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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.
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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



(77)

(78)

(79)

34

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
multiple single servings, is free of tax. The National
Dairy Council of Canada informed the Committee that
consumers prefer to purchase individual single servings
of yoghurt so that several flavours can be bought. This
preference for variety will subject consumers to the GST
even though they are purchasing a product that the
Government is willing to consider free of tax in other

circumstances.

GST and the Price of Basic Groceries

The Government has suggested that the price of basic
foodstuffs should fall as a result of the GST. Food,
although exempt from the FST, contains about 1% of tax
embedded in prices as a consequence of the taxation of
some business inputs. Under the GST, basic groceries are
zero rated, meaning that no tax is charged on sales while
input tax credits are available for all taxes paid on any

inputs going into the production and distribution of
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these products.

It is possible, however, that the costs of producing
basic groceries could rise as a result of the GST. The
P.E.I. Potato Board indicated that there are cash flow
costs to farmers associated with the new tax because of
the time lag between the payment of tax on inputs and the
receipt of tax credits. There are no cash-flow benefits
to supplies of zero-rated products. There are also costs
of compliance to farmers and fishermen. If these are
widespread, then the cost of producing basic groceries
will be increased and likely passed on to consumers. To
reduce the possibility of such cost increases, the
Western Canadian Wheat Growers Association recommended to
the Committee that a wide range of purchases by farmers
be zero rated at point of sale, a range which is much
more extensive than the preliminary list drawn up by the
Government. It is also instructive to note that the
National Farmers Union presented the Committee with a
1ist of products exempt from the FST under existing
rules. That list is more comprehensive than the
currently suggested list of products eligible for zero

rating at point of sale.
Taxable and Tax-free Food

The Government has recently broadened the FST tax base by
including certain snack foods. This principle has now
been applied to the GST, creating two categories of
food. Witnesses from the industry objected to the notion
that there is good food (non-taxable) and bad, although
tasty food (taxable) even though the two might have
essentially the same ingredients and nutritional value.
Thusg, according to the provisions of the Bill, salted

nuts are taxable while unsalted nuts are not. Croissants
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are tax free, unless of course they are covered in
chocolate. Granola products are taxable, unless sold as

a breakfast cereal, etc.

Such distinctions are annoying to consumers who do not
understand the rules or rationale governing the
application of the GST to food. They are costly to
producers whose products might suffer a competitive
penalty and they are costly to retailers who must
administer the tax, especially when a provincial sales
tax (PST) is also involved. Mr. Michel Decary of the
Canadian Federation of Independent Business (CFIB)
provided the Committee with an example of 3just such
complexity. The GST will tax a drink if it contains less
than 25% real fruit juice. The Quebec retail sales tax
applies if the juice content is 1less than 12%. The
retailer must decide if the drink is subject to no tax,
to the GST only or to both taxes. While this particular
example is no longer relevant with the decision by the
Quebec government to integrate its PST with the GST,
similar problems undoubtedly exist in other provinces

with respect to a wide range of food products.

de minimis Rules

Unlike provincial sales taxes, the GST does not use a de
minimis zrule in its application: all purchases, no
matter how small, are subject to tax. Allan Candy Ltd.,
a manufacturer of penny candies, recommended that
confectionary with a retail value of less than $0.25
should be free of tax since the nature of these products
is such that prices are difficult to adjust in response
to the tax and the administrative cost of imposing the

tax outweighs tax receipts from these products.
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Taxing All Food

Taxing basic groceries would generate sufficient tax
revenue to lower the general GST rate by at least one
percentage point. The Fraser Institute thinks the
general rate could actually drop to 5% by taxing all
food. 2All of the competitive problems associated with a
two-tiered system would be eliminated if all food were to
be taxed equally. And many of the compliance costs faced
by retailers would vanish with the complete taxation of
all food. Food retailers who are faced with the list of
non-basic groceries must spend considerable resources in
determining which of their products are taxable and which
are not. This function represents a very large
proportion of total compliance costs which could be
eliminated with the taxation of all food products. The
European experience also indicates that the use of
differential tax rates 1is an inefficient means of
altering the distributional consequences of a GST or

VAT. A system of tax credits is more effective.

The Committee has examined the direct impact of a 5% GST
on all household expenditures, with the exception of
finance, insurance and real estate. In this experiment,
all basic groceries would be taxed, with the tax content
of food and non-alcoholic beverages increasing by a
factor of 3.4 times. The services of charities and non-
profit organizations would also be fully subject to tax.
Despite this broadening of the base total revenues would

decline by 13%, or approximately $2.4 billion in 1991.

If the lost revenues were recovered via a tax alternative
which does not burden lower income households, e.g. a
selective income tax surtax, the Government’s stated

objective of improving the financial position of
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households with incomes under $30,000 could still be
achieved. It seems clear though, that taxing basic
groceries is not sufficient, by itself, to lower the GST
rate by two percentage points. This does not, however,
negate the advantages of a broader tax base. Both the
compliance costs of business and the administrative costs

of government should decline with a broader tax base.
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AGRICULTURE, FISHERIES AND TAX FREE STATUS
Agriculture and Fisheries

Under the GST, food 1is zero-rated throughout the
production chain. For fishermen and farmers this means
that they are entitled to claim input tax credits and
obtain a refund of tax paid on their production inputs.
At the same time, there is no tax assessed on their

output so that farm and fishery production remains

completely tax free.

The special issue that arises for such tax free
production stems from cash flow considerations. Farmers
and fishermen must pay out an extra 7% on their purchases
and then file with the Department of Revenue to claim a
refund of the input tax credits. Although registrants
selling taxable goods are in a similar position in
respect to having to wait for a refund of their input tax
credits, they nevertheless have the cash flow benefit of
using the GST which they collect on their sales. This is
a benefit that farmers and fishermen do not enjoy since

their own sales are non-taxable.

The amount of time which farmers and fishermen must carry
the extra 7% on their input costs before obtaining a
refund will depend on how often they file a return. GST
registrants making taxable and zero-rated supplies of
$500,000 or less may file annually, quarterly or monthly.
Registrants making taxable and zero-rated supplies of
$500,001 to $6 million may file quarterly or monthly,
while those with sales over $6 million are required to
file monthly. Thus, if farmers and fishermen choose the
quarterly filing option, they could wait up to three
months between the time they purchase an item and the
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time they file for a refund. Furthermore, the Government
will not begin paying interest on the refund amount until
21 days after the registrant’s return is received by

Revenue Canada.

The Government proposes to deal with this cash flow
problem by zero-rating at the point of sale a number of
types of purchases made exclusively by farmers and
fishermen. This will include combines, large tractors,
fishing boats and commercial fishing nets.
Representatives of fishermen and farmers told the
Committee that the list of tax free items designated by
the Government was inadequate and would not relieve their

cash flow problems.

For instance, calculations provided to the Committee by
the Western Canadian Wheat Growers Association estimated
that, based on the preliminary list of tax free items,
the average farmer in Saskatchewan would have to carry an
extra $3,057 in costs because of the GST, in Manitoba
this would amount to $4,530 and in Alberta there would be
an additional $4,210 to carry. While farmers would
receive a refund for the GST paid, the additional cash
flow burden could be serious for those farmers operating

close to the margin.

In Newfoundland, representatives of the Fishermen, Food
and Allied Workers told the Committee that the best
solution to the problem would be a system of GST-exempt
identification cards for fishermen that would apply to a
whole range of fishing-related purchases made by
fishermen. In Regina, the Western Canadian Wheat Growers
suggested that the problem be dealt with either by not
collecting tax on any business related purchases by

farmers or, at a minimum, extending the list of items
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designated as non-taxable at the poimt 1of ‘sale. Both
farmers and fishermen also pointed out that the GST
system of paying tax on inputs and claiming these back

later placed a significant compliance burden on them.

Extension by the Government of the list of items that are
non-taxable at the point of sale can be made by

regulation and does not require legislative amendment.
Horses

The GST treats the sale of horses as a taxable supply.
In Toronto, the Ontario Racing and Breeding Council
argued that including horses in the GST was
discriminatory since it is the only form of livestock
that is taxed. They noted that horsemeat is Canada’s
second largest red meat export to Europe. The Council
also argued that the extra paperwork burden would end
export sales to the U.S. and would lure breeders to the
U.S. in order to avoid the "hassle of GST registrations,
credits and waits for reimbursements". Horse breeders are
asking that sales of horses be zero-rated along with

sales of other forms of livestock.

Although there is obviously some Dbenefit to horse
breeders of having domestic horse sales zero-rated, it is
uncertain what the proposed changes would do for export
sales of horses since under the GST all exports are zero-

rated anyway.
Plant and Tree Nurseries
The Canadian Nursery Association argued that plants and

trees should be zero-rated under the GST since these help

to control pollution. The witness claimed that planting
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of trees is one of the surest and least expensive ways of
halting or even reversing the build-up of carbon dioxide
in the air. It was also pointed out that the nursery
industry is a "typical part of agriculture, although a
non-food industry, in that it provides protection to farm
foods by means such as wind shields in the trees we grow,
protection of soil from wind and water erosion, water
retention through trees and ground cover, and energy
conservation, heating and air conditioning through
strategic planting of trees..." (57:148)
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GST AND HOUSING

Under the provisions of Bill C-62, the GST is to apply to
the sale of all new or substantially renovated housing.
The sale of existing housing units is not subject to tax
and long-term residential rents are exempt from the GST.
The provisions of the Bill affecting housing are designed
so as to have little adverse impact on housing
affordability, yet numerous witnesses before the

Committee challenged this claim of the Government.

Housing Rebates

Purchasers of new residential units will be eligible for
a rebate under most circumstances. Those purchasing a
unit valued at $350,000 or less will enjoy a rebate of
36% of the GST paid, reducing the effective GST rate to
4.5%. Those purchasing a home valued above $450,000 will
receive no rebate and for homes valued between $350,000
and $450,000 the rebate declines from $8750 to zero as
the price of the house increases. These rebates are also

available to purchasers of condominium units.

The Department of Finance estimates that the average new
house now contains an FST of slightly more than 4%. Thus
on average the GST should increase new home prices by
0.5% if the full rebate is obtained. This is a fairly
minor increase. It should be recognized, however, that
an increase in new home prices will also raise used home
prices since the two are close substitutes. This
presents existing home owners with a capital gain while

it makes home ownership slightly more expensive for first

time homebuyers.
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No equivalent rebate is made available for newly-
constructed rental units. Witnesses have suggested that
the GST makes home ownership relatively more attractive
than rental accommodation since new owner-occupied
housing, which is similar to new tenant-occupied housing,

will pay a lower effective tax rate.
GST and High-cost Housing -- Taxing Land

Several witnesses have suggested that land should not be
taxed. Some supporters of the GST, notably Professors
Clark and Kesselman and Mr. Wolfe Goodman, argued on
philosophical grounds that land should not be taxed
because it is not consumed. Others have argued that
taxing land discriminates against those who face high

housing costs in southern Ontario and Vancouver.

Land is a long-lived asset -- it rarely depreciates. It
has been suggested therefore, that land not be taxed
because it 1is not "consumed". Land does, however,
produce a stream of benefits which are consumed and the
taxation of land could be seen as a simple and convenient
way of taxing this stream of benefits. In this way, the
application of the GST to land does not deviate from the
principles of the tax.

Markets with high housing costs are associated with high
land prices. Applying the GST consistently across all
markets will cause homebuyers in Toronto to pay more GST,
but it will not distort relative prices compared to other
markets -- they would all bear the same percentage GST.
It will, however raise prices by a greater amount in
Toronto because the effective FST embedded in housing
prices is lower. The Toronto Home Builders'’ Association

estimated that the average FST in a new Toronto home is
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only 2.4%. Even with a full rebate, Toronto house prices
could rise by 2% due to the GST.

A very real distortion does arise because the thresholds
for the rebate are applied universally across Canada. A
$400,000 home in Toronto might resemble a $300,000 home
in Ottawa in all respects except location. The Ottawa
home would receive the full GST rebate while the Toronto
home receives only a partial rebate. This Toronto home
might also be occupied by a family with income similar to
that of the family occupying the Ottawa home.
(Homeowners in high-cost markets typically spend a larger
proportion of their income on housing.) Thus, the
principles of horizontal equity can be violated because
the nominal amount of the housing rebate thresholds is
the same in all parts of the country. While the intent
of the rebate formula is to deny tax relief to upper
income families on the grounds that they buy more
expensive housing, it can also have the effect of denying

relief to those living in high-cost housing markets.

The combination low of the effective FST embedded in new
Toronto homes and the use of thresholds for the GST
housing rebate, which are inappropriate to the Toronto
market conditions, will raise new housing costs in that
area by about 3%, or $10,000 in nominal terms. For
families already struggling to save for a home, this

increase makes home ownership even less affordable.

Current economic conditions have severely depressed the
housing market in Canada. This is particularly evident
in southern Ontario where boom conditions characterized
the market just two years ago. New house sales this year
should be less than one-quarter of sales two years ago,

according to the THBA, which characterized this as a
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"collapse of the new home market". Removing the GST from
the land component of house prices could offset some of
the negative effects of high interest rates.

Several suggestions have been made to the Committee to
reduce the adverse effect of the GST on housing in high-
cost markets. The rebate rate could be increased in
select markets so that the effective GST approximates the
effective FST. The Toronto Home Builders’ Association
recommended a 4.5% rebate on new homes. The same result
could be achieved by excluding the price of land from the
GST tax base. To remove the tax on land, however,
requires more than simply zero rating land. It would
require that the GST be applied to the price of a house,
excluding land. This raises questions about
administrative complexity and enforcement since land
prices vary by a large amount, even within the same

communities.

GST and Soft Costs

All services associated with the sale of a home will be
subject to the tax. Real estate brokers have suggested
that their services should be exempt since they are
equivalent to the services of a stock broker --i.e. they
sell an investment good to homeowners. For many
homeowners, their principal dwelling represents the bulk,
if not all, of their savings. When they buy or sell a
house, they are dealing in an investment vehicle as much
as a means of shelter. According to the realtors, this
transaction should be treated like other investment

transactions.

Soft costs such as realtors’ fees, legal fees, survey

costs, etc., can amount to 5% to 8% of the purchase price
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of a house. Even if the house itself is not subject to
the GST, the application of the tax to these ancillary
services can add up to 0.5% to the purchase price of a

home.
Transitional Rules

An FST inventory rebate is offered for most goods
purchased prior to 1991 but sold in the new year. This
is to prevent the double taxation of such goods. For new
homes, the FST rebate is limited to homes sold before 1
April 1991. No equivalent restriction applies to other
goods which receive the FST rebate. The existing
provision does not create much of a double taxation
problem in a robust housing market. This is not the case
in 1990 in most major markets. Worse, according to the
Urban Development Institute, "... even during strong
markets, the peak closing periods are not January,
February or March; rather they are usually in June or
early autumn." Builders'’ inventories, which are growing
dramatically, are likely then to be subject to double
taxation. The witness recommended therefore, that the

cutoff date for the FST rebate be extended to November
1991.

One specific example of this transition problem concerns
the tax treatment of model homes used by builders.
According to Reids Heritage Homes Ltd., a southern
Ontario Home Builder, it is not uncommon for model homes
built in 1988 and 1989 to be used for model purposes well
into 1991 and 1992. The eventual sale of such homes will
attract GST even though the construction was subject to
FST. This double taxation makes such homes difficult to
sell compared to new homes which are subject only to the

GST. Even worse, according to this witness, consumers
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view such homes as used, not new. To remove this
competitive inequity, the witness suggested that such
sales be exempt from tax.

