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Executive Summary

British Columbia is the fiscal leader in the Canadian federation—low tax rates across the board,
yet still producing sufficient revenues to balance the budget. While starting from an enviable
position, two fiscal challenges need attention to improve British Columbia’s prospects for
prosperity. First, projections for provincial government spending suggest a need of three percent
of GDP by 2030 just to fund health costs. To meet this need requires a revitalized tax system that
can deliver more revenue, but do so fairly and efficiently. Second, British Columbia lags other
provinces in creating a supportive tax environment for investment. When the fiscal system
supports strong investment, firms can create new jobs and also provide workers with the latest
equipment and technology. These investments increase productivity which leads to better wages
and stronger economic growth.
The analysis in this paper finds that both these challenges—revenue and investment—have roots
in the shortcomings of BC’s Provincial Sales Tax. By covering goods more than services, the
PST fails to efficiently capture growth in the economy, which shortchanges future government
revenues. Moreover, by imposing a tax penalty on the inputs to productivity-enhancing
investment, the PST makes it harder to grow the economy.
The paper explores three possible made-in-BC solutions to the PST problem. First, other existing
taxes might be raised to shrink the PST down. Second, the PST could be improved by
broadening to cover more services and also allowing more generous credit for PST paid on
business inputs. Third, the PST could be replaced with a new kind of value-added-tax imposed
on firms rather than directly on customers.
None of these solutions can be recommended without reservation as each has costs and benefits.
However, the analysis in this paper makes clear that addressing the shortcomings of the PST will
support efforts to build a more prosperous British Columbia.

1. Introduction
The tax system in British Columbia leads the country in several important ways. Personal and
corporate tax rates for many taxpayers are the lowest in Canada. Moreover, the introduction of
the carbon tax in 2008 has provided a vitally important and highly-functional model for other
provinces to consider as they assemble their carbon-pricing strategies. Not only are each of these
features of British Columbia’s tax system enviable on their own, but they also combine to
provide enough revenue to balance the budget.

While these advantages are clear, the tax system in British Columbia does face two serious
challenges. We need to ensure sufficient revenue growth to pay for future provincial spending
needs—primarily driven by health costs. This need not take the form of higher tax rates—the
best way to generate more revenue is to build a more prosperous province from which the
government can take its share. To continue building a more prosperous province requires a
strong environment for corporate investment—and on this front this paper will argue that British
Columbia is lagging far behind the Canadian leaders in overall business tax competitiveness
because of shortcomings in the Provincial Sales Tax.

In this paper, I begin by setting out three principles the tax system should strive to meet:
revenues, efficiency, and fairness. These three principles provide the benchmark to assess British
Columbia’s existing tax system as I provide details on the current personal income tax, corporate
income tax, sales tax, and carbon tax. Next, I expand on the two problems identified above—
generating sufficient revenue to meet future health spending needs and knocking down tax
barriers to investment. Finally, I provide three potential paths for reform to address these
challenges. The three options considered are


Replace the Provincial Sales Tax with other revenue sources (e.g. carbon tax revenue)



Improve the Provincial Sales Tax by providing relief for business inputs and expanding
to cover more services.
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Replace the Provincial Sales Tax with a new BC-VAT, an alternative form of valueadded tax.

None of these options comes without challenges, so any finance minister would need to consider
the advantages and disadvantages of each carefully. However, we should also be wary of the
status quo which leaves standing a large tax ‘wall’ preventing greater investment in British
Columbia’s economy, and weighing down the growth of good jobs for British Columbians.

2. What do we need the tax system to do?
The tax system in any jurisdiction seeks to meet many different goals at once. This naturally
leads to conflict as individual tax measures often help with one goal while at the same time
putting another goal further from reach. In this section, I outline the three principal goals of the
tax system, with particular attention paid to what can be done at the level of a subnational
jurisdiction within a federation like British Columbia’s place in Canada.

Revenues for needed public services
Certain goods and services can be more efficiently provided by the public sector. Whether it is
the provision of protection and justice, public goods like parks and roads, or social insurance
programs to provide income to those who are struggling, there is a case to be made for public
sector financing and provision. In Canada across all levels of government, government spending
as a percent of the economy reached 38 percent of GDP in 2014, down from 50 percent in the
early 1990s. Milligan (2015) points out that about half of this 12-point decline reflects the
decrease in interest payments on government debt, with the rest of the decline split between a
drop in government spending on goods and services and transfer payments to individuals.

While governments sometimes aim to rebalance programs and spending responsibilities between
public and private sectors as a means to shrink government, it is clear that a substantial fraction
of our economy will remain in the public sector through the foreseeable future. With the division
2

of powers in the Canadian federation, provincial governments have substantial responsibilities
including health, education, transportation, and income support for low-income families. Even if
more of the actual provision of more of these services moves to the private sector in the future,
the financing of these services will almost surely remain primarily tax-based. Total provincial
expenditures across Canada as a share of national GDP were 17.7 percent in 2014-15. For the
federal government, total expenditures (excluding amounts transferred to other levels of
governments) were 11.0 percent of GDP. This emphasizes the importance of provincial spending
needs in the Canadian federation.1

Paying for these government services requires tax revenue. So, the most important and most
obvious goal of the tax system is to raise revenue to pay for the activity we have decided should
take place in the public sector. For a subnational jurisdiction like British Columbia, these funds
will have to come either from own-source revenue or through transfers from the higher level of
government. In practice in the Canadian federation, over 80 percent of province-level revenue
comes from own-source revenue—although this share does vary across provinces depending on
the patterns of resource revenues and the magnitudes of federal equalization transfers. Still, there
is significant scope for provincial tax choices to play a major role in each province’s economy.

Minimize impact on the efficient operation of the economy.
The second major goal for the tax system is to minimize the impact of taxation on the efficient
operation of the economy. The standard that economists use to evaluate efficiency is to imagine
what decisions families and firms would take in the absence of taxes, and compare those fictional
choices to what we actually observe in an economy with taxation. If a particular tax has no
impact on a decision made by a family or firm in the fictional compared to the actual cases,
economists refer to that tax has being neutral. When there are differences in the decisions with
and without the presence of a tax, economists call that tax distortionary.
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Data come from the Fiscal Reference Tables published by Finance Canada (2015).
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For example, a tax that applied only to tan-coloured shoes and not black shoes would push
people to buy fewer tan shoes. Some people really like tan shoes and would therefore be made
worse off by this distortionary tax. In contrast, a tax that treats all shoes similarly would be
neutral.

For distortionary taxes, the damage done to the economy by a tax increase is greater when tax
rates are high than when tax rates are low. That is, moving from a 10 percent tax rate to a 20
percent tax rate is less damaging than moving from 50 percent to 60 percent.2 This has a very
important implication for tax design: to raise a given amount of revenue it is generally preferable
to have a lower rate and apply that rate to many goods and activities than to have a high rate
applied only to a few activities. That is, low tax rates and a broad tax base are preferable to high
rates on a narrow base.

