to compensate firms for the tax content in
their existing inventories, they can hardly be expected
to reduce their prices fully until the old inventory is
sold. Thus, even where firms intend to pass along any
savings it may be some time until the expected price

reductions on certain goods materialize.

At a cost of $19 million, the Government has established
a GST Consumer Information Office (CIO) within the
Department of Consumer and Corporate Affairs to monitor
the implementation of the GST. Primarily, the CIO’s
purpose is to provide public information on price
increases and decreases as the GST is introduced ang the
current Federal Sales Tax is removed. However, the CIO
can also investigate consumer complaints about firms’

pricing practices and inform the public of any

irregularities.

A body 1like the CIO, which has no formal powers to
rollback prices, is likely to have little influence on
the bahaviour of prices when the GST is introduced. Any
power the CIO might have would stem from its ability to
exercise moral suasion with companies and trade
associations and to inform the public of irregular
pricing practices. Even here, its ability to affect
prices is limited. Publication of the names of
businesses that are believed to be guilty of pricing
abuses would leave the CIO open to the risk of legal
action for defamation, according to testimony receivegd by
the Consumer and Corporate Affairs Committee.
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The Consumer and Corporate Affiars Committee also heard
that in most cases the amount of FST embedded in the
price of a product is virtually impossible to determine.
Beyond that, the CIO will only be able to monitor a
fraction of the huge number of products on the market.
Finally, as already indicated, some firms simply will not
be in a position to reduce their prices immediately due
to inadequate rebates on existing inventories.
Monitoring these firms, or attempting to persuade them to

lower their prices, would be adding insult to injury.

Labour Demands

The failure of firms to quickly pass through savings from
removing the current FST could cause the initial price
increase from the GST to exceed the Government’s 1.25%
estimate. GST-driven wage 1increases reached in
anticipation of the tax could also affect the size of the
initial price hike. Whether this "one time" increase
escalates into a wage-price inflationary spiral will
depend on the results of subsequent wage negotiations and
the extent of provision for cost of living allowances.
As indicated, organized 1labour is skeptical of the
Government’s price forecasts and expects substantially
larger price hikes due to the introduction of the GST.
These expectations are crucial because they form the
basis of labour’s wage demands in upcoming negotiations
with management. If labour is convinced that the GST will
raise prices by, say 3.0%, it will seek wage increases to
offset that amount. The labour groups that the Committee
heard from appeared to be taking an aggressive stance
toward upcoming wage negotiations, not only as a result
of the GST, but also because they perceive that past wage

increases have not kept pace with inflation.
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To the extent that unions are successful in negotiating
higher wage settlements in anticipation of the
introduction of the GST, this will feed into firms’ cost
structures and affect the realized price change. However,
it is important to distinguish between wage settlements
that provide a fixed increase in anticipation of the GST
and increases in the form of cost-of-living allowance
(COLA) clauses that take effect with a lag. The first
type of wage increase has an immediate impact on firms’
cost structures. COLA clauses, on the other hand, affect
wages with a lag since these calculate wage increases
based on the previous period’s inflation rate. In this
way, the initial price effect of the GST could result in
higher wages in subsequent periods that feed into further

price increases.

In a forthcoming article in the Canadian Tax Journal,
"Alternatives to the Goods and Services Tax", which was
presented to the Committee, Professors Peter Dungan, Jack
Mintz and Thomas Wilson of the University of Toronto
estimate the impact of the GST on a number of economic
variables. Building a wage response into their model,
the authors assess that the GST would raise the Consumer

Price Index by 1.7% in 1991, 2.2% in 1992, and 2.5% in

109 9.3%

In the August 1989 Goods and Services Technical Paper,
the Government acknowledged that increased wage demands
could derail its own estimates of the GST's price impact.
nThe challenge that Canadians face is to realize these
benefits as quickly and as smoothly as possible. Thisg
can be done if there is no inflationary response to the
one time increase in the price level due to the
introduction of the GST. Inflationary price and wage
behaviour would, on the other hand, threaten sustaineg
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economic growth and delay the achievement of the economic
benefits that the GST makes possible." (P. 30)

