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Consumer Impacts of BC’s Harmonized Sales Tax:
Executive Summary

Even before its implementation, British Columbia’s HST has been fraught with
controversy and misconceptions—and these concerns continue to today. The public has
been particularly troubled that the HST is a “tax grab,” with a large shift in tax burdens
from businesses to consumers. Fuelled by vocal opponents and the highly visible nature of
the tax, the public has perceived that the HST bites deeply into their pocketbooks.

This study takes a careful look at the impact of the HST on BC consumers and households.
Based on the evidence, | conclude that the HST is not a “tax grab” and that its overall
impact on the prices including taxes paid by consumers is very modest. Using Statistics
Canada’s monthly survey of BC prices through December of 2010, | have been able to
compute the first estimate of the HST’s actual impact in BC. My analysis of the consumer
price index (CPI) finds that the HST resulted in a 0.6 of one percent increase in overall
consumer prices in BC. This finding indicates that the average consumer is now paying
just one additional dollar for every $165 of spending. My estimate is relatively robust to
variations in time period and methods of controlling for inflation, and it matches another
study’s estimated 0.6 of one percent CPI impact for Ontario’s HST.

This small rise is at the low end of projections done by diverse organizations and
economists in advance of harmonization. A key reason for the small measured impact on
the CPI is that the HST replaced the province’s former Retail Sales Tax (RST) and the
federal Goods and Services Tax (GST), with no change in the total tax rate for most
components of consumer expenditures. Only 17 percent of total consumer spending in BC
became newly taxable. However, surveys find that more than half of all respondents
mistakenly believe the tax rate has gone up with the HST for a range of consumer items
that actually had no change in tax.

Another reason for the HST’s small effect on overall consumer prices is that prices of a
number of items have fallen slightly since the implementation of the HST. Public
skepticism on this point is widespread. Admittedly it is difficult for consumers to identify
small price cuts across a vast array of goods and services—whereas it is easy to see the
HST, which is printed clearly on every sales receipt. But the different operation of the
HST relative to the RST offers good reasons to expect the prices of some items to decrease
post-HST. In this study | report on data that confirms that businesses have in fact passed
through to consumers large amounts of their tax savings with the HST.

Poorly understood by the public is the differential operation of the HST relative to the RST
that it replaced. | explain how the HST’s removal of $1.9 billion from the $2.5 billion that
businesses paid under the RST affects consumer burdens. Businesses passed along these
so-called “embedded” taxes in the form of higher product prices for their customers. With
the RST the effective tax rates—including the embedded taxes hidden in product prices
plus the tax paid at the cash register—were higher than 7 and 0 percent, respectively for
taxable and tax-exempt items. By eliminating the embedded taxes, harmonization has
reduced the effective tax rates to a true 7 percent on taxable goods and a true 0 percent on
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“zero-rated” goods (such as basic groceries). The HST also has a category of tax-exempt
items (such as rental accommodation) with embedded taxes remaining, but it is just 30
percent of consumer spending versus 71 percent for the RST.

The reduction of effective tax rates on a large range of goods and services under the HST
provides a major offset to the increased tax rates on goods and particularly the many
services that became newly taxable for BC. A major critique by HST opponents, endorsed
in surveys by the general public, is that the removal of embedded taxes from business will
not pass through to consumers in the form of lower prices. My statistical analysis of the
actual CPI data through December 2010 confirms that pass-through of the business savings
has been large and rapid. Using as a control the inflation rate in the other western
provinces, | find that in the month spanning the HST implementation (June to July) BC’s
CPI rose by 1.0 percent. In the next five months through December 2010, BC’s CPI fell
by nearly 0.5 percent, for a net total impact on BC’s consumer prices (excluding energy) of
just 0.6 percent. Tests for the impact on selected categories of consumer expenditures
affected in different ways by the HST also showed generally sensible patterns, with
restaurant meals rising 6.5 percent between June and December.

Since most of the previously embedded taxes were removed with the HST, the net burden
on BC consumers was essentially the $600 million of RST that had been imposed on goods
and services produced in BC and sold outside the province. Importantly, the $600 million
in tax savings on BC-produced exports should not be viewed as a gift to either business or
out-of-province purchasers. Lower costs for BC firms due to the HST allow our
businesses to compete more successfully in global markets and in the rest of Canada,
which means more investment and jobs in the province. For companies selling products
with prices fixed in world markets, the savings from the HST translate into improved
profitability, which also yields more investment and jobs in BC over time. Moreover, the
lower costs for BC firms permit them to compete better with non-BC firms for in-province
sales of goods and services, further raising the impetus for increased investment and
employment in BC.

Another concern voiced by some HST critics is the regressive nature of the tax. While
economists agree that sales-type taxes generally take a larger share of incomes for lower
income households than for higher income households, a relevant consideration is whether
the HST is more regressive or less regressive than the RST it replaced. My examination of
the consumer data finds that lower income households spend larger shares of their budgets
on categories of consumer goods and services that have experienced small price decreases,
while higher income households spend more in areas with large prices increases. This
suggests that, contrary to widespread expectations, the HST is less regressive than the
RST. In addition, the provision of HST credits to lower income households plus an
income tax cut that disproportionately benefits moderate income households further makes
BC’s harmonization less regressive than the RST. The lowest income households are
actually better off with the HST than they had been with the RST.