These transition rules also create problems for apartment
buildings constructed in 1990 but not leased until 1991
when GST must be self-assessed on fair market value. The
same witness recommended to the Committee that no GST

apply in such cases where the FST has not been rebated.

The historical record shows that the introduction of a
VAT-type tax can alter the timing of economic activity.
For example, the purchase of capital goods is likely to
be delayed into the new year in order to generate an
input tax credit. It is likely that these transitional
problems will cause builders to try to run down their
inventories. At the same time, economic conditions are
leading to increasing inventories, which can only be
curtailed by significantly reducing production. Thus the
GST could provide a double blow to an already suffering
housing market in 1990.

Renovations

According to the Toronto Home Builders’ Association,
"...preserving and upgrading the existing housing stock
is just as important as increasing the supply of new
housing.*" Yet according to that same group, the
introduction of the GST could quadruple the tax burden
now facing the industry. Renovators tend to be small
businessmen who find the accounting burden of the GST
onerous. They deal with small subcontractors who might
not be registered traders, eliminating the possibility of
GST input tax credits. The industry is highly labour

intensive so it currently faces a low FST burden. These
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features of the industry, combined with a possible
failure of materials manufacturers to pass on all savings
due to the elimination of the FST, could lead to an
increase in renovation costs of more than 7%, according

to the THBA.

Rental Housing

The fact that long-term residential rents are exempt from
tax does not mean that the GST will have no impact on
this sector. New rental housing is subject to the full
7% tax and many of the ancillary services which go into
the provision of rental accommodation are also subject to
tax. According to the Fair Rental Policy Organization of
Ontario, tenants in new buildings could see their rents
increasing by $50 per month. On average, rents in

Ontario should increase by about 2% according to this

witness.

This assessment for Ontario is not unique. The Committee
heard from VLC Properties in Vancouver that the GST could
raise monthly rentals by $27 to $56, depending upon the
assessment base upon which the GST is applied to new
buildings. And in Montreal, the Canadian Real Estate
Association testified that the GST could raise rents by
$30 to $50 per month for capital costs and an additional

$11 per month for operating expenses.

In a tight rental market, such increased costs do much to
harm the affordability of rental accommodation. In
Ontario, almost half of tenants with incomes below

$25,000 already pay 30% of their income in rent.

It is fair to say that the cost of housing should rise as
a consequence of the GST and that there are a number of
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avenues by which these higher costs will affect
households. Homeowners must pay more for a purchased
home whether new or used. The ancillary services such as
realtors and legal fees could add 0.5% to the cost, in
addition to the direct effects on the price of a home.
Tenants will pay more as a result of the 7% GST on newly-
constructed apartment buildings. And the costs of
running a household, whether owned or rented, will
increase. Using Statistics Canada Social Policy
Simulation Database and Model, we note that the tax
content in electricity, natural gas, and other fuels
would increase by factors of 2.9, 3.9, and 2.2
respectively. The tax content of other household
services would also increase by a factor of 2.9. Tenants
might pay for these added costs through higher rents or
higher direct charges. Homeowners will face these costs
directly as they purchase the relevant goods and
services.
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GST AND REMOTE REGIONS

Goods and services in the more remote regions of Canada
cost more than they do in central Canada, largely due to
the added transportation costs involved in shipping
materials to these regions but also due to the lesser
degree of competition and higher markups. The FST is
imposed at a trade level prior to these transportation
charges and local markups. The GST is imposed on the

retail value of sales.

As a consequence of stage II of tax reform, residents of
remote regions will pay more consumption tax than
residents of central Canada for the same goods and
services. These residents will also pay more tax under
the GST than they did under the FST. Stage II of tax
reform means that residents of remote regions will pay
more consumption tax than residents of central Canada for
the same goods and services. It also means that these
residents will pay more tax under the GST than they did
under the FST. Numerous witnesses in Atlantic Canada and

the northern territories took this position in testimony

before the Committee.

GST Credits

The GST credits are a part of a package designed to
ensure that families with incomes below $30,000 benefit
from tax reform. But a $24,000 income in Yellowknife or
Iqualuit does not imply the same standard of living as in
Edmonton or Ottawa. Thus a family in central Canada with
this income is entitled to full GST credits, but a family
in the north with the same standard of living would not
receive full benefits because its nominal income has to

be higher to offset the higher cost of living. This
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violates the principle of horizontal equity. An
indication of these higher nominal incomes is contained
in the 1986 census which showed that 60.4% of northern
families had an income in excess of $30,000 while only

48.6% of southern Canadian families had such an income.

The Committee was informed by the Government of the
Northwest -Territories thatbethen ‘dastswofMiliving - in
Yellowknife is 33% higher than in southern Canada. When
housing is taken into account, the difference increases
to 40%. And Yellowknife has a 1low cost of 1living
compared to other NWT communities. Similarly, the Yukon
Government informed the Committee that Whitehorse is the
least expensive place to live in the Yukon. Most other
communities have a cost of living which is about 10%
higher, but in some areas it could be as much as 60%
higher.

Higher prices mean more GST paid. 1In fact, the average
Whitehorse family is expected to pay $400 more GST than
the average Canadian family. The system of credits does
not take this into account. The Government of the NWT
therefore recommended to the Committee that the credits
and the threshold be increased by 50% in the north.

GST and Transportation Costs

Transportation costs add significantly to the cost of
goods in remote regions. These charges are taxed only
indirectly under the FST. An example provided by the
Yukon government showed that whereas this tax reform
might reduce the price of a good sold in the south, the
same reform could increase the price in the north. This
result is due to the full application of the GST on

transportation services. Many witnesses referred to the
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application of the GST to transportation services as a
feature harmful to residents of remote regions.

Zero rating transportation from the GST will not provide
general benefits to residents of remote regions. When
they directly consume services such as airline flights to
other parts of Canada, zero rating will reduce the cost
of such services. But, when transportation costs are an
input into a final product purchased by consumers, zero
rating provides no benefit. This is because the GST is
applied to the full retail price, which includes

transportation charges.

To remove the GST from the transportation component of
goods, it must be applied to the retail price of goods
exclusive of transportation costs. This is

administratively complex.
Northern Allowance

It was suggested to the Committee that the northern
deduction for income tax purposes be increased by at
least 40%. It has the benefit of not requiring an
amendment to this Bill. Such a suggestion would benefit
those with taxable income but not the lowest income

households who would benefit more from a revision of the

tax credits.
Tax-free Status

One approach to relieving northerners of the added burden
of the GST is to make all retail purchases in the north
tax free. This would more than compensate them for any
added burden of the GST. It might also create

enforcement and leakage problems; nearby communities
’
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which do not benefit from tax free status, might have
purchases routed through northern communities, genuinely
or on paper only, to benefit from this tax advantage.
There is 1little international experience with such
geographically-differentiated rates. Where it has been
used it has resulted in uncertain tax revenues by
creating the potential for substantial evasion.
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CHARITIES AND NON-PROFIT ORGANIZATIONS

The GST legislation provides that most activities
undertaken by charities and non-profit organizations will
be exempt from the tax. However, sales of a type
generally made by commercial businesses will be taxable.
Where supplies made by charities and NPOs are exempt, the
tax paid on the inputs used in these supplies would not
be eligible for input tax credits. To offset the extra
tax that these organizations will incur as a result of
the GST, the Government proposes to provide a rebate of
50% of the tax paid on inputs used to produce exempt
supplies by charities and eligible non-profit
organizations. To qualify for the rebate, non-profit

organizations must receive at least 40% of their funding

from government grants.

As noted, sales by non-profit organizations that compete
with commercial organizations are not eligible for
exemption. The Committee heard from several non-profit
organizations about problems with regard to their taxable
status under the GST. S.A.W. Industries Inc. in Prince
Edward Island explained to the Committee that while their
woodworking business, P.C. Industries, which employs
mentally handicapped persons, is exempt from the current
Federal Sales Tax, its sales will be taxable under the
GST. The change in tax status will place P.C. Industries’
operation at a disadvantage in relation to its
competitors that do not employ mentally handicapped

individuals.

In support of the recommendation that P.C. Industries be
granted exempt status under the GST the witness stated,
"We also believe that the Department of Finance should

recognize the contribution that organizations like ours
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make to economic development on behalf of persons with
mental handicaps and that they should continue to support
our objectives by allowing us this exemption." (50:21)
The Committee has forwarded a letter to the Minister of

Finance to bring this matter to his attention.

In St. John’s, the Newfoundland and Labrador Command of
the Royal Canadian Legion raised the possibility that
poppies and wreaths could be subject to the GST. The
poppies and wreaths are manufactured by Vetcraft, a
shelter workshop operated by Veterans Affairs, which
sells them to the Royal Canadian Legion Dominion Command.
From there, they are sold to Provincial Commands of the
Legion, which in turn, sell them to the local branches
for a nominal profit. According to the testimony from the
Legion, the local branches may be subject to GST on their

purchases of poppies and wreaths.

On inspection of the legislation, it appears that poppies
would not be taxable since it can be argued that they are
not sold but are exchanged for a charitable donation.
Furthermore, the consideration involved is usually less
than $5 and Section 4, Part VI of Schedule V of the
legislation provides that fundraising sales by volunteers
of goods costing no more than $5 will be exempt from the
GST. Wreaths, on the other hand, are sold for more than

$5 and may not qualify for an exemption.

The witness from the Legion stated, "...the funds
realized from the sale of wreaths and poppies are given
to veterans who need money and other assistance. Believe
me, there are many veterans around who need assistance."
(52:103) The Committee has also sent a letter to the

Minister of Finance drawing this matter to his attention.
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AMATEUR SPORTS COMMUNITY

Goods and services provided through the private, for
profit sector are generally subject to the GST. This
includes all recreation and sports activities. In
Canada, many such activities are provided by quasi-public
bodies, designated as charities, registered amateur
athletic associations and non-profit organizations
(NPOs). They will also have to charge GST on their
services unless the activities are aimed primarily at
children under the age of 14 years or are for the benefit

of mentally or physically disadvantaged persons.

Whether or not these organizations charge GST on the
services they provide, they must pay the tax on the
inputs they buy. The Bill offers a rebate of 50% of GST
paid by charities and 50% of the GST paid by NPOs who are
dependent on government for at least 40% of their
funding. (The threshold for NPOs was 50% in the original
technical paper.) This rebate applies to the tax on

inputs used to provide tax exempt services.

GST on Fees

The technical paper proposed that GST apply to fees
charged to those over the age of 14 years whereas the
Bill now proposes to tax on the basis of the age group
for which a program is designed. It still uses 14 years
as a threshold age. Virtually all representatives
thought the age limit was too low. Teenagers are not
adults. If the worthiness to society of such programs is
a major factor in determining exemption from tax, an age
1imit of 18 years makes more sense, according to
witnesses. Mr. John McGrath of Sport Newfoundland and
Labrador referred to the advantages of amateur sport in
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offsetting undesirable peer pressure and in teaching
social wvalues. These functions are particularly
important for youth aged 15 to 18 years and consequently
the witness suggested that the age limit be raised. Such
was the recommendation of the House of Commons Finance

Committee report.

The 50% Rebate

Bill C-62 creates two classes of volunteer sports and
recreation associations: those eligible for a 50% rebate
of GST paid on inputs and those ineligible for such
rebates. Registered charities, including Canadian
amateur athletic associations, are automatically eligible
for the rebate. Non-profit organizations must receive
more than 40% of their funding from governments to
qualify. The federal government has been encouraging
sporting organizations to become less dependent upon
government and they have taken this encouragement to
heart. Since 1986, the aggregate level of government
funding for national sports organizations has declined
from 78% to about 56%. At the same time, the Government
is penalizing them for doing so through the application
of the GST.

Not only is this GST treatment of sport organizations
inconsistent with the sport policies of the federal
government, it is inconsistent with the policies of some
provincial governments. The Government of Quebec has
required members of Sport Quebec to achieve at least 50%
self financing before any government funding is made
available. Organizations which successfully comply with
that requirement could place their GST rebates in

jeopardy.
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The House of Commons Finance Committee recommended that
the threshold level be lowered to 25% government
funding. Some witnesses suggested that provincial
governing bodies be treated the same way as national
governing bodies; 1i.e. automatically eligible for the
rebate. Others went even further, suggesting that all
sports organizations be eligible for this rebate and that
the rebate be 100%.

The charitable status of an organization can be altered
by an amendment to the Income Tax Act, which would affect
more than its GST status, or an organization can be
deemed, for the purposes of s:the +GSPi:only, to be a

charity. This latter approach would require an amendment

to the- Bill.
Administration Costs

The rebate for charities and some NPOs is applied to the
GST paid on inputs used to produce tax exempt services.
These organizations must not only keep track of GST paid
and charged, they must be able to apportion input taxes.
This is a task faced by all producers of exempt goods and
services, but charities and non-profit organizations
might £ind such accounting tasks to be particularly
daunting. This is especially true when administration is
carried out by volunteers. For example, Sport P.E.I. has
only four paid employees, with all other tasks performed

by volunteers.

The difficulty that these organizations face in complying
with the tax has led them to recommend a delay in the
introduction of the GST.
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Registration Fees and Insurance

Registration fees for sporting activities often contain,
as a significant component, an insurance premium.
Insurance is tax exempt, yet when it is embedded within
a taxable registration fee, it is effectively taxed.
This is a typical problem with exempt goods and
services. If these organizations could segregate
insurance from other elements of the taxable fee, it
would continue to be exempt. Such a solution might be
more costly to administer than it is worth.

Television Rights

The Sports Federation of Canada appeared before the
Committee and cited a particular concern they have with
the application of the GST to the sale of television
rights. On the surface it would appear that this should
not cause their member organizations any harm -- sales to
Canadian television networks would be eligible for an
input tax credit while sales to foreign networks should
be treated as an export and be zero rated. The

organization has sought a ruling from Revenue Canada.
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SMALL BUSINESS COMPLIANCE COSTS

A value added tax can, in many instances, be a relatively
inexpensive tax to comply with. Such a tax can also be
designed so as to be very difficult to administer and
comply with. Some of the VATs in Europe have such a
complex design. With a greater number of tax rates and
more exempt products, the compliance costs associated
with a tax regime can increase dramatically.

The Canadian Federation of Independent Business (CFIB) is
particularly concerned with this issue, specifically as
it affects the small business community. The CFIB has
also been a vocal critic of the provisions of Bill C-62.

In testimony before the Committee, Mr. John Bulloch, the
CFIB's president described the tax as "...the absolute
worst retail sales tax system in the world. It is the
worst system that man could possibly devise." (49:10)

This assessment of the tax was based on the lack of
federal provincial harmonization as well as the use of a
European-type invoice method GST. These features raise
overall compliance costs of the tax. Moreover, there is
a great deal of evidence to suggest that compliance costs
weigh more heavily on small businesses than they do on

larger firms.
Some International Evidence

A recent study of the U.K. VAT shows that overall
compliance costs have fallen by about 25% from fiscal
year 1977-78 to 1986-87 demonstrating that experience
with a taxation system can reduce the costs of
compliance. This same study also showed that the costs

for the smallest of firms rose over the same period.
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These very high costs can be offset by making use of the
small traders exemption. Nevertheless, small registered
traders still face tax related costs (0.78% of taxable
sales) which are many times higher than those faced by
large traders.

A study of American retail sales taxes shows that average
compliance costs differ between states by a factor of
almost 2, attributable mostly to differences in the tax
base. It is the determination of the tax status of
individual items which accounts for the bulk of
compliance costs. As a consequence, food and drug
retailers face the highest costs. Similarly, compliance
costs increase as the taxation base in a state becomes

narrower.

These characteristics are consistent with those found in

a number of other countries employing consumption taxes.