The Minister of Finance told the Committee that it is not
surprising that the labour movement is trying to use the
GST as a bargaining tool but that it must recognize what
a company can afford to pay. The Minister stated, "If a
company agrees to a wage settlement that is higher than
it can afford to pay, if it accepts the argument that
there ought to be a higher wage settlement as a result of
introduction of the GST, that would be a mistake on its
part, and I think most companies operating in the
Canadian environment understand that. ... (35:15)

Notwithstanding the Minister’s comments, there is
evidence to suggest that labour groups are having some
success 1in incorporating GST protection in their wage
contracts. For instance, the Canadian Auto Workers have
obtained GST-linked COLA clauses for customer service
workers at Air Canada and for workers at Boeing and
DeHavilland Aircraft. It also has achieved increase cost
of living protection in recent contract negotiations with
Ford Motor Company. The Canadian Union of Public
Employees is advising its members to go after a 9% wage
increase to provide insulation from the GST. Other labour
unions are also seeking protection from the GST either

through fixed wage increases or by means of COLA clauses.

A major concern is the reaction of monetary policy to any
GST-generated price increase. The Governor of the Bank
of Canada told the Committee that a one time price
increase could be accommodated by monetary policy but
that "what monetary policy must guard against is the risk
that the initial price increase will trigger successive

demands for compensating wage and price increases. Should
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an inflation process take hold, it would greatly damage
our economic prospects. Therefore monetary policy must be
prepared to offer strong and early resistance to any such

development." (48:28)

These comments by the Governor indicate his resolve to
take early action to prevent a one time price effect of
the GST from escalating into a wage-price spiral. It is
uncertain whether the Governor will consider recent wage
settlements, including cost of 1living protection in
labour contracts as indicative of increased inflationary
pressures. However, it" is clear that if ‘higher wage
demands raise the underlying rate of inflation, as
opposed to a one-time price increase, the Governor is

prepared to neutralize these with monetary policy.

Other price pressures, such as the recent escalation in
world oil prices, also threaten the Bank of Canada’s zero
inflation target at this time. Unfortunately, with the
country on the brink of a recession and the prime
interest rate currently about 12.5%, any attempt to wring
inflation out of the system through tighter monetary
policy would only heighten the threat to the Canadian

economy.
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GST CREDIT SYSTEM

Value of Credits and Burden of the GST

The provisions of Bill C-62 introduce a refundable GST
credit system with the following maximum annual amounts:
$190 per adult; $100 per child; and a $100 special
singles credit. This compares with the existing FST
credit delivering maximum amounts of $140 per adult and
$70 per child in 1990. The GST credit system also
increases the turning point beyond which the credit is
reduced to approximately $25,000 and allows single
parents to claim an adult credit for one child. The

benefit reduction rate is 5% of family income in excess

of the threshold.

This enhanced system of credits is the primary mechanism
by which families earning less than $30,000 per year are
to be made better off, according to the Government. 1In
examining the distributional consequences of this tax
reform, the federal government estimates always assume
that the full amount of the FST will be removed from
prices, with the full amount of the GST added on.
Numerous witnesses, such as the Canadian Council on
Social Development and the Social Action Commission
(PEI), among others, challenged this assumption, both for
goods eligible for the FST inventory rebate and goods

produced and consumed under the new system.

The credits are not intended to offset the entire amount
of GST paid -- rather they are intended to offset the
additional tax burden for lower and middle income
families. Many witnesses before the Committee had vieys
different from those of the Government regarding the
additional impact of the GST on households’ tax burdens,
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primarily because of differing views as to the degree of

FST savings passed on to consumers.

Mr. Patrick Grady of Global Economics Ltd. viewed the
matter from a different perspective. He testified that
the GST would shift more tax from the corporate sector to
the personal sector, and this would harm lower-income
households disproportionately . To protect them, he
suggested the following increases in maximum credits --

$60 per adult, $30 per child and $30 per working single.

The federal government has claimed that households
earning less than $30,000 will be better off with the
GST. The question is whether the enhanced refundable tax
credits offset the additional tax that lower and middle-
income households face with the introduction of the GST?
To answer this the Committee has examined the
distributional consequences of the GST, using a variety
of data sources including the published statistics of the
Department of Finance and the Statistics Canada Social
Policy Simulation Database and Model. This model is
based on Revenue Canada’s taxation statistics as well as
Statistics Canada'’s surveys of consumer expenditures.
The Statistics Canada input-output model is used to
calculate effective sales tax rates on a variety of

expenditure categories.