This study also suggests policy options to mitigate the relatively small, but still real,
impact of the HST on most BC consumers. One option is to cut the HST rate by one
percentage point, which | estimate would reduce the CPI by more than 0.5 percent,
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offsetting most of the 0.6 percent increase in the overall CPI impact of the HST computed
in this study. The $800 million annual cost of this cut could be reduced by more than half
by revoking the HST’s compensatory measures and trimming the BC rebate for new
housing. Another option would be to eliminate BC’s transfer tax of 12 percent on private
car sales. The government’s hike in that tax from 7 percent was justified as part of the
harmonization, but the entire tax runs contrary to principles of tax equity, neutrality with
dealers, and not taxing again exchanges of previously taxed goods. If implemented
together, these two options would fully insulate the average BC consumer, irrespective of
income levels, from the impact of the HST. Another measure the government might
consider is to expand the use of “tax-inclusive” pricing where posted prices have the HST
included, starting in the food services sector. Consumers can encounter the HST multiple
times a day—such as when buying their morning coffee, lunch, and an afternoon snack.
Although tax-inclusive pricing does not reduce the burden of the HST, it would help lower
the “irritant factor,” and it still would leave the HST far more visible than the massive
hidden tax burden that existed under the RST.

If the HST is abolished, British Columbians will face significant costs. While we could
expect a 0.6 percent reduction in the cost of living, low-income households would lose
their provincial HST credits. Also, the province would be faced with having to return the
$1.6 billion that the federal government provided to assist with the HST transition. It is
not clear where this money would come from, but for illustrative purposes repaying the
feds would be equivalent to raising the reinstated RST by 2 percentage points (from 7
percent to 9 percent) for a year. With the HST replaced by a return to the RST, the
province would also need to reinstate its own sales tax collection agency, at a taxpayer cost
of $30 million per year for administration plus another $50 million per year for
compensating firms collecting RST. Businesses would undergo a disruptive and costly
transition back to the old RST system, with much of those costs being passed through as
higher prices to consumers. But by far the biggest economic cost of returning to the
former RST would be the loss of future investment and jobs for British Columbians and an
erosion of the province’s competitiveness.

*hkkkk

Jonathan R. Kesselman

Canada Research Chair in Public Finance
Professor, School of Public Policy
Simon Fraser University Vancouver






Consumer Impacts of BC’s Harmonized Sales Tax

Jonathan R. Kesselman

Both in the lead-up to its introduction and the subsequent period, British Columbia’s
Harmonized Sales Tax (HST) has been beset by widespread misconceptions concerning its
impact on consumers and taxpayers. The HST has been characterized as a “tax grab” by
the BC government, a large shift of tax burden from businesses to households, and a deep
bite into the pockets of consumers. This paper will address the key assertions made by
HST detractors and widely accepted by the general public. These assertions will be shown
as erroneous and based on failure to understand the comparative operation of the HST and
the retail sales tax (RST) that it replaced in mid-2010. | shall proceed by noting the
assertions regarding the HST, explaining how the HST operates and how it differs from the
RST in both structure and coverage, and reviewing forecasts about the consumer impacts
of BC’s HST made prior to implementation. | then produce the first estimates of the actual
impact of the HST on BC consumers based on statistics for its first half year of operation.
Next | address the common assertion that the HST is simply a “tax grab.” Using these
findings, | offer proposals for addressing the public’s upset over the HST impact in three
areas: 1) reducing the HST rate by one percentage point, 2) eliminating the provincial tax
on private sales of used cars, and 3) requiring restaurants and purveyors of prepared foods
as well as suppliers of homeowner services to state their prices on a tax-inclusive basis.
These modest reforms should make the HST more palatable to the public and thereby
preserve the major economic benefits of the reform.*

HST Assertions and Misconceptions

HST a “Tax Grab™

Many commentators and critics have described the HST as a “tax grab” by the BC
government. These include sources such as the Fight HST (2010) campaign, former NDP
leader Carole James (2009), popular BC blogger David Schreck (2009), and writers from
affected industries (for example, Carrick (2010)). An Ipsos Reid poll taken in late 2009
found that 90 percent of BC respondents agreed with the statement *“‘the HST is just a huge
tax grab by the provincial government and businesses might not reduce their base prices
after implementation and pass the savings onto consumers ...” (Digital Journal (2009);
Ipsos Reid (2009)). Commentators and critics have typically recognized that the shift from
RST to HST would relieve businesses of their RST burdens, but they have been uniformly
skeptical of the notion that much if any of these tax savings to business would be passed
through to consumers in the form of lower prices.

! See Kesselman (2010a) and Finlayson and Peacock (2010) for evaluation of economic aspects of the BC
HST.
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Consumer Impact

Greatly exaggerated notions of the size of consumer impact have done much to fuel
opposition to the HST. Leading the charge was a claim by leader of the “Fight HST”
group and former BC Premier Bill Vander Zalm that “the average family in B.C. will pay
in excess of $2,100 per year in more sales taxes with the HST” (2009). These high
estimates of the pocketbook impact of the HST have been echoed in remarks by others,
such as a letter writer to the Vancouver Sun, who stated that with two young children her
family has “estimated that our monthly expenditures will go up $250 to $500, depending
on the month” (Arnott 2010). Even taking the lower figure, or $3,000 per year, that
implies the annual purchase of $43,000 of goods and services that would become newly
taxable with the HST. All of these figures are far larger than the pre-reform estimates of
consumer impact from varied analysts including the TD Bank (2009), the Fraser Institute
(Veldhuis et al. 2010), the Canadian Centre for Policy Alternatives (Lightman and Mitchell
2009), and the Bank of Canada (2010). Even after the HST had been in place for several
weeks, 31 percent of British Columbians felt that “The HST has severely affected the
finances of my household,” and another 37 percent responded “moderately affected”
(Angus Reid 2010).