BTT Alternative

At one point, the federal government gave serious
consideration to a VAT alternative referred to as the
Business Transfer Tax, or BTT. Under such a variant,
traders would essentially calculate the difference
between sales and purchases, and remit a tax which equals
some proportion of that difference. Virtually all sales
would be taxed at the same rate. The BTT alternative
reduces private sector compliance costs enormously, but
it also reduces the flexibility the Government has in

establishing different tax rates for different products.
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Zero-rating All Sales Between Businesses

In the agricultural sector, a wide variety of
transactions are zero rated. Thus traders do not have to
collect taxes on sales and apply for credits on
purchases. They must keep appropriate records to ensure
that required taxes are paid. It has also been suggested
that such a rule apply to all non-retail sales between

businesses. Mr. Wolfe Goodman was a strong supporter of

such a technique.

Such a mechanism would not reduce paper burden for
registered traders since they must still keep track of
tax liabilities and credits. It would assist those who
suffer a cash flow penalty under the GST, but most firms
should experience a cash flow benefit. although it would
benefit those who suffer a cash flow penalty under the
GST. It would also not reduce the number of traders who
must collect and remit taxes, since virtually all firms

make some sales at the retail level.

Quick Method

The federal government has responded to some small
business concerns by offering a quick method of
determining the amount of tax these firms must remit to
the Government, expressed as a percentage of sales for
various classes of business. Approximately 800,000 firms
should be eligible to use this reporting method.

Firms which stray from the value added norm for their
class can benefit, or be disadvantaged by this quick
method of accounting. It has also been suggested to the
Committee that such accounting rules have not worked

successfully in other countries.
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Dual Tax Regimes

With the GST, Canada would be unigque amongst VAT nations
by levying two distinct consumption taxes at the retail
level. All of the compliance problems which may plague
a VAT or the GST are amplified when combined with the
existing provincial retail sales taxes.

Business compliance costs would be increased dramatically
under such a dual tax regime. The two most costly
aspects of complying with a sales tax are the
determination of an item’s tax status and the
determination of the appropriate tax. Each of these
tasks must be performed twice under the system which is
to be in place in 1991.

The federal government has to date failed in its attempts
to integrate its GST with provincial sales taxes. The
Government of Quebec has recently announced its intention
to integrate that province’s sales tax with the GST in
stages. It will tax the same product base as the GST in

1991 and extend this taxation to services in 1992.

The CFIB has suggested a delay in implementing the GST
until such time as three or four large provinces are
ready to jointly implement a sales tax with the federal
government. At the very least, Ontario and Quebec must
co-operate prior to the introduction of the GST. While
the decision of the Quebec government has gone part way
to meeting the objections of the CFIB, reports that the
governments of Alberta and British Columbia are
considering a court challenge to the GST indicate that

widespread harmonization is unlikely.
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TAX TREATMENT OF INDIANS

Bill C-62 does not deal explicitly with the issue of
taxation of Indians. However, section 87 of the Indian
Act provides a tax exemption to Indians and Indian bands
in regard teo ::4) their personal property situated on the
reserve; 2) any interest they may have in reserve lands

or surrendered lands.

According to the Government’s interpretation of this
section, the GST will not apply to purchases made by
Indians on the reserve or to purchases off the reserve
that are delivered to the reserve. A number of Indian
groups believe that the Government'’s interpretation of
section 87 is too narrow. They argue that exemption from
all forms of taxation is an aboriginal right and that was

the underlying rationale for section 87 of the Indian

Act.

Many Indian groups told the Committee that they should be
exempt from federal taxation with respect to purchases
made both on and off the reserve. This position is based
not only on their interpretation of section 87 of the
Indian Act but also on section 35 of the Constitution
Act, 1982, and of individual treaties made with the

Indians.

The Assembly of First Nations contend that section 35 of
the Constitution Act, 1982 exempts Indians from the GST.
(Section 35 of the Constitution Act, 1982 "affirms and
recognizes" the "existing aboriginal and treaty rights"
of the aboriginal people of Canada.) Although the texts
of the treaties do not refer directly to taxation, it has
been suggested that the Indians understood when they
signed the documents that they would not be subject to
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taxation and in some cases had raised this with the

Treaty Commissioners.

The Yorkton District Chiefs Council brief to the
Committee states that one of the promises made at the
time of signing Treaty No. 4 was that the Indian people
would not be subject to any form of taxation. The brief
by Cowessess Indian Reservation #73 makes the same claim
about Treaty No. 4.

Other issues were also raised by the Indians including
the take-up rate by Indians of the GST refundable credit
which, according to testimony, is likely to be low given
that a large proportion of Indians do not participate in
the tax system.

On behalf of the natives, the Committee has written to
the Minister of Finance requesting that he meet with
them.
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PUBLIC SECTOR ORGANIZATIONS

Under the GST most services offered by selected public
sector organizations - municipalities, universities,
schools, hospitals, colleges and libraries - the so-
called MUSH sector, will be exempt from the tax and these
organizations will receive a rebate for GST paid on their
purchases. The amount of rebate provided to these groups
has been determined through negotiations between the
federal government and is designed to ensure that these
organizations pay no more federal sales tax than prior to
the imposition of the GST. The Committee heard evidence
from representatives of several of these organizations
about problems which they face with the implementation of

the GST.
Municipalities

The Federation of Canadian Municipalities has agreed with
the federal government on a rebate of 57.14% of GST paid
by municipalities, which translates into an effective tax
rate of 3%. While this rebate formula ensures that
municipalities overall will pay no more federal sales tax
than prior to the GST, it provides only rough justice.
The rebate percentage is calculated on the average
federal sales tax paid by municipalities so that any
particular municipality may pay more federal sales tax
than previously, depending on the type of goods and
services purchased. According to the Federation of
Canadian Municipalities’ brief, "...one-half of
municipalities will have a greater tax burden after the

implementation of the GST than before."
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The GST will also impose an administrative burden on
public sector organizations which will be required to
account for taxable and non-taxable services, input tax
credits and rebates. While the compliance cost for larger
municipalities may not be significant, smaller towns may
find the system onerous. As the Federation of Prince
Edward Island Municipalities explained to the Committee,
"The constant process of determining the nature of a
supply in order to determine which type of rebate or
credit is applicable, and the claiming of rebates simply
cannot be handled by small municipalities. Small
municipalities simply do not have the capacity to act as
the federal government’s agents for the purposes of
collecting and remitting federal tax."(50:114)

The Federation of Canadian Municipalities agrees and
noted that municipal operations are intrinsically complex
and there is concern about the ability of small
municipalities to comply with the GST. Consequently, FCM
urges that provision be made for a streamlined accounting

system for municipalities.

The Federation of Prince Edward Island Municipalities
also raised cash flow considerations about the tax.
"Small municipalities, of which P.E.I. is made up, do not
have a lot of ’spare’ money to tie up, particularly in
taxes waiting for rebate cheques to arrive. This cash
flow problem should be a major concern to the federal
government, which is familar with the pleas of

municipalities." (50:114)

Concerns about the GST are not exclusive to small
municipalities. In Toronto, the Committee was told by a
representative of that city’s government that labour
costs are likely to escalate due to the GST. The city is
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in the last year of a two year labour contract with its
workers and must enter negotiations in 1991 when it
expects the price impact of the GST to reach a maximum.
According to the testimony, it is 1likely that wage
settlements will be two percentage points higher as a
result of the GST thereby pushing up municipal taxes. As
Councillor Jack Layton put it, "What will happen is that
people will be circulating some additional money through
the municipality to the federal governnment as a result
of the GST, and no doubt the municipal politicians will
pay the price for that, even though we have opposed the
tax in the first place." (57:22)

In Regina, the Saskatchewan Urban Municipalities
Association (SUMA) identified a number of ongoing
concerns it has with the GST. First, despite the 57%
rebate, increases in the GST rate above 7% will increase
the amount of tax paid by municipalities. Second, the
inflationary impact of the GST will affect municipal
costs and raise taxes. Third, the rebate system does not
take into account the pyramiding of provincial sales tax

on top of the GST.

The fourth concern mentioned both by SUMA and The
Federation of Canadian Municipalities (FCM) is the
ambiguity in the definition of municipality in Bill C-62.
The legislation permits the Minister of National Revenue
to designate any local authority to be a municipality for
purposes of the GST. However, it is unclear whether para-
municipal organizations, such as non-profit housing
corporations, would be designated as municipalities for
purposes of receiving the 57% rebate. Further, since
many municipal corporations do not receive at least 40%
of their funding from government, they would not be
eligible to receive the 50% GST rebate given qualifying
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non-profit organizations. The Federation of Canadian
Municipalities recommended that any para-municipal body
owned or controlled by a local government qualify as a

municipality.

A further problem relates to an apparent bias in tax
treatment of municipalities according to their structure.
Some cities are organized along the "uni-city" model and
perform all municipal services within their boundaries,
while others have created regional governments that
stretch across local municipal boundaries. The FCM notes
that the supply of many goods and services between
regional governments and municipalities will be taxable
under the GST. The FCM recommends that supplies of goods
and services between the members of a related municipal

group should be tax exempt.

The City of Edmonton strongly believes that electrical
power, telephone and airport services, which it operates
as municipal services, should not be taxable. The
utilities provide about 15% of the city’s revenues and
are a valuable alternative to higher property taxes as a
source of funds. The City of Edmonton maintains that
taxing this source of revenue amounts to double taxation
and runs counter to the commitment by the Minister of
Finance that municipalities would not pay more GST than

is imposed by the current FST.

The City of Edmonton also expressed concerns about:
taxing other Dbasic municipal services including
recreational services; the impact of the GST on rental
housing especially low-income rentals; whether prices
will reflect the removal of the current Federal Sales
Tax; municipal administration costs of the GST; and the

impact on para-municipal organizations. Representatives
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from the City of Edmonton also confirmed earlier
statements by officials from the City of Toronto that GST
protection for wages is a major negotiating item for

municipal unions.

The Committee notes that both the City of Edmonton and
the' i *¢ityes «of ViToHTORtOT “have suggested that the
implementation date of the GST be delayed while the
Saskatchewan Urban Municipalities Association expressed

some concern over the short time before the 1 January

1991 implementation date.

Finally, the Federation of Canadian Municipalities is
concerned that, as currently worded, the legislation may
not exempt municipal services such as garbage collection
where these are supplied on behalf of the municipality,

rather than by the municipality itself.

Universities and Colleges

As with municipalities, the 67% rebate offered to
universities and colleges is designed so that this sector
does not pay any more federal sales tax under the GST
than it pays under the current system. However, since the
rebate is based on the average tax paid by the entire
sector, some institutions would pay more federal sales
tax than before while others will pay less. The brief by
the Canadian Association of University Teachers notes
that while larger institutions may be able to avoid an
increase in sales tax by self-supplying some goods and

services, this option may not be open to smaller

institutions.

Evidence from the Canadian Federation of Students

suggests that universities and colleges offering courses
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requiring equipment that is currently non-taxable would
be most affected by the GST. These include schools of
Medicine, Dentistry, Engineering, Veterinary Science and

research oriented universities.

CAUT also notes that a fixed rebate percentage is only
revenue neutral with respect to the educational sector if
the GST rate is maintained at 7%. Once the GST rate
increases, either the rebate percentage must increase or
the sector’s total tax bill will rise. CAUT suggests that
a 100% rebate system be available to public sector
institutions or that wuniversities and colleges be
accorded tax-free status.

Hospitals

Although currently Canadian hospitals do not pay Federal
Sales Tax on major purchases, it has been estimated that
they still pay about $60 million annually in FST. As a
result of the committment not to impose a greater sales
tax burden on the hospitals than under the current
system, the federal government and the hospitals agreed
to a rebate percentage of 83%. This was a second best
option for the hospitals who would have preferred a zero-
rating for all non-profit health care facilities.

The Canadian Hospital Association explained to the
Committee that it is still concerned with several aspects
of the GST including the administrative complexity of the
tax and its impact on cash flow for the sector. The
administrative systems to calculate the input tax credits
and GST rebates have to be developed and staff must be
trained in its operation. The Association informed the
Committee that it will be impossible to have the new

system operational by the proposed implementation date of
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1 January 1991 and recommended that it be delayed for 8
to 10 months.

Cash flow is another important consideration for
hospitals. Although the MUSH rebate system should not
raise the tax load of the sector, it will have a
detrimental effect on cash flow. Previously, major
hospital purchases were exempt from federal sales tax at
the point of purchase. Under the new systenm,
institutions must pay the GST on purchases then later
apply for a rebate of 83% of the tax paid. An early
estimate by the Canadian Hospital Association, based on
a rebate of 80% and a three-month delay between the time
of purchase and receipt of a rebate, found that the GST

could reduce cash flow in Canada’s public general

hospitals by $95 million.
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CO-OPERATIVES

The Committee heard from co-operatives about serious
problems that the GST would generate for their
organizations. The first issue relates to the taxation of
share capital. Unlike  purchases of shares in
corporations, which are exempt from GST, share purchases
in co-operatives are subject to the tax. The reason for
this is that the Government considers the purchase of
shares in a co-operative to include membership that
carries with it additional benefits in the form of
reduced prices that are not available to non-members. In
effect, the Government is treating the purchase of co-op

shares in a similar fashion to buying a golf club

membership.

The co-ops contend that taxing the issue of their share
capital places them at a disadvantage in raising capital
in relation to competitors which are not structured as
co-ops and consequently do not charge tax on their share
capital. As Mr. Pobihushchy from Co-op Atlantic put it,
"The GST, as it is now designed, will require the payment
of a 7% tax on co-operative capital. That kind of tax
will not be required on the shares in Loblaws or McCain'’s
or a host of other firms with whom co-ops have to
compete. This, we estimate, will cost the co-op system a
minimum of $400,000 per year." (53:94)

The brief received in Regina from Federated Co-operatives
Limited states their case succinctly. "We strongly
disagree with this proposal. First of all, financial
services are exempt of GST. 'Financial services'’ are
defined as including the issue, allotment, or repayment
of a ‘financial instrument’. A ‘financial instrument’ is

defined as among other things an ’'equity security’."
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"Co-operative shares have consistently been regarded as
equity. First for income tax purposes, co-operative
capital is treated like other corporate capital. Second,
in accounting practice, co-operative capital is
indistinguishable from the captial of other business in
the equity section of the balance sheet. Third, a statute
of Canada, the Canada Co-operative Associations Act,
defines a co-op share in the manner of a financial
instrument. Therefore, from an accounting and income tax
perspective co-operative shares are an "equity

security’."

A second problem with the GST concerns the taxation of
fees which some co-ops, called direct charge co-
operatives, levy on their members to recover a portion of
cost overhead. The direct charge co-operative, which is
the fastest growing form of retail co-op in Atlantic
Canada, charges this weekly fee in lieu of a higher shelf
markup on each item sold. In contrast, a normal store
recovers 100% of its cost overhead and profit through
price markups. Under the GST, the total price of most
goods, including the markup, would be subject to tax but
some items, such as food and prescription drugs, are non-
taxable. To the extent that a direct charge co-op
recovers its fixed costs through the taxable, direct
charge method rather than by marking up non-taxable items
such as food, its rate of taxation under the GST will be

higher.