An additional element of the efficiency consequences of the tax system is the administrative
burden in collecting taxes. There are two components of this cost. More obviously, the
administrative cost involves the resourcing of the government revenue office for the activity
necessary to collect taxes. Less obviously, at a social level we must also consider the
administrative burden on firms and individuals for complying with the tax system. When the tax
system is more confusing, complicated, and complex, both of these cost components become
larger.

The efficient operation of the economy should be of concern to everyone. At its core, an efficient
economy simply wastes less human effort and resources than inefficient economies. Efficient
economies increase the potential of everyone to enjoy a high and growing standard of living.

Fairness
The third major goal for the tax system is to influence the fairness of economic outcomes in a
society. People by nature have different views on fairness. For some, economic rewards come
2

In technical terms, when the demand curve is linear, the deadweight loss efficiency cost of taxation increases
proportional to the square of the tax rate.
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mostly from hard work and wise choices. For people with this view, it is only fair to allow the
market-determined outcomes to prevail without government interference since the recipients of
high income mostly deserved their pleasant situation. On the other hand, others see economic
rewards being subject to doses of bad luck ranging from unforeseen employment losses or health
challenges; or the simple fact that some people get a better start in life because of their birth into
a better family environment. Both points of view on fairness have thoughtful adherents.
For the context of this paper, I will use the term ‘fairness’ to reflect the sense that tax burdens
should be increasing in well-being. That is, a tax system that is fairer is one in which those who
are better off pay a higher share in taxation than those who are less well off. How much fairness
matters and what weight it should carry in the analysis is something that each reader must decide
for him or herself.

But, even for those who put little weight on fairness themselves, there is a good reason to pay
some attention to how others view fairness. The degree to which the tax system influences
fairness ultimately depends on the views of other citizens through the political system. Consider
what happens when middle and lower earners begin to feel they do not benefit from economic
growth. Many growth-enhancing policies, ranging from international trade to streamlining
business taxation or sales taxation, require some degree of economic displacement on the way to
generating more economic growth. If everyone feels they will benefit from the resulting
economic growth, it is easier to make the case for growth-enhancing policies. On the other hand,
if the sentiment that economic growth doesn’t benefit everyone takes root, the political support
for growth-enhancing policies will erode. For this reason, even those with a personal view that
prioritizes growth over fairness should pay some attention to the fairness aspects of the tax
system, lest their fellow citizens vote for policies that harm the environment for economic
growth.

In Canada over the past thirty years one of the most notable economic trends has been the
concentration of income growth among the highest earners. For example, Lemieux and Riddell
(2016) note that between 1982 and 2010 the total income growth for those under the 90th
percentile of income was close to zero—they were barely better off in aggregate in 2010 than
5

they were in 1982. In contrast, those in the top 0.01 percent (the top one in ten thousand
Canadians) saw income growth of nearly 160 percent over this time period.3 These high-earner
income concentration trends have not been as pronounced in Canada as in the United States, and
the trend has plateaued over the last decade. Still, these facts on income concentration have
affected the way our political system approaches taxation, manifesting in political desire to push
back in some way against these income-concentration trends through the tax system.

For a subnational jurisdiction like British Columbia, however, it is important to keep in mind the
limits to having a heavily redistributionary tax system. The key concern is the mobility of
people, business activity, savings, and taxable income. Because it is generally easier to move
across provinces in a federation than across national borders, taxation of mobile factors at the
subnational level faces a greater challenge than at the national level.

This can be seen most clearly by taking the example to the municipal level. If the city of
Burnaby were to impose a strongly redistributive income tax for those residing within its city
limits, many high earners might choose to move to neighbouring municipalities like Vancouver
or Coquitlam where they would not face the higher tax. In this way, mobility imposes a
constraint to taxation at more geographically narrow levels of government.

So, a province that tries to impose higher taxes on high earners or businesses may see some
outflow in response. That outflow may be the actual people or business activity moving
somewhere else, or it may simply be an increase of use in accounting methods that shift the tax
revenue to lower-taxed provinces. Either way, mobility acts as a stronger constraint on provincial
taxation than is the case for the federal government.

For personal income taxes, Milligan and Smart (2013; 2016) study how the high rates of
provincial taxation in some provinces affect the amount of taxable income booked in those
provinces. They find a substantial amount of cross-province income shifting, which makes the
case for a heavily redistributionary personal income tax at the provincial level more difficult.

3

See Fortin, Green, Lemieux, Milligan, and Riddell (2012) for more detail on the trends on income inequality in
Canada over the last generation.
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Similar findings for the corporate income tax are found by Mintz and Smart (2004). In that
paper, Mintz and Smart study differential provincial tax rates to see how firms may shift income
across provincial borders. They find evidence of a large capability for firms to shift corporate
income across provincial borders. Again, this finding demonstrates that the choices made by a
subnational jurisdiction like British Columbia must take into account the tax environment in
other provinces within the federation.

Reconciling the goals
If efficient, fair taxes that raised sufficient revenues were easy to design and implement,
ministers of finance around the world would have an easy job. However, in the real world,
reconciling these different goals presents many difficulties. By laying out the goals explicitly in
this section, I have a framework against which to assess the tax measures currently in place in
British Columbia.

3. Overview of Current Tax Measures
In this section I describe the key components of the tax system in British Columbia and explain
why they matter for each of the goals listed in the previous section. In addition to taxes, the
Government of British Columbia also receives substantial revenue from resources, fees and
licences (including Medical Services Plan premiums), federal transfers, and income from crown
corporations. The totals of both tax and non-tax sources of revenues in British Columbia are
shown in Figure 1. While non-tax sources of revenue are important, the scope of this paper is
primarily on the tax elements of government revenue in British Columbia.

Below the discussion starts with some international context on the choice of taxes by comparing
Canada to a selection of OECD countries. I then delve into the main components of the tax
system in British Columbia: personal income, corporate income, and then sales taxes and carbon
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taxes. Finally, I compare the overall tax mix in British Columbia over the past 15 years to the
current situation in Alberta and Ontario.

International Context
The democratic advanced economies that comprise the Organization for Economic Co-operation
and Development (OECD) individually make very different choices on the role of government in
the economy. At one end, countries like France and Sweden choose to devote around 45 percent
of their national income to government through taxation. Closer to the other end, the United
States keeps total taxation at around 25 percent of the economy. Canada’s share of taxation in the
economy is 30.5 percent, which is higher than the United States, but less than the OECD average
of 34 percent. These numbers are graphed in Figure 2, with the height of each country’s bar
reflecting the total tax revenue as a share of GDP.

Some Canadians might prefer to adopt the deeper and broader social spending of countries like
Sweden or France. For that reason, it’s informative to see how those countries raise the extra
revenue to fund their higher government expenditures. The composition of each country’s bar in
Figure 2 reveals the answer. Canada taxes a comparable amount to France or Sweden in
corporate income tax, other income taxes, and property and wealth taxes. The large differences
between Canada and the high-tax countries come mostly from taxes on goods and services (like
sales taxes or value-added taxes similar to Canada’s GST/HST) and social security contributions
(like Canada’s EI and CPP contributions). So, to the extent that countries like France or Sweden
might be a model some Canadians may wish to emulate, it is broad-based sales and earnings
taxes that fund the spending differences rather than taxes on corporations, high earners, or
wealth.