Coverage of HST

One reason for exaggerated notions of the consumer impact of the HST is widely held
misconceptions about what items became newly taxable by the BC government in the shift
from RST to HST. The HST Information Office established by the BC government to better
inform the public in advance of the HST referendum commissioned a survey in November
2010 to assess the views and knowledge of residents (HST Information Office 2010a). Results
of the survey revealed striking misconceptions about what items had become newly taxable by
BC with the HST. It asked respondents whether they believed tax on various goods and
services had increased with the HST: basic groceries (27 percent responded “significantly,” 36
percent “somewhat”; false except for snack foods); furniture and appliances (23 percent
“significantly,” 25 percent “somewhat”; false); haircuts (27 percent “significantly,” 39 percent
“somewhat”; true); re-sale homes (20 percent “significantly,” 16 percent “somewhat”; false
except for commissions on the sale); new homes less than $525,000 (23 percent
“significantly,” 16 percent “somewhat”; false); restaurant meals (“significantly” 49 percent,
“somewhat” 40 percent; true); electronics (“significantly” 22 percent, “somewhat” 26 percent;
false); prescription drugs (“significantly” 13 percent, “somewhat” 21 percent; false); and
gasoline (“significantly” 23 percent, “somewhat” 26 percent; false). In fact, most of these
items had been fully taxed at a 7 percent RST plus 5 percent GST rate prior to harmonization
and faced a combined but equal 12 percent rate under the HST. Similarly, in Ontario, which
adopted an HST at the same time as BC, misconceptions about what was newly taxable
lingered; a survey in October 2010 found that 56 percent of respondents erroneously believed
the HST applied to resale homes (Abma 2010).

Operation of HST vs. RST

An understanding of the different operation of a retail sales tax (the format of BC’s former
provincial sales tax) and a value-added tax (the format of both the GST and the HST) is
essential for explaining why the consumer impact of harmonization is so small. The
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following examples assume a 7 percent tax rate for both the RST and the VAT—the same
rates as BC’s former tax and BC’s part of the HST. The examples are used to show the
consumer impact of each type of tax for goods or services that are taxable or tax-exempt
(under the RST and VAT) and additionally for a category unique to the VAT: so-called
“zero-rated” treatment. In each case, our interest focuses on the “effective tax rate” or
ETR—which adds any taxes imposed on businesses in producing the item with those paid
explicitly by consumers upon purchasing the item.

Table 1; Effective Tax Rates with Retail Sales Tax and Value-Added Tax:
Examples of Taxable, Tax-Exempt, and Zero-Rated Goods and 7% Tax Rate

Retail sales tax that hits some business inputs at each stage of production

Production stage Cost Inputs taxed Tax on inputs Sale price
1 — Raw materials $5.00 $2.00 $0.14 $5.14

2 — Manufacturing  $12.00 $3.00 $0.21 $12.21
3 — Retailing $19.75 $3.60 $0.25 $20.00
Sum of taxes on business inputs (embedded taxes) =  $0.60

If good is taxable:
Tax @ 7% on final sale to consumer: 0.07 x $20.00 = $1.40
Total taxes paid on item (final plus embedded) = $1.40 + 0.60 = $2.00
Effective tax rate (ETR) on final sale value = $2.00 / $20.00 = 10%

If good is tax-exempt:
Final sale is not taxed but contains embedded taxes of $0.60
ETR on final sale value = $0.60 / $20.00 = 3%

Value-added tax that insulates inter-firm sales from tax by input tax credits (ITCs)

Production stage Cost Sale taxed ITC Purchase net of ITC
1 — Raw materials $5.00 $0.35 -$0.35 $5.00

2 — Manufacturing  $11.86 $0.83 -$0.83 $11.86

3 — Retailing $19.40 $1.36

Sum of taxes on business inputs (embedded taxes) = $0.00

If good is taxable:
Tax @ 7% on final sale to consumer: 0.07 x $19.40 = $1.36
Total taxes paid on item (no embedded taxes) $1.36
Effective tax rate on final sale value = $1.36 / $19.40 = 7%

If good is zero-rated:
Final sale is not taxed and contains no embedded taxes
ETR on final sale = $0.00 / $19.40 = 0%
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Operation of Retail Sales Tax

The upper panel of Table 1 shows the operation of an RST with three stages of business in
producing a consumer good: extracting raw materials, manufacturing, and retailing. At
each stage the business incurs RST imposed on some of its inputs, and the cost of this
“embedded” tax gets built into the selling price for its product to the next business stage.’
By the time the item gets to the final stage of retail sale, it has a total RST of $0.60
embedded in its selling price, before adding the tax paid directly by the consumer. The
sale price of $20.00 has 7 percent tax imposed on the consumer for $1.40 plus the
embedded tax of $0.60. The total tax on that product is $2.00 and not just the $1.40 that
the consumer sees. The ETR is thus 10 percent ($2.00 / $20.00) and not the nominal or
statutory 7 percent rate. Even if the item is “tax-exempt” under the RST format, it still
bears the embedded taxes, so that its ETR is 3 percent and not the ostensible 0 percent.