When the Department of Finance presents its estimates of
the changing tax burden of the GST versus the FST, three
items determine the impact on lower income households:
1. the difference in gross tax paid; 2. the difference
in refundable credits; and 3. the impact of indexation
provisions on a variety of taxes and transfers. However,
as Mr. Patrick Grady pointed out to the Committee, these

indexation provisions operate with a lag. For 1991 there
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is effectively no indexation benefit. 1In addition to
these three items, one can consider the impact on
households of a less than full pass through of FsT

savings.

The following analysis looks at the distributional
consequences of Stage II tax reform on a variety of
household types to determine the adequacy of the enhanced
refundable tax credits. Before looking at individual
household types, however, it is instructive to see just

how the enhanced credits work.

In addition to increasing the maximum credit available
for each member of the household, Bill C-62 raises the
threshold, from $18,000 to $24,800, against which the
credit reductions are determined. Household which
benefit the most are those with incomes of just under
$25,000. Under the old system they typically received no
credits. Under the new system they receive the full
amount of enhanced credits. For example, a two parent
two child family would receive $70 under the old system.
Under the GST system it would receive $570. The bulk of
this increase is attributable to the change in the income
threshold rather than the increase in the maximum value
of the credits themselves. A similar pattern holds with

respect to single individuals, single parents, etc.

® Impact in 1991

(37)

In the first year of operation, the GST will restructure
relative prices and increase the overal price level by at
least 1.25%. Households will also be eligible for an
enhanced system of credits. The following examines the
impact on two household types: single parent families

and two parent, two child families.
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Table 1 examines the impact of the GST on these two
households in 1991. It shows the expected increase in
sales taxes paid, the wvalue of enhanced credits, the
impact of tax and transfer indexation due to the effects
of the GST and the price penalty that might be paid if
not all of the FST savings are passed on to consumers in
1991.

The final two columns calculate the impact on households
of the new tax. Column D assumes that all savings due to
the elimination of the FST are passed on to consumers in
the form of lower prices. It does not, however attribute
an indexation benefit to households on the grounds that
these benefits will not actually apply to 1991 taxes and
transfers. Column E also ignores the indexation benefits
for 1991 and assumes that only 70% of FST savings in 1991

are passed on to consumers.

The Department of Finance claims that families with
incomes up to $30,000 would benefit from the GST. This
conclusion is based on the assumption that all savings
from the elimination of the FST are passed on to
consumers. If this does not occur, many lower-income
households will actually be worse off under the GST.
Even families with incomes of $15,000 per year could lose
under the GST.

The Department also includes indexation benefits in its
determination of winners and losers. The distributional
tables presented in the technical papers apply to a
mature 1991 GST. But such a system will not exist in
1991. 1It is inappropriate to discuss the distributional
impact of a system which will not actually be in place.
Thus Table 1 presented in this Report does not include

any indexation benefits since they will not exist for the
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system in place in 1991.

® Tmpact in 1996

(42)

(43)
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Table 2 looks at the impact of the GST on the same
households in 1996. The calculations assume that
inflation has been at least 3% p.a. in the interim.
Indexation benefits are included in this calculation
because the system will be mature in 1996. Even though
Table 2 looks at the situation in 1996, all the figures
are presented in constant 1991 dollars to facilitate
comparison with 1991. Lower income families are still
better off with the GST although their net gain has
typically declined. It is also clear that the claim that
the GST benefits families with incomes up to $30,000 is
no longer valid, even if all the savings due to the
elimination of the FST are passed on to consumers. After
5 years the cutoff level for these gains has dropped and
it is more accurate to say that the GST guarantees that
households with incomes up to $25,000 typically gain.

If after 5 years, businesses have used the elimination of
the FST to raise their markups and profits, it is
possible that all households with incomes below $30,000
will generally be worse off under the GST. The most
favourable developments with respect to product pricing
must occur for the GST to be beneficial to lower-income

families.
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Table 1

An Evaluation of the Impact of the GST
on Lower Income Families
1991

Single Parent -- Two Children

(a) (B) (€) (D)

GST- ENHANCED PRICE TOTAL
raT CREDIT PENALTY BENEFIT
100% FST
SAVING
155 300 164 145
205 400 186 195
270 570 220 300
295 320 243 25

(D) is calculated as (B) - (A)
(E) is calculated as (B) - (A) - (C)