Personal Income Taxation
Personal income taxation is a main contributor to all three goals of the tax system in British
Columbia. It is the single largest revenue line item in the budget as can be seen in Figure 1, so it
is the workhorse for the funding of public services. Personal income tax rates can influence work
decisions, as well as personal investment decisions. These distortions can harm efficiency.
8

Finally, in terms of the fairness of the tax system, the personal income tax can target its tax
burden much more precisely through the progressive rate-and-bracket structure. This precision in
targeting means the personal income tax has the biggest potential to influence fairness of any
available tax measure.

British Columbia has a progressive income tax system, meaning that marginal tax rates increase
with income. There are five brackets in 2016, with rates ranging from 5.06% at the bottom to
14.7% for those with taxable incomes over $106,543. British Columbia has a tax collection
agreement with the federal government for the collection of tax revenue by the Canada Revenue
Agency on behalf of British Columbia using the same definition of taxable income as the federal
tax return. In 2015-16, British Columbia is expected to raise $8.4 billion through personal
income taxation. For 2016-17, the projected revenue in the budget moves down to $8.2 billion,
reflecting the removal of a temporary high income tax bracket in place from 2014 to 2015.

To put the British Columbia personal income tax in context, I present three charts that compare
BC to other provinces. First is the top personal income tax rate by province for 2016 in Figure 3.
The cross-hatched bars show the federal rate and the solid bars show the provincial top rate.4 As
more provinces announce their 2016 budgets, it is possible that some of these rates may change.
It appears that British Columbia will have the lowest top personal tax rate among provinces in
2016, at 47.7 percent. The highest in the country is Nova Scotia at 54 percent, followed closely
by Ontario, Quebec, and New Brunswick.

The next two charts compare the personal tax rates across income groups for British Columbia,
Alberta, and Ontario. The x-axis for each shows the dollars earned, with vertical lines indicating
percentiles of the income distribution.5 The calculations were performed using the Canadian Tax
and Credit Simulator.6 To keep the analysis simple, I have used a single taxfiler without children

4

For Quebec, the federal rate is lower because of a special 16.5% abatement reflecting a different division of
provincial and federal responsibilities.
5
These percentiles are formed using the 2011 Survey of Labour and Income Dynamics. The percentiles of
individual earned income for 2011 are recorded and then updated to 2016 using the Consumer Price Index up to
January, 2016.
6
See Milligan (2016) for documentation of the CTaCS calculator.
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in order to maintain focus on the rate structure rather than the extra tax complexity of the family
situation.

In Figure 4, I show marginal tax rates at different income levels. The marginal tax rate is the
taxes owed on the next dollar earned. For this calculation, I include all items on the personal tax
form (except for the federal Working Income Tax Benefit). At modest income levels, the
phaseouts of low-income tax reductions cause slight ‘bubbles’ on this marginal tax rate schedule,
but in the top half of the income distribution the increments to the marginal tax rate reflect the
‘stair step’ pattern derived from different income brackets. Through much of the income
distribution, the tax rate in British Columbia is the lowest among these three provinces. For
incomes up to $76,421 the tax rate in British Columbia is lower than Alberta. Alberta’s tax rate
is then higher until income reaches $300,000 when Alberta’s new high income bracket begins.

Another view on the personal income tax system looks at the average tax burden, taking the total
income tax bill and dividing by total income. Marginal tax rates are important for decisions like
whether to work an extra hour or whether to invest the marginal dollar. In contrast, average tax
rates are more relevant for questions of mobility across provinces, since if one moves residence
all dollars are taxed differently, not just the marginal dollar.

In Figure 5, I graph the average tax rate across Ontario, Alberta, and British Columbia by income
level. For much of the income distribution, British Columbia is clearly below Ontario and
Alberta, only overtaking Alberta at $125,000. However, the picture is perhaps distorted by the
way health premiums are treated in different provinces. In Ontario, provincial health premiums
are collected as part of the personal income tax system, so the Ontario line reflects this extra
premium. In British Columbia, Medical Services Plan premiums are collected separately by the
provincial government. Some employers (mostly mid-sized and larger) pay these premiums on
behalf of their employees, while other British Columbians pay the premiums on their own.7 If
these Medical Services Plan premiums are included in the analysis, the average tax rate for

7

Even if the premiums are paid by the employer, a large proportion of this tax burden may be effectively shifted to
employees through lower wages than would otherwise be the case. See, for example, Gruber (1997) which finds that
a 25 per cent payroll tax decrease was fully shifted into higher workers’ wages over a six-year period.
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British Columbia jumps up noticeably before $50,000 in income and stays higher than Alberta
until $300,000.

Putting this together, British Columbia has a very competitive personal income tax regime
compared to the other provinces in Canada, with the lowest—or nearly the lowest—rates over
broad swaths of the income distribution. This bodes well for productive efficiency, to the extent
that provincial personal income tax rates matter for work and investment choices of British
Columbians. However, the cross-provincial comparisons change if one accounts for Medical
Services Plan premiums, since British Columbia’s average tax burden is then much closer to
other provinces. This suggests only limited scope for increases to personal income taxes before
mobility incentives may become relevant, to the detriment of British Columbia.

Corporate Income Taxation
Corporate income taxation brought in $2.8 billion in 2015-16, representing about 10.5 percent of
total tax revenue or 5.9 percent of the total $47 billion in British Columbia government revenue
across all sources. Corporate tax revenue is very cyclical through booms and recessions, as can
be seen in Figure 6 which graphs the tax rate and the revenue as a share of GDP from 1996 to
2014.

Corporate tax rates are important for efficiency in two different ways. First, a large body of
evidence shows that corporate tax rates is one of the factors affecting business investment
decisions.8 Since corporate tax rates affect the after-tax rate of return, firms take taxes into
account when deciding on large investments in new plant, machinery, equipment, or research.
These investments lead directly to higher productivity for workers, and to higher wages that

8

See, as two examples, Lee and Gordon (2005) or Djankov, Ganser, Ramalho, and Schleifer (2010). Both papers
compare across countries with different corporate tax rate regimes, finding lower rates lead to higher economic
growth and more corporate investment. A background on the linkages between growth and taxation can be found in
Myles (2009). Recent evidence on state-level taxation in the United States finds significant and large impacts on
employment and the number of establishments (Giroud and Rauh 2015) and the location of star scientists (Moretti
and Wilson 2015), while there may be an asymmetric impact on employment for rate cuts and rate increases
(Ljungqvist and Smolyansky 2015). Finally, Mintz (2015) provides an overview of corporate taxation in Canada as a
whole and an agenda for reform.
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sustain improvements in lifestyles. Second, because some firms have some ability to shift
corporate income across jurisdictions, higher rates can shift taxable corporate income out of one
jurisdiction into others. This affects the amount of tax revenue a jurisdiction can expect through
higher corporate tax rates.9 Both of these efficiency effects lead to a stark conclusion: provincial
corporate income taxes are one of the most costly ways a provincial government can raise
revenue.10

In the political sphere, many are concerned about the fairness of corporate taxation, with a
mindset that higher corporate taxes will mean high-wellbeing individuals will pay more taxes.
On a basic level, these common political conceptions can be challenged. A corporation is a legal
form, not a sentient being able to experience enjoyment. Taxing firms more means that
shareholders, employees, customers, or suppliers will experience a decrease in their standards of
living. Traditional theory on corporate taxes emphasizes that in an open economy with mobile
capital, trying to tax the return to corporate income will simply lead some capital to leave the
jurisdiction, and hurt workers. Recent reviews on the incidence of corporate taxation find mixed
evidence on who bears the burden of corporate taxes.11 But, there is little reason to believe from
either theory or evidence that higher corporate taxes have a positive influence on the fairness of
the distribution of tax burdens across society.