Thus, direct charge co-ops selling groceries will be at
a competitive disadvantage vis a vis the large grocery
chains. Again, to quote Co-op Atlantic, "We find that is
not fair or equitable. This tax will cost these co-
operatives and those owners of those businesses something
in the order of $275,000 in the first year of the
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GST #LE{53:93)

A third problem with the GST stems from the way in which
co-operatives are structured. Under the Co-op structure,
the central co-op buys the goods and, with the exception
of some items such as food, would pay GST on these. It
then sells the goods to the local co-ops, which would pay
any GST on the products and sell them to the individual
members. Both the central and the locals would also have
to account for their input tax credits. In effect, the
structure of the co-ops means that there 1is one
additional accounting step in comparison to supermarket
chains which have only to account once for any GST
payable and only need to charge the tax a single time.
Co-op Atlantic calculated that the extra administration
burden will cost their system an additional $400,000.
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TOURISM

The tourism sector employs 1.2 million Canadians and
generates $24 billion in revenues. The industry is
comprised mainly of small to medium sized businesses and
creates more new jobs than any other sector. It_ds

Canada'’s second largest export activity.

The Tourism Industry Association of Canada (TIAC)
testified before the Committee and painted a bleak
picture for tourism in Canada, one that will only get
worse with the GST. Foreign visits to Canada are
declining while Canadian trips abroad are increasing.

Canada’s share of the world tourism market is declining.

Most tourism trade is between Canada and the United
States and residents of both sides of the border are
aware of higher Canadian prices on a wide variety of
items, most notably alcoholic beverages and gasoline. To
the extent that the GST further heightens these price
differentials, d.qt will lead to an increasing
deterioration in our tourism balance. This will put at
risk 28,000 jobs and $500 million in spending in Niagara
Falls, 48,000 jobs and $2,750 million in Vancouver, etc.

The effect of the GST on tourism services can be seen by
examining some of the goods and services that are
consumed by tourists and contrasting the amount of GST
paid with the amount of FST paid. The Statistics Canada
Social Policy Simulation Database and Model provides an
opportunity to compare the effective FST and GST content
in a variety of expenditure categories. The tax content
of expenditures in hotels and restaurants will increase
by almost six times, from 0.9% under the FST to 6.04%
under the GST. For recreational services the tax content
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would increase from 1.4% to 5.4%. The tax content in
local and inter-city transportation would double under
the GST, from 3% to 6.4%. These products are consumed
intensively by tourists and the GST will significantly
raise the cost, to both non-residents and residents, of
tourism in Canada. Canadians will not be eligible for a
tourism rebate. Foreigners will be eligible for a rebate

on a select package of goods and services only.

The provisions of Bill C-62 attempt to address some of
the problems that the GST poses for foreigners coming to
Canada, but it still leaves the problem of discouraging
Canadians from travelling in Canada. 1In particular, this
tax will apply to Canadians who travel domestically for
recreational purposes but not when they travel abroad,
although air travel to the United States will be taxed.
Any existing price advantage to vacationing in the United
States will be enhanced with the GST. The recommendation
by TIAC to reduce the tax rate to 5% and tax all goods
and services, addresses this problem to a partial extent,
but the GST, by its very nature, makes domestic tourism
spending by Canadian households less attractive than

foreign tourism spending.

The federal government is attempting to alleviate some of
the adverse consequences of the GST on foreign tourists
in Canada. Under the provisions of Bill C-62, the
Government is offering a rebate to foreign tourists to
Canada of the GST paid on accommodation in Canada and
goods taken outside of the country. The minimum rebate
will be $20 and can be claimed four times per year. The
Government has not yet decided the exact mechanism for
the rebate’s delivery. One possibility is to offer it at
exit points such as duty free shops. Tourists would also

be free to apply for the rebate after leaving Canada.
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This rebate mechanism is a means of treating tourist
expenditures in Canada in a manner which is consistent
with the treatment of exports. Goods exported from
Canada are zero rated and there is no reason why
effective exports by foreign tourists should be treated
differently. Although foreign tourist spending in Canada
can be viewed as an exported service, not all of these
expenditures qualify for the tourist rebate. TIAC takes
the position that any service which generates foreign
exchange is an export and should be free of tax, not just
spending on accommodation and goods taken out of the
country. Outfitters and guides argued before the
Committee that packages sold to foreigners should be

treated in their entirety as an export and zero rated.

On logical grounds, all spending by foreigners in Canada
should be free of tax. The issues to consider in
eliminating the taxation of tourism are the extent to
which there will be a tourist rebate leakage, benefitting
domestic tourists as well as foreigners; the extent to
which compliance costs are increased if the rebate is to
be offered at the point of sale; the possibility of
offering the tourist rebate in such a way as to encourage
the funds to be spent in Canada; and the possible
deleterious effect the provisions of Bill C-62 might have

on tourism in Canada.

Numerous groups have suggested recommendations which they
claim can be put into place with little administrative
cost. For example, point of sale rebates can be granted
for hotel accommodation on the basis of identification
provided by guests. And if a rebate is to be granted at
point of sale, no need for a minimum rebate exists.
Consequently, the $20 minimum should be eliminated as was

suggested by Tourism Vancouver and the Vancouver Hotel
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Association.

In keeping with the principle that spending in Canada by
foreigners constitutes an export and should be free of
tax, the Guide Outfitters Association of British Columbia
recommended that packages sold to non-residents should be
entirely free of tax. Similar recommendations have been
made with respect to tour packages sold to foreigners and
conventions and conferences attended primarily by non
residents. One the surface such extensions of tax-free
status could cost the Government some tax revenue but all
interested witnesses before the Committee noted the
strong price sensitivity of tourism spending. The
Government might actually be engaging in false economy by

trying to tax tourist spending.

The impression already exists in the United States that
the GST will make Canada an undesirable tourist
destination. To quote the U.S. based National Tour
Association, (NTA) "...the GST promises to make Canada
too expensive for many NTA members to market
effectively...with the establishment of the 7 per cent
tax, NTA is extremely concerned about the implications it
will have on our tour company members who operate tours
into Canada. The increases brought on by the tax will
force an escalation in the price of Canadian packages,

and Canada could no longer be a marketable destination."

This same concern is found in the presentation of the
Guide Outfitters Association of British Columbia. Their
product is very high value, price sensitive and caters
predominantly to non-residents. As that brief states,
"The British Columbia destination has to compete not just
with other destinations in North America ... but also

with more exotic alternate destinations, such as Russia,
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Mongolia and Africa..." Since the guide product today
contains very little FST, prices will rise by 7% with the
introduction of the GST.

While such exotic vacations may suffer from the
imposition of the GST, its greatest impact is likely to
be on the more common type of foreign visits, the weekend
trips and short vacations which characterize most
American visits. Americans are by far the most frequent
visitors to Canada. One appeal of Canada is the fact
that it is similar to the United States and Americans
therefore feel comfortable here. The GST is a tax which
is completely alien to Americans and is likely to make
our country a less attractive destination. It will also
add to the cost of vacationing here, a cost which

Americans already realize is higher than that back home.
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GST AND HEALTH CARE
Institutional Health Care

The approach taken to health care services by the GST is
to exempt these when provided as part of institutional
health care within a health care facility. Otherwise, to
qualify as exempt, health care services must be offered
by one of the "practioners" recognized in the
legislation. Under Bill C-62, institutional health care
services are tax exempt when provided within a health
care facility such as a hospital, institution for the
mentally disordered, nursing home, or a facility offering
similar services for children. The exemption covers
charges for accommodation, meals and health and personal

care services including supplies of medical equipment.

® Long-term Care Facilities

(208)

(209)

Under the GST, long term care facilities are treated
differently according to their ownership and funding. For
instance, public sector facilities such as chronic care
hospitals and municipal homes for the aged are exempt
from the GST and are eligible to receive the 83% rebate
of GST paid on inputs offered to the hospital sector.
Non-profit nursing homes are also exempt from the GST and
are defined as charities under subclause 259(1) of Bill
C-62 for purposes of obtaining the 50% rebate that is
available to charities. Private sector nursing homes
operated for profit are exempt from the GST but are not
eligible to receive any rebate for the GST they pay on

their inputs.

Organizations such as the Ontario Nursing Home

Association and the Canadian Long Term Care Association
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called for equitable treatment of private sector nursing
homes so that their tax burden does not increase. It was
pointed out that the increased costs imposed by the GST
will have to be made up by the beneficiaries of the care
or by provincial governments that fund care on a per

patient basis in private sector facilities.

Health Care Practitioners

® Physicians

(210)

(211)

(212)

Since their services are tax exempt under the GST,
physicians would neither charge GST for their care nor
would they be able to claim input credits for tax paid on
their purchases. Although medical doctors already pay
some Federal Sales Tax on their purchases, the
substitution of the GST is likely to raise the total
sales tax bill of physicians. The Canadian Medical
Association told the Committee that the tax paid on
doctors’ purchases would increase by an estimated $1,596
for a general practioner operating a solo medical
practice in Ontario and by $2,748 for an opthalmologist.

Other self-employed practioners such as dentists are
expected to raise their fees to allow for the increased
tax paid on purchases. However, medical fees are set by
provincial health authorities who have indicated that
they will not increase the fee schedule to accommodate
the GST, according to evidence received from the Canadian

Medical Association.

Further, extra-billing outside the fee schedule is
prohibited by provincial and federal legislation. In
effect, physicians’ services will be tax-free to the
patient with the GST being borne by doctors in the form
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of lower incomes.

The Canadian Medical Association recommended that the
increased tax burden imposed by the GST be alleviated
either by providing doctors with an annual rebate similar
to that given to hospitals or through a special income
tax deduction reflecting the amount of GST borne by

doctors.

It is uncertain whether the GST would apply to membership
fees in the Canadian Medical Protective Association
(CMPA), an organization which provides professional
liability insurance to physicians. However, the primary
service being provided by CMA is insurance and financial
services are exempt under the GST. This implies that
membership fees in the CMPA should be accorded similar
treatment. If the Government decides otherwise, the tax
paid on membership dues would amount to over $800 for
some medical professions such as orthopaedics, obstetrics

and gynaecology, according to the CMA.

The CMA brief to the Committee recommended that the
Government of Canada grant tax-exempt status to the
"supplies" by the CMPA as a non-profit association or in
a manner consistent with analogous financial services by
explicitly including membership in CMPA as a supply
within the terms of section 1 of Part VII of Schedule V,
"a supply of a financial service that is not included in

Part IX of Schedule VI."

The CMA also argued that the schedule of tax-free medical
devices in Bill C-62 should be expanded to include
certain expensive medical equipment since some medical
specialists, such as pathologists and radiologists, who

require extensive equipment will be relatively more
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affected by the GST than other practioners. The capital
intensive medical practices offering radiology and X-ray
services in private clinics will also be disadvantaged
vis-a-vis hospitals that provide comparable services yet
receive a rebate of 83% of the GST paid.

® Pgsychoanalytic Psychotherapists for Children

(2%27)

(218)

® Massage

€219)

The Canadian Association of Psychoanalytic
Psychotherapists for Children (CAPPC) represents 18
individuals who work with disturbed children to try to
restructure their personalities. Although Bill C-62
provides an exemption for practioners who supply
psychoanalytic services, this is limited to those groups
with at least 300 members of which two-thirds are medical
practioners. CAPPC members would not qualify under this
section since they are only 18 in number and are not

required to be medical practioners.

The President of CAPPC, Ms. Rhoda Wolpert, suggested that
the Bill be amended to provide an exemption for their
services. The witness cautioned that taxation of their
services could raise the price beyond the ability of some
families to pay with the consequence that some children
might not receive treatment. She stated, "We think that
psychotherapy is not a luxury. When a child is in
emotional trouble and needs the service, the family and
the child should not be penalized by having to pay an
additional tax." (47:47)

Therapists
The August 1989 GST Technical Paper notes that all health

care services in the list proposed for exemption from the

GST are funded in whole or in part, by health insurance
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plans in two or more provinces. The brief received from
the Ontario Massage Therapists Association notes that,
although the test of at least partial coverage by medical
insurance in two provinces, British Columbia and Ontario,
had been met, their services are considersd taxabls undsrc
the GST. An exception would be made when the patient is
referred by a physician or other recognized health care
practitioner. The Association stated that massage
therapists treat a wide variety of medical conditions
including auto-related injuries and post-surgical
rehabilitation in various settings including hospitals
and nursing homes. The Ontario Massage Therapists
Association requested that Bill C-62 be amended to
include massage therapy services in the list of exempt

health care services.

® Dietitians

(220)

(221)

The Canadian Dietetic Association, representing 4,500
dietitian-nutritionists in this country, told the
Committee that, although their services are integral to
the health care system and would be exempt when provided
within a health care institution, these services would be
taxable when provided in other circumstances. As the
dietitians’ brief states, "Taxation of community based
services suggests that there is a difference in value
placed on services provided by dietitians in institutions

and those provided by dietitians in private practice."

This inequity was wunderscored by the Consulting
Dietitians of Canada, an organization representing
dietitians operating entirely in private practice.
Consulting dietitians offer their services to a variety
of clients including individuals requiring nutrition

counselling or home care in addition to hospitals and
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other health care institutions. However, since they are
not employed directly by these institutions, the
consulting dietitians believe that their services will be
taxable under the GST even when supplied to hospitals.
The dietitians are seeking an amendment to Bill C-62 to
include dietitians among the health care practitioners

whose services may be offered exempt from GST.

® Social Workers

(2229

(223)

Social workers are another group which provides health
care-related services both inside and outside health care
facilities. According to the Canadian Association of
Social Workers, Health and Welfare Canada recognizes the
contribution of social workers, along with psychiatrists,
psychologists, nurses and others, to the development of
Canada’s mental health services. Yet, Bill C-62 fails to
treat social workers in the same fashion as these other
health care professionals and exempt their services from
the GST.

The Canadian Association of Social Workers suggests that
until the Government and the Association are able to
arrive at an acceptable definition of exempt social work
services, Bill C-62 should be amended to permit, at a
later date, the inclusion of other health care

paractioners by means of regulation.

® Home Care Services

(224)

A number of groups told the Committee of an apparent bias
in Bill C-62 towards institutional health care and away
from home-based care. Although some types of health care,
such as nursing services or other professional health

services, will be exempt from the GST when provided at
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home, others, such as homemaker services, will not be
exempt unless provided by a government or municipality or
by a non-profit organization funded by a government or
municipality. Homemaker services provided for profit
would constitute a taxable supply. This could discourage
some individuals from moving from a hospital, or other

institution, to their home.

® Veterinarians

(225)

(226)

The Canadian Veterinary Medical Association requested two
amendments to Bill C-62. First, they suggested that the
veterinarian profession be designated a health care
profession because in dealing with the treatment of
animals intended for human consumption it is protecting
humans against contagious diseases. They also emphasized
their involvement in the inspection of foods for human
consumption. Second, the veterinarians requested that

veterinary medicines be zero-rated.

It should be recognized that an exemption for veterinary
services means that the tax paid by the vets on their
inputs would be passed along to farmers in the form of
higher prices but without permitting farmers to claim an

input tax credit. Thus, food would no longer be

completely tax free.

® Christian Scientists

(227)

The Christian Scientists are also seeking equal treatment
under Bill C-62 for their health care providers. The
committee was told that Christian Scientists, who
practice healing through prayer and spiritual means,
would be required to charge GST on the services provided
by their practioners, nurses and sanatoria. According to
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the evidence, Revenue Canada already recognizes payments
to Christian Science practioners and nurses as eligible
medical expense deductions under the Income Tax Act. In
that case, it would seem inconsistent and unfair of the
Government to apply a sales tax to payments for healing
by prayer while also providing an income tax deduction

for the same service.

Health care services provided by specific health care
practitioners would also be exempt from the GST without
limiting the location of their delivery to health care
facilities. This includes the following health care
services: physicians’ services, nursing services, dental
services, optometric services, chiropractic services,
physiotherapy services, chiropodic services, podiatric
services, osteopathic services, audiological services,
speech-therapy services, occupational therapy services,

and psychological services.