Two Parents -- Two Children -- One Earner

(&) (B) (c) (D)

GST- ENHANCED PRICE TOTAL
FST CREDIT PENALTY BENEFIT
100% FST
SAVING
140 160 178 20
150 260 206 110
180 500 227 520
215 320 247 105

Column (D) is calculated as (B) - (A)

Column

(E) is calculated as (B) - (A) - (C)

(E)

TOTAL
BENEFIT
70% FST
SAVING

=118
9

80
-218

(E)

TOTAL
BENEFIT
70% FST

SAVING

~%58
= 96

93
-142
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GST-
INCOME  FST
(8000)

15 155
20 205
25 270
30 295

Column (E) is
Column (F) is
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Table 2
An Evaluation of the Impact of the GST

on the Lower Income Families
1996

Single Parent -- Two Children

(B) (C) (D) (E)

ENHANCED
CREDIT TOTAL
LESS LOSS BENEFIT
IN REAL INDEXING PRICE 100% FST
VALUE BENEFITS  PENALTY SAVING
208 66 164 119
308 66 186 169
280 66 230 76

30 94 243 iy

calculated as (B) + (C) - (A)
calculated as (B) + (C) - (a) - (D)

Two Parents -- TwO Children -- One Earner
(A) (B) (C) (D) (E)
ENHANCED
CREDIT TOTAL
LESS LOSS BENEFIT
GST- IN REAL INDEXING PRICE 100% FST
INCOME FST VALUE BENEFITS PENALTY SAVING
(8000)
15 140 68 66 178 -6
20 150 168 66 206 84
25 180 210 7 227 107
30 215 30 142 247 -43

Column (E) is calculated as

Column (F) is

(B) + (C) = (&)
calculated as (B) + (C) (&) =(D)

(F)

TOTAL
BENEFIT
70% FST

SAVING

- 45
=T
-144
=/

(F)

TOTAL
BENEFIT
70% FST

SAVING

-184
=22
=120
-290
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Unless 100% of FST savings are passed on to consumers,
the GST will truly be a regressive tax and lower-income
families could be worse off, immediately and in the near

future.

As with other refundable tax credits, the threshold for
the GST credit is invariant with respect to family size.
When the National Anto-Poverty Organization (NAPO)
presented its brief to the Committee, this organization
noted that large families whose income is below the
poverty line will not receive the maximum amount of GST
credit. For example, a family of three living in a large
urban centre faces a poverty line of $25,728 in 1991,
almost $1,000 above the anticipated threshold for maximum
credit benefits. A family of seven or more, with an
income at the poverty line, will lose $650 in GST credits
because of the uniform threshold. On the other hand,
single individuals and small families with incomes well
above the poverty line can still receive full credit

benefits.

NAPO’s preferred option "... is to establish a threshold
that varies by household size, with the threshold set at
least at the poverty line for such a household." (NAPO
submission, P. 12) While the problem is clear, the
solution is not. Poverty lines vary not only by family
size but by location of residence as well. Therefore,
one might conclude that a consistent application of the
principles contained in the NAPO presentation would
require numerous thresholds based on family size, and
location. And if the poverty line is the relevant
determinant of the threshold, one might question why the
threshold for singles and small families is so much above

the poverty line.
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Indexation

The system of GST credits is subject to the same
indexation provisions that apply to the income tax system
in general; that is, the credits and the threshold are
indexed to the rate of inflation, measured by changes in
the CPI, in excess of three per cent. Thus the real
value of these credits will generally decline by 3% per

year.

Virtually all opponents of the tax cited this feature asg
a major flaw in Bill C-62. It is instructive to note
that some proponents of the Bill also commented
critically on this feature. 1In particular, Dr. Robert
Clark of the University of British Columbia noted, as dig
the Economic Council of Canada and the Conference Board,
that refundable tax credits are an efficient means of
introducing progressivity into the GST. Since it isg SO
important, Dr. Clark insisted that its real value must be
protected. Another vocal supporter of the GST called
convincingly for the full indexation of the credits and
the turning point. Not to do so would, according to Mr.
Wolfe Goodman, "...be grossly unfair to the poorest andg

most vulnerable people in our community."

The credits, in addition to other elements of the tax
reform package, are designed to make the GST package
progressive at the lower to middle income levels. As the

real value of these credits declines with inflation, this

progressivity will diminish.