Corporate income taxation in British Columbia is also co-ordinated with the federal government
through a tax collection agreement. British Columbia is able to set its own tax rate on corporate
income, which currently sits at 11 percent. This rate is the lowest in Canada. There is also a
federal rate applied to corporate income, at 15 percent. The cross-Canada comparisons can be
seen in Figure 7. British Columbia has the lowest combined rate at 26 percent. At the other end,
Nova Scotia and Prince Edward Island have a total corporate tax rate of 31 percent.

9

See the evidence on shifting of corporate income across Canadian provinces, see Mintz and Smart (2004). For
recent evidence from the UK, see Devereux, Liu, and Loretz (2014). Clausing (2016) looks at state corporate
taxation in the United States and finds little evidence that actual business activity is shifted, but does find that
corporate income shifts in response to taxation.
10
See, for example, Ferede and Dahlby (2016) for evidence on the high cost of raising money through provincial
corporate income taxes.
11
Gentry (2007) reviews the theory and evidence on corporate income taxation, finding evidence in favour of the
view that corporate taxes are not borne by the owners of capital. More recently, Clausing (2012) considers the
corporate tax across OECD countries and finds more mixed evidence.
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Small businesses that qualify as a Canadian Controlled Private Corporation are eligible for a
special reduced rate both federally and provincially through the small business deduction. The
income threshold for the small-business deduction both federally and in British Columbia is
$500,000. Figure 8 shows that the rate in British Columbia at 2.5 percent is the second lowest in
Canada, behind Manitoba.12 While small businesses do face unique challenges, it is not clear that
the small business deduction and preferential rate is the best way to address these problems since
it provides an incentive to ‘stay small’ and also opens the door to using the small business
deduction as a tax planning vehicle to avoid personal taxes.13 From this perspective, the
important element of provincial tax policy is the size of the tax rate gap between small and large
businesses. In British Columbia, this tax rate gap is 8.5 percentage points, which is the fourth
smallest in Canada. Quebec’s gap is 3.9 percentage points; Ontario’s is 7.0 percentage points,
and on the other end Nova Scotia’s gap is 13 percentage points.

Overall, the corporate tax rate environment in British Columbia is fairly attractive relative to
other provinces. This is a source of competitive strength for the British Columbia economy by
encouraging investment that leads to a more-up-to-date capital stock, better productivity, and
better jobs. In particular, the current positioning as the lowest-rate province may begin to attract
corporate taxable income shifted from other higher-rate provinces or the location of head offices.

Sales taxes
The sales tax in British Columbia has a volatile recent history. After switching from a retail sales
tax (officially called the Social Service Tax) to the Harmonized Sales Tax in 2010, British
Columbia reverted to the retail sales tax (now renamed the Provincial Sales Tax or PST) in 2013.
This tax is expected to bring in $6 billion in 2015-16 for British Columbia, making it the second
On May 4th, 2016 Premier Christy Clark announced that her government was “reaffirming its commitment to
reducing the small business tax rate by 40% by 2017-18.” Should this commitment reach fruition, the small business
rate will decline from 2.5 percent to 1.5 percent. https://archive.news.gov.bc.ca/releases/news_releases_20132017/2016PREM0048-000715.htm
13
Mallett (2015) makes the case for the special challenges faced by small business, including access to international
capital and the higher cost of tax compliance. Chen and Mintz (2011) and Dachis and Lester (2015) outline some of
the problems with the existing small-business deduction regime and present some alternatives.
12
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largest tax revenue item after the personal income tax. So, the PST is an important part of the
revenue picture.

All provinces in Canada except Alberta levy some kind of sales tax, although the form varies
across the country. In British Columbia, Saskatchewan, and Manitoba the form is a traditional
retail sales tax aimed at end-use retail customers but also capturing many intermediate business
inputs. In Ontario and the four Atlantic provinces, the provincial sales tax is combined with the
federal Goods and Services Tax (GST) to form a unified Harmonized Sales Tax (HST). The
Harmonized Sales Tax is a value-added tax with that covers most goods and services and offers
tax relief for business inputs. In Quebec, the Quebec Sales Tax is a value-added tax very similar
to the federal Goods and Services Tax.

One of the essential differences among these different forms of sales taxes is the base—what is
captured by the tax.14 The GST/HST system aims for a broad base, covering both goods and
services. In contrast, retail sales taxes like British Columbia’s PST typically exempt most
services from coverage. As the economy continues its long-run shift toward more services, this
narrow coverage of the PST creates two problems. First, there is an efficiency problem that
arises because the tax system favours one type of consumption (services) over another type
(goods). This failure of tax neutrality means the economy will feature an inefficient mix of goods
and services. Second, the long-run shift toward services means that the narrow PST base will
become an ever-less productive generator of government revenue that is needed for provincial
government services. Less tax revenue might sound good from the consumer’s point of view, but
the most likely outcome will be higher-than-necessary PST rates applied to the ever-narrowing
base, or a shift toward other potentially more-harmful forms of taxation.

The difference in sales tax rates across Canada is displayed in Figure 9. Because the bases for the
taxes are very different across provinces, care needs to be taken in comparing rates. Still, the raw
rate in British Columbia is the second lowest in Canada, after the 5 percent rate in Saskatchewan.

14

A complete review of sales taxes in Canada can be found in Bird (2012). Smart (2012) reviews the efficiency of
Canada’s GST/HST system and finds it comes up short of the world-leading models because of the treatment of
food, financial services, housing, and small traders.
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While the rate in British Columbia looks on its surface very competitive compared to other
provinces, the structure of the Provincial Sales Tax delivers some serious negative consequences
for the competitiveness of the British Columbia economy.

Sales taxes can have a large impact on the efficiency of the tax system and on corporate
investment and economic growth. When the tax is levied not just on final consumption by
individuals but also on business inputs, the incentive to invest is diminished. Bird and Smart
(2009) calculate that about 43 percent of the tax revenue under Canadian retail sales taxes is
actually on business inputs, and that this taxation of business inputs has an important effect on
business investment in machinery and equipment.