Other Health Care Issues

® Prescription Drugs

(229)

The Canadian Medical Association believes that the GST,
as proposed, is 1likely to increase the incentive for
individuals to obtain over-the-counter drugs by
prescription. Drugs, such as acetylsalicylic acid
(aspirin), can be obtained either over-the-counter or by
means of a prescription. When purchased over-the-
counter, the price is lower but purchasers must pay with
their own funds. When purchased by prescription these
drugs are free or heavily subsidized by voluntary drug
insurance plans or by drug plans for those over 65 years
of age. Prescription drugs are cheaper to the recipient

but more expensive for the health care system, which pays
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the cost of the drugs including the extra prescribing and
dispensing fee. Application of the GST to over-the-
counter drugs would further raise the cost of these

relative to subsidized precription drugs.
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GST AND PREPAID FUNERALS

The Funerpl Service Association of Canada appeared before
the Committee in Halifax and identified funeral services
as an essential service that should not be taxable. The
Association stated, "We believe that every Canadian has
a right to a burial or a cremation according to the rites
and practices of his or her religion and cultural
heritage, and that Canadians find it offensive for the

Government to tax those services." (53:29)

Aside from its overall objection to being taxed, the
Association raised an issue about the taxation of prepaid
funerals. Under a prepaid funeral arrangement, a price of
a funeral is set and money is paid into a trust account
prior to the death of the person. This money, and any
accrued interest, cannot be obtained by the funeral
director until the time of the person’s death. Revenue
Canada apparently acknowledges that while these funds
remain in trust, for income tax purposes, they do not
represent income to the funeral home. However, according
to the Association, Revenue Canada is taking the view
that "where a client prepays for funeral services the
client is providing consideration to the funeral home and
the GST will be payable." The Funeral Service Association
believes that since no funeral has been supplied and no
money has been recieved by the funeral director, there

should not be any GST payable.

The Committee also heard from the Ontario Funeral Service
Association that it has been given a number of
conflicting opinions from Revenue Canada on when the tax
is to be collected and when it is to be remitted. Some of
the questions left unanswered include:

1) Should the tax be collected at the time of the
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prearrangement or when the funeral service is
provided?

2) Should the tax be remitted at the time of the
prearrangement or when the funeral service is
provided?

3) Should the amount of tax collected be based on
the original deposit or on the amount in the trust
account at the time of death, which includes

accumulated interest?

As of 29 August 1990, three days before they were due to
begin collecting the GST on prepaid funerals,
representatives from the Ontario Funeral Services
Association stated that they were confused about how to
apply the GST. At that time, they were still being given

conflicting advice from Revenue Canada on the matter.

A representative from the Funeral Service Association
suggested that no input tax credits would accrue to a
prepaid funeral entered into prior to September 1, 1990
since payments for these do not , s-atbract GST.
Specifically, subclause 344(2) of Bill C-62 provides that
the GST will not be payable for prepaid funeral services
after 1990 where the arrangement for the funeral services
is entered into before September 1990 and the money paid
under the prepayment contract is held by a trustee who is
responsible for obtaining the funeral services. 1In
addition, the money paid pursuant to a contract entered
into before September 1990 is not subject to GST.

However, the Goods and Services Technical Paper states
that, "There will be no requirement to match purchase and
sales records prior to claiming an input tax credit on a
particular purchase." Furthermore, on inspection, Bill C-

62 would not appear to disallow claiming input tax
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credits for expenses incurred on funerals that, because
of the early prepayment date, were not subject to GST.
The Committee has sent a letter to the Minister of
Finance 'asking for a clarification on the matter of
claiming input tax credits on expenses incurred on
prepaid funerals that did not attract GST.
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GST AND EDUCATION

Most witnesses from the educational sector expressed
outright'opposition to the GST in principle. Beyond that,
they identified a number of specific areas of concern
with the tax, which could affect negatively the

educational system in this country.

Bill C-62 would exempt from GST payment for credit
courses toward a diploma or degree, or courses in English
or French or occupational training but would tax non-
credit courses or courses that are not part of a
recognized job training program. Witnesses from the
educational sector, such as the Canadian Association of
University Teachers (CAUT), the Alberta Association for
Continuing Education (AACE) and the Canadian Federation
of Students (CFS) found this unacceptable. The AACE noted
that non-credit learning courses are no longer offered
purely as hobbies but are "intended to satisfy objectives
related to employment opportunities, career plans or
personal, family and/or community development."
Furthermore, a distinction should not be made since,
according to the Canadian Federation of Students,
wEducation is inherently beneficial to society regardless
of a course’s credit or non-credit designation."

The Canadian Federation of Students also decried the
taxation of textbooks and other educational materials
that must be purchased separately by students. The
Federation emphasized that students could be adversely
affected by the GST since many would not qualify for the
full refundable credit provided to single persons. They
told the Committee that only 22.3% of post-secondary
students earn incomes in excess of $10,000 whereas, under
the GST, an individual’s income must be at least $11,169
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to qualify for the full $100 singles credit.

The Alberta Association of Continuing Education also
recognized that the GST will involve a significant degree
of administrative complexity for wuniversities and
schools. Since credit courses are exempt while non-credit
courses are taxable, two financial administration systems
will have to be set up so that input tax credits can be
allocated and claimed against taxable courses. With
respect to capital goods and real property acquired by
schools and wuniversities, if these are for |use
"primarily" in a commercial activity (non-credit courses)
the acquisition is eligible for a full input tax credit
otherwise no part of these qualify for an input tax
credit. Other taxable expenses such as heating and
lighting will have to be apportioned between taxable non-
credit courses and non-taxable credit courses in order to

claim the relevant input tax credits.

The Canadian Association of University Teachers raised
the possibility that research grants provided to
universities might be subject to GST. If this were true
it could have a serious effect on research and
development in this country. As CAUT told the Committee,

"The ministers, particularly the Minister of State for
Science and Technology and others as well, have
repeatedly urged the university sector to develop, expand
and adapt research so that we can be more competitive
with the United States, Japan and the European common

market."

"Therefore, you would think that if this is as high a
priority as the Government tells us it is, it would spell

out what the tax position is going to be for research in
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the legislation, yet that has not happened. There is a
deafening silence as to how this is going to work out,
which produces a great deal of uncertainty for

universi%ies and for our members."(47:105)

The Committee is awaiting a response to a letter which it
sent to the Minister of Finance seeking a clarification
with respect to the GST - status of research grants.
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GST AND INTERNATIONAL TRADE

Customs Brokers

Customs brokers define their own role as, "to arrange for
the release and entry of imported goods by preparing and
presenting import documentation and by paying the
applicable duties and taxes owing on the goods on behalf
of the importers." (44:6) They told the Committee that
the GST would greatly increase the financial exposure of
customs brokers since the amount of duty and taxes they
collect would increase dramatically. In 1989, customs
brokers collected $6 billion in duty and taxes; under the

GST this is expected to increase by 125% to an estimated

$13359piflion:

The customs brokers argue that the GST is especially
burdensome for them. While the sales tax liability for
many registrants is increasing by up to 7%, they are
eligible to claim input tax credits. Customs brokers
would not be permitted to claim input tax credits for GST
paid on behalf of clients despite a 125% increase in
liability to the Government. Furthermore, while domestic
vendors can offset any GST remitted to the Government on
bad debts, customs brokers believe that they are not
permitted the same bad debt protection. For instance, if
a customs broker undertakes on behalf of a client to pay
the GST owing on a shipment and the client subsequently
refuses to pay the broker, the customs broker is still
liable to the Government for the full amount of the GST.

Both the Canadian Association of Customs Brokers and the
canadian Importers Association told the Committee that
customs brokers have less GST bad debt protection than do
other registered taxpayers. They suggested that customs
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brokers should be able to claim an input tax credit for
the full amount owing the Government if their client does
not reimburse them for the GST which the customs brokers
undertook to pay on behalf of the client at the time of
importation.

In response to a set of questions provided by the
Committee, the Minister of Revenue stated that Customs
Brokers have "exactly the same protection as other
registered taxpayers with respect to bad debts." He
noted that customs brokers could claim an input tax
credit for any tax already remitted on the customs
service fee in the same proportion as the bad debt in
respect to the fee. However, the Minister stated that
where a customs broker has undertaken to pay the GST on
behalf of a client, "it would not be appropriate for the
Government to underwrite these financial arrangements

simply because they are in respect to a tax."

Exporters

The Canadian Exporters’ Association raised a point with
respect to the payment of GST on imports, which are
subsequently incorporated in other products and re-
exported. Under the current system, these imports are
exempt from the Manufacturers’ Sales Tax but under the
GST they will be subject to tax at the time of
importation with subsequent recovery by claiming the
input tax credits. The problem is essentially one of cash
flow with the input tax credit claimable at the end of
the month following importation with a further 21 days
delay before the Department of Revenue is liable for
interest on the amount due. The Canadian Exporters'’
Association stated that settling the problem would

require an amendment to the legislation.
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The Council of Canadian Trading Houses told the Committee
that commissions earned by trading houses in acting for
exporting manufacturers would be subject to GST. These

commissions are not currently subject to sales tax.

The Council of Trading Houses also called for zero-rating
of supplies made to exporters who are acting on a
merchant basis and cannot, for commercial reasons,
disclose the export destination to the supplier.'Under
the GST, the supplier, not the exporter, is required to
provide evidence of export. Thus, the supplier will have
to complete a sale to the exporter and charge GST in
order that the exporter may qualify to provide evidence
of export. Although the exporter will be entitled to
claim an input tax credit, this will add to financing

costs.

Periodicals

The Periodical Marketers of Canada raised the cash flow
consideration that they would have to pay GST on
periodicals at the time of import notwithstanding the
fact that some 50% of periodicals and books are returned
due to non-sale. The Periodical Marketers called for an

exemption from GST at the time of importation.

In response to a request for clarification on this
matter, the Minister of Revenue noted that the Periodical
Marketers would be eligible for an input tax credit at
the time of importation and would not have to wait for
the items to be sold to claim the credit.

The Minister’s response ignores the fact that input tax

credits, although nominally claimable at the time of
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import, are actually eligible to be filed no sooner than
the end of the month of importation. Furthermore, Revenue
Canada does not begin to pay interest on the claim until
a further 21 days after the claim is received by the

Department.

The Periodical Marketers also raised the possibility that
Revenue Canada regard their distribution practices as
ineligible for the consignment provisions of the GST
legislation. For goods on consignment, title does not
transfer until the goods are resold by the consignee.
Therefore, liability for the GST also would not arise
until that time. However, where the consignee supplies
these to another person and an invoice is still not
issued by the original consignor the general override
rule prevails. This states that liability arises on the

month following the month in which the supply is made.

The Minister’s response to the periodical marketers
allegation indicates that the GST liability arises at the
end of the month following the month in which the
publisher consigns the periodicals to the distributors
where the distributors have re-consigned them to other
trade levels such as wholesalers or retailers.
Apparently, reconsignment of the periodicals to further
trade levels constitutes completion of the supply by the
consignee that reestablishes the general GST timing rules
(including the override clause) with respect to payment
of the GST. (Under a "true consignment" arrangement the
GST 1liability would not arise wuntil the goods on

consignment were sold.)
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Non-registrant Foreign Telecommunications Carriers

Unitel Communications Inc. raised the possibility that
under the GST foreign telecommunications carriers and
resellers might have an advantage over domestic carriers
in leasing and reselling dedicated telecommunications
lines within Canada. Dedicated telecommunications lines
extend between two locations and are rented to large
users of telecommunications services at a fixed monthly
rate rather than on a per call basis. When supplied by
one Canadian business to another Canadian business,

rental of such dedicated lines would be a taxable service

under the GST.

However, under section 7(a) of Part V of Schedule VI
(zero-rated supplies) B4 C-62 states that
telecommunications services which are provided to non-
residents are considered zero-rated when the non-resident
is not a registrant under the GST and carries on the
supply of a telecommunication service. According to
evidence received from Unitel, this means that a non-
resident may lease a line in Canada without paying GST
and where that non-resident is also a non-registrant may
resell that line to a user in Canada without charging GST
on the sale. Unitel believes that, although the foreign
firm is making a sale within Canada, it would not be
required to be registered because it does not have a
permanent establishment in Canada. If true, this would
place Canadian telecommunication companies at a distinct

disadvantage vis-a-vis foreign firms.

Unitel suggests that a similar advantage for foreign
firms exists in respect to the leasing and reselling of
dedicated international telecommunication 1lines. The

witness recommended two amendments to ensure that non-
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resident businesses which carry on the business of
leasing and reselling dedicated telecommunication lines

or facilities in Canada are subject to the GST.
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FLOWER WIRE SERVICES

The sale of flowers via a wire service involves three
separate agents: the sending florist; the wire
gEervice; and the receiving florist. As the industry
understands the GST to work, each agent will have to
collect and remit the tax, being eligible for the
appropriate input tax credit. This creates excessive
compliance burden on the floral industry and poses a
problem for incoming wire services because a sending
florist in another country is under no obligation to
collect and remit GST. The receiving florist in Canada
might be liable for the GST that the sending florist

failed to collect.

The Canadian provinces with sales taxes all tax outgoing

orders but not incoming orders.

Flowers Canada recommends that the GST be applied to the
full value of all outgoing orders, even those which are
exported. No GST should be applied to incoming orders,
even those from other countries. These recommendations
are designed to reduce the administrative and compliance

burden associated with the GST. They are expected to be

revenue neutral.
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GST AND GENERAL INSURANCE

The property and casualty insurance industry supports the
GST. 1Its product is exempt from the tax.

The Committee has heard evidence from the Insurance
Bureau of Canada and several general insurance companies
regarding the impact of the GST on that industry. They
argue that general insurance is not a financial service
and therefore should not be exempt. Exempting this
service will have the effect of taxing capital and
reserves to the amount of about $350 million. Removing
this much money out of reserves and capital would
seriously limit the ability of these companies to grow
and expand. Making general insurance subject to the GST
will allow insurance companies to claim an input tax

credit, while exempt status does not grant this.

The industry is seeking relief in two areas. Retroactive
taxation occurs when a claim is incurred prior to 1
January 1991, yet some GST is effectively levied on the
claim because it is not fully settled before 1991. Such
claims will be subject to tax, yet the industry had no
opportunity to provide for such an eventuality by
charging higher premiums in the past. Thus reserves for
such eventualities are inadequate and the industry wants

relief from this tax.

There is also a transitional problem. Current premiums
are used to fund future claims which will be subject to
the GST. These premiums have not been adjusted for the
GST. Thus revenue is not increased while it is fairly
certain that expenses will rise due to the new tax.
Making insurance premiums subject to the tax would enable

these companies to obtain an input tax credit on any GST
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on claims.

These reductions in reserves will likely take about 5
years to be fully effective, with 60% of the reduction
occurring in 1991 and 1992. While the industry total is
dramatic, it is only at the company level that its
significance is evident. The impact of the GST could
cost Laurentian Pacific Insurance Company a total of
$1.571 million in 1991 and 1992. This compares to total
profits in 1988 and 1989 of only $1.095 million. The
total penalty to Royal Insurance Canada is estimated to
be $25 million, equal to 3.6% of shareholders equity

while Zurich Canada could lose $19>million in reserves.

While several suggested solutions were presented to the
Committee, the most notable came from Laurentian
Pacific’s brief which stated that "The easiest form of

relief and the most beneficial to the country would be

for the Government to make general insurance premiums
subject to the Goods and Services Tax." (emphasis in

original)
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EXPORT OF ADVISORY SERVICES

Bill C-62 provides that the export of goods and services
be free of the GST. 1In testimony before the Committee,
it was claimed that some forms of export will be subject

to tax.

Part V of Schedule VI of the Bill lists the exported
supplies which are to be zero rated. It includes
specifically under paragraph 7(a) advisory and consulting
services to non-residents. It excludes specifically
under paragraph 7(d) the services of acting as an agent

for a non-resident.