Operation of Value-Added Tax

The lower panel of Table 1 shows the operation of a VAT with the same product, the same
costs (other than taxes), and three stages of business. Now the entire sale price of raw
materials and intermediate products between businesses is subject to tax (not just some of the
inputs), but this tax is fully offset by the allowance of “input tax credits” to the purchasing
business.®> Therefore, no taxes get embedded in the production process, regardless of whether
the product is taxable (subject to the 7 percent rate at retail sale) or “zero-rated” (free of tax at
retail sale). With the VAT format, a 7 percent nominal or statutory tax rate also yields a true
ETR of 7 percent and nothing more for taxable goods, and zero-rated goods bear a true ETR of
0 percent rather than the positive ETR borne by goods that are “tax-exempt” under a RST. Not
illustrated in the table is the further case of tax-exempt goods under a VAT, which bear
embedded tax (but usually only the tax paid by the business making the final sale to the
consumer) somewhat like tax-exempt treatment under the RST with a positive ETR.

Removing RST Embedded Taxes

A key difference between the RST and VAT formats is that the latter (and the HST) removes all
embedded taxes from goods and services whether they are treated as taxable or zero-rated.
Under BC’s former RST, about $2.5 billion annually or 48 percent of total RST revenues took
the form of these hidden, embedded taxes. Those taxes were paid in the first instance by
businesses but were passed along in the form of higher prices to consumers. BC’s shift to the

2 In fact, BC’s former RST did provide exemption from tax for some business inputs in selected sectors, but
the exemptions overall were very limited since they left $2.5 billion of RST on businesses. The RST
format’s inherent difficulty in distinguishing between business and consumer purchases of many items is
discussed in Cnossen (1987). The RST also gives government the option of collecting taxes without them
being visible to voters other than business owners, which provides an incentive for heavy tax on businesses
even if borne by households.

® Throughout this paper, | ignore the existence of two factors that can leave a small amount of HST borne by
businesses embedded in the prices of both HST-taxable and zero-rated products. First is a temporary partial
restriction on input tax credits that can be claimed by businesses with sales over $10 million; this entails an
annual cost of just $162 million and will be phased out after five years (BC Ministry of Finance 2010, p.
101). Second are purchases by businesses producing HST-exempt items (mainly financial services) that
yield some embedded tax in their sales. The great majority of tax-exempt items under the HST are purchased
solely by consumers and not much used as business inputs and therefore lead to significantly less embedded
tax than an RST.
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HST has removed $1.9 billion—three-quarters of the embedded tax under the RST—from
business.* A central issue in assessing sales tax harmonization in BC is the extent to which and
how quickly the removal of most of those embedded taxes on business will be “passed through”
to consumers in the form of lower prices. HST critics assert that little or no pass-through arises
with harmonization. | later review the assumptions about pass-through in forecasts of the
consumer impact of harmonization, and | follow this with statistical evidence from BC’s
experience with the HST through December, 2010, that shows the actual extent of pass-through.

Coverage of HST vs. RST®

Tax harmonization in BC shifted a relatively small number of tangible goods from tax-
exempt to taxable status (most tangible goods had already been taxable under the RST). As
shown in the previous section, those goods had their ETRs increased from small positive
numbers (not zero) to 7 percent. Notable examples of goods newly taxable by BC under the
HST (all already taxed by the federal GST) include magazines and newspapers, restaurant
meals and other prepared foods, non-prescription medicines and vitamins, and tobacco
products. Newly constructed housing for both ownership and rental usage was also added to
taxable goods under the BC portion of the HST. However, | later show that except for
highly valued new homes this expansion of the BC tax had little impact on costs because of a
very generous BC rebate on new housing. That rebate fully insulates from incremental tax
new units up to $525,000 and offers a flat rebate of $26,250 on higher-valued homes, for a
total annual revenue cost of $615 million. Harmonization also shifted some categories of
tangible goods from tax-exempt under the RST to zero-rated under the HST, thus reducing
their ETRs from positive figures to zero; basic groceries are the most important example.

Coverage of Services

The largest changes in coverage by the HST were the addition of many formerly tax-
exempt services to taxable status for BC. All of those newly added services had already
been taxable under the federal GST, thus raising their ETRs from something above 5
percent including embedded BC taxes to the full 12 percent. Examples of newly taxable
services for BC include shoe repair and tailoring, basic cablevision and local residential
phone, repair and maintenance of household appliances and real property, parking,
massage therapy, golf and gym memberships, admission to sporting, movies, and cultural
events, interior designer, wedding and event planning, accounting, hair stylist and barber,
esthetician, veterinarian, and domestic non-public bus, rail, and air travel.

A number of services had already been taxable under BC’s RST and remained taxable
under the BC portion of the HST. These included legal services (other than legal aid),
automobile repairs, furniture re-upholstery, repairs to appliances outside of the home,
equipment rentals, photo finishing, specialty cable tv, and mobile and long-distance phone.
While the statutory tax rate on these services remained at 12 percent, their ETRs had

* The remaining roughly $600 million of embedded taxes under the BC HST are due to HST-tax-exempt
treatment of items such as financial services and rental accommodation. The input tax credit restriction will
increase embedded taxes for the first few years (see previous note).

® For an extensive listing of changes in taxable coverage of goods and services with the BC harmonization,
see HST Information Office (2010b).
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exceeded 12 percent with the RST and declined to 12 percent with harmonization, since
taxes embedded in their supply were offset with the provision of input tax credits.