The federal government’s claim that the GST will make
families with incomes below $30,000 better off is true in
the first year of operation, according to Mr. Ken Battle
of the National Council of Welfare. But in testimony
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before the House of Commons Standing Committee on
Consumer and Corporate Affairs and Government Operations,
he stated that the value of the credits will quickly be
eroded by inflation and the Government’s claim, in only

a very short period of time, will no longer be valid.

The Government has responded to this point by stating
that the existing FST credit has been increased at more
than the rate of inflation. But these increases have
come in response to increased tax rates, not as means by
which the real value of the credits was to be maintained
or even enhanced. Whatever the merits of partial
indexation of the income tax system, it is quite clear
that the proposed indexation rules are not appropriate
for the system of refundable GST credits. These credits
determine an important characteristic of the GST regime
and it is wvital that their real value be maintained.
Moreover, if the Government’s intent is to maintain the
value of these credits through ad hoc adjustments over
time, it seems clearly desirable to enshrine this intent
in the 1legislation through provisions for full
indexation. At the very least, such full indexation will
reassure lower income households that the GST will not
become any more regressive than it might be at its

inception

Those families who gain the most in 1991 as a result of
the new system of credits also lose the most as a result
of the partial indexation of the credits and threshold.
It is not so much the real decline in the maximum value
of the credits which hurts households, although this
should not be dismissed since it amounts to 6% over two
years and 16% over five years. Rather, it is the decline
in the threshold which after five years declines in real
value from $24,800 to $20,850.
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The following two charts demonstrate how the real value
of the GST credits declines over time. The biggest
losers are households with incomes between about $25,000

and $30,000, expressed in constant 1991 dollars.

A family with an income of $25,000 in 1991, whose income
only keeps pace with inflation, will see the real value
of its GST credits decline by 50% over 5 years. This is

equivalent to about $300 per year.



LOSS IN REAL VALUE

OF GST CREDITS
2 ADULTS, 2 CHILDREN

LOSS IN 1991 DOLLARS
300

250 -
200 -

150 -
AFTER 5 YEARS

100 [
50 F AFTER 2 YEARS

2812 P51 0 ™1 T ) ¢ oS 0 N P 0 0 ) Y O O ™ 0 0 O IS PR (O O O™
0 | | [ Sk | | | 5

o] |

10000 13000 16000 19000 22000 25000 28000 31000 34000

FAMILY INCOME IN 1991 DOLLARS

|_lme}

37000




LOSS IN REAL VALUE
OF GST CREDITS
SINGLE PARENT, TWO CHILDREN

LOSS IN 1991 DOLLARS
300
250K

200

150 -

AFTER 5 YEARS

100 -
50 _‘/AFTER 2 YEARS

J

0 llllll%ilIIJJ%IIlllI}III[ll!lllII]l{II!lfl}lllll‘IgiIIJ!l%lll

6500 10000 13500 17000 20500 24000 27500 31000 34500

FAMILY INCOME IN 1991 DOLLARS




(55)

(56)

(57)

26

Single Person’s Credit

A unique feature of the GST credit regime 1is the
additional credit made available to single adults. This
credit is not available to households with incomes below
about 86000 and the maximum value of the credit is
available only to those with incomes in excess of about
$11000. Many witnesses decried the fact that the credit
is not available to those who most need it. The Canadian
Federation of Students noted in particular that many
university students will not be eligible for the singles
credit and very few would be eligible for the maximum.
According to NAPO, the Department of Finance designed the
credit in such a way as to exclude most students. The
Social Planning Council of Ottawa-Carleton suggested that
the threshold for the singles credit be lowered. The
House of Commons Finance Committee recommended that the
single person’s credit be abolished and any savings used

to enhance the credit for the first adult in each family.

Take-up Rate

Some witnesses argued that the GST is particularly
onerous for the most disadvantaged of Canadians who will
not file for a GST refundable credit because they have no
taxable income. One suggestion was for the Government to
undertake a major outreach program to ensure that all

Canadians eligible for the credit do in fact receive it.