The burden of sales taxes on fairness is typically thought to be greater on low earners than high
earners, since low earners dedicate a larger fraction of their income to consumption than do high
earners.15 Many provinces therefore provide relief to modest earners through a sales tax credit. In
the case of British Columbia, a refundable sales tax credit is provided through the personal
income tax form. Recent evidence from Bird and Smart (2016), however, suggests the incidence
of the Goods and Services / Harmonized Sales Tax is much less regressive than commonly
believed.

Carbon tax
British Columbia broke a new path for Canada in 2008 with the introduction of a carbon tax.
This carbon tax was initially set at an economy-wide price of $10 per tonne of carbon dioxide
equivalent emissions. It rose annually according to a set schedule until reaching $30 per tonne in
2012 and has been frozen at that rate since. At the $30 rate, the additional cost per litre of
gasoline, as one example, is 6.7 cents. In 2015-16, the carbon tax is expected to bring in $1.2
billion

15

See Kesselman and Cheung (2004) for a review of the evidence on the incidence of sales taxes in Canada.
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In terms of efficiency, the principle of the carbon tax is to put a price on something that is doing
harm to the environment—a negative externality. By dissuading the emission of carbon and
counteracting this negative externality, the efficiency of the economy is actually improved since
economic decisions to burn carbon will now come closer to reflecting the true cost to society and
the environment. Evidence available so far suggests that the carbon tax has produced the
expected level of carbon abatement.16

The introduction of the carbon tax did generate some controversy about the fairness of who
would pay most for carbon emissions. These concerns were alleviated to some extent by the BC
Climate Action Tax Credit, which pays out a refundable tax credit to lower-income families in
British Columbia. In addition, the carbon tax was designed to be revenue neutral, so it was
accompanied by cuts to both personal and corporate income tax rates. However, for energyintensive industries and some export-oriented industries, the carbon tax shift policy has had a
negative overall impact on the competitiveness of their BC operations compared to other
jurisdictions where no carbon price is now in place.

Recently, the Climate Leadership Team appointed by the provincial government released
recommendations for the future of the carbon tax.17 They recommended a $10 per year annual
increase in the carbon tax rate commencing in 2018, with several ideas for how to use the new
revenue. One of the first priorities in their recommendations is to lower the Provincial Sales Tax
rate to 6 percent from the current 7 percent.

Of course, any further increases to the carbon tax may begin to raise competitiveness concerns.
Other jurisdictions that do not price carbon already enjoy an advantage that would be expanded
if British Columbia goes alone to higher carbon prices. In designing Alberta’s new carbon tax,
this competitiveness concern was the limiting factor in their choice to keep the price at $30 per
tonne.18 Policy developments continue at a rapid pace on a pan-Canadian carbon pricing
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See evidence in Elgie and McClay (2013) and Murray and Rivers (2015).
See British Columbia (2015).
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See Alberta (2015, page 11). Here is how the Alberta report viewed the competitiveness concern: “In the
meantime, imposing policies in Alberta that are more stringent than what we have suggested is not tenable, until our
peer and competitor jurisdictions adopt policies that would have a comparable impact on their industrial sectors.”
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framework that may alleviate some of these competitiveness concerns—at least in comparison to
other Canadian jurisdictions.

The overall tax mix
Putting the tax pieces together allows us to form a picture of the overall tax mix in British
Columbia. In Figure 10 I break down total tax revenue in British Columbia across its component
items, and compare to Ontario and Alberta. For this comparison, I look only at tax revenue,
excluding fees, resource revenues, crown corporation income, and federal transfers. I do include
Medical Services Plan premiums to make the cross-provincial comparison on an equal basis. The
conceptual question this analysis addresses is how, within the tax envelope, the tax mix is split
between personal income, corporate, sales, and other taxes.

The chart in Figure 10 shows that British Columbia is currently relying less on the personal
income tax than previously. In 1999-2000, British Columbia uses the personal income tax to
generate 40 percent of tax revenue; by 2015-16 that is projected to fall to 31.4 percent. Corporate
taxes (including both the corporate income tax and the now-cancelled corporation capital tax)
were fairly steady at around 10 percent of taxes. Sales taxes were also fairly steady at about 22
percent of taxes. The two sources making up the gap for the relative decline of the income tax
are the carbon tax and the increase in Medical Services Plan premiums.

Compared to Ontario and Alberta, there is a greater reliance in British Columbia on health
premiums, property taxes, and carbon/fuel taxes. Sales taxes are 25.9 percent of tax revenue in
Ontario, with personal income taxes taking 33.3 percent. For Alberta, the lack of a sales tax
stands out, but the mix between personal and corporate taxation and other tax revenue sources is
still quite different, with the two income taxes adding up to 75 percent of the total tax revenue
take.
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4. Challenges for British Columbia’s tax system
British Columbia faces two serious challenges in the strength of its fiscal position over time.
First, the long-run trend toward greater spending at the provincial level is expected to continue
over the next generation as the health system requires more resources to counter increased costs
and the demographic bulge. Second, the structure of sales taxation places an important and large
barrier to business investment in British Columbia. The tax system needs to encourage
investment to ensure that British Columbia is the home to the new industries of the future and
also that there is a future for its current industries. Investment leads to growth, better jobs, and
underpins economic prosperity.

Both of these challenges need to be met with an eye on the fairness of the tax system. Whether
one views the current tax system as adequately addressing fairness is not the point. What matters
for reforms that address revenue needs or a competitive investment environment is that we
consider how the reforms change perceptions of fairness by voters. Without attention to ensuring
the tax system is not made noticeably less fair, even a well-designed reform will struggle to find
enough support to be implemented.

Below I discuss these two challenges for the British Columbia tax system in detail.

Projected Provincial Spending Needs
Long-run fiscal projections at the provincial level show a large increase in spending needs over
the next generation. There will be some increasing need for education spending as postsecondary education and post-school training become even more pivotal in the knowledge-based
economy. However, the main driver of provincial spending is health. Figuring out how to raise
revenue to fund future health spending presents the largest long-run fiscal challenge for British
Columbia, as with other provinces.
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The most recent Fiscal Sustainability Report (Parliamentary Budget Officer 2015) finds that
health spending growth has slowed in many provinces to the lowest rate of growth in twenty
years. For British Columbia, health spending growth between 2012 and 2015 averaged only 2.5
percent per annum; in the previous decade the average annual growth was 5.4 percent. This
slowdown in health cost inflation is mirrored in other large provinces such as Ontario and
Quebec.

However, even with this slowdown in the rate of growth, the Parliamentary Budget Office
projects health spending by governments will increase from 7.2 percent of GDP in 2014 to 12.5
percent by 2089. Specifically for British Columbia, the C.D. Howe Institute projects health
spending to rise to over 15 percent of GDP by the 2060s.19 In both analyses, the projected rate of
increase for health spending really begins accelerating in the mid-2020s because of the
demographic pressure of the size of the baby boomer cohort. So, by 2030—just 14 years from
now—an increase on the order of three percentage points is expected, from the current 7 percent
of GDP up to 10 percent. The analyses also incorporate changing education, child benefits, and
pension spending by the federal and provincial levels. At the provincial level, the health
projections dominate all of these other factors.
To put these revenue requirements in context, British Columbia’s current GDP is about $250
billion. An extra one percent of GDP means $2.5 billion in revenue; three percent is $7.5 billion.
So, raising three percent of GDP in extra revenue would require a boost in British Columbia
provincial revenue of about 15.6 percent over the current level. Put differently, the extra $7.5
billion needed for health spending is just a bit under the current $8.4 billion brought in by the
entire personal income tax, and exceeds the $6.0 billion brought in by the existing provincial
sales tax.