Several important services that were tax-exempt under the RST remained tax-exempt
under the BC portion of the HST. Major items were childcare, legal aid, long-term rental
accommodation, books (via a BC point-of-sale rebate), and health care services including
dental, a wide range of medical, psychiatry, audiology, chiropractic, and physiotherapy
(but not massage therapy). Some of these items, such as rents and childcare, loom
particularly large in the budgets of lower-income households, so their continued exemption
from tax helps to reduce the regressivity of BC’s harmonization. However, note that even
though rents remain tax-exempt, some inputs to the operation of rental housing such as
services for maintenance, repair, and gardening became newly taxable for BC; over a
longer period of time, those increased costs to the property owner will likely work their
way into the rental structure. | later offer a rough assessment of the extent to which
harmonization affected the overall distributional pattern of BC’s sales taxes.

Table 2: Change in Composition of Taxable Items
with Harmonization and lllustrative Effective Tax Rates

- . BC consumer Illustrative
Composition of consumption expenditures (%) ETR (%)
BC Retail Sales Tax (pre-HST)

Taxable items 29 8.3
Tax-exempt items 71 1.2
Total or average 100 3.3
HST (BC portion only)
Taxable items 46 7.0
Zero-rated items 24 0.0
Tax-exempt items 30 2.4
Total or average 100 3.9

Source and notes: Allocation of consumer expenditures across taxable categories estimated based on Provincial Economic Accounts for
2009 for BC (Statistics Canada); note that consumer expenditures in the economic accounts excludes purchases of new homes (classified
as business investment); imputed rental value of owner-occupied housing has also been excluded from the measure of consumer
expenditures in the table.

Expenditures on items that receive a point-of-sale rebate for the provincial part of the HST or residential energy credit are counted as
zero-rated items as they bear zero net tax for the consumer, and businesses selling those items can claim input tax credits for the taxes
paid on their purchases.

Effective tax rate figures are presented for illustrative purposes, as no direct measures were available. Average ETRs under each tax
regime are the weighted averages of the respective ETRs by taxable category.



Consumer Impacts of BC’s Harmonized Sales Tax Page 7

Figure 1:
Shift in Taxable Status of Consumer Expenditures from RST to HST

RST HST

Taxable (ETR > 7%) 29% — Taxable (ETR =7%) 29% .
46%

/ Taxable (ETR = 7%) 17% -

Tax-exempt (ETR > 0%) 71% —» Zero-rated (ETR = 0%) 24%

Tax-exempt (ETR > 0%) 30%

Changes in Coverage and ETRs

Table 2 presents figures intended to assist in understanding the ETR impacts of changing
the coverage and tax treatment in the shift from BC’s RST to the HST. The first column of
figures shows the composition of total expenditures by BC consumers across the types of
tax treatment under each of the tax regimes.® Under BC’s RST about 29 percent of
consumer expenditures were taxable, with the other 71 percent being tax-exempt. BC’s
part of the HST increased the taxable share of consumer expenditures to 46 percent (mostly
increased coverage of services), while the tax-exempt share declined even more sharply to
30 percent, with the balance of 24 percent going to the HST tax treatment of zero-rated.
Figure 1 shows more clearly how the 71 percent of consumer expenditures previously
treated as tax-exempt was distributed into the three types of tax treatment under the HST.
While 17 percent of total expenditures shifted from tax-exempt to taxable,” thus raising the
overall ETR under the HST, and 30 percent remained tax-exempt, equally important was
the 24 percent that shifted from tax-exempt (ETRs greater than zero) to zero-rated (ETR of
zero). Hence, the harmonization involved a more complex shift than simply making more
items taxable. Offsetting the impact of that change on the ETR were the shift of previously
“tax-exempt” items and “taxable” items, both with embedded taxes, to zero-rated and
taxable status both without embedded taxes.

The next column of Table 2 shows this impact on the average ETR under each regime with
illustrative figures since direct figures are not available. The ETR for both taxable and tax-
exempt items under the RST exceeded their respective nominal tax rates of 7 and O
percent, respectively. The indicated average ETR for the RST is an average of those ETRs
weighted by their respective shares of consumer expenditures.® With HST the substantial
share of consumer spending that has become newly taxable for BC faces an ETR of 7
percent but a smaller increase than that because it had previously borne a positive ETR
under the RST. Moreover, items that were previously tax-exempt under the RST and
became zero-rated with the HST enjoy a decline in their ETR. Conversely, RST tax-

® These figures are best approximations based on sources and assumptions described beneath the table, and
they should not be regarded as precise numbers.

" This 17 percent figure was identical for Ontario’s harmonization, although the list of newly taxed goods and
services differed somewhat from BC’s (for example, prepared food and beverages of $4 and over had
previously been subject to Ontario’s RST).

® That is, 0.29x 8.3 +0.71x 1.2 =3.3.
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exempt items that remained tax-exempt under the HST likely experienced ETR increases
because the HST expanded taxable coverage of services, many of which are inputs to tax-
exempt items. The HST has to generate additional revenues to cover the taxes previously
embedded in exports from the province and the cost of BC’s HST compensatory provisions
($410 million).® Thus, even with complete pass-through and net revenue neutrality, the
average ETR of the HST exceeds that of the RST.