The matter is further confused by paragraph 5(a),
referring to supplies made to non-residents consisting of

services of acting as an agent which are to be zero

rated.

AMI Asset Management International Inc. provides
investment advisory services to non-residents and has the
authority to act as agents for its foreign clients. 1In
testimony before the Committee, this firm noted the
intent of the legislation to free exports of the GST.
According to the witness, officials of the Department of
Finance concur that such advisory services to non-
residents should be free of the tax, whether provided

through an agent or not.

The witness provided the Committee with possible
amendments to the Bill to clarify the tax status of such

services.

A similar point was raised by the Patent and Trademark

Institute of Canada. That witness also made reference to
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paragraph 7(d), stating that the reference is "

unnecessarily broad and would catch lawyers, patent
agents

and others who are providing a professional
service to their non-resident clients but are also acting
as agents for the principals."
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DUAL TAX SYSTEMS: THE CASE FOR INTEGRATION

A unique feature of the proposed Canadian tax system as
of 1991 is the fact that two distinct forms of
consumption tax would apply at the retail level in most
of the country. These taxes would have separate bases
and different rates of tax. Retailers would have to
determine the tax status of each item under the GST and
impose the appropriate tax rate. They would then have to
perform a similar determination with respect to the
provincial tax. For small businesses in particular, this

could entail high compliance costs.

Numerous witnesses pointed out the unneccessarily high
compliance costs of a dual tax system. The St. John’s
Board of Trade referred to this lack of integration as
"the most serious shortcoming of the GST" and indicated
that "gmall Dbusinesses will Dbe faced with an
administrative nightmare." (:52% 7:6)) The Canadian
Federation of Independent Business was equally harsh in
its condemnation of a dual tax system. The CFIB brief to
the Committee stated that "The most serious problem with
the proposed GST from the perspective of small firms isg
that the tax is not harmonized with provincial systems. ..
Some of the worst situations will be faced by retailers
dealing with goods that are treated differently under
their provinces’ retail sales tax compared to their
treatment under the GST. Small grocery stores,
combination food stores and restaurants face some of the
worst nightmares as the absurdly complex rules applying
to food and the way in which it is sold will render
compliance extremely difficult if not impossible. "

Another point raised by the CFIB concerns the consumer

confusion that will result from a dual tax system that
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individuals do not understand. Most provinces will apply
their sales tax on the GST inclusive price. A typical
cash register can show the pre-tax subtotal, the GST
payable, the PST payable and the total. These cash
registers cannot show the intermediate subtotal which
consists of the GST-inclusive price and which is in most
cases the base upon which the PST is to be applied. To
put it simply, most cash register receipts can easily be
interpreted by consumers as charging an excessively high
PST rate. This might lead to confrontations between

retailers and customers and unfair accusations of fraud.

Thus from the point of view of compliance costs, there is
a very clear reason for integrating federal and
provincial consumption taxes. The case for integration
is also strong on economic grounds. The federal
government has argued that this stage of tax reform could
generate additional output equal to 1.4% of GDP. This
gain is due to the elimination of the FST from exports,
the removal of the tax from business inputs, elimination
of the preferential treatment accorded to imports and an
end to the price distortions arising from a tax which
imposes significantly different tax rates on different
products. Most of these problems also plague the
provincial retail sales taxes, which in total raised
$14,300 million in 1987.

Retail sales taxes do not extend preferential treatment
to imported goods. But every other criticism of the FST
applies equally to existing retail sales taxes. They tax
business inputs and consequentially result in significant
amounts of tax cascading. A large portion of provincial
retail sales taxes is invisible and therefore cannot be
removed entirely from exports. Tax cascading results in
different effective tax rates being applied to different
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products, even though the statutory tax rates are the

same.

The Committee heard testimony from the government of the
province of British Columbia that integration of the
provincial sales tax with the GST would require an
increase in the provincial tax rate of one-half
percentage point just to maintain revenues at previous
levels. On the surface this is surprising given the
broader tax base of the GST compared to all provincial
counterparts. This result can be explained by the fact

that the GST eliminates all tax cascading.

Taxing business inputs, and the resulting tax cascading,
is in fact a significant source of provincial tax
revenue. In Ontario, for example, every percentage point
of tax raised revenues equal to 1.54% of retail sales in
1987. Since the tax base is only a fraction of the
retail sales base, close to one-half of tax revenues

comes from a hidden tax on business inputs.

The province of Ontario relied most heavily on such a

hidden tax in 1987. Four other provinces engaged in
gsubstantial taxation of business inputs. These were
Manitoba, British Columbia, Newfoundland and

Saskatchewan. On average, each percentage point of tass
produced revenues equal to 1.38% of retail sales.

Provincial sales taxes are not the visible taxes we think
them to be. A substantial component consists of hidden
taxes on business inputs, resulting in a wide variety of
economic costs which are similar to those caused by the

FST. Thus there is also a great need for reform of these

provincial taxes.
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Failure to integrate provincial taxes into the federal
GST harms the economy in two important respects. In the
first place, it generates a substantial amount of excess
compliance and administration costs. Secondly it limits
the output gains available to the economy. Full
integration of the two tax regimes could add another
$4,500 million in output gain to the $9,000 million
resulting from the reform of the federal tax system.
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REVENUE NEUTRALITY, DEFICIT CONTROL AND THE SIZE OF
GOVERNMENT

The FST was projected to earn the federal government
about $18.5 billion in 1991. Its removal and the
introduction of the GST have been described by the
federal government as Dbeing alternatively "revenue
neutral" or "deficit neutral". The Government has also
described the GST as an important weapon in the fight

against the deficit.

It is possible that the Government has underestimated the
yield from the GST. The New Zealand experience indicates
that substantially more taxpayers registered than was
originally thought to be the case and that revenues per
point of tax exceeded original expectations. Whether the
original estimates of the Department of Finance in Canada
are more accurate than those of the New Zealand

government remains to be seen.

Nevertheless, a common concern expressed by witnesses
dealt with the "inevitable" increase in the GST rate,
consistent with the efficient use of this "cash cow".
New Zealand, which only recently introduced its own
variant of a VAT, has already increased the rate by 25%.
The Canadian Federation of Independent Business stated
that the cost of administering the tax is efficient only
when the rate reaches 15%. Indeed, the historical
evidence shows numerous examples of increases in the VAT
rates over time. Some examples of increases since the
VAT's introduction in major industrialized nations are:
8% to 20% in Austria; 10% to 22% in Denmark; 13.6% to
18.6% in France; 10% to 14% in Germany; 12% to 18% in
Italy; 12% to 20% in the Netherlands and 11.1% to 23.46%

in Sweden. Not only is the increasing reliance on the
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VAT remarkable as witnessed by the jump in rates, but it
is also revealing to note that the original rates in
these examples all exceed the proposed GST rate for
Canada. 1Is it then inevitable for the GST rate to climb

substantially in Canada?

The Fraser Institute in Vancouver has been a vocal critic
of government spending and its growing involvement in the
operations of the economy. It has tracked the increasing
average tax burden of families since 1961. In a
submission to the Committee, the Executive Director of
the institute, Mr. Michael A. Walker argued for some kind
of tax limitation clause to be attached to the GST.
Although the institute supports the principle of a GST,
it is concerned about the potential of the tax for
raising substantial additional taxes. The National Tax
Limitation Committee, a division of the Fraser Institute,
believes that "... unless there is constant and
unremitting attention focused on the GST, the rate will

inexorably creep up and with it the size of government.*"

This view was particularly prevalent in western Canada.
For example, in Regina the Association of Saskatchewan
Taxpayers told the Committee that "The GST will not solve
the problems of unrestrained government spending -- more
money available to spendthrifts will encourage them to
spend more... Replacement of the Manufacturers Sales Tax
(MST) by the GST is not the reform that Canada needs --
elimination of the MST, along with a general tax
reduction is what we need." That brief went on to say
that "The problems that Canada faces are run-away
spending, run-away debt, and run-away taxation...The
solution is obvious. Less. Less government, less
taxation, less spending, less regulation and no more
debt."
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This same position was presented to the Committee in
Edmonton by the Canadian Federation of National and
Provincial Taxpayers, and in Vancouver by the Greater
Vancouver Libertarian Association who stated that "Even
if the new tax was to reduce the deficit or the debt we
would be opposed to it because the logical first way to
alleviate this sorry state is to reduce government

spending, not to soak the taxpayer more."

These witnesses and others who presented similar concerns
viewed the GST as leading inevitably to higher taxes.
What might initially be a tax reform would ultimately
become an increasing tax grab. Indeed, the Minister of
Finance has always maintained that the rate might go up

in the future if circumstances warrant.

These views are best expressed in an article deposited
with the Committee by Mr. Walker in Vancouver, entitled
"The GST: A Wolf in Sheep’s Clothing." According to the
authors, Jean-Luc Mique and Pierre Simard of the
University of Quebec, nine out of ten Canadian economists
favour the tax because it is a more efficient revenue
raising tool than the FST but the vast majority of
Canadians don’t like it. While the orthodox economist
believes that governments raise tax revenues to pay for
needed public spending, the authors believe that
governments spend to curry favour with the electorate.
The more tax revenue available, the more they will
spend. Thus the GST offers
rising rates in the coming years of permanent federal

deficits." It is possible, therefore, that circumstances

the assurance of ever

will always warrant rate increases. The features of the
GST which supporters view favourably, i.e. the fact that
it is efficient and a stable source of revenue, prove to

be not a virtue but a vice.
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Every tax imposes an economic penalty on the econony,
although some are worse than others. The FST is a case
in point. According to the Department of Finance, the
removal of an $18.5 billion FST and the introduction of
the GST will generate $9 billion in efficiency gains.
This is almost 50 cents on the dollar. Since the GST
imposes efficiency costs of about 10 cents on the dollar,
the average cost of the FST at existing rates is almost
60 cents on the dollar. At the margin, a one percentage
point increase in the FST imposes an economic penalty far

higher than 60 cents per dollar of tax revenue.

If the GST rate does climb significantly over time, the

advantages of this tax reform will tend to be eroded.
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OTHER ISSUES
Interline Settlement of GST Among Airlines

The Alliance of Canadian Travel Associations (ACTA)
raised the issue of interline settlement of airline GST
liabilities. Currently, the airlines use a system called
the bank settlement plan (BSP) to process all airline
tickets and compute amounts due to airlines and travel
agents. The system is operated under IATA and owned by
the airlines. ACTA proposed to the House of Commons
Finance Committee that the BSP be used to compute the GST
liability for airlines and agents. According to ACTA,
Bill C-62 does not provide for interlining of the GST

liability on airline tickets and would need to be

modified to permit this.

Product and Excise Taxes

® Beer

Maintaining revenues at current levels on alcohol and
tobacco products was one of the objectives advocated by
the Government in the December 1989 paper on the GST. For
alcoholic beverages, this requires that the excise duty
be increased in order to compensate for the shortfall
created when the current 19% Federal Sales Tax is
replaced by the 7% GST. For example, the excise duty on
24 bottles of beer will rise from $1.58 to $2.29 in order
to maintain the price of a case of beer at an average of
$21.45 and federal revenues at $3.60.

Evidence from the Brewers Association of Canada indicated
that the Government'’s position that taxation of alcoholic

beverages will not increase is accurate only when
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considering the product purchased in a store. Even then,
the calculation is based on a weighted national average;
the price of beer would increase in 8 provinces and only
beer drinkers in Ontario and Quebec would benefit from a
price reduction. Furthermore, according to the Brewers
Association, about 25% of beer is served in taverns or
restaurants and the GST will increase prices in these
establishments by about 5% while boosting federal
government revenues on 24 bottles of beer by 76% from
$3.60 under the current system to $6.33 with the GST. The
Brewers believe that this will provide the federal
government with an additional $226 million from beer
drinkers.

The brewers also believe that increasing the excise duty
on beer when the GST is implemented will compound a
competitive distortion that domestic brewers already face
with imported beer. Since an excise duty is actually a
levy on production rather than a tax on the sale of a
product, Canadian brewers must pay the excise duty at the
end of their production process and finance the cost
until the product is sold. Imported beer, on the other
hand, is inventoried under bond so that the excise duty
is not paid until the product is shipped to the retail
store. This competitive inequity appears particularly
inappropriate at a time when Canada is under increased
international pressure to open its beer market to
imports. Furthermore, the GST was intended to remove
competitive distortions between imports and domestic

production, not to exacerbate them.

® Jewellery

The Canadian Jewellers Association told the Committee

that the continuation of the 10% excise tax on jewellery
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is unfair and discriminates against dommestic production
compared with imports. The excise tax is unfair because
jewellery is one of the few luxury items that is still
penalized with this tax. Over the years, the excise tax
has been removed on other luxury items such as expensive
imported automobiles, yachts, first-class air travel,
expensive furs and cosmetics. The excise tax is
discriminatory because, like the Manufacturers’ Sales
Tax, the imported value on which it applies does not
include overhead and selling costs. For domestic

production, these costs do form part of the tax base

The Canadian Jewellers Association believes that since
the GST would be imposed on the final selling price
rather than at the manufacturing level, it could raise a
similar amount of revenue to the existing combination of
Manufacturers’ Sales Tax and Excise Tax. The Committee
believes that the jewellers’ case has merit and that the
Government should review the decision to continue to
apply the excise tax to jewellery. If the Government is
serious about removing the preferential treatment of

imports, removal of the 10% Excise Tax on jewellery would

seem to be a logical step.

Coin-operated Machines

A unique problem exists with respect to the collection of
GST on sales through coin operated machines. Under the
GST, the tax on sales from coin operated machines will be
deemed to have been collected when the money is removed
from the machine. However, operators will have to alter
the coin acceptors on their machines to ensure that
consumers pay the GST on their sales. In this regard, the
Committee heard from a representative of the Coinamatic

group of companies, one of the largest retail vendo
rs
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using coin-operated equipment. The company has over
70,000 units of laundry equipment, which it will have to
alter by December 31, 1990, requiring some 17,500 man
hours to complete. In order to complete the task, the
company must begin in September 1990 to change the
machine mechanisms to accept an additional 25 cent piece.
The witness suggested that the GST should contain a
transitional provision allowing up to one year to
complete the change to coin acceptors and that GST should
become payable as these changes are made.

The witness also pointed out that the price increase
associated with a "wash and dry" was likely to increase
by substantially more than 7% as the 25 cent piece is the
only coin that the machines will accept. He noted that
use of the company’s average machine would increase in
price by 12.5% and calculated that the average price
increase across Canada would range from 10.0% to 16.7%,
depending on the current price. It is worth remembering
that those who use coin operated laundry facilities are
often of low income and can least afford this scale of

price increase.
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ALTERNATIVES

® Higher Personal Income Taxes

(302)

(303)

(304)

Raising personal income tax rates is one alternative that
has captured a great deal of attention. The best known
proposal in this regard is contained in the paper
"Searching for an Alternative to the GST", by Professor
Neil Brooks of Osgoode Law School. Professor Brooks
proposed that the current Federal Sales Tax be eliminated
and the revenue from this source be replaced by a
combination of higher personal income surtaxes, increased
corporate income taxes and some increases in excise taxes
to maintain federal revenue from alcohol, tobacco and

gasoline.

The Brooks proposal would raise $10.5 billion by
increasing the personal income surtaxes effectively
raising the bottom federal income tax rate by 2.7
percentage points, the middle rate by 4.2 percentage
points, and the top rate by 4.6 percentage points. This
has been criticized on the basis that it overestimates by
about 15% the amount of revenue that would be raised.
(Brooks may also have overestimated the amount of savings
to the federal government of eliminating the sales tax
paid on government purchases.)