Of course, continued efforts to reorganize the health system to mitigate future cost increases are
warranted. Also, future shifts in the balance between the existing public insurance system and
employment-based supplemental insurance may also limit the need to draw on future tax
revenue. Moreover, the federal government may increase transfers in the future or rebalance the
19

See Busby, Robson, and Jacobs (2014) for the C.D. Howe analysis for British Columbia.
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tax mix between levels of government. However, it seems very likely that provincial tax
revenues will need to increase over the next generation to meet these needs, and the tax system
needs to be prepared for it.

Spurring investment and growth
Growing economies raise living standards directly for citizens, but growing economies also go a
long way to solving government revenue challenges. With demographic change providing
headwinds that may slow growth in the future, the need to ensure British Columbia’s policy
framework is geared to growth is stronger than ever. To grow the economy of British Columbia
businesses need to invest. Investment yields improvements in productivity which leads to better
jobs and higher wages. The tax system needs to encourage investment to ensure that British
Columbia is the home to the new industries of the future and also that there is a future for current
industries at home in British Columbia.

With the lowest personal and corporate tax rates in Canada, British Columbia starts in a strong
position. However, these advantages are counteracted by a powerful disincentive to business
investment—the way sales taxes penalize new investment.

When a firm is considering a new investment, the amount of tax it pays on the future investment
returns depend on many factors. These factors range from the obvious factors like the corporate
tax rate to more esoteric factors like how inventory changes are accounted and the depreciation
schedules for assets. Through a series of calculations, these tax factors can be combined into one
measure of the impact of the tax system on investment: the marginal effective tax rate.20 The
marginal effective tax rate encapsulates the difference between the pre- and post-tax return on
the marginal dollar of investment.

See McKenzie, Mansour, and Brȗlé (1998) for an explanation of the methodology underlying the marginal
effective tax rate calculation.
20
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For Canadian provinces and several other countries, Chen and Mintz (2015) provide a set of
marginal effective tax rate calculations over a ten-year period. They perform the calculations by
industry in order to account for investment credit and rate relief differences across industries in
some jurisdictions. These industry-specific calculations are then summarized into an effective tax
rate using a weighted average across industries within each jurisdiction. The results are graphed
in Figure 11, with British Columbia featuring cross-hatches and different shades for provinces
and comparison countries.

At 27.5 percent, British Columbia is situated with the second highest marginal effective tax rate
in Canada, after Manitoba. It is lower than the 35.3 percent in the United States, but higher than
most other countries including Germany and the United Kingdom.

The most striking difference in marginal effective tax rates across provinces in Figure 11 is the
contrast between the three retail sales tax provinces (Manitoba, British Columbia, and
Saskatchewan) and the rest of Canada. This is driven by the fact that the retail sales tax applies to
business inputs in these provinces, while the Harmonized Sales Tax refunds any tax paid on
business inputs in the other provinces. The other differences across provinces are a result of
differences in corporate tax rates, along with industry-specific depreciation rules and investment
incentives.

To gain more perspective on the role of the retail sales tax in British Columbia on these
investment disincentives, I graph in Figure 12 the marginal effective tax rate from 2004 to 2014,
also from Chen and Mintz (2015). In this chart, the impact of the provincial retail sales tax looms
large, with a differential of about 10 percentage points for the 2010-2012 period in which the
Harmonized Sales Tax was in place. This differential exceeds the 7 percent rate of British
Columbia’s sales tax because of the cascading effect—the tax is applied at several levels of
production and therefore ends up embedded in prices in a final amount even more prominent
than the nominal 7 percent rate.

Other measures (such as lower corporate income tax rates or specific investment incentives) can
lower a province’s marginal effective tax rate. But, it is clear that the easiest path to improving
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British Columbia’s investment incentives is to find ways to diminish the impact of the Provincial
Sales Tax on investment incentives.

5. Policy Options
To improve the prospects for the economy of British Columbia now and into the future, I
consider three potential reforms. The three options considered are:

1) Phasing out the PST and replacing it with other taxes.
2) Improve the existing PST.
3) Replace PST with a new BC-VAT.

For each, I first describe the policy and then assess it against the three challenges faced by
British Columbia (revenue, growth, fairness). It should be emphasized that removing the tax
disincentive to corporate investment without moving to the Harmonized Sales Tax system is
difficult—so none of these alternative options comes without consequences. However, through
the 2011 referendum the people of British Columbia offered their judgment against the
Harmonized Sales Tax and this paper takes that judgment as decisive.

Phasing out the PST
British Columbia could simply phase out the Provincial Sales Tax. This would go most of the
way to improve the marginal effective tax rate displayed in Figure 11 back to being a leader
among provinces. The obvious problem raised by the phasing out of the Provincial Sales Tax of
course is how to replace the $6.0 billion in revenue.

If increases to other revenue sources are contemplated, we must address whether there is fiscal
room for British Columbia to raise $6.0 billion using other tax measures. The analysis in this
paper has shown that British Columbia has among the lowest personal income tax rates in the
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country. However, when combined with the MSP premiums, the advantage in British Columbia
dissipates. This makes it less likely that substantial new revenue could be raised by personal
income taxes without spurring some outflow of people and investment. Moreover, specifically
targeting high earners alone would be very unlikely to bring in sufficient revenues. The
temporary tax bracket above $150,000 in 2014-2016 raised rates by 2.1 percentage points, from
14.7 to 16.8 percent. This new bracket only brought in about $200 million a year—which is not
nearly enough to replace the PST. So, any effort to substantially increase revenue from personal
income taxes enough to replace the $6.0 billion Provincial Sales Tax revenue would need to
target middle earners.

On the corporate side, the existing tax has current revenue of $2.8 billion, so a very substantial
increase in rates would be needed to replace the $6.0 billion in Provincial Sales Tax revenue.
This would erode British Columbia’s efficiency and growth advantage and undo the efficiency
gains from removing the PST.

Alberta has no provincial sales tax—how can they do that? Can British Columbia emulate
Alberta? Alberta has traditionally relied on large resource revenues to fund provincial services.
At present, both Alberta and British Columbia expect approximately the same resource revenue
of $2.5 billion, so there is actually not much resource-based fiscal advantage for Alberta at
present. Of course, while the British Columbia budget is in surplus, the Alberta budget deficit is
expected to be over $10 billion. It is likely not sustainable for British Columbia to follow Alberta
into large deficits by simply revoking the Provincial Sales Tax without replacement revenue.