Consumer Impact: Extent of Pass-Through

A Kkey issue in assessing the consumer impact of BC’s sales tax harmonization is the extent
to which the former RST burdens on businesses embedded in consumer prices will be
passed through to consumers when removed. At issue are both the ultimate extent of pass-
through and the speed at which this pass-through occurs. With competitive product
markets, one would expect the business taxes, like any component of cost, to be fully
borne by consumers and their removal to be fully passed through to benefit consumers. To
the extent that product markets are less than competitive, or oligopolistic with few
suppliers of a given product, pass-through might be only partial. However, a further
possible outcome is that pass-through is more than 100 percent, so that removing a dollar
of business tax burden results in more than one dollar of savings to consumers in reduced
prices. This case could occur when the tax is removed from business investment in a
capital-intensive industry, such as telecommunications (e.g. cellphones), permitting new
entrants to pay less for their capital than the incumbents had paid; the lower consumer
prices charged by the new entrants forces the incumbents also to compete with lower
prices.” In this section, | review previous analyses of tax pass-through to consumers using
two methods: forecasts based on economic modeling with various assumptions, and
empirical evidence based on previous reforms similar to BC’s harmonization. In a later
section | analyze the empirical evidence based on BC’s actual HST experience.

Before reviewing estimates of the consumer price (CPI) impact of BC’s tax reform, | offer
evidence about the amount of embedded taxes borne by BC consumers under the RST and
the likely range of outcomes for pass-through with harmonization. The RST imposed $2.5
billion annually on business inputs, and harmonization has removed $1.9 billion of that
burden. However only 52 percent of the embedded taxes are related to BC consumers’
purchases, with 33 percent to buyers outside the province, and the remaining 15 percent to
public sector bodies (municipalities, universities, schools, colleges, hospitals) and non-
profit and charitable organizations.* Since the latter organizations were insulated against
incremental HST burdens by special provincial rebates, that eliminates $300 million from
possible shifting to consumers. As a result, the implied maximum shift of tax burden onto
BC consumers would be $1.6 billion ($1.9 billion minus $300 million) if pass-through

® This compensation was forecast for fiscal 2011/12 at $227 million for the BC HST credit to lower-income
households plus $183 million for the increased personal income tax exemption; BC Ministry of Finance
(2010, p. 101). Also, note that the share of direct burden born by the public sector bodies was nearly
unchanged with harmonization due to the provision of BC rebates at rates calculated to insulate the various
components of the sector; however, these bodies benefited indirectly from reduced embedded taxes on their
purchases.

19 This case is posited in Ontario Ministry of Finance (2010, p. 17).

1 Estimates are based on Statistics Canada’s National and Provincial Input-Output Tables.
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were zero. That figure plus the revenues needed to finance BC’s companion changes
would entail a likely maximum impact on the provincial CPI of about 1.3 percent*? If
businesses were to pass through all their tax savings on inputs used to produce items
destined for BC consumers, the maximum tax shift to consumers would be only the $600
million share of the removed embedded taxes now borne by exports from the province plus
the revenue needed to finance BC’s companion changes. That amounts to about 0.6 of one
percent of consumer expenditures, the likely minimum impact of harmonization on the
provincial CPI.

Forecasts of CPI Impact

Several economic forecasts of the CPI impact were undertaken prior to the effective date of
the harmonization. These forecasts employ input-output tables tracing how various
intermediate inputs (and their associated taxes) work their way through the economy from
raw materials to production to distribution. They also must employ specific assumptions
about the extent and speed of pass-through of the business tax savings into consumer
prices. The TD Economics study of the BC harmonization forecast a CPI impact of 1.5
percent immediately if pass-through were zero and 0.7 percent if complete pass-through
arose after sufficient time."®> However, that forecast was undertaken prior to the BC
government’s enrichment of the BC HST housing rebate, which would lower both figures
somewhat. The Bank of Canada has also provided inflation forecasts for the country as a
whole both with and without the BC and Ontario sales tax reforms (2010, pp. 21-22). The
maximum difference was 0.4 percent in third quarter of 2010 and shrinking to smaller
figures in the succeeding quarters. Since those two provinces account for about half of the
nation’s total GDP, the implied inflation impacts in the two newly harmonizing provinces
were a maximum of 0.8 percent in the first quarter and declining figures as more time was
allowed for tax pass-through to consumers.

Evidence from Previous Tax Reforms

Previous tax reforms analogous to BC’s sales tax harmonization provide further evidence on
the extent of pass-through when businesses are relieved of taxes on their inputs. First was
Canada’s original move to a value-added tax in the form of the GST in 1991, this replaced a
tax imposed on businesses in the form of the federal manufacturers’ sales tax. Analysis of that
tax reform found only a small net increase in consumer prices, reflecting the pass-through of
“most of the savings” from business to consumers in the first year (Consumer and Corporate
Affairs Canada 1992). The second example was sales tax harmonization by the three larger
Atlantic provinces in 1997, when they merged their provincial taxes with the federal GST in

12 This calculation is based on a projected $140 billion of consumer expenditures in BC for 2011 (projecting
CANSIM v687682 for BC for 2009 of $126.8 billion by 10 percent to 2011); the figure also requires
adjustments, such as counting the extra $410 million of HST revenue needed to balance costs of the BC HST
credits and the increased basic allowance for BC income tax, and the partially offsetting $150 million savings
to business in reduced compliance costs with HST.

3 The TD Bank Financial Group (2010) study assumed 80 percent pass through by the end of the first year
and 95 percent within three years of the reform.
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Canada’s first Harmonized Sales Tax.* Analysis of that tax reform found that overall
consumer prices fell with the reform, roughly in line with the expected pattern across the
expenditure categories. The resultant findings suggest substantial pass-through of business tax
savings to consumers “although prices rose somewhat for purchases of shelter, clothing, and
footwear...” (Smart and Bird 2009a, p. 86). In contrast to the Atlantic harmonization, for BC
clothing and footwear prices would be expected to decline since the pass-through savings
should swamp the tiny expanded coverage of adult-sized children’s clothing and footwear.

Consumer Impact: Statistical Evidence for BC
Methodology

Previous forecasts of the consumer impact of harmonization relied on economic models
and various assumptions regarding pass-through to consumers of the business tax savings.
With consumer price index data now available for BC for six months following the
abolition of the RST and implementation of the HST, a direct measure of the consumer
impact can be made without any economic assumptions. Table 3 presents computations of
the changes in BC’s CPI for several periods: the June to July 2010 one-month period of the
switch from RST to HST to measure the immediate impact; the July to December 2010
period to gauge the subsequent impact including any pass-through for the most recent
period for which data are available; the full six-month period from pre-HST in June 2010
to December 2010 to gauge the CPI impact to date; and the full year period December
2009 to December 2010 to provide a longer period and remove any effects of seasonality.™
The table includes the CPI for all items and for all items excluding energy, which is
deemed preferable because it removes the volatile component of energy prices.”® Table 3
also includes CPI changes for expenditure categories that provide some insight into HST
impacts because items previously tax-exempt were either zero-rated or newly taxed by BC.

Table 4 presents computations of changes in BC’s CPI for the same choice of periods and
CPI expenditure categories but controls for general inflation and inflation of specific
expenditure categories that have occurred independently of the harmonization.'” This
control is implemented by taking the average of CPI changes in each of the respective
expenditure categories for the other three western provinces (Alberta, Saskatchewan, and
Manitoba). The choice of these three provinces to act as “controls” for the BC price
changes is justified by their relative proximity to BC, the resource orientation of their
economies similar to BC’s, and the fact that they are the only three Canadian provinces
other than tiny Prince Edward Island that do not have an HST. The figures for the

! The Atlantic provinces’ HST was preceded by Quebec’s move to a value-added tax shortly after the initial
GST. Although Quebec’s sales tax is not formally “harmonized,” it is close to the federal GST with minor
variations in coverage of consumer goods and input tax credits.

1> As Statistics Canada (n.d.) states, “the CPI is more accurate as an indicator of change over several months
or a year compared to the accuracy of the price change measured from any one month to the next.”

16 Also reinforcing this preference is the fact that BC’s HST did not extend to home heating fuels and
electricity (through a rebate) or to gasoline, so that the CPI excluding energy does not omit any HST impact
for British Columbians.

7 In research design, this method is called “difference in differences,” since it combines a “before-after”
comparison for BC with a “with-without” comparison of experience between BC and provinces that did not
harmonize over the same “before-after” period. See Wikipedia.
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category of tobacco products and smokers’ supplies has been adjusted to remove the
impact of significant tax hikes on tobacco products in the 2010-11 budgets of Manitoba

and Saskatchewan (affecting only the period prior to BC’s harmonization).

Table 3: Price Level Changes for Various Consumer Categories, BC (percents)

Jun 10- | Jul 10- | Jun 10- | Dec 09-
Expenditure category Jul 10 Dec 10 | Dec10 | Dec 10
All items 1.1 0.0 1.1 2.4
All items excluding energy 1.0 -0.1 0.9 1.7
Food purchased from stores 0.1 0.9 0.9 1.8
Food purchased from restaurants 6.4 0.8 7.2 7.5
Rented accommodation 0.1 0.5 0.6 1.5
Homeowners’ maintenance and repairs 2.5 -3.1 -0.7 1.9
Telephone services 1.5 0.3 1.8 1.9
Clothing and footwear 0.1 -3.3 -3.2 -4.4
Personal care 1.5 0.6 2.1 2.2
Recreation 2.0 -35 -1.6 0.4
Tobacco products and smokers’ supplies 6.4 1.6 8.1 8.6

Source and notes: Statistics Canada (monthly issues December 2009 through December 2010), data retrieved via CANSIM; price

changes are in percents per specified period (not annualized); figures for Jun 10-Dec 10 do not always add exactly because of rounding.

Table 4: Price Level Changes for Various Consumer Categories, BC,
Controlling for Price Level Changes in Other Western Provinces (percents)

Jun 10- | Jul 10- | Jun 10- | Dec 09-
Expenditure category Jul 10 Dec 10 | Dec10 | Dec 10
All items 1.0 -0.4 0.6 1.1
All items excluding energy 1.0 -0.5 0.6 0.6
Food purchased from stores -0.7 0.8 0.1 1.2
Food purchased from restaurants 6.3 0.2 6.5 5.4
Rented accommodation 0.0 -0.3 -0.3 -0.4
Homeowners’ maintenance and repairs 2.3 -3.7 -15 3.2
Telephone services 15 0.2 1.7 0.4
Clothing and footwear 0.2 -0.4 -0.2 -1.8
Personal care 2.1 -0.3 1.9 1.4
Recreation 1.4 -1.3 0.1 0.7
Tobacco products and smokers’ supplies 5.8 1.9 7.8 7.1

Source and notes: control undertaken by the author by subtracting the unweighted average price change for respective expenditure

category in Alberta, Saskatchewan, and Manitoba for the respective period; the figures for Manitoba and Saskatchewan for the tobacco
products category were adjusted to remove the effects of tax increases in their 2010-11 budgets, using information from those budgets
and Smoking and Health Action Foundation (2010). See Table 3 source and notes.




Consumer Impacts of BC’s Harmonized Sales Tax Page 12

Statistical Findings

The results for the consumer impact of BC’s HST without any controls for general
inflation (Table 3) are well within the range forecast by economic models. For the month
of the reform, June-July 2010, the impact on the price of all items excluding energy was
1.0 percent, and for the succeeding five months, the impact was —0.1 percent, for a total
impact over that six-month period of 0.9 percent. Controlling for general inflation (Table
4), the corresponding price impacts for BC were 1.0 percent in the first month and -0.5
percent in the next five months, for a net impact of 0.6 percent over the six-month period
(rounding of the individual figures accounts for the total figures not adding exactly).
Moreover, using the controlled figures, for the full one-year period bracketing BC’s
harmonization, the net impact was also 0.6 percent. This figure is at the bottom end of the
forecast consumer impacts of harmonization and, remarkably, only for those that assumed
full pass-through of the business tax savings after an extended period. Also notable is that
my estimate of the HST impact for consumer prices in BC matches an estimate of 0.6 of
one percent for Ontario’s tax harmonization in another study.'®

Most of the CPI impacts for specific expenditure categories charted in the tables also make
sense based on the changes in coverage with BC’s harmonization. Focusing on the
controlled figures in Table 4 and the full six-month period, the largest impacts can be seen
on the two categories that became newly taxed: food purchased from restaurants (6.5
percent, somewhat less than the 7 percent tax, perhaps reflecting pass-through) and tobacco
products (7.8 percent, somewhat higher than the 7 percent tax). Several expenditure
categories show negative figures for the CPI impact (rented accommodation, homeowners’
maintenance and repairs, and clothing and footwear).’* Those results may reflect some
pass-through, which seems to be confirmed by the fact that five of the nine specific product
expenditure categories tabled show negative figures for the five-month period July-
December 2010 following the harmonization. Expenditure categories such as personal
care and recreation that had substantial services added to BC’s tax base show positive
figures of 2.1 and 1.4 percent for the reform month (both well below 7 percent, as
expected) and 1.9 and 0.1 percent for the six months, respectively. Thus, the areas of
increased taxation of services in BC displayed only very modest consumer price impacts.

I also examined the price patterns on owned housing, but these revealed that BC had virtually no
change either between June and July 2010 or between June and December 2010 for both the
broader category and the subcategory of “replacement cost” despite the additional BC HST. This
outcome likely reflects the fact that the great majority of units received sufficient BC HST housing
rebate to offset all or most of the incremental cost. Only new units costing more than $525,000
bear any incremental cost relative to the RST that they had borne on materials, supplies, and
equipment; even higher-priced units benefit from a flat rebate amount of $26,250 offsetting part of

'8 Smart’s (2011) estimate uses a difference-in-differences method similar to the present study but with
Quebec as the control province and excludes the replacement cost of owned accommodation.

% However, one would expect homeowners’ maintenance and repairs to be a positive figure for the six-
month period given the addition of on-site labour value to BC’s taxable base with the HST. This might be
explained by the seasonal impact of the large —3.7 percent change for July-December 2010, in which the
comparator provinces have more severe winters affecting the types of repairs undertaken.
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their BC HST.?° This conclusion is consistent with the estimate that new housing had $267 million
of embedded RST annually versus the $300 million BC HST net of the BC HST housing rebate,
for an increased tax burden on the sector of only $33 million per year.

Sensitivity Analysis

Since the results are potentially sensitive to how one chooses to control for inflation that
would have otherwise occurred in BC over this period, |1 examined alternative controls.
First, 1 weighted the CPI changes of the other three western provinces by their populations.
Because of Alberta’s much larger population than the other two provinces and its
abnormally low inflation over this period, this changed the results slightly but left the
general pattern of price changes across expenditure categories unchanged. Second, | took
the CPI changes for all of Canada except the two newly harmonizing provinces (BC and
Ontario) as the control (taking the all-Canada CPI changes and removing those two
provinces by applying their GDP weights). For the estimated impact of the HST on BC for
all items excluding energy, using this alternate control had only a small effect for the 6-
month period (just 0.1 of one percent higher) and no effect for the 12-month period (all
relative to the unweighted western provinces control). As a result of these sensitivity
analyses, | regard my basic findings as relatively robust and prefer the original control.

Summary of Statistical Findings

My estimated impacts of BC’s harmonization exercise on consumers are critical to the
evaluation of this policy and warrant brief summary. When controlling for general price
movements that would have occurred without the HST, | find the following impacts on
consumer prices including taxes faced by British Columbians for the first six months since
the old RST was abolished and the HST instituted:

. For expenditures on all goods and services excluding the volatile energy
component, prices rose by 0.6 of one percent; the same figure also emerged for the
full one-year period bracketing the harmonization.

. This 0.6 percent price impact of the harmonization consisted of plus 1.0 percent in
the first month (June to July 2010) followed by minus 0.5 percent for the following
five months (with 0.6 rather than 0.5 the result of rounding). The negative figure for
the five months from July through December 2010 is evidence of substantial pass-
through to consumers of the tax savings for business; moreover, of the nine
expenditure categories tabulated, the five-month figures are negative for five, a small
plus 0.2 percent for two, and more substantial positive figures for just two.

. For food purchased from stores (including basic groceries that had no additional tax
and snack foods that were newly taxed by BC), prices rose by 0.1 of one percent,
most likely reflecting a decline in the prices for basic groceries alone.?

2 The BC housing rebate is 5 percent of the sale value of the new home (up to the specified limit), based on
the estimate that the previous RST o