While the Brooks proposal may be technically flawed, the
principle is sound. To replace the revenue from the FST
and to make the system more progressive, income tax rates
may have to increase beyond those estimated by Brooks and

low income credits could be provided.
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The primary attraction to raising income taxes is that
these can be made progressive over the entire range of
incomes. Sales taxes, it is often argued, are inherently
regressive taxes and can only be made more progressive at
the lower range of incomes by providing refundable sales

tax credits to those who are less well off.

Furthermore, sales taxes it is argued, are an inefficient
means of raising taxes compared with the personal and
corporate income tax systems. To administer the GST, the
Government estimates that almost 4,000 extra employees
must be hired at a cost of $200 million or more. In
addition, the compliance burden of a sales tax is
particularly onerous for small business, creating

efficency loses for the economy.

ges

One problem with increasing personal income tax rates is
that these might encourage higher income individuals to
emigrate to jurisdictions such as the U.S., which tax
less heavily. However, as Professors Jack Mintz and
Thomas Wilson argue in their brief to the Committee, if
taxpayers care about their total bill for income and
commodity taxes, rather than just their marginal income
tax rates, it may not matter whether the Government
replaces the current FST with another sales tax or with
higher income taxes. The costs imposed by higher taxes
must also be weighed against the benefits that accrue to

Canadians from public goods, such as Medicare.
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A more potent argument against relying solely on income
taxes is that this would intensify the discriminatory
treatment of savings. In the absence of consumption
taxes, after-tax income can escape further taxation when
spent on consumption but will be taxed over again if
saved. Consumption taxes have the advantage of avoiding
this double taxation of savings, which distorts capital
markets and may impose a cost in terms of long run

economic welfare.

Higher marginal income tax rates may also reduce the
reward derived from labour activities compared with
leisure activities. This can cause individuals to
substitute leisure for work activities Dby reducing
overtime, taking longer vacations, retiring earlier, or
foregoing a risky business venture because the after-tax

return does not warrant the efforkt.

® Higher Corporate Income Taxes

(310)

(341)

Another proposal to raise income taxes was presented to
the Committee by Mel Hurtig along with some very
interesting data on the amount of taxes paid by the
corporate sector. Mr. Hurtig’s brief suggested that the
GST should be rejected in favour of higher corporate
income taxes, an increase in the progressivity of the
personal income tax system, more corporate audits by
Revenue Canada, introduction of inheritance taxes, luxury
taxes, increased taxation of capital gains, and a minimum

personal and corporate income tax.

Among the surprising data presented in Mr. Hurtig’s brief
were those showing that the metal mining industry made
profits of $2.355 billion in 1986 and 1987 and paid

provincial and federal income taxes at an average rate of
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only 7.7%. Other numbers showed that the petroleum and
coal products industry paid 9.5% tax on profits of $6.216
billion over 1986-87, while the financial sector paid
federal and provincial income taxes at the rate of 11.2%
on profits of $54.818 billion.

It is important to recognize, however, that Mr. Hurtig’s
percentage tax rates are based on "book profits" rather
than "taxable income".

When the tax rates are recalculated using taxable income
as the tax base, the average percentage tax rates for the
years 1986-87 become 27.8% for the metal mining industry,
29.3% for the petroleum and coal industry, and 41.1% for

the financial sector.

An increase in corporate income taxes can be achieved
through the existing income tax system, which is
efficient and well -established. Therefore, the
administration costs connected to a corporate income tax
increase may be significantly lower than to establish a

new sales tax system.

If corporate taxes are borne by shareholders in the form
of lower returns, an increase in corporate income tax
rates would tend to shift some of the taxation burden
from wage earners to owners of capital. This may

redistribute the tax burden in a progressive manner.

Disadvantages

(316)

If corporate income taxes are fully shifted forward to

consumers in the form of higher prices, there may no
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difference to consumers whether corporate income tax

rates are raised or a sales tax is introduced.

If corporate income taxes are shifted back on to labour
in the form of lower wages, it may not be progressive to

raise corporate income taxes.

® Vacating the Sales Tax Field

(318)

(319)

(320)

Under the Established Programs Financing, the federal
government transfers large sums of revenue to the
provinces in the form of cash or tax points. For
instance, in the fiscal year 1990-91, total federal cash
transfers to other levels of government are expected to
total $24 billion, while the sum of both cash and tax

point transfers is equivalent to $36 billion in revenue.

There are several options -open to the federal
government. It could eliminate the existing FST, reduce
its payments to the provinces by a similar amount ($18.5
billion) and inform the provinces that the sales tax
field is theirs exclusively. Alternatively, the federal
government could eliminate the FST, increase federal
income tax rates and have the provinces reduce their own
income tax rates. Under this option, the combined
federal-provincial income taxes would remain constant
with the sales tax field ceded to the provinces.

In 1966, the Carter Commission made a similar proposal,
suggesting that the federal government first reform the
existing Manufacturers’ Sales Tax with a single stage tax
at the retail level and then try to negotiate an exchange
of more direct tax room for the federal government in

return for more sales tax room for the provinces.
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The existing FST would be eliminated in either option
which the Government might choose and in either case,

there would be only one broadly based sales tax.

Disadvantages

{322)

(323)

(324)

Provincial sales taxes suffer from some of the same
problems that plague the FST -- a significant amount of
tax cascading occurs and some capital goods are
taxed. Therefore, raising provincial sales taxes may

perpetuate the economic inefficiencies of the FST.

Currently, the province of Alberta and the Northwest
Territories do not have retail sales taxes. This
alternative might force these governments to institute

taxes which they consider undesirable.

If the federal government reduced its transfers to the
provinces, its ability to redistribute economic resources

from one region to another would be impaired.

® Moving the FST to the Wholesale Level

(325%

The existing Federal Sales Tax is currently levied at the
manufacturers level, with some exceptions such as
automobiles, cosmetics and laundry detergent which are
taxed at the wholesale level. This alternative would
simply move the point of tax to the wholesale level for
all commodities. The tax would be imposed on the sale to
the retailer, whether such a sale was made by a

wholesaler, a manufacturer or an importer.
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One advantage of this proposal is that the preferential
treatment of imports over domestic goods under the
existing FST would be considerably reduced. Much of the
expense agsociated with the distribution and promotion of
imports, which currently escapes taxation under the
current system, would be included in the tax base when

taxing the sale to the retailer.

Also, there would be less incentive to hive off marketing
and distribution operations from other activities. At
present, manufacturers who integrate their manufacturing,
distribution and marketing functions suffer a tax penalty
as these functions increase the value on which the tax is
calculated. Competing manufacturers can, through the use
of related marketing companies and independent or related

distribution networks, reduce the cost basis for tax.

By stopping short of the retail level, the tax would
avoid entering the same tax field as the provinces with
all of the attendant compliance problems of a two tier

sales tax system.

The Carter Commission believed that the administration of
the tax would probably be no more costly to operate than
the existing FST system. Although the number of taxfilers
would increase, there would likely be fewer valuation
problems than under the FST where a minority of goods
pass through independent wholesalers.

ges

Some retailers buy directly from manufacturers, whether

domestic or foreign. Marketing and distribution costs
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are then borne by the retailer and these costs do not
constitute part of the taxable base. Thus, goods sold
through large retail chains may bear a lower rate of tax

than those distributed by independent stores.

The major disadvantage of the wholesale tax is the fact
that it does not solve the problem of taxing business
inputs, especially capital. Tax cascading and the
excessive taxation of capital have become major factors
in promoting the GST, yet these did not appear to be
major concerns when the wholesale tax was given serious

consideration by the federal government.

Although valuation problems might be reduced by moving
the FST to the wholesale level, there would still be some
difficulties. Where a wholesaler made sales directly to
private consumers but none to independent retailers,
notional values would be necessary to determine the

approximate tax base.

® Retail Sales Tax

€333)

Advantages

(334)

A retail sales tax is a single stage tax imposed at the
point of final sale to the end user. If the aim is to tax
only the final consumer, business purchases must be
exempted from the tax and sales to the consumer at other

trade levels must be included in the tax base.

The tax avoids the production neutrality problems of the
existing FST with respect to corporate structure. For
instance, it does not make any difference at which
production stage marketing and distribution costs are

incurred because all costs are included in the final
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price of the good.

Nine of ten provinces currently operate retail sales
taxes, consequently, businesses have considerable
experience in using them. If the provincial sales taxes
were integrated with a federal retail sales tax, the
compliance costs would also tend to be fairly Ilow.
Because a single stage sales tax does not require
tracking both purchases and sales, there is less record

keeping than under the GST.

While the number of businesses required to comply would
be higher than under the existing FST, it would still be
less than under a multi-stage tax. Thus, the
administration costs would likely be less than with the

GST.

Disadvantages

(337)

(338)

The retail sales tax suffers from tax cascading where
purchases are made at the retail level without an
exemption and are used for production of other taxable
goods or services. Similarly, tax may become embedded in
the final price of goods or services that are not taxed
directly. Because of the cascading of taxes on business
inputs, exports are not totally tax-free under a retail

sales tax system.

It has been argued that the retail sales tax may be more
susceptible to tax evasion than the GST because a multi-
stage sales tax leaves a better audit trail. With a
multi-stage sales tax, firms have an interest in
purchasing from registered traders and obtaining the
proper invoices in order to claim their input tax

credits. This documentation can also be used to provide
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an audit check on the seller. However, where a business
sells only to final consumers, the incentive to issue
proper invoices is probably no higher than under a single

stage retail sales tax.

A retail sales tax may not be as useful in taxing
services because of the mixed use to which services are
put. Businesses selling services do not need to determine
whether the use is business or consumer-related under a
multi-stage sales tax; they need only issue the invoice.
Furthermore, an exemption from the retail sales tax for
supplies such as financial services means that no tax is
paid on the end use. Exemption from a VAT-type tax only
exempts value-added at the final production stage while
the tax paid on the inputs to the product remain. Because
a multi-stage sales tax is more efficient at taxing the
service sector, its revenue generating capacity may be

greater than a retail sales tax.

® Personal Expenditure Tax

(340)

(341)

The amount spent on consumption can be calculated either
by summing the expenditures on each purchase or by
subtracting total savings from total income. Similarly,
consumption can be taxed either by taxing each single
purchase or by taxing the residual from total income
after total savings are deducted. Under the latter form
of consumption tax, called a personal expenditure tax
(PET), the individual’s tax liability can be calculated
and tax paid directly through the income tax system.

The existing income tax system, which deducts some forms
of savings, such as funds contributed to registered
savings plans, constitutes a partial expenditure tax. A

full-fledged expenditure tax would effectively register
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all income, savings and borrowings and would tax the sum

of borrowing and income, less the amount of savings.

The Committee received a similar proposal for a
consumption tax, called a Simplified Consumption Tax
(SCT), from Professors Jack Mintz and Thomas Wilson. They
calculated that a 6% SCT rate would yield approximately

the same revenue as the existing FST.

In contrast to the GST, the tax could be made progressive
throughout the full income range simply by raising the
rate on taxable consumption above a certain threshold.

The proposal completely eliminates any compliance cost
for business since the tax would not be applied on sales.
In this respect, the proposal is superior to any indirect
consumption tax such as a single stage retail sales tax,
multi-stage sales tax, wholesale sales tax or other

variant.

The administration cost of this tax would be considerably
less than that of retail sales taxes. Since the tax would
operate directly through the income tax system, it should
not require a substantial number of additional employees

to administer.

The PET would enjoy all of the advantages of eliminating
the existing FST, such as removing the differential
effects on prices, tax cascading, taxes on capital, and

SO on.

The additional compliance cost for individuals would be

minimal since a personal expenditure tax would simply
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modify the personal income tax, a system with which

taxpayers are familiar.

The personal expenditure tax would not have an
unfavourable impact on the tourism balance of payments.
Canadians could not avoid the tax by travelling abroad,
as under the GST. Also, the tax would not discourage
foreigners from travelling in Canada since only Canadians

would pay the tax.

Disadvantages

(342)

(350)

€351)

This tax variant is frequently found in the economics
literature but there is little international experience
with a personal expenditure tax. This suggests that the
tax may not be as easy to administer as it might appear.
In particular, all borrowings and savings must be
effectively registered as must purchases of durable goods

if these are to be included in the tax base.

The compliance burden, although removed from most
businesses, is placed upon individuals and financial
institutions which must register savings for tax

purposes.

There may be technical difficulties in integrating the

personal income tax system with the PET.

® Turnover or Cascade Tax

(352)

A turnover tax is a multi-stage sales tax similar to a
VAT except that there is no credit provided for purchased
inputs. In pure form, the turnover tax would apply on
sales at every stage of production and distribution of

goods and services. Essentially, tax is compounded on tax
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at each stage of the production/distribution chain.
Historically, some countries either exempted certain

essential goods, such as food, or taxed these at lower

rates.

A turnover tax would be relatively easy for business to
operate since firms do not have to keep track of their
input tax credits. For the same reason, a turnover tax

may also be less costly to administer.

Disdavantages

(354)

{355)

(356)

The amount of tax contained in a product will vary
according to the number of transactions in the
production/distribution chain, which in turn depends on
the organizational structure of the firm. Thus, non-
integrated firms would incur greater tax than integrated
operations. This implies that for non-integrated firms
the price charged to consumers may not fully reflect the

tax paid on business inputs.

In general, integrated firms enjoy an advantage over non-
integrated firms because the number of taxable outside
transactions is reduced if operations can be performed

in-house.

Because the rate of tax on similar goods can vary
according to the organizational structure of production
and distribution, the amount of rebate given on exports
is based on an industry average, which in some cases does
not fully compensate for taxes paid at earlier stages of
production. On the other hand, some exports may, in

effect, receive a subsidy because the amount of rebate
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given exceeds the actual tax paid. Similarly, imports are
taxed at an industry average which means that some
domestic production would have a higher effective tax

rate than imported goods.

® Business Transfer Tax

(357)

Advantages

(358)

(359)

(360)

In contrast to the GST, the BTT would not require
separate invoicing of the tax. The total tax owed could
be calculated from information already contained in
company accounts. At the end of the period, the firm
would calculate its tax base by totalling its gross
receipts from taxable sales and subtracting its allowable
purchases. The appropriate tax rate would then be applied
to the calculated tax base.

The BTT would not require separate invoicing of taxable
sales and purchases. Firms would be able to extract from
existing company accounts the information necessary to
calculate the tax, making it easier and less costly for
firms to comply with than the GST.

The BTT may also be easier to comply with than the GST,
because the BTT would apply on a comprehensive base with

few exemptions.

Since the tax would be applied on an aggregate basis,
firms would likely include the BTT in their prices and
apply the provincial sales tax at the point of sale.
Firms pricing in this manner would not show the tax
separately on the sales invoice and thus would not

require changes to cash registers.
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If the tax were applied at a single rate on a
comprehensive base, it would achieve all of the benefits
from removing the existing FST, such as eliminating tax
cascading and removing the tax on business inputs and

exports as well as the preferential treatment of imports.

Disadvantages

(362)

(363)

(364)

® "Single

(365)

Because the BTT does not employ separate tax invoicing,
the audit trail may be less reliable than the GST. This
could make the BTT subject to more tax evasion and

avoidance.

If the lack of a separate invoicing requirement for the
BTT encouraged firms to price on a tax-inclusive basis,

the BTT would be less visible.

The greatest drawback to the BTT for governments
designing a consumption tax is the requirement for a
single rate and no exemptions. Once products or suppliers
are exempted, it becomes more difficult to calculate the
tax owed using only existing company books of account.
The effect of exemptions and zero-rating would increase
record keeping on the part of firms moving the BTT system
closer to that of a VAT.