The take up rate for the refundable child tax credit is
very high, about 96% of those registered to receive
family allowance payments. As the Canadian Council on
Social Development pointed out, not all eligible families

receive the family allowance but those who don’'t
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constitute a very small minority. This high take up rate
can be explained by the personal characteristics of those
who are responsible for children and the fact that the
credit is relatively generous. It is possible that some
transient individuals will not apply for the GST tax
credit for the same reasons they don'’t apply for the FST
tax credit. The Committee has heard evidence from NAPO
and the Association of Canadian Nurses that the take up
rate for the FST credit is about 85%. With a relatively
generous credit, however, such individuals have a strong
incentive to inform themselves about the GST credit and

apply for it.

Social Assistance and the GST Credit

The GST credits are to offset the additional tax burden
on middle and lower-income families. A common fear among
social policy groups concerned the possibility that
provincial governments will treat the refundable GST
credit as income and reduce social assistance payments
accordingly. This fear was expressed in several
provinces. Should this occur on a wide scale, the
federal government'’s claims about the distributional

effects of the tax on low-income families would prove to

be incorrect.

Social assistance is usually determined by calculating a

family’s financial needs and comparing this with the
financial resources at its disposal. In general, no
province or territory considers the existing refundable
child tax credit and sales tax credit as income for the
purposes of determining social assistance benefits,
although the committee has been informed by the National
Anti-Poverty Association (NAPO) that the province of

Quebec now treats the FST credit as income for these
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purposes. Additionally, the province of Saskatchewan is
somewhat of an exception since that government has for
some time treated family allowance receipts as income for
social assistance purposes. Thus the Saskatchewan Action
Committee on the Status of Women was particularly
concerned that no guarantees had yet been given that

provinces would not consider the GST credit as income.

Although the determination of social assistance benefits
is nominally a provincial matter, the federal government
does have some authority in this regard under the
auspices of the Canada Assistance Plan. Mr. Terrence
Hunsley of the Canadian Council on Social Development
recommended to the Committee that the federal government
enforce the provisions of CAP to ensure that these

credits are passed on to welfare recipients.
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FST INVENTORY REBATE

When the GST comes into force on 1 January 1991, a very
broad range of goods and services will be subject to this
new tax. Some goods sold in that year will come from
inventory acquired earlier, upon which the FST applied.
To avoid a double taxation of sales from this inventory,
the federal government is offering a transitional
provision in the form of a rebate of the FST on existing
inventory at the end of the year. These inventory rebate

rates are not included in Bill C-62 -- they are

determined by regulation.

The average FST content in a retailer'’s inventory would
generally be lower than the FST content of the inventory
of say a wholesaler or importer. Yet, these rebates do
not vary according to trade level. The average FST
content in a retailer’s inventory would generally be

lower than the FST content of the inventory of say a

wholesaler or importer.

The general rebate rate g i8.1¥ ‘of “tHe’ value of
An exception is made for automobile dealers

inventory.
who get an inventory rebate of 11.1% because the FST for
automobiles is applied at the wholesale level The

rebate for building materials is only 5.6% since those
products are subject to a lower rate of tax.

The nature of the FST makes it difficult to determine
exactly how much tax is embedded in inventories. Rebate
formulae, an acceptable compromise for practical reasons,
are potentially arbitrary in application. The Committee
has heard some evidence of apparent inequities in the
effects of these rules. Automobile dealers are not the

only taxpayers whose inventories contain a tax far high
er
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than the 8.1% level, nor are they the only ones who can
easily calculate and identify the amount of tax in
inventories. The Committee has heard from associations
of cosmetics and toiletries firms, pleasure craft dealers
and importers, all of whom claim that the rebate
percentage penalizes them significantly and who also
believe that they can identify accurately the amount of

tax in their inventory.

The Association québécoise de l’industrie du nautisme,
for example, explained to the Committee that "... most
Canadian boat manufacturers sell directly to retailers.
Retailers thus carry inventories that include the federal
sales tax at a real rate of nearly 13.5%" (55:96)

Broadly based rebate rules will penalize some while
overly compensating others. If the Government provides
the higher rebate to the groups listed above, there is
still an equity problem, although not as easily

identified, among the remaining taxpayers.

Competitive Equity and Price Effects

The federal government has been adamant that cost savings
due to the elimination of the FST will be passed on to
consumers. It has also argued that the new tax is fairer
than the FST because it taxes a wider range of goods and
services at more equal rates. This assessment is now in
doubt because of the transition rules and the prescribed

FST rebate rates.

The Committee has heard evidence from a number of groups
that they will be burdened with a GST applied to some
inventory upon which only part of the existing FST has
been removed. The rebate shortfall is expected to range
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from 1.5% of inventory for automobile parts dealers
(Automotive Industries Association of Canada), to 3.3% of
inventory for retailers of imported furniture (New Look
Interiors Ltd.). The Atlantic Building Supply Dealers
and the Canadian Cosmetic, Toiletry and Fragrance

Association also cited examples whereby they would be

hurt by inadequate FST rebates.

The business community has been admonished to pass on the
savings of the FST’s elimination. Should they be
expected to pass on savings which do not exist? And if
in 1991, firms are selling inventory on which both the
GST and some FST apply, it is entirely likely that price
rises will be higher than the 1.25% increase predicted by
the Government. Indeed, the Committee has heard nothing
from the Government to suggest that these rebates will
return all FST embedded in inventories at the end of the
year. And with the prescribed rate of rebates penalizing
some firms and being overly generous to others, the

notion of fairness so important to the Government is also

likely not to be achieved.

In addition to the general problems listed above, three
examples of inadequate transitional relief have been
presented to the Committee. In the testimony of the
Associated Canadian Car Rental Operators (ACCRO) the
committee was informed that wused car dealers would
receive a rebate for the FST embedded in their inventory
as of the new year. Car rental agencies hold a large
stock of cars which will be sold as used cars in the new
year. No FST inventory rebate is granted for these cars
because they are considered to be capital property. When
these cars are eventually sold in the used car market,
they will have borne a total tax equal to 20.2% according

to the witness. This double taxation goes against the
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stated principles guiding the transition to the new tax

regime.

The Committee also heard that no FST rebate is to be
offered on inventories of alcohol, soft drinks and paper
products held by restaurants while inventories of such
products held by retailers will be eligible for the
rebate. The Newfoundland Restaurant and Food Services
Association stated that its members carry particularly
large inventories over the holiday season and will be
unfairly and adversely affected by this arbitrary
decision. There is no obvious rationale for excluding

restaurants from this rebate.

Finally, the FST inventory rebate applying to the housing
sector contains a sunset clause not applicable to other
industries. The normal cycle of housing sales over the
year, combined with the deteriorating situation for new
home sales can subject a large part of homebuilders’
inventory to double taxation in the new year. This is a
serious problem for the construction industry and will be

discussed more fully in section VI below.
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GST AND THE TAXATION OF FOOD

The Government has decided not to apply the GST to b
: ' asic
groceries. It is however taxing a wide range of food
oo
products, those that are consumed outside of the home and
n

those that do not meet the definition of basic grocerie
s.

The Committee has been informed by the Newfoundland
Restaurant and Food Services Association that
approximately 40% of the food dollar is spent in
restaurants or take-out establishments. Statistics
Canada gives such spending a weight of only 29% for
purposes of calculating the Consumer Price Index. Adding
to these proportions the amount of food expenditures in
grocery stores on non-basic groceries will increase even

further the percentage of food spending fully subject to
the GST.

Drawing the line between basic groceries and other

taxable forms of food is bound to be arbitrary to som
e

degree and can lead to tax inequities among competing

products.
of the Department of Finance, "No matter how the lin
es

To quote from the August 1989 technical paper

are drawn, the great variety of food products makes it

virtually impossible to remove every possible anomaly."

(p. 78)

The Committee heard evidence of just such effects. F
s tEox
example, the Bill originally provided for the taxation of

all cookies. It was amended in the House of Commons t
o

treat as basic groceries all cookies sold in packages of

gix or more. Chocolate bars are sold increasingly i
n

family-sized packages which compete directly with

covered Dbaked goods: they have the sa
me
nd appeal to the same market. Yet the ta
%=

chocolate
ingredients a
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treatment of the two differs in Bill C-62. This imposes
an unfair competetive burden on manufacturers of

chocolate bars.

Soft drinks also compete with tax-free beverages such as
mineral water, coffee and tea. Again these competing

products are treated differently.

GST Status and Consumer Preference

Part III of Schedule VI defines a basic grocery product.
It does so essentially by listing products which are not
basic groceries. In some cases a product can fall under
either definition according to its packaging or the
quantity in which it is purchased. For example yoghurt,
when purchased in larger containers or packages of