A clear possibility to consider is how to use the revenues from an expanded carbon tax. If the
recommendations of the Climate Leadership Team to increase the carbon tax by $10 per tonne
every year are followed, this will generate about $400 million a year in incremental revenue. It
would take about $21.15 per tonne more in order to afford a 1 cent drop in the Provincial Sales
Tax. Completely abolishing the Provincial Sales Tax would require a carbon price increase of
about $145, taking it to $175 per tonne. This would be an equivalent to a 39.5 cents per litre tax
on gasoline. A carbon tax at that level would be far above the current carbon prices in other
North American jurisdictions and among the highest in all OECD countries. This would certainly
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go far beyond the level at which competitiveness concerns with other jurisdictions become
relevant.

Assessment:

How does phasing out the existing Provincial Sales Tax affect revenue, efficiency and growth,
and fairness? Simply revoking the Provincial Sales Tax would cause substantial revenue
shortfalls at a time when provincial spending demands are likely to increase. If the revenue were
replaced with other income taxes, the existing competitive advantage British Columbia has in
both corporate and personal income taxes would erode. This would offset some or most of the
efficiency benefits of going without a retail sales tax. On the fairness issue, it would be
impossible for British Columbia to raise sufficient income tax revenue on high earners to replace
Provincial Sales Tax revenue, meaning that middle earners would not be substantially relieved of
tax burden by revoking the Provincial Sales Tax since the bulk of the income tax increase would
have to be on middle earners.

The most promising avenue for phasing out the Provincial Sales Tax seems to be extra revenues
coming from an expansion of the carbon tax, as it could plausibly meet revenue, efficiency, and
fairness considerations. However, competitive pressures from neighbouring jurisdictions with
lower (or the absence of) carbon prices provide an important constraint on how high British
Columbia’s carbon tax can go. As the federal government continues to work on a pan-Canadian
carbon pricing framework, more room to expand the carbon tax without sacrificing
competitiveness may arise.

Improving the PST
Rather than phase out the Provincial Sales Tax, it is worthwhile considering how to improve it.
There are two elements to the approach: expanding to cover more services and allowing greater
relief for business inputs.
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The Provincial Sales Tax could be expanded to cover more services. This potentially brings three
advantages. First, by levelling the playing field between goods and services, the tax distortion in
consumer choice and economic structure is removed an neutrality restored. There is not a strong
economic reason for the tax system to tax goods but not services. Second, the extra revenue
brought in can fund more government spending, facilitate a rate cut, or provide funding for more
relief of business inputs. Third, by removing the need to adjudicate between goods and services
tax administration and tax compliance are made easier for businesses and for the government.

The second direction for improving the Provincial Sales Tax is to provide greater relief for
business inputs. For example, in 2001 some equipment in manufacturing, logging, mining, and
energy became exempt from the Provincial Sales Tax. However, this was only a small slice of
overall business inputs subject to the Provincial Sales Tax. Making similar relief more general
would reduce the bite of Provincial Sales Tax from business investment and spur greater
investment and growth through lowering the marginal effective tax rate on investment. Providing
this greater relief for business inputs would cost revenue, but combined with an expansion of the
tax base to cover more services a revenue neutral package could be developed.
Assessment:

How does this duo of PST reforms look when measured against the three criteria of revenue,
efficiency, and fairness?

These reforms could potentially help the long-run revenue situation by repositioning the
Provincial Sales Tax to cover more of the British Columbia economy, allowing Provincial Sales
Tax revenue to grow more in line with the rest of the economy as the services component of the
economy increases. For efficiency and growth, reducing the impact of the Provincial Sales Tax
on business investment is a clear move in the right direction. On the question of fairness, those
operating PST-covered services would not be happy, but from the perspective of goods-sellers a
move to treat services similarly to goods would improve fairness and neutrality in tax treatment
across sectors. Consumers, on the other hand, may be displeased to find more services covered
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by the Provincial Sales Tax, but if that is combined with a rate cut the displeasure could be
limited.

The other challenge presented by this reform package is political. This package ends up moving
in the same direction as the Harmonized Sales Tax—broader tax base combined with tax relief
for businesses. Whether that is too similar to the Harmonized Sales Tax which was rejected by
voters in 2011 is a question that the voters and political leaders of British Columbia would have
to determine.

Scrap the PST in favour of a BC-VAT
The third reform option is ambitious. If concerns about the corporate investment environment are
to be taken seriously, ambitious action is needed. While the economic return to this reform
would be high, the transition challenges and initial resistance might be high, so any such reform
would need to be considered carefully.

The government could scrap the existing Provincial Sales Tax and introduce a new value added
tax in its place, the BC-VAT proposed here. The BC-VAT operates by having firms calculate the
difference between receipts and purchases. This tax base is then multiplied by the tax rate to
determine the taxes owed by the firm. The consumer doesn’t see the tax him or herself; it is paid
directly by firms to the provincial revenue authority. This is a value-added tax because the tax
base is the economic definition of value-added: the value of the output less the value of the
purchased inputs (excluding labour).

The BC-VAT is an accounts-based subtraction-method value-added tax of the type now used by
Japan.21 By ‘accounts based’, it means that the calculations require only the firm’s total accounts
at the end of the accounting period rather than individual invoices. By ‘subtraction method’, it
means that purchases are subtracted from revenues. This form of value-added tax is less familiar
than the credit-invoice method, which is used for Canada’s Goods and Services Tax and most
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For an introduction to Japan’s account-based VAT, see Tamaoka (1994) and Previtera and Boyle (2011).
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value-added taxes around the world. In the credit-invoice method, a firm charges the tax on each
invoice and remits the difference between tax received and tax paid across all invoices. Both
methods have very similar economic properties, but differ substantially on administration.

The BC-VAT features an important twist on the standard subtraction-method value-added tax. It
could ‘piggyback’ off the already-existing accounting information collected by the firm for the
administration of the federal Goods and Services Tax. For example, firms already need to collect
information on total receipts and total purchases for Goods and Services Tax filing. The BCVAT will simply use this same information to calculate the BC-VAT tax owing. This saves firms
a substantial amount of administrative burden compared to the existing Provincial Sales Tax, and
also streamlines the collection of the tax revenue for the government. At its extreme, a BC-VAT
tax return based on the existing GST tax return might take only an incremental five minutes to
complete for a small or medium-sized business.

The BC-VAT would cover a broader base of goods and services than the existing sales tax—and
this is economically desirable. However, it is likely that British Columbians might prefer some
categories of goods and services to be excluded from the tax base. This would be easy to do in
the BC-VAT. Basic food (as already defined by the Goods and Services Tax) could be subtracted
from the base. In addition, other exemptions like children’s clothes, bicycles, or even restaurant
meals could be excluded. Under the BC-VAT, control over the tax base would remain entirely in
the hands of the government of British Columbia.