Tax"

The "Single Tax" proposal presented by Dennis Mill, M.P.
would see a flat rate tax imposed upon personal incomes
at a 25% marginal rate. Progressivity of the personal
income system would be maintained or enhanced via
large personal exemptions as well as tax credits for
families with children. The tax base would be broadened

somewhat by including 100% of capital gains (except
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those arising from the sale of a principle residence)
in taxable income and eliminating the dividend tax
credit. Integration would be achieved by allowing
corporations to deduct, from income otherwise taxable,
any dividends paid to Canadian residents. Other major
changes to the corporate income tax system include a
shift to something approximating book profits as the tax
base and the removal of the investment tax credit and

virtually all other tax incentives.

The principal advantages of the "Single Tax" approach
are found in its overall simplicity and all-
encompassing nature - a single tax rate applied on all
forms of income, with only a few, well-defined

exemptions.

To the extent that marginal tax rates are lowered for
many taxpayers, an increase in compliance and,
conceivably, work effort would be expected -
empirical evidence exists suggesting that there are
supply-side gains resulting from such marginal tax rate

decreases.

Being levied on incomes rather than consumption
expenditures, the "Single Tax" escapes the charge of
regressivity which is regularly directed toward the
GST.

To the extent that tax and incentive induced
distortions in resource allocation would be reduced,
economic efficiency would be improved, resulting in
long term improvements in real income for Dboth

individuals and governments.
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Disadvantages

(370)

637L)

(372)

(373)

It is claimed that compliance would increase under
the new <regime (a "surfacing" o©of the underground
economy), but the marginal rate reduetion -is  not
particularly large, so this could not be counted

upon as a significant source of federal revenues.

Other weaknesses also relate to the potential revenue
yield of the "Single Tax". If there 1is to be no
large recovery from the underground economy, reliance
must be placed upon economic growth; i.e. an increase in
the tax base - of perhaps 10-15% of GDP over and
above the present growth trajectory, in order for
federal consumption taxes to be otherwise recovered.
This is an unreasonably high growth rate to be expected
to be achieved from allocative efficiency gains garnered

via tax reform.

It appears that there are also specific structural flaws

to be found within the "Single Tax" system. No
allowance seems to have been made for the existence
of unincorporated Dbusinesses, since all personal

income is required to take the form of wages,
salaries, pensions, dividends or capital gains, and
only the corporate tax return provides opportunity for

the deduction of business expenses.

Finally, what is of paramount importance to some
commentators on tax policy is that there are desired
policy goals being achieved by the present income tax
system. The "Single Tax" would eliminate from both the
personal and corporate tax regimes most tools used to
attain those goals, replacing them with direct funding

where necessary.
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® United States Alternative Minimum Tax

(374)

(375)

(376)

Numerous witnesses suggested a variety of alternatives to
the GST, one of which included the implementation of a
minimum corporate tax, equivalent to the one in use in
the United States. It has been claimed that such a tax

could raise as much as $2 billion a year in Canada.

Corporations in the United States must pay corporate
income tax in the normal manner. In addition, they must
calculate a tentative minimum tax which is levied at the
rate of 20% of alternative minimum taxable income. 105
the tentative minimum tax exceeds the regular tax, the
difference between the two is the alternative minimum
tax. The alternative tax 1limits a range of tax
preferences that corporations use to reduce permanently,
or defer temporarily, their tax liabilities. It was
designed to ensure that corporations with economic income

do not avoid paying any tax in those years.

The amount of minimum tax paid is allowed as a credit
against the usual income tax in other years if that
alternative minimum tax is due to restrictions on
preferences which defer tax 1liabilities. In many
respects, then it changes the timing of income taxes paid
but not the total amount of taxes paid. It does,
however, limit the ability of corporations to permanently
reduce their tax liabilities due to the use of tax

preferences.
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SUMMARY OF RECOMMENDATIONS FOR CHANGES TO BILL C-62

The Committee has heard a great deal of evidence about
the impact of the GST on Canadian households. The
following details the major problems raised by witnesses
during the course of the Committee’s investigation and
their recommendations for change. We present these
recommendations without editorial comment as to their

merits.
Veterinary Services and Medicines

Unlike doctors and dentists, whose services are tax
exempt under Bill C-62, the services of veterinarians are

taxable. Veterinary medicine would also be taxable.

Under proposed section 165 of the Excise Tax Act (the
"Act"), a recipient of a taxable supply is to pay a tax
equal to 7% of the value of the consideration for the
supply. The tax is not payable on the exempt supplies
set out in Schedule V. The exemptions dealing with
health care services are contained in Part II of that
Schedule. In this part, medical practitioners are
defined as persons entitled under the laws of a province
to practice the profession of medicine or dentistry.
Veterinarians have not been included in the definition.
Under Part II, section 5, the supply by a medical
practitioner of a consultative, diagnostic, treatment or
other health care service rendered to an individual is
included as an exempt supply. Clearly, this definition
does not cover the supply of services to animals.

Part II, section 9, provides that the supply of a service
will be exempt to the extent that it is reimbursable

under a provincial health care plan to provide for health
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care services for all insured persons of the province.
Although the treatment of large animals is insured by a
number of provinces, such programs are not health care

plans within the definition established under section 9.

Schedule VI, Part I, establishes the drugs that are to be
zero-rated. Drugs labelled or supplied for veterinary or
agricultural use are specifically excluded. The Canadian
Veterinary Medical Association (CVMA) has argued for tax-
exempt status for veterinary services and that veterinary
medicines be zero-rated. 1In support of its position, the
CMVA contends that veterinarians play an important role
in maintaining the quality of food and the health of
animals in Canada and in the protection of humans against
the risk of disease from animals and animal food

products.

In requesting that veterinary medication be zero-rated,
the Association notes that veterinary medication has the
same status as any other medication that is subject to
the Food and Drugs Act.

Air Transportation Tax

Part II of the Excise Tax Act provides for the imposition
of an air transportation tax (ATT) on persons who use
certain commercial air services in Canada. Under Bill C-
62, the ATT will continue, but in a modified form. The
current per ticket rate of 10% of the air fare plus $4.00
to a maximum of $50.00 for domestic flights will be
reduced to 7% of the air fare, plus $10.00 to a maximum
of $40.00. The GST will then apply on the ticket price
plus ATT. The existing ATT flat rate of $19.00 on
tickets to overseas destinations will be increased to
$40.00. The $19.00 rate will continue to apply to tickets
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purchased outside of Canada for travel to Canada.

The Air Transport Association of Canada (ATAC) recommends
that the ATT be abolished. The Association was concerned
that two forms of taxes would apply to air travel -- the
ATT and the GST. Because the GST will be charged on the
ticket price plus ATT, cascading will occur.

The Association also recommends that if the ATT is to
remain, the flat tax of $19.00 on tickets purchased in
Canada for overseas destinations be maintained.

The Bill provides that international air travel, other
than flights from Canada to the United States and sSt.
Pierre and Miquelon, are to be zero-rated. In the latter

case the GST will apply.

The ATAC recommends that flights to the United States and
St. Pierre and Miquelon be zero-rated as are all other

international flights.

The ATAC also recommends that all excise taxes on fuel be
abolished or, alternatively, that businesses be allowed
to claim an input tax credit or rebate on fuel purchased

for use in a commercial activity.

The ATAC expressed concern about the time that it will
take to recover the large amounts of taxes that its
members will pay when aircraft are imported. In its view,
these items should be excluded from the tax or tax
refunds for such purchases should be subject to a rapid
refund mechanism with a maximum 7-day delay on receipt of

input tax credits.
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Financial Institutions -- de minimis Test

Pursuant to proposed subsections 123(1) and 149(1) of the
Act, a person with revenues from financial activities
exceeding a de minimis threshold (10% of the previous
year’'s total revenues or $10 million in the preceding tax
year for the purposes of the Income Tax Act) is defined
as a financial institution. Income in the form of
interest, dividends and fees or charges for financial
services is considered to be income for the purposes of

the definition.

Input tax credits are permitted for supplies made in the
course of commercial activities. Those who provide
exempt supplies, however, are restricted when it comes to
claiming input tax credits and financial institutions are
subject to unique rules for determining these credits.
Two tests for determining the availability of input tax
credits -- the exclusive use test and the primary use
test -- are modified for financial institutions. In
general, an input is deemed to be used exclusively in a
particular activity if all or substantially all of its
use (90% or more) can be attributed to that activity.
For financial institutions, a use is deemed to be
exclusive only if it is 100%. This allows financial
institutions to claim a partial credit for GST for items

that are used less than 10% in commercial activities.

In addition, the primary use test for input tax credits
relating to capital personal property (a credit is
available only if the property is to be used primarily in
commercial activities) does not apply to financial

institutions.
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The ATAC believes that the financial services rules
should apply only to businesses that are primarily
engaged in the provision of financial services. 2 iy
therefore recommends that the de minimis test be modified
to use only a percentage amount to determine its
application. In making the calculation for the purposes
of the test, the ATAC suggest that companies be permitted
to net interest income from cash surpluses against
interest expenses where funds are borrowed to acquire

capital property.
Native Peoples

Under the Indian Act, the taxation of personal property
of an Indian or band on a reserve is prohibited. Bill C-
62 is silent on the application of the GST to native

peoples.

The Assembly of First Nations (AFN) believes that Bill C-
62 is a serious infringement of aboriginal rights as
guaranteed under section 35 of the Consititution Act,

1982,

A number of questions remain about the application of the
GST to goods and services purchased by Indians. Will it
apply to goods purchased off a reserve? Will the tax
apply to goods imported by Indians?

The Six Nations Council, Ohsweken, recommended that all
goods and services purchased by Indians, whether living

on or off a reserve, be tax free.

The AFN recommends the Bill be sent back to the House of
Commons with a recommendation that outstanding taxation

issues relevant to natives be settled.



(399)

(400)

(401)

150

GST Credit

Clause 48 of the Bill provides for a refundable GST
Credit the details of which are as follows:
-- the basic amount of the credit will be $190 per
adult and $100 per child.
-- single individuals and single parents who
maintain their own household will be eligible for
an additional credit equal to 2% of their net
income above $6,169, to a maximum of $100.
-- single parents can claim the adult credit of
$190 for one child under 19 years of age instead of

the $100 credit. The credit benefits will be
reduced by $5.00 for every $100 of income in excess
of $24,800. The credit will be indexed to

increases in the Consumer Price Index in excess of
3% (Clause 46).

Several witnesses expressed concern that the GST credit
would not adequately offset the impact of the GST on low
income Canadians. Others felt that inflation would
quickly erode its value. Statistics show that
approximately 85% of those currently entitled to the
federal sales tax credit receive it and there is some
concern that the so-called 'take-up" rate for the GST

credit will not be any higher.

The National Anti-Poverty Organization recommended that:
(a) the GST credit be increased to ensure that
families earning under $30,000 per year are better
off under the GST system;

(b) the GST credit be fully indexed to increases in
the Consumer Price Index;
(¢) the credit be given to all persons with incomes

below the poverty line;
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(d) the single-person household credit be available
in its full value to all low-income single persons;
(e) single persons who are entitled to and/or who
receive alimony or child support payments should be

eligible for the credit;
(f) the federal government ensure that provincial

governments will not deduct the GST credit from
provincial social assistance payments;

(g) the Department of National Health and Welfare
monitor "special needs" spending by the provinces
to ensure that recipients of the credit are not
required to use the credit to pay for items that
would normally be covered by special needs
spending; and

(h) the Government undertake programs to ensure
that all persons entitled to receive the GST Credit

do so.

When the Committee travelled to the northern territories,
it was pointed out that the cost of living there is
substantially higher than it is in the south. Households
require a substantially higher income to maintain the
same standard of living as their southern counterparts.
Consequently, they will pay more GST and the system of
refundable credits is insufficient to meet their needs.

It was recommended to the Committee that a separate
category of refundable credits be established for those
households residing in the north. The criteria for
eligibility should be the same as it is for the northern
tax deduction. The maximum credits and the income
threshold should be 150% of the levels that apply in the

rest of Canada.
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Education, Books and Periodical Literature

Bill C-62 (Schedule V, Part III) exempts the provision of
most educational services from the GST. However, the tax
applies to a wide range of educational supplies such as
books, learning materials, computer software and
hardware. The Canadian Teachers’ Federation felt that
the imposition of the GST on educational materials and
supplies would erode equal access to education for lower

income Canadians.

The Federation also expressed concern about the proposed
taxation of workshops, seminars and conference fees for
professional development activities. This would make
these activities less accessible to teachers and

ultimately affect their professional skills.

It recommended that books, educational materials and
educational supplies be exempt from the GST and that
consultative services used in professional development
programs for teachers be deemed an educational service

and therefore exempt from the tax.

Pursuant to proposed subsection 259(4) of the Act,
universities will be entitled to a rebate for GST paid on
taxable purchases. The Canadian Association of
University Teachers (CAUT) recommends that the rebate
level for universities be set at 100%. Alternatively,
because of the complexity associated with the
administration of a rebate scheme, CAUT recommends that
educational services provided by universities be zero-
rated. Another witness suggested that all educational
services be zero-rated. The CAUT also suggests that, to
avoid the administrative complexity associated with the

need to apportion the taxes paid between taxable and tax-
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exempt services, an input tax credit could be allowed for
all goods and services tax paid by universities and

colleges.

The CAUT expressed concern that funding for research
carried on by universities might be considered a taxable
sale and requested that this be clarified and accorded
tax-free status. Memberships in organizations for the
purpose of maintaining a professional status required by
statute are tax exempt (Schedule V, Part VI, section 18).
A membership in other public sector organizations is
taxable unless it falls under the rubric of section 17 of
Part VI. The CAUT recommends that the tax exemption for
non-profit organizations be extended to include any
professional organization which is not primarily or
substantially engaged in providing taxable goods and

services.

Schedule V, Part III, section 7, exempts from the GST
courses for which credit may be obtained toward a diploma
or a degree when offered by universities, public colleges
or schools. A number of witnesses felt that all courses
whether or not they are part of a degree or diploma
program should be exempt. Moreover, they argued that the
tax status of courses taken for occupational or

professional training should be consistent.

The taxation of books and periodical literature, whether
for recreational reading or for use by students in
schools and universities, was a major concern for several
witnesses. Many felt that a tax on books and periodicals
would impose a significant hardship and recommended that
all books and periodicals be zero-rated. Alternatively,
the CAUT recommended that a point of sale exemption or a

specific refundable income tax credit could Dbe
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established for books, equipment and other supplies
required by students for the purposes of their studies.

Rebate Levels

Proposed section 120 of the Act provides for the payment
of a rebate of the FST previously paid on goods held in
inventory on January 1, 1991. A general rebate level of
8.1% has been announced, while the level for automobiles
has been set at 11.1%.

The Canadian Cosmetic, Toiletry and Fragrance Association
is of the view that the proposed rebate factor of 8.1% on
the inventory of cosmetic, fragrance and toiletry
products held by retailers will not be sufficient to
allow for full recovery of the FST component of that
inventory. Since the FST is levied at the wholesale
level for cosmetics, that group recommended that the
rebate factor of 11.1% be extended to these products.

Retailers of pleasure boats tend to buy their products
directly from the factory. Consequently the FST content
of their inventories is very high, at least as high as it
is for automobiles, and can be easily calculated. The
general rebate level will not compensate these dealers
for the tax they have paid and they request a higher
level of rebate.

Car rental operators tend to keep their cars for a short
period of time and then sell them in the used car
market. When they sell in the used car market, GST will
apply to the sale, even though the car bears the full
amount of FST paid originally. This is due to the fact
that the inventories of car rental operators are viewed
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