In order to ensure British Columbia firms are competing on a level field with firms in other
jurisdictions, further adjustments can be made to the tax base to place it on a destination basis.
Again, these adjustments can piggyback on what firms are already doing for the Goods and
Services Tax. For example, exports under the Goods and Services Tax are ‘zero-rated’, meaning
tax is not charged. These zero-rated exports can be subtracted from total receipts for the BCVAT so that no tax is owed on goods exported out of British Columbia. Similarly, special GST
rules apply when goods or services are supplied from a firm in British Columbia to other
provinces in Canada. These sales can also be excluded from the BC-VAT base.
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This calculation can be more easily seen in formulas. The BC-VAT tax base is simply the
amount of qualifying sales less non-labour purchases. Qualifying sales is defined by taking total
sales and subtracting off exports, sales to other provinces, and any other base exemptions found
desirable. The BC-VAT base would then be multiplied by the rate to determine how much tax
must be paid. If the amount is negative, the firm would get a refund, just like in the Goods and
Services Tax system.
(1) BC-VAT base = (Qualifying sales – purchases)
(2) Qualifying Sales = Total Sales – Exports – Sales to other provinces – other base
exemptions

The statutory burden of the BC-VAT would be on the firms. This means that firms would have to
remit the tax as levied, even though no funds were explicitly collected from customers. It is quite
likely that this tax would largely be passed on to customers through higher sticker prices. So, this
price adjustment would offset much of the benefit seen by retail customers no longer paying the
PST on top of the sticker prices.

Two other concerns are raised by levying the tax on firms rather than on transactions. First,
because the tax is no longer visible, it might become too easy politically for governments to raise
the tax since consumers don’t see it directly. Of course, this could be mitigated by mandating a
notice on each receipt that indicates the tax rate embedded in the prices. Second, the federal
Goods and Services Tax would be levied on top of any price increase related to the new BCVAT tax on firms. This interaction of the taxes would provide extra revenue to the federal
government at the expense of British Columbia taxpayers.

Among major countries, only Japan makes widespread use of a subtraction-method value-added
tax. Why hasn’t this method been taken up more broadly? The reason is that the trail of invoices
in the invoice-credit method improves auditability and compliance compared to the subtraction
method.22 Also, border adjustments (through zero-rating of exports) to put the tax on a
22

See Grinberg (2010) for a complete assessment of the administrative features of different types of VAT.
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destination basis are much easier to do with the invoice-credit method since each transaction is
handled separately in the invoice-credit method.

The BC-VAT renders these two shortcomings of the subtraction method inert by piggybacking
off the existing Goods and Services Tax. The invoice-based Goods and Services Tax already
provides the usual incentives for compliance. Also, firms already must categorize their invoices
by destination for the Goods and Services Tax. Because of this piggybacking, the BC-VAT
overcomes the usual administrative objections to a subtraction-method value-added tax.
Assessment:

How does the BC-VAT option deliver on revenue, efficiency and growth, and fairness?

The revenue brought in by the BC-VAT would depend on the rate chosen. Given the experience
with the Harmonized Sales Tax in British Columbia, it is likely that the value-added base for the
BC-VAT would need a rate of between five and six percent to bring in the same revenue as the
existing seven percent PST. Also, the BC-VAT would cover more sectors of the BC economy
which would allow the tax revenue to grow more in pace with the growth of the economy. This
provides a better basis for future revenue growth needed to fund spending needs.

The greatest advantage of the BC-VAT is on efficiency and growth. There would be several
advantages to British Columbia compared to the current sales tax:


Strongly improved investment incentives for firms.



Broaden the tax base to remove distortions between goods and services sector.



Eases compliance burden on firms.



Lower collection and enforcement costs for government.



Local control of the tax base in British Columbia

For fairness, the BC-VAT presents some challenges. By moving the statutory burden to firms,
many businesses might balk at having to pay a profit-insensitive tax without having it explicitly
collected from customers on each invoice or receipt. Moreover, the expansion of the tax to cover
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more services may raise fairness concerns from customers wary of cost increases for services.
These concerns could be mitigated by using some of the extra revenue to enhance the existing
low-income sales tax credit. However, with the tax being paid by firms rather than customers,
some of these fairness concerns may be lighter than was the case with the very visible
Harmonized Sales Tax.

As with any reform to sales taxes, the other looming concern is how to interpret this reform in
the context of the 2011 HST referendum. The BC-VAT is different in many ways—it is
collected from firms rather than transactions, it is locally designed and controlled, and it is not
embedded with the existing federal GST system. Still, there is no denying the BC-VAT is a
value-added tax and voters and elected officials will need to decide if the BC-VAT is enough of
a departure from the HST to merit consideration.

6. Conclusions
To summarize this paper, British Columbia has an enviable position among provinces in many
ways. With the lowest corporate and personal tax rates and a balanced budget forecast into the
future, most other finance ministers in the country would be tempted to trade places with the
Finance Minister of British Columbia. Still, there are substantial tax challenges confronting
British Columbia over the next decade that require attention.

To meet the challenges of sufficient revenues to fund higher future healthcare costs and
improved corporate investment incentives, I proposed three potential reform focused on
improving or replacing the existing Provincial Sales Tax. While there are benefits and cost to
each of the three, it is clear that more attention on fixing the Provincial Sales Tax is key to
building a more prosperous British Columbia for now and the future.
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Figure 1: British Columbia Revenue Source, 2015-16
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Notes: Source is 2016 BC Budget and Fiscal Plan. Cross-hatched bars are sources of tax revenue; dark bars are non-taxation revenue.
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Figure 2: Tax Mix in Selected OECD Countries
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Figure 3: Top Personal Income Tax Rate in 2016

Notes: Source is 2015 tax forms, updated for 2016 from provincial and federal budget information.
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Figure 4: 2016 Marginal Tax Rates by Income Across Provinces

Notes: Simulations using CTaCS 2016-1. The Marginal Tax Rate reflects the personal income tax, both federal and provincial, owed
on the next dollar of taxable income. Included are personal income taxes including low-income tax reductions, but not the Working
Income Tax Benefit. Vertical lines show estimated percentiles of the 2016 national earnings distribution.
37

Figure 5: 2016 Average Tax Rates by Income Across Provinces

Notes: Simulations using CTaCS 2016-1. The Average Tax Rate reflects the total personal income tax, both federal and provincial,
owed as a percentage of total income. Included are personal income taxes including low-income tax reductions, but not the Working
Income Tax Benefit. Vertical lines show estimated percentiles of the 2016 national earnings distribution. The “BC+MSP” line
incorporates the Medical Services Plan premiums.
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Figure 6: Corporate Income Tax Rates and Revenue

Notes: Source is Public Accounts of British Columbia and budget documents.
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Figure 7: 2016 General Corporate Income Tax Rates

Notes: Source is Canada Revenue Agency and provincial budget documents.
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Figure 8: 2016 Small Business Tax Rates

Notes: Small business rates apply to firms eligible for Small Business Deduction, reflecting size and ownership tests. Source is
Canada Revenue Agency and provincial budget documents.
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Figure 9: 2016 Sales Tax Rates

Source: Canada Revenue Agency and provincial budget documents.
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Figure 10: Tax Mix Across Provinces

Source: Public Accounts of British Columbia and provincial budget documents.
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Figure 11: 2014 Marginal Effective Tax Rates
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Figure 12: British Columbia Corporate Marginal Effective Tax Rate 2005-2014

Source: Table 4, Chen and Mintz (2015).